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Recommendation

The Finance and Expenditure Committee has examined the Climate
Change (Emissions Trading and Renewable Preference) Bill and rec-
ommends by majority that it be passed with the amendments shown.

Introduction

The bill seeks to amend the Climate Change Response Act 2002
to introduce a greenhouse gas Emissions Trading Scheme in New
Zealand (the NZ ETS). The bill also proposes the amendment of the
Electricity Act 1992 to create a preference for renewable electricity
generation by implementing a restriction on new fossil-fuelled ther-
mal electricity generation, except to the extent necessary to ensure
the security of New Zealand’s electricity supply.

Over time the NZ ETS will cover all gases and all sectors, in order
to minimise overall costs to the economy and in the interests of ef-

187—2



Climate Change (Emissions Trading and
2 Renewable Preference) Bill Commentary

ficiency and equity. The scheme will apply an economy-wide price
signal to activities that contribute to climate change.

By the closing date of 29 February 2008 the bill had attracted 259
submissions representing a wide range of the sectors and interests
that will be affected by the introduction of emissions trading in New
Zealand and by the restriction on new fossil-fuelled generation. We
heard from 161 of these submitters during 58 hours of hearings in
Auckland, Wellington, and Christchurch in April and May 2008. Al-
though most of the submitters supported the introduction of an emis-
sions trading scheme, they raised substantive issues which we con-
sidered at length during the hearings phase, in addition to the regular
post-hearing consideration, which took almost 16 hours.

During the hearing of submissions, we were informed of two signifi-
cant policy decisions taken by the Government: to defer the intro-
duction of transport fuels into the scheme for two years; and to defer
starting the phasing-out of free allocations of New Zealand carbon
credit units (NZUs) to eligible trade-exposed firms by five years. We
provided an interim report to the House in May 2008, indicating our
intention of discussing these issues publicly together with options for
the introduction of synthetic greenhouse gases into the scheme. We
considered these policy changes alongside the bill.

This commentary covers the major amendments we recommend to
the bill. It does not cover minor or technical amendments. The views
of the New Zealand National Party and the Green Party are sum-
marised in their minority views.

Staged entry into the NZ ETS

Clause 4 of the bill inserts new section 2A, which concerns the appli-
cation of the various Parts of new Schedules 3 and 4 to the Climate
Change Response Act. The bill provides that by 1 January 2013 the
NZ ETS will cover all listed sectors, so that all major sectors of the
New Zealand economy will be exposed to the international price of
emissions, at the margin, for all operations.
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We recommend amendments to clause 4 to avoid causing uncertainty
to those sectors entering the NZ ETS now, and to those sectors that
will enter subsequently. These amendments would

. bring liquid fossil fuels fully into the NZ ETS from 1 January
2011, with voluntary reporting from 2009 and mandatory re-
porting from 2010

. bring imported hydrofluorocarbons (HFCs) and perfluorocar-
bons (PFCs) into the NZ ETS from 1 January 2013 instead
of 1 January 2010, with voluntary reporting from 2011, and
mandatory reporting from 2012

. provide for voluntary reporting in the agriculture and waste
sectors from 2011, and require mandatory reporting from 2012

. ensure that allocation plans are developed in advance of the
relevant Schedules to the Climate Change Response Act com-
ing into force.

Trading partners

Many submitters suggest that New Zealand should move in line
with rather than ahead of its trading partners to address climate
change. Growing numbers of emissions trading schemes are being
established around the globe. The NZ ETS is taking an all-sectors
approach to imposing obligations on emitters. This is consistent
with the initial indications as to the design of the Australian scheme.
Developing countries do not have quantified emission reduction
targets for the first commitment period, but contribute to climate
change mitigation in other ways, consistent with the principle of
“common but differentiated responsibilities” applied under the
United Nations Framework Convention on Climate Change (UN-
FCCC) and the Kyoto Protocol. How this principle will shape
the international emissions trading architecture is a key part of the
current negotiations.

We understand that by progressively placing a direct obligation on all
sectors, the NZ ETS would mirror the obligations placed on Annex
I Parties to the Kyoto Protocol. Countries that choose not to include
some sectors in their trading schemes must still bear the cost of those
emissions in other ways. They may devolve the costs to taxpayers if
the emissions price signal does not influence the behaviour of emit-
ters, or rely on policies, regulations, or other price measures such as
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higher fuel taxes. For example, the European Union Member States
place high taxes on transport fuels. The European Commission has
also created incentives for reducing emissions from transport fuels
by improving the efficiency of vehicles and setting renewable energy
targets.

While the proposed NZ ETS has broader sectoral coverage than other
domestic trading schemes in that it includes the transport, forestry,
agriculture, and waste sectors as direct points of obligation, this re-
flects New Zealand’s unique emissions profile. We believe that the
NZ ETS would promote equity and cost-efficiency in managing emis-
sions.

Sector entry dates

Sectors’ entry into the NZ ETS would ideally coincide with that of
forestry, and be set at the earliest practicable date. However, in recog-
nition of the complexity of choosing points of obligation, calculating
emissions, and designing assistance to the industrial and agricultural
sectors (allocation), we agreed that some sectors should be given
more time to prepare for entry.

We believe that the proposed staging of entry into the NZ ETS would
balance the readiness of sectors to monitor, report, and verify their
emissions against a desire to manage overall administrative and price
effects in the economy.

Forestry

The bill provides for forestry to enter the NZ ETS from 1 January
2008. We do not propose any change to this date of entry. We under-
stand that this date was based on an assessment of the readiness and
capability of the sector to enter the ETS, and a recognition of the im-
portance of forestry entering as soon as possible. We were advised
that a delay of just one year could result in an additional 12 to 24
million tonnes of emissions from deforestation.

Liquid fossil fuel

The liquid fossil fuel sector was to enter the NZ ETS on 1 January
2009. However, we recommend an entry date of 1 January 2011. The
world’s economic climate is somewhat uncertain at the moment, and
the economy also faces domestic challenges, one of these being the
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inflation rate. We therefore support the entry of liquid fossil fuels into
the NZ ETS being delayed by two years to reduce inflation pressures
and to help lower inflation expectations.

Given the recommended delayed entry of the liquid fossil fuels sector
and the proposal for a voluntary and mandatory reporting regime to
apply to later entrants to the NZ ETS, we recommend that the liquid
fossil fuels sector be subject to voluntary registration and reporting
in 2009 and mandatory registration and reporting in 2010, with no
obligations to surrender NZUs in either year. The Green Party op-
poses the delayed entry of liquid fossil fuels into the ETS.

Industrial processes and stationary energy

We believe it is important that the stationary energy and industrial
process sectors enter the NZ ETS simultaneously, because of their
interdependence and the need to develop a comprehensive assistance
package. In our view, a 2010 date of entry remains appropriate, with
an exception for the treatment of imported HFCs and PFCs. We note
the wish of some submitters to delay the inclusion of HFCs in the
scheme until at least 2013, to allow more time for the development
of non-greenhouse gas alternatives, and of programmes for the col-
lection and destruction of HFCs. We agree that it would be useful to
delay the inclusion of HFCs and PFCs until 2013 for these reasons
and because of the complexity created by the number of participants
in the HFCs sector. This would allow time for firms to develop their
capacity to participate in the NZ ETS.

The bill as introduced was silent on whether the obligation on im-
ported HFCs and PFCs applied only to bulk imports of the gas or
included imports of the gas contained in equipment. We recommend
the activity description of “importing hydrofluorocarbons” (or per-
fluorocarbons) be amended to include both bulk imports of the gases
themselves and imports of products containing these gases (Part 4 of
Schedule 3).

Agriculture

We considered thoroughly the timing of the entry of the agriculture
sector (non-CO, emissions) into the NZ ETS and support the later
inclusion of this sector.
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There are valid arguments both for and against the earlier inclusion
of the sector. The most compelling argument for earlier inclusion
is the fact that emissions from this sector represent nearly half of
New Zealand’s total greenhouse gas emissions, and the total quantity
of emissions continues to grow. Earlier inclusion would ensure that
participants took the full cost of emissions into account during the
first commitment period.

However, from a practical perspective, earlier inclusion of the agri-
culture sector would be challenging. The operational details of moni-
toring, reporting, and verifying emissions, and an approach to allo-
cating NZUs, will take some time to develop, and there would be
risks in accelerating the timetable, particularly if a farm-level point
of obligation is brought into effect. An alternative to the full inclu-
sion of the agriculture sector earlier than 2013 would be to require
emissions reporting in the meantime.

We recommend therefore a staged approach to reporting, with vol-
untary reporting beginning in 2011, followed by full mandatory re-
porting in 2012. We consider that early mandatory reporting of agri-
culture emissions would

. allow the reporting system to be trialled in the absence of unit
obligations

. encourage farmers to be prepared to respond to the price of
carbon and participate in the NZ ETS by 2013

. promote transparency and liquidity in the carbon trading mar-

ket before the sector began receiving and surrendering NZUs

. incentivise preparation for and voluntary action towards re-
ducing emissions before 2013.

The Green Party opposes the late entry of agriculture into the ETS.

Waste

We consider the current date set for the waste sector’s entry into the
NZ ETS to be appropriate. The Local Government and Environment
Committee has reported to the House on the Waste Minimisation
(Solids) Bill and recommends that the bill proceed. Enactment of
this bill would reduce emissions from municipal landfills by pricing
waste by imposing a levy to fund minimisation and diversion activ-
ities and infrastructure. We understand that although the rate of the
levy does not attempt to reflect environmental externalities, it is still
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in effect a price measure that would result in lower emissions. Fur-
thermore, the 2004 National Environmental Standard on air quality
is in effect an existing regulatory control on landfill greenhouse gas
emissions, because it requires operating landfills to collect and de-
stroy methane.

Obligations on the waste sector under the NZ ETS through the
Climate Change Response Act are proposed from 1 January 2013.
Under the Waste Minimisation (Solids) Bill, as reported to the
House, the effectiveness of the levy must be reviewed not later than
2011, and then at intervals of not more than three years. These
reviews could result in changes to the rate of the levy.

Importation of sulphur hexafluoride

Importation of sulphur hexafluoride (SF;) is currently included in
Schedule 3 Part 4 of the Climate Change Response Act and will en-
ter the NZ ETS from 1 January 2013. Sulphur hexafluoride is a po-
tent greenhouse gas with a global warming potential of 23,900 times
that of an equivalent weight of CO,. It is used in electrical switch-
ing equipment and accounted for approximately 13,000 tonnes of
CO,-equivalent emissions in 2005. Most users of sulphur hexaflu-
oride have memoranda of understanding with the Government, valid
until 31 December 2012, under which they agree to adopt best prac-
tice in managing it.

We believe it would be desirable to extend the early reporting require-
ments proposed for agriculture, waste, HFCs and PFCs to importing
SF,, to prepare the sector to participate in the NZ ETS from 1 January
2013. In line with the early reporting provisions proposed for HFCs
and PFCs, we recommend that importers of SF, be able to voluntar-
ily register and report under the NZ ETS from 1 January 2011, with
registration becoming mandatory from 1 January 2012. Obligations
to surrender NZUs would not arise in respect of imports of SF, prior
to 1 January 2013.

The bill as introduced was silent on whether the obligation would
apply only to bulk imports of the gas, or include gas contained in
imported equipment. We recommend therefore that the activity de-
scription of “importing sulphur hexafluoride” be amended to explic-
itly include both bulk imports of and imported products containing
SF,.
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Purpose

We recommend an amendment to clause 5 of the bill to

. make it clear that the purpose of the bill in relation to the NZ
ETS is independent of New Zealand’s international obliga-
tions

. state the purpose of the NZ ETS.

Virtually all the features of the NZ ETS relate to New Zealand’s
obligations under the UNFCCC and the Kyoto Protocol. However,
the NZ ETS is intended to continue in force even if there is no sec-
ond commitment period under the Kyoto Protocol and no new inter-
national agreement for emissions trading in its place. We consider
that the purpose clause should reflect the intention that the NZ ETS
signal New Zealand’s commitment to reducing its carbon emissions
irrespective of its international obligations.

We consider that the purpose of the NZ ETS should be expressed
explicitly in the bill by stating that it supports and encourages global
efforts to reduce greenhouse gas emissions by assisting New Zealand
to meet its obligations under the Convention and the Protocol, and
by reducing New Zealand’s net emissions below business-as-usual
levels. This specifies that the NZ ETS should reduce New Zealand’s
net emissions below business-as-usual levels, and the way in which
it is designed to assist New Zealand’s contributions to global effort
to reduce emissions.

Interpretation

We recommend three significant amendments and a number of minor
amendments to the definitions in clause 6, which amends section 4
of the Climate Change Response Act.

Definitions relating to forestry

We recommend a new definition of “clear” to cover the various sce-
narios for the removal of trees, for clarity, and to define more pre-
cisely the intended scope of the forestry provisions in the Climate
Change Response Act.

We note that the deforestation assumptions in sections 4(4) and
164(1) of the Act refer to harvesting and felling, and as regards
felling rely on a calculation of the time between harvesting and
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felling. We are concerned at the inconsistent use of the terms
“harvesting” and “felling” in the bill, and consider that this wording
may be too narrow to cover all the possible scenarios in which trees
might be killed or removed during the deforestation process.

We recommend amending the definition of “forest land” for simplic-
ity and for the sake of clarity. The key changes we recommend would
define forest land as an area of land of at least 1 hectare that has, or
is likely to have when the forest species reach maturity, tree crown
cover from forest species of more than 30 percent in each hectare; and
the definition would include an area of land that temporarily does not
meet the definition but is likely to revert to a state meeting the defin-
ition.

We heard arguments that the current definition of “forest” will create
issues for farmers with regenerating scrub on their farms. There are
two distinct concerns, both stemming from the extent to which the
Kyoto definition of “forest” affects the treatment of scrub (manuka
and kanuka) with a history of being cleared and grazed. One concern
is whether farmers could continue to intermittently clear regenerating
scrub to retain pasture without incurring pre-1990 forest deforesta-
tion liability. The other concern is whether all regenerating scrub on
grazing land should be excluded from the definition of forest so that
it could all qualify to enter the ETS as “post-1989 forest land” and
thus be able to earn carbon credits.

We consider that the first concern is addressed by the exclusion of the
deforestation of pre-1990 indigenous forests from the NZ ETS. This
would allow the regular clearance of scrub back to pasture, provided
that this was a permitted activity or received resource consent under
local planning rules.

We consider that the second issue is more complex. Under the NZ
ETS, credits are provided only where they are matched by corres-
ponding Kyoto Protocol units. Following this principle, such areas
should not be able to enter the ETS, since the taxpayer would have
to pay for the NZUs. However, we recognise that there are clear
benefits to New Zealand and the environment generally in allowing
such regenerating scrub into the NZ ETS as post-1989 forest land.
The “on-the-ground” assessment of whether or not land qualifies as
post-1989 forest land would also recognise that the eligibility of land
for the NZ ETS needs to stand up to international scrutiny.
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We recommend amending the definition of “pre-1990 forest land” to
provide that land ceases to qualify as such once it has been deforested
and any liability to surrender units for that deforestation has been met.
We also consider that an amendment is needed to make it clear that
the predominant species should be considered in designating land for
this purpose.

We also considered a number of arguments from groups represent-
ing Maori interests who sought the inclusion of pre-1990 indigenous
forests in the NZ ETS to encourage the retention and regeneration of
indigenous forests.

We consider that there are arguments both for and against the inclu-
sion of indigenous pre-1990 forest in the NZ ETS. The key argu-
ment for including it is to avoid the risk of increasing deforestation
in response to changing economic drivers or to the possibility of the
Government increasing deforestation controls on indigenous forest.
There is also a risk that excluding indigenous forest from the NZ ETS
could weaken New Zealand’s position when it called for effective
international action on controls over the deforestation of indigenous
forest in other countries.

However, we understand that indigenous deforestation rates are cur-
rently very low, and the existing deforestation controls will help to
prevent them from increasing significantly. We consider it impracti-
cal at present to include regenerating indigenous scrub forest in the
deforestation activity as it is technically difficult to differentiate in
practice between pre-1990 and post-1989 scrub.

We therefore recommend minor changes only to the definition of pre-
1990 forest land.

Minister may direct Registrar

We recommend amendments to clause 7 of the bill to place limits on
the Minister of Finance’s power to give a direction to transfer units
from an account held by an account holder, other than the Crown, to
a Crown account in the Registry.

As introduced the bill provides that the Minister would require the
written consent of the account holder or would have to give the ac-
count holder reasonable notice. Such transfers will be necessary for
New Zealand to comply with its obligations under the Kyoto Proto-



Climate Change (Emissions Trading and
Commentary Renewable Preference) Bill 11

col; or they may occur because of failure to comply with Part 2 of
the bill or any regulations made in accordance with section 30G.

Some submitters were concerned that the Minister’s proposed power
to transfer units from individual accounts to Crown accounts pro-
vided insufficient protection for account holders. We agree that the
clause as introduced does not protect account holders sufficiently. We
therefore support an amendment to clause 7 to place additional limits
on the exercise of the Minister’s power.

We also recommend a number of minor changes to clauses 7, 8, 10,
11, 14 and 16, which concern the operation of Registry functions.

Unit of trade

We recommend amendments to clauses 17 and 18 (inserting new

sections 18CB and 19) and adding new section 30G to the Climate

Change Response Act (via clause 28 of the bill) in order to

. apply safeguards to the inclusion of imported Assigned
Amount Units (AAUs) by prohibiting the surrender of im-
ported AAUs issued during the first commitment period for
compliance with NZ ETS obligations that accrue after the first
commitment period

. provide more protection of commercial information about
participants, by tightening up the provisions on access to
individual accounts and requiring consultation on regulations
made under sections 30G(1)(b)(i), (¢), (d) and (k) (clauses 25,
27 and 28 inserting new section 30G).

We do not recommend extending this prohibition to other Kyoto units

(New Zealand AAUs, Certified Emission Reductions (CERs), Emis-

sion Reductions Units (ERUs), and Removal Units (RMUs)).

Eligibility of units

We considered a wide range of arguments about the exclusion or in-
clusion of international units in the NZ ETS, particularly AAUs. We
consider that a balance needs to be struck between ensuring that par-
ticipants in the NZ ETS have access to as large a pool of Kyoto-com-
pliant units as possible to ensure that compliance costs are kept to a
minimum on the one hand, and ensuring that New Zealand does not
preclude future linking opportunities on the other. Striking the right
balance is difficult given uncertainties about the market for AAUs in



Climate Change (Emissions Trading and
12 Renewable Preference) Bill Commentary

particular, and the emerging design of emission trading schemes in
other countries.

The inclusion of imported AAUs in the NZ ETS could be an obsta-
cle in the future to linking the NZ ETS to other trading schemes that
prohibit such units. To facilitate linking we consider that NZ ETS
participants should be prohibited from surrendering AAUs imported
during the first commitment period of the Kyoto Protocol, 2008-2012
(CP1), to meet obligations that accrue after the first commitment
period. The same prohibition should also apply to the Crown’s re-
tirement of imported AAUs to meet its international obligations that
accrue after CP1. This provision would not block the holding in the
Registry of imported AAUs issued during CP1 post 2012, but would
block their surrender or retirement against NZ ETS obligations that
accrued after 2012.

We consider that the recommended amendment would facilitate link-
ing with other domestic schemes post 2012, which would allow broad
trading of AAUs.

Information accessible by search

Under the Kyoto Protocol, the Registry must provide public access
to non-confidential information, including the name and holdings
of each account holder in the Registry. In the bill as introduced,
clause 25 provides that information on individual and business ac-
count holdings may be publicly accessible by Internet search.

We recommend an amendment to clause 25 to restrict public access to
information on individual and business account holdings within the
relevant compliance period, allowing it to be accessed in aggregate
form only.

We heard arguments that information in private accounts should be
accessible only to account holders or their authorised representatives,
at least until the end of the surrender period to which the information
relates. We agree that there is no compelling public-interest argument
for disclosing individual account details that could not be served as
well by timely disclosure of aggregate information during the com-
pliance period.

Delaying the availability of individual account information until af-
ter the compliance period would ensure no potentially commercially
sensitive information would be accessible by third parties in the com-
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pliance period to which it relates. However, in the interests of main-
taining an informed market, we recommend that this information in
aggregate form be accessible by search within the relevant compli-
ance period.

Extent of regulatory powers

Clause 28 of the bill as introduced inserts new section 30G into the
principal Act. It proposes to replicate the regulation making power
in force under section 50 of the principal Act and extend the powers
to cover Kyoto units, NZUs, and approved overseas units.

We recommend an amendment to clause 28 (new section 30G) to
require consultation on regulations affecting units and a lead-in time
for the coming into force of any regulations affecting the holding of
units in the Register.

We heard concerns about the extent and nature of the powers dele-
gated to regulation, and particularly the potential for the Government
to intervene in the market through delegated regulatory powers, in
ways such as altering the eligibility of units for inclusion and the
acceptance criteria. We heard arguments that additional procedural
safeguards are necessary if these powers are not to be incorporated
in the primary legislation.

We consider that the bill retains appropriate flexibility to make sub-
sequent changes to eligibility criteria, to respond to future decisions
on rules and methodologies, to ensure the environmental integrity of
the NZ ETS despite an evolving international carbon market and un-
certainty about future commitment periods, and to adjust eligibility
requirements to maximise linking opportunities with potential trad-
ing partners.

However, this flexibility could cause uncertainty for participants as
they seek to manage liabilities under the NZ ETS, or to invest in the
market in a more speculative way. We accept that it is appropriate
to make an explicit requirement in the legislation for consultation
on regulations affecting units because of their potential impact on
participants and on the market.

We also consider that a lead-in time for any regulations that prescribe
what units may be held in the Register is desirable to provide cer-
tainty.
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Definition and obligations of participant

We recommend an amendment to the definition of participant under
clause 43 (new section 54) of the bill, to address instances where
one person may be required to be treated as the participant under the
Climate Change Response Act while another physically carries out
the relevant activity.

The bill generally seeks to place obligations at an appropriate point
in the market supply chain, so as to limit the number of participants,
facilitate administration of the scheme, and provide appropriate in-
centives to reduce emissions. In many cases this obligation falls on a
party who is not the actual emitter. We considered the argument that
the definition of participant should be changed to capture all parties
who actually emit carbon into the atmosphere, but do not agree that
section 54 requires more than minor amendment for clarity.

We also considered that the scope of section 54 as drafted could
be erroneously understood to include “entitlements” as well as
obligations. We understand that it was not intended that section
54 should capture entitlements to free allocation of NZUs under
allocation plans, as the allocation plans themselves would deal
with the allocation implications (if any) of a person ceasing to be
a participant. For this reason we recommend an amendment for
clarity.

Registration requirements

We recommend amending clause 43 (new sections 56, 57 and 61)
to provide for the sequencing of registration, notification, and the
requirement in section 61 for participants to have a holding account
in the Registry. Re-sequencing the registration procedure in this way
is crucial because participants must have a holding account to meet
their surrender obligations.

We were also concerned that section 57 as introduced may require
the chief executive to register a person who is performing more than
one Schedule 4 activity for each activity. We consider this to be un-
necessary. We recommend that a person undertaking more than one
Schedule 4 activity should be registered only once under this section
and that registration may be able to cover more than one activity.
The provisions in sections 58 and 59 for removing participants from
the Register do not address the situation where a participant is reg-
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istered in respect of several activities, and applies to deregister in
respect of only one of those activities, or ceases to do only one of
those activities. In such a situation, we recommend that the partici-
pant should be deregistered only in respect of that particular activity.

Exemptions

We recommend an amendment to clause 43 (new section 60) to
clarify the consultation process regarding proposed exemptions from
mandatory participation and to clarify that exemptions could be
considered in response to a request by a person, or upon the Minister
of Finance’s own initiative.

We heard arguments that section 60 gives unduly wide powers to the
Minister to grant exemptions. We acknowledge that section 60 po-
tentially has wide application, but consider that this flexibility is ne-
cessary to exclude participants where the costs of including them in
a scheme (particularly for smaller participants) outweigh the benefits
of inclusion. We do not consider that it is possible to exempt every
appropriate participant or class of participants in the primary legisla-
tion before the implementation of the NZ ETS.

We were concerned, however, that section 60 requires the Minister
to satisfy a “two part” subjective test, which may be difficult. We
instead recommend that the Minister be required to consult persons
who may be substantially affected.

Section 60 is silent on whether a person or class of persons can re-
quest an exemption or whether the Minister can initiate an exemption
him- or herself. We recommend that both possibilities be provided
for in section 60.

Liability to surrender units to cover emissions

Clause 43 (new section 63) of the bill imposes an obligation on par-
ticipants to surrender one emission unit for each tonne of whole emis-
sion from their activities in each year. This represents an absolute
obligation (as opposed to an intensity-based obligation).

We heard arguments that an intensity-based approach (as opposed to
the current absolute basis) should be used to define participants’ core
obligation under the NZ ETS. Under one possible intensity-based ap-
proach participants would need to surrender NZUs to cover only the
portion of their emissions that exceeded the level that a firm operat-
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ing at “world’s best practice” would have emitted when producing
the same output.

We do not recommend the introduction of an intensity-based ap-
proach to defining emission obligations because it is inconsistent
with the long-term goal of a lower-carbon economy, and has several
serious weaknesses. We understand that such approaches are admin-
istratively difficult and do not provide an incentive for firms to limit
their growth to support an emissions price. Moreover, New Zealand’s
obligations under the Kyoto Protocol are expressed in absolute terms.
We understand that future international emission reduction commit-
ments under the Kyoto Protocol will probably be absolute in nature,
and may be more stringent than the first commitment period.

While we acknowledge that some specific investments may be
unlikely under the absolute approach of the bill as introduced, we
consider that if those investments went ahead they would incur
real carbon costs on the economy. The carbon cost of such an
investment would probably be covered by increased taxation, and an
intensity-based approach would thus not significantly aid adjustment
to a lower-carbon economy, although the way in which any new
entrant allocation is made could minimise this (which is enabled
under the bill). We therefore did not support amendments to clause
43 (new section 63).

Entitlement to receive New Zealand units for removal activities

We recommend an amendment to clause 43 (new section 64) to al-
low participants undertaking non-forestry removal activities to ob-
tain their entitlements on a quarterly basis, and to provide a time-
frame for notification of entitlement to NZUs.

We consider that more certainty is desirable for participants about
when they will receive the NZUs to which they are entitled. Specify-
ing more clearly when the NZUs will be transferred would minimise
the differences in the times when different participants receive NZUs,
which would be important in a market situation where the price of
NZUs will change.

Annual emission returns

We recommend that the requirements for submitting annual emission
returns in clause 43 (new section 65) be clarified to ensure that par-
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ticipants are only required to submit one annual return that covers all
their activities. We are concerned that the provisions as introduced
would place a heavy burden on participants. We are also advised that
default emission factors will be provided in methodology regulations
where appropriate to simplify the system for participants.

Allocation of New Zealand units

Clause 43 of the bill inserts a new Part 4 into the Climate Change
Response Act. Subpart 2 of Part 4 concerns the allocation of New
Zealand units to participants under new sections 67 to 76 of the Act.

Allocation is one of the more complex aspects of an NZ ETS, as allo-
cation decisions must ensure that the burden is shared equitably be-
tween taxpayers, consumers, firms, and sectors. Having considered
arguments on the proposed amounts and methods of allocation, we
recommend several amendments to distribute the cost burden more
fairly, and to keep the NZ ETS as administratively simple as possible.

We recommend amendments to clause 43 (Part 2 of new Part 4) of

the bill for the following purposes:

. increasing assistance to owners of pre-1990 forests purchased
before the stipulated date in late 2002 from 39 NZUs per
hectare to an estimated 60 NZUs per hectare and allocating
18 NZUs per hectare to future treaty claimants who receive
Crown Forest lands (clause 43, new section 69)

. maintaining the size of the pool for free allocation of units for
the agriculture, stationary energy, and industrial sectors up to
90 percent of 2005 levels (including direct emissions and units
sufficient to offset cost increases associated with electricity use
in the stationary energy and industrial sectors) until 2018, then
phasing it out over the 2019-2030 period (clause 43, new sec-
tions 70, 71). This matter is dealt with further in the discus-
sions about allocation plans.

. extending the range of “specified emissions” eligible for free
allocation in the industrial sector to include those from the
combustion of waste oil for stationary energy (new section 70)

. making it clear that allocation to new entrants or growth in
emissions by incumbents is permitted (but not required) within
the overall capped allocation provided (clause 43, new sec-
tions 70, 71).
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We also recommend that the parameters of the allocation approach
should be included within the bill (clause 43, new section 69).

A revised allocation proposal for pre-1990 exotic forests

The bill does not currently prescribe an approach to distributing units
within the 55-million-unit envelope, but sets out a process for this
to be done through allocation plans. We understand that the Gov-
ernment had indicated a preference for distributing these 55 million
NZUs on a simple pro rata basis, providing each landowner with
an allocation of 39 units per hectare. Units allocated in respect of
Crown Forest Licence (CFL) land not yet passed to Treaty of Wai-
tangi claimants were to be received by the Government.

We recommend increasing the amount of assistance to two particu-
lar groups, because we were concerned that the proposed allocation
of NZUs to owners of pre-1990 forests would not adequately assist
those facing the greatest costs under the ETS, nor provide sufficient
incentives to introduce alternative land uses. The two groups are (1)
owners of pre-1990 forests purchased prior to the stipulated date in
late 2002 (whose allocation will increase from 39 NZUs to an es-
timated 60 NZUs per hectare); and (2) any Treaty claimants who
receive CFL land under a settlement at any time after 31 Decem-
ber 2007 (whose allocation will increase from zero to 18 NZUs per
hectare).

In general, any iwi that settled a Treaty claim involving CFL land be-
fore the NZ ETS came into force would receive the same level of free
allocation as any other land owner that purchased land at the same
time. However, there are two specific instances where Ministers may
need to make an explicit decision on the amount that should be allo-
cated. In one case, the land was transferred in November 2002, and
may therefore only be eligible to receive 39 units per hectare, despite
the fact that the negotiations and land valuation were carried out a
number of months earlier. In the other case, the claimant explicitly
chose to value the land transferred to them on the basis of the NZ
ETS being in place, and agreed to forgo all future claims to compen-
sation in relation to limitations on the use of the land for forestry. We
consider that a specific provision in the bill is needed to allow Min-
isters to stipulate that these two landowners will receive a different
number of units from other landowners that bought their land at the
same time.
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We consider that the key parameters of this allocation approach
should be included in the bill to provide more certainty about
allocations.

Additional free allocation in the industrial sector

Emissions from the combustion of waste oils for stationary energy
are not included among those eligible for free allocation to industrial
producers under the bill as introduced. We consider that trade-ex-
posed industrial firms that switched from coal to waste oil for sta-
tionary energy production in 2005 would be disadvantaged relative
to those that continued to use coal in 2005, which would receive free
allocation for those emissions. We consider that trade-exposed firms
that use waste oil in place of coal or other fossil fuels for stationary
energy should be eligible for free allocation of units.

Phasing-out of free allocation

We understand that a major area of concern for stakeholders in both
energy-intensive industry and agriculture is the proposed phasing-
out of free allocation. We are also concerned that this phasing-out
would erode the competitiveness of New Zealand firms by making
them face the price of emissions while many of their international
competitors were not covered by controls of a similar stringency. We
therefore recommend that the start of the phase-out be delayed for
five years. The Green Party strongly opposes the delayed phase-out.

New entrant reserve

We were also concerned that the focus in the NZ ETS on absolute
obligations and allocation might stifle economic growth, by encour-
aging emissions-intensive investment elsewhere. We heard argu-
ments for a pool of NZUs to be set aside for allocation to new entrants
(or to cover growth in emissions from incumbents in the market) if
they were operating in a carbon-efficient way.

Providing some free allocation to cover growth in emissions (below
the cap) would become more relevant if the period for the phase-out
of free allocation was extended beyond 2025. This end could be
pursued largely within the framework set out in the bill, with minor
changes.



Climate Change (Emissions Trading and
20 Renewable Preference) Bill Commentary

Allocation plans

We recommend amendments to the allocation plan processes for

trade-exposed industrial firms in clause 43 (new sections 73 and 74),

to

. combine the statement of intention and allocation plan pro-
cesses into a single process that must be undertaken for each
sector receiving free allocation (forestry, industry, and agricul-
ture)

. include criteria to guide the Minister of Finance’s decisions on
allocating free NZUs to the agriculture and industrial sectors

. clarify the meaning of section 69 to ensure that ETS-related
electricity price rises are referred to in the bill.

We consider that new sections 73 and 74 are drafted sufficiently
broadly so that allocations of free units could be made to a new en-
trant reserve within the pool of 90 percent of 2005 emissions. Fur-
thermore, adjustments could be made for substantial reductions in
firm output if so desired, while flexibility in determining the base
year for allocation purposes is also permitted.

Under this approach, a single document, the allocation plan, would
set the criteria and methodologies for distributing the free allocation.
Although the application of those criteria might result in changes to
the total number of NZUs available for allocation, this number would
remain capped at 90 percent of 2005 emissions for the industrial and
agriculture sectors. The final determination resulting from the appli-
cation of the allocation plan would be gazetted.

We considered a number of arguments regarding a threshold for eli-
gibility for free allocation in the industrial sector, particularly from
small and medium sized enterprises (SMEs). Although nothing is in-
cluded in the legislation with respect to a threshold (as this is to be
determined through the allocation plan process) we understand that
a figure of 50,000 tonnes has been mooted.

While we consider that there is a case for using a threshold (or some
form of test) to ensure the administrative workability of the free al-
location plan, we recommend that no threshold be specified in legis-
lation. However, we would like to record our view that a threshold
significantly less than 50,000 tonnes per annum would be appropri-
ate.
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We consider that a balance must be struck between maximising
certainty for business and investment, and maintaining flexibility
to adapt to changes in international arrangements or circumstances.
The revised allocation plan process would provide business and
investors with certainty over the life of the plan, while allowing
adjustments to the precise levels of allocation as circumstances
change.

An important objective of the NZ ETS is to encourage the devel-
opment and application of new technologies, and we consider that
providing businesses with certainty as to the method of calculating
the free allocation they will receive is a key way of achieving this.

We also consider that specifying the methodology that the Minister
will use and the criteria he or she may have regard to in determining
allocation plans will increase the transparency of these important de-
cisions.

Section 69 caps the total pool of allocation for industry at 90 NZUs
for each 100 tonnes of direct emissions from industrial and stationary
energy use by eligible firms in 2005. In addition, the pool would
include units sufficient to offset 90 percent of the increased price of
electricity and would be based on electricity consumed in 2005. The
basis for allocation of that pool relates to increases in the cost of
electricity. As introduced, the bill does not make it clear that eligible
firms would be compensated for the increase in the cost of electricity,
rather than for the level of emissions associated with producing that
electricity.

Allocation of New Zealand units by public tender

We recommend that clause 43 (new section 75 as introduced) be
deleted. We considered a number of arguments about the process
for allocating NZUs by public tender. While most submitters sup-
ported this provision, they raised issues about the transparency and
commercial terms of the sales process.

Having considered their concerns we remain of the view that there
are sufficient legal and political constraints to prevent any abuse of
the power to sell NZUs. Moreover, we note that the sale process es-
tablished in section 75 is not the only way in which the Crown may
sell units. Section 6 of the Climate Change Response Act already
provides the Minister of Finance with a power to sell or otherwise
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dispose of units. However, we consider that section 6 is broad enough
to enable the Crown to sell NZUs via the method deemed most ap-
propriate at the time, whether it be tender, auction, or another sale
method; and therefore we recommend deleting section 75 (as intro-
duced) from the bill.

Price caps

Price caps are sometimes used in emissions trading schemes to re-
duce the uncertainty faced by participants, and to a lesser extent
downstream consumers, about carbon prices. They effectively act
as a safety valve to protect participants against unexpectedly high
prices. Providing a price cap might help to increase business confi-
dence in the NZ ETS as well as its public acceptability.

We heard arguments for and against introducing a price-cap mechan-
ism to the ETS. We consider that price caps do not reduce the impact
of price volatility on the economy as a whole, as they work by trans-
ferring the cost of volatility from scheme participants to taxpayers.
We understand that setting the level of a cap would be highly prob-
lematic. A low price cap would undermine the effectiveness of the
NZ ETS. A high price cap would not have the effect desired by those
who favour such a cap.

The disadvantages of a price cap include the difficulty of setting
and updating the cap, a less efficient response by the New Zealand
economy to emissions pricing, the potential impact on long-term in-
vestment decisions, and the need for consequential changes to inter-
national linking and banking provisions in the NZ ETS which could
disrupt the development of a comprehensive carbon market. Al-
though a price cap could shield net buyers against price increases,
it could hurt net sellers who would otherwise benefit from price in-
creases. Also, a price cap, especially a low one, would probably slow
the development of the carbon market in New Zealand.

The need for a price cap increases if there are significant restrictions
on either the number or the type of units that can be used for com-
pliance purposes under the NZ ETS. The bill as introduced does not
place significant barriers on the importing of units into the ETS and
we see no reason to alter this. We consider that price caps present a
barrier to linking with other schemes.
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General administrative provisions—Directions by
Minister

We recommend an amendment to clause 43 (new section 78(3)) to
provide that directions by the Minister of Finance to the chief execu-
tive in relation to functions under clause 43 (new section 77) must
also be tabled in Parliament. Requiring directions to be laid before
the House of Representatives would be consistent with other similar
legislation.

Recognition of verifiers

Clause 43 (new section 81) provides that the chief executive may, in
accordance with regulations, recognise a person or organisation to
undertake verification functions for the purposes of collecting infor-
mation and calculation of emissions and removals. The criteria for
such recognition would be set by regulation.

As a consequence of a recommended amendment, we will recom-
mend the insertion of a provision into the bill (section 148) for a new
process to approve the use of unique emissions factors. We recom-
mend that section 81 be amended to provide for this wider role.

Obligation to maintain confidentiality

We considered arguments that the interests of large corporates may
not be sufficiently protected by clause 43 (new section 88(4)). On
balance, we are satisfied that 88(4)(b), which allows the release of
statistical information in a form that does not identify any individual,
provides sufficient protection. However, we consider that section 88
should be amended to clarify that if any enactment required a person
to disclose information that would otherwise be confidential under
section 88 the disclosure would not be an offence.

We were also concerned that the interface between new sections 88
and 136 (which provides for the sharing of information between those
with functions under different parts of the Climate Change Response
Act) may not be clear. We consider that new section 88 should not
limit the flow of information to the inventory agency or Registry
under the Climate Change Response Act, and recommend an amend-
ment to this effect.
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Emissions rulings

We recommend amendments to clause 43 (new sections 96 to 105) to
give better effect to the intention that emissions rulings should work
in a similar way to provisions allowing binding rulings under tax
legislation and customs and excise legislation. These amendments
include a new provision akin to section 91E of the Tax Administration
Act 1994, to empower the chief executive to decline to make rulings
under certain conditions.

Emissions returns

We recommend amendments to clause 43 (new section 112) to im-
prove the efficiency of the process for the filing of final emission
returns and the surrender of units.

We heard arguments that participants should have a say in which units
are reimbursed to them of those they surrendered. We agree, and rec-
ommend that a new provision be inserted into clause 43 (new section
112) to explicitly require the chief executive to take into account the
views of the participant in relation to the units to be reimbursed.

We also recommend reducing the time limit for emissions returns
from seven years to four years for all participants other than post-
1989 forestry participants. Under the self-assessment model and
since the recognition of discrepancies will rely on risk-based audits,
we consider that seven years may be too long except for post-1989
forestry participants, who would be required to file returns only every
five years, rather than annually. This would also align with the time
limits relating to tax assessments.

Offences and penalties

Criminal offences and penalties

We recommend only minor and technical amendments for clarity to
sections 116 to 120. We heard arguments that the penalties were too
punitive, especially if they were to apply to reporting errors, and too
stringent compared with other legislation. Concerns about penalties
being imposed for genuine mistakes recognise that the first few years
of the NZ ETS will involve a great deal of learning, and we con-
sider that various measures should help to address these concerns:
ongoing work with industry to prepare it for entry into the NZ ETS,
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transitional provisions for reporting errors, and the ability to reduce
the excess emissions penalty. We therefore do not think any major
amendments are called for.

Civil penalties

We recommend amendments to clause 43 (new section 122) to allow
the chief executive to reduce the penalty by up to 100 percent. We
also recommend amendments to clause 43 (new section 123) so that
an additional penalty would also apply when a person had been con-
victed under section 120 of the Act of failing to comply with intent
to deceive, and for clarification.

We heard arguments that the proposed civil penalties were too low,
too high, not subject to the same standards of proof as criminal penal-
ties, and should not be applied in cases of genuine mistakes. We con-
sider that minor amendments should address these concerns.

Liability of companies and persons

We recommend amending clause 43 (new section 128) to include a
defence to a charge if the principal proves that he or she took all rea-
sonable steps to prevent the commission of the offence or the com-
mission of offences of that kind, and to make other minor technical
or consequential changes.

We also recommend that the reference to a group of persons be re-
moved so that the proposed defence could apply to each member of
a group individually.

Transitional provisions for penalties

Participants would not be subject to the excess emissions penalty for
any shortfall in the number of units they were supposed to surrender
if the shortfall were caused by reporting errors in the first year.

We recommend an amendment to clause 43 (new section 178) to clar-
ify the circumstances in which this clause would apply and the re-
quirement to make good. We also recommend an explicit provision
that it is not an offence to fail to collect data for the deforestation of
pre-1990 forest land participants from 1 January 2008 until the regu-
lations come into force.



Climate Change (Emissions Trading and
26 Renewable Preference) Bill Commentary

Voluntary reporting is being recommended for later-entrant sectors
before they enter the NZ ETS fully, so that they can undertake a trial
run with no penalties or obligations. Mandatory registration and re-
porting have been recommended for sectors that enter in 2011 (liquid
fossil fuels) and in 2013 (agriculture and waste and synthetic gases).
Mandatory reporting would mean that participants were subject to
penalties for failure to report but would not have to surrender units
for their emission obligations. Given the timetable for entry into the
NZ ETS mandatory reporting could not be introduced for any sec-
tors that enter earlier than 2011 without moving their obligation to
surrender units back by a year.

Miscellaneous provisions—Joint activities

We recommend an amendment to clause 43 (new section 142) to al-
low joint owners of land in multiple ownership, other than trustees,
to be entered in the register of participants as “the owners”. We also

recommend that section 142 apply to participants under Schedule 3
and Schedule 4.

This amendment would remove the requirement to nominate one
member of a joint venture or other partnership arrangement to act
as the agent for the parties, as the existing registry regulations permit
the opening of joint accounts. We also recommend that this section
be extended to include Schedule 4 participants to allow post-1989
forestry partnerships to obtain the benefits of this section.

Future development of emissions trading scheme

We are recommending a substantial revision of clause 43 (new sec-
tion 146) and consequential amendments to clauses 5 and 43 (new
section 67) so that

. any decisions on the future development of the NZ ETS would
follow the review of the ETS (clause 43, new section 147 of
the bill)

. the Minister of Finance would not be required to recommend

a declaration regarding the international market

. the Minister would be required to notify the intention to issue
units no later than nine months before the end of a commitment
period (or of a five-year interval if there were no commitment
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periods), regardless of whether there was a future international
agreement

. any such notification would be required to indicate the number
of units that would be issued, the timeframe for issuance, and
the method of issuance

. in the absence of a subsequent commitment period or future
international agreement, before the Minister gave direction
to issue units for a period following the end of a commit-
ment period (or five-year interval), the Minister would have
to consider a number of factors including New Zealand’s an-
nual emissions for the previous five years, the outcome of any
relevant review undertaken under clause 43, section 147, New
Zealand’s international obligations, and the proper functioning
of the emissions trading scheme established under the Act.

Under the bill as introduced, the Minister is required to recommend
a declaration on the future of the scheme if no subsequent commit-
ment period is determined under the Kyoto Protocol, and no future
international agreement existed. The Governor-General would de-
clare either that an international market continued, or that no such
market existed. If an international market continued, section 146, as
introduced, provides for the issue of a number of NZUs into a Crown
holding account. If there were no market, those units would be auc-
tioned under a statutorily determined formula.

We were concerned about the current uncertainty of the scheme be-
yond the life of current international agreements, as the current agree-
ment sets a cap on the issue of units in New Zealand. In the absence
of an agreement, New Zealand would lose the cap. To enable the
ETS to continue to function with environmental integrity we con-
sider it important to signal clearly that the NZ ETS would continue
after 2012, and to set out the process to be followed by the Minister.
Otherwise, any uncertainty could affect investment decisions and the
operation of the NZ ETS from 2008 to 2012.

We consider that the recommended revision would also address some
operational difficulties with section 146, including how to determine
whether an international market exists and how to define the spot
price of emissions.
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Reviews of emissions trading scheme

Clause 43 (new section 147) requires that the Minister responsible for

the administration of the Climate Change Response Act must review

the operation and effectiveness of the NZ ETS before the end of the

first commitment period and each subsequent commitment period (or

five-year period). We recommend amending section 147 to

. require the reviews to be completed no later than 12 months
before the end of a commitment period (or five-year interval if
there are no commitment periods), instead of nine months as
currently provided

. require the Minister to appoint an independent panel to review
this Act as regards the emissions trading scheme, or the oper-
ation of the NZ ETS

. expand the factors that must be considered in the reviews

Although the review clause of the bill received strong support from
submitters, we agreed with suggestions to strengthen the review pro-
visions to provide certainty about the management of non-green-
house-gas environmental impacts of the NZ ETS, the evolution of
international agreements, and their impact on allocation plans. We
recommend that the review date be brought forward. We also rec-
ommend that provisions are made for independent review of the NZ
ETS.

The timing of the review represents a trade-off between having the
best information available on the international situation and provid-
ing certainty for participants on how the NZ ETS will operate in the
next period. Our recommended amendment seeks to allow enough
time for the outcome of the review to be considered and any changes
promulgated.

We also agree that it would provide more reassurance regarding the
integrity of the review process if some degree of independence were
included in the process.

We also recommend that the reviews be required to consider some
additional factors: any social, economic, and environmental effects
of the NZ ETS (other than those that have been considered under
other parts of the review); types of Kyoto units or approved overseas
units that can be surrendered for NZ ETS compliance; the operation
of the commitment period reserve (if any); the potential for linking
the NZ ETS to other greenhouse gas emissions trading schemes; the
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opt-in thresholds in Schedule 4; any consequential changes to allo-
cation plans resulting from the climate change obligations and emis-
sion policies of New Zealand’s major trade competitors and trading
partners; significant changes in emissions mitigation technology; the
cost to the taxpayer and the economy of providing free allocation;
any implications for the notification of intention to issue units in the
absence of a subsequent commitment period or future international
agreement as to New Zealand’s annual emissions for the previous
five years and average price of emissions for the previous two years.

Regulations

We recommend amendments to clause 43 (new section 148) to

. require consultation on draft regulations regarding data collec-
tion methodologies and verification

. provide a lead-in period for regulations to come into effect

. narrow the scope for recovery of the costs of administering the

NZ ETS to costs in relation to post-1989 forest land and other
removal activities

. require the Minister to consider New Zealand’s international
obligations before making regulations governing the collec-
tion of data and information on, and the measurement of, emis-
sions and removals

. provide an additional regulation making power relating to the
process for approval of the use of unique emission factors

. provide an indication at a high level of what methodologies
could cover, such as upstream or downstream emissions re-
lated to the product that is the subject of the activity.

Need for consultation

Many submitters expressed concern at the lack of clarity as to what
will be specifically covered in the regulations, and their ability to
influence the regulations.

Informal consultation is already taking place on draft regulations.
Given the significant impact the details of the NZ ETS will have on
participants, however, we consider it desirable to provide specific
requirements for consultation in section 148.
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Lead-in time

We are also concerned that the bill as introduced does not provide
sufficient lead-in time to participants before their reporting obliga-
tions under the regulations arise. The bill provides that pre-1990 for-
est landowners have participant obligations dating from 1 January
2008. We understand that the forestry and liquid fossil fuels regu-
lations would be introduced as soon as possible after the passing of
the bill, and that public consultation for pre-1990 forestry regula-
tions land and liquid fossil fuel regulations took place in February
and March 2008 and in May 2008 for post-1989 forest land. We
recommend additional provisions to ensure that such consultation is
treated as consultation for the purposes of the Act and to ensure that
the standard lead-in period for regulations would not be required for
the regulations where consultation has been undertaken prior to the
bill coming into force.

Cost recovery

We recommend that cost recovery regulations be restricted to costs in
respect of post-1989 forest land and other removal activities only. We
also recommend a separate power to prescribe the matters in respect
of which fees must be paid, the amount of fees, and procedures for
paying them.

Compliance with international agreements

In the bill as introduced there is no provision for the Minister to
consider the provisions of the Convention and Kyoto Protocol be-
fore making regulations. To ensure New Zealand’s compliance with
international obligations, we consider it is important to ensure that
provisions for the collection of data and information relating to the
calculation of emissions, the use of methodologies, and other require-
ments of participants are not inconsistent with the Convention or the
Protocol.

Procedures for amending methodologies

The current provision envisages that amendments to default method-
ologies may be made by amendment to regulations. We agree that
this process might be too inflexible and unresponsive and might pro-
vide a disincentive to participants to seek cleaner technologies. We
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therefore recommend that the bill be amended to include a new provi-
sion covering approval of the use of unique emission factors, which
would be determined, in accordance with regulations, by the chief
executive. Section 81 would also require amendment to provide for
this wider role, as it affects verification.

Verification requirements

We note that the bill as introduced does not specify the requirements
for verifiers. We consider it is important that the regulations speci-
fying these requirements be open for consultation to ensure the mar-
ket’s confidence is maintained in the verification function.

We also agree that it will be necessary to ensure that adequately
skilled organisations and individuals are specifically recognised as
approved verifiers for the same reason.

Pre-1990 forest issues

We have previously recommended increasing the amount of free al-
location to the owners of pre-1990 forests (section 69). We also rec-
ommend that new Part 5 Subpart 1 be amended to

. add a new provision regarding land offsetting, to the effect that
if the Minister is satisfied that future international rules will
provide for it, then such provisions will be included in the NZ
ETS

. add a provision allowing regulations to be made to define the
parameters of the permitted land offsetting.

Offset provision

Several submitters proposed that the bill be amended to include a
forestry offset provision. We considered whether landowners who
deforest pre-1990 forest land should be allowed to replant, either on
the same land or elsewhere, on a hectare-for-hectare basis of equiva-
lent carbon absorption capacity.

Under the Kyoto Protocol there is no provision for offset planting
without incurring liability for the land on which the deforestation ac-
tually occurred. However, if the international rules change for the
second Kyoto commitment period, the cost to New Zealand of an
offset provision would be minimal. We consider that there are ad-
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vantages in providing a clear indication in the legislation that, should
future international rules provide for offsetting, such provisions will
be reflected in the NZ ETS. This would allow landowners and in-
vestors to make investment and management decisions without fur-
ther legislative amendment incurring delay and uncertainty.

Pre-1990 and post-1989 forests split

We considered arguments for and against retaining the distinction
between pre-1990 and post-1989 forests, but recommend no change
because we are concerned that this would have a significant fiscal
and economic impact resulting from the allocation of many units not
backed by Kyoto units.

Exclusion of deforestation of indigenous pre-1990 forest

We also considered arguments for and against the inclusion of de-
forestation of indigenous pre-1990 forest in the NZ ETS, but do not
recommend amending the bill because we believe there are sufficient
existing deforestation controls for indigenous forests. Although we
were particularly interested in the arguments for the inclusion of re-
generating indigenous scrub forest in the NZ ETS, we do not recom-
mend its inclusion as it is technically difficult to differentiate between
pre-1990 and post-1989 scrub in practice.

Registration

We recommend an amendment to Schedule 4 to allow registration as
a participant by a person who has a written contract with the Crown
for removal of greenhouse gases from the atmosphere by means of
a forest species on post-1989 forest land that is Crown conservation
land.

Participant in respect of pre-1990 forest land

We recommend amending clause 43 (new section 158) to clarify that
only a participant under section 158 is a participant in respect of de-
forestation of pre-1990 forest land. This would remove any ambigu-
ity from the interface between section 158 and section 54.
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We also recommend inserting a new section before section 158, set-
ting out the presumptions as to deforestation in section 164 but cover-
ing both pre-1990 forest land and post-1989 forest land.

We considered but did not support exemptions for Maori-owned land,
as deforested Maori land would create greenhouse gas emissions that
would be recognised under international agreements. Neither do
we consider that renewable energy projects that involve deforesta-
tion should be exempt. We consider that all investment projects, in-
cluding those generating renewable energy, should face the emission
costs of their activities.

Methodology for pre-1990 forest land

Section 162 provides that where pre-1990 forest land is deforested
and the trees on the land are less than nine years old, emissions are
to be calculated on the basis of the age of the trees from the previous
harvest (or, if they were eight years or younger, on the basis of age
nine) and units surrendered according to this calculation.

We recommend amending section 162(2)(a)(i) to clearly provide that
if the trees cleared from the pre-1990 forest land are eight years old or
younger, for the purposes of calculating emissions the trees cleared
would be treated as if they were the age and species of the trees last
harvested.

The eight-year rule was included in the bill to ensure the environmen-
tal integrity of the NZ ETS by avoiding the exploitation of an uninten-
tional loophole: that the Kyoto Protocol does not require emissions
from the harvesting of pre-1990 forests to be accounted for (by par-
ties electing not to report under Article 3.4 of the Kyoto Protocol),
at least in the first commitment period. The current provision makes
it clear that for the purposes of this calculation the age of the earlier
trees is to be used, but is unclear that the species of the earlier trees
must also be used.

The recommended amendment seeks to clarify that where young
trees are cleared, the policy intent is that the emissions from the de-
forestation be calculated in relation to the trees last cleared from the
land.

We also considered whether we should recommend not closing the
loophole at all, or adopting a threshold other than eight years, given
that the threshold is somewhat arbitrary. We recommend no change at
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this stage because we consider that the better policy response would
be the provision of a forestry offset in future international agreements
for the commitment period beyond 2013.

Post-1989 forest land—Participant in respect of
post-1989 forest land

We recommend amendments to clause 43 (new section 165) of the
bill to clarify who may register as a participant in relation to post-
1989 forest land, and to define requirements for surrendering units
for activities on exempt pre-1990 land that has been deforested.

We also considered whether restrictions should be placed on the
planting of plantation species in native ecosystems, in response to
concerns that the allocation of units for carbon sequestration will
not protect against environmental degradation (particularly loss of
biodiversity) from afforestation. However, we consider that the
NZ ETS is not the appropriate mechanism for addressing issues
of biodiversity on private land. The Resource Management Act
1991 is the primary environmental statute for managing adverse
environmental effects.

We considered whether to make the crediting of post-1989 afforest-
ation activities contingent on a declaration by the landowner of com-
pliance with Resource Management Act rules (and potentially other
environmental legislation), but decided that this would not be appro-
priate as each piece of legislation addresses non-compliance issues.
The Green Party differs and believes that the NZ ETS does have a
role in addressing the issue of biodiversity.

Payment of units for deforestation of exempt land

We recommend inserting a new section to provide a registration
process for an activity in Part 1 of Schedule 4 in respect of exempted
pre-1990 (deforested) land for clarity.

Transfer of registration (post-1989 forest land)

We recommend amending the provisions under clause 43 (new sec-
tion 169) for the sale and transfer of registration of post-1989 forest
land to provide that the new owner of a land or forestry right, lease,
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or conservation land project will automatically become a participant,
with the associated liabilities and entitlements.

In the case of the expiry of a forestry right, lease, or conservation
land project, we recommend that the bill provide that the transfer of
the registration of a participant for post-1989 forest land from the
forestry right or leaseholder to the landowner is automatic from the
date of expiry of the forestry right or lease or contract. We also rec-
ommend minor amendments to clause 43 (new sections 159, 160,
162, 163, 164, 166, 167, and 168) for clarity.

Traceability of New Zealand units and assigned amount units

We recommend that the bill be amended to ensure that it does not pre-
vent giving all participants sufficient documentation about the own-
ership and source of NZUs and NZAAUs (recognising the desirabil-
ity of this for the forestry sector in particular) as this documentation
would enable third-party certifiers to link NZUs or NZ AAUs to spe-
cific post-1989 forest. This should enable forest owners to market
their NZUs, and thus provide an incentive for appropriate afforest-
ation activity.

Liquid fossil fuels—Mandatory activities in the liquid
fossil fuels sector

We have previously recommended an amendment to clause 4 of the
bill to provide for firms in the liquid fossil fuel sector to voluntarily
register and report their emissions from 1 January 2009, and to re-
quire these firms to register and report their emissions. These firms
would face no obligations to surrender NZUs for emissions until 1
January 2011.

We heard arguments in favour of altering the point of obligation for
Schedule 3 participants by excluding the liquid fossil fuel sector from
the NZ ETS, and allocating free units for liquid fossil fuels used for
stationary energy and transport purposes. However, we do not rec-
ommend further amendments (with the exception, noted earlier, of
providing free allocation to eligible industrial firms for emissions
from the combustion of waste oil for stationary energy). We con-
sider that locating the point of obligation upstream in the transport
sector is practical and allows costs to be passed down, thus poten-
tially influencing behaviour. While transport fuels are not included
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in other schemes around the world, this is balanced by other factors
such as high fuel taxes in Europe and greenhouse-gas-oriented taxes.

Treatment of obligation fuels

We recommend that a new provision be inserted into clause 43 (new
section 174) to enable additional activities to be added to Part 2 of
Schedule 3 in respect of coastal shipping and fishing within the New
Zealand exclusive economic zone. Given that adding these activities
would amount to a regulation amending primary legislation, we rec-
ommend that the regulation be subject to approval by a resolution of
the House within 12 months.

If brought into effect by Order in Council, this would create an obli-
gation on international shippers to surrender emission units in respect
of fuel used on the domestic legs of international voyages where
cargo was picked up and dropped off in New Zealand. In the case of
domestic fishing operations, it would place an obligation on foreign
fishing vessels that did not refuel in New Zealand but fished under
New Zealand quota to surrender emission units.

We considered arguments that a case should be made for special
treatment of coastal shipping and the domestic fishing operations,
with either exemption or access to free emission units for indus-
tries that would face higher costs in respect of their emissions than
competing firms that do not face comparable emissions obligations.
We understand that domestic coastal shipping competes with inter-
national shipping on some of their routes, but the extent of trade ex-
posure faced by the domestic fishing industry is not as clearly defined.

We think that a special case might be made to recognise coastal ship-
ping and domestic fishing operators as trade-exposed, because they
face higher costs in respect of their emissions than competing firms
that do not face comparable emissions obligations. Our preference
is to allow for the possibility of imposing a unit obligation on the
consumption of fuel used by foreign vessels in the coastal shipping
trade or fishing within New Zealand waters that is compliant with
international law. We therefore recommend the insertion of an en-
abling provision into the legislation so that additional activities re-
lated to coastal shipping and fishing can be brought into the NZ ETS
by Order in Council.
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Opt-in activities in the liquid fossil fuels sector

We recommend an amendment to Part 3 of Schedule 4 of the bill to
align the obligations of participants with those proposed for partici-
pants under Part 2 of Schedule 3 (this may require the inclusion of
transitional arrangements for the first year). We also recommend that
the start date for surrender obligations of large purchasers of jet fuel
who opt in for their domestic jet fuel use be changed from 1 January
2008 to 1 January 2010, to reflect the recommended delay of surren-
der obligations for the liquid fossil fuels sector until 1 January 2011.

Registration as participants by purchasers of jet fuel

We recommend an amendment to new section 173 to provide more
detail of the requirements for registration and deregistration for vol-
untary jet fuel participants. We recommend further changes to sec-
tions 173 and 176 to clarify how these sections will be implemented,
and for alignment with sections 58 and 59 (covering deregistration),
and with the treatment of participants who register in respect of their
coal and gas purchases.

Stationary energy sector

Coal seam gas

Part 3 of Schedule 3 of the bill lists the activities that are subject to the
NZ ETS. The bill does not explicitly exempt fugitive coal seam gas
emissions from the scheme. Fugitive coal seam gas includes emis-
sions that result from coal-mining activities, including venting and
flaring, but not methane extracted or captured for sale as an energy
source. Where coal seam gas is captured for sale it is included under
the activity “mining of natural gas”.

We recommend an amendment to the legislation to explicitly include
fugitive emissions from coal seam gas in the scheme.

We heard arguments for including fugitive emissions of coal seam
gas on the grounds that they affect New Zealand’s Kyoto liability and
influence the emissions pricing of coal. On the other hand we consid-
ered the technical and equity challenges of measuring and attributing
fugitive emissions from coal seam gas. On balance we consider that
coal seam methane gas should be included in the scheme to provide
the correct incentive for coal companies to convert coal seam gas into



Climate Change (Emissions Trading and
38 Renewable Preference) Bill Commentary

carbon dioxide, where possible, rather than allow fugitive emissions
to be released into the atmosphere.

Combustion activity and waste oil

Waste oil is mostly used lubricating oil. While emissions associ-
ated with the processes of refining lubricating oil are captured by the
NZ ETS the bill as introduced places no obligations under Part 2 of
Schedule 3 for producing or importing lubricating oil, or the release
of emissions when lubricating oils are combusted in engines. How-
ever, the bill places obligations on emissions from the combustion of
waste oil for stationary energy (electricity and industrial heat) under
Part 3 of Schedule 3.

We recommend an amendment to the bill to clarify the activity de-
scription of the combustion of waste oil and to ensure that no emis-
sions are counted twice.

Geothermal steam

We recommend deleting the activity description of geothermal steam
where it is separated from geothermal fluid, because the description
is superfluous.

Definition of activity for refining petroleum

We recommend amending the definition of “refining petroleum” to
clearly capture refining petroleum where the refining involves the use
of intermediate crude oil products such as refinery fuels and gases,
for energy or feedstock purposes.

Opting-in

We recommend amendments to Part 4 of Schedule 4 to enable a par-
ticipant to opt in for coal or natural gas or both, and to clarify the
threshold requirements.

We also agreed with some submitters that the current opt-in provi-
sions do not adequately reflect the complexity of the gas market,
and specifically that the ability to opt in only one step down the sup-
ply chain is too restrictive. We recommend that opting-in should be
available to the first person in a supply chain outside the corporate
groups (of wholly-owned companies) of participants.
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We were also concerned that it would be too restrictive and defeat
the purpose of the opt-in provisions to require an entity to purchase
all the threshold level of coal or gas from one participant. We also
recommend a change to Part 4 to clarify the way it would be imple-
mented.

Registration as participants by purchasers of coal or natural gas
We recommend amendments to clause 43 (new section 176) of the
bill to provide more detail on registration and deregistration pro-
cesses, including a provision allowing the registration of large coal
or gas purchasers from 1 January 2010.

We also considered whether section 176 might require participants to
submit commercially sensitive contracts as proof of meeting thresh-
old limits. We recommend that a new subsection be inserted to clar-
ify that the chief executive may be satisfied on the basis of historic
information, but leave discretion for the chief executive to request
prospective information where necessary.

Further changes to clause 43 (new section 176) are also recom-
mended to clarify how this section will be implemented and to align
it with clause 43 (new section 173).

Industrial processes sector

Treatment of synthetic gases

We have previously recommended an amendment to clause 4 to delay
the entry of imported hydrofluorocarbons (HFCs) and perfluorocar-
bons (PFCs) into the NZ ETS from the currently proposed entry date
of 1 January 2010 until 1 January 2013 but provide for firms that im-
port HFCs, PFCs, and sulphur hexafluoride (SF;) to voluntarily regis-
ter and report emissions from 1 January 2011, and to be required to
register and report emissions from 1 January 2012. Firms would face
no obligation to surrender NZUs for emissions until 1 January 2013.

We now recommend amendments to the bill to

. explicitly provide that imported products containing HFCs and
PFCs will be included in the NZ ETS, except for products
imported for certain personal and medical uses

. define the obligations and entitlements of people who export
HFCs and PFCs
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. define the obligations and entitlements of people who collect
and destroy HFCs and PFCs

Exporters of HFCs and PFCs (including products containing HFCs
and PFCs) and people who collect and destroy HFCs and PFCs would
be entitled to earn NZUs either for each tonne of CO,-equivalent
emissions attributable to those exported HFCs or for each tonne of
CO,-equivalent emissions that is prevented by these collection and
destruction activities from 1 January 2013. Such exporters would
have the opportunity to register and report their emissions on a vol-
untary basis, then if registered would be required to report for 2012
but would not be eligible to earn units until the 1 January 2013 to 31
December 2013 year.

Almost all submitters on HFCs and PFCs expressed strong concerns
that if these gases remain in the NZ ETS, the bill does not explicitly
include imports of equipment containing HFCs and PFCs, and does
not provide for exemptions or rebates for exports of HFCs and PFCs.
We are concerned that the approach does not cover a significant pro-
portion of HFCs and PFCs. It potentially disadvantages domestic
manufacturers of equipment containing HFCs and PFCs relative to
overseas manufacturers of competing products (on both the domestic
and export markets). In particular it does not directly create incen-
tives to collect and destroy HFCs and PFCs.

We understand that the exclusion of imports of pre-charged equip-
ment from the scheme was initially proposed to limit the number
of points of obligation (and thus the administration and compliance
costs) of the scheme; and it was considered that an exemption mech-
anism could be developed.

However, we share many of submitters’ concerns about this ap-
proach. We recommend that the bill be amended to include HFCs
and PFCs imported in products, to provide for entitlements to units
for exporters of products containing HFCs and PFCs, and to exclude
from the NZ ETS people who import pre-charged equipment for
personal use. “Personal use” is intended to exclude only imports
of HFCs and PFCs contained in goods that are included in the
personal or household effects of people arriving in New Zealand.
This approach would address the concerns that the NZ ETS would
significantly disadvantage local manufacturers of products contain-
ing HFCs and PFCs relative to overseas manufacturers.
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We are of the view that the provision for entitlements to units for
exports under the NZ ETS would also create an incentive to collect
and export HFCs and PFCs for destruction. Although HFCs are cur-
rently exported to Australia for destruction, we also recommend that
collection and destruction of HFCs and PFCs be included as a “re-
moval activity” under Schedule 4 (and therefore be entitled to receive
units) in the event that New Zealand develops its own capacity for
the destroying of HFCs.

We consider that the recommended amendments to apply the NZ ETS
to HFCs and PFCs contained in products and to provide entitlements
to units for exports of HFCs from the NZ ETS will meet the com-
petitiveness concerns of local manufacturers of products containing
these gases. We also note that free allocation under section 70 can
also apply to emissions from the “industrial processes” set out in Part
4 of Schedule 3 (which includes importation of HFCs and PFCs).

HFCs are used as a propellant in certain inhalers used for medical
purposes. As they are essential products and there are no cost-effect-
ive alternatives to HFC propellants for this purpose we recommend
an exclusion for imports of HFCs to cover their use in inhalers.

We recommend that the activity description for importing sulphur
hexafluoride be clarified to apply to both bulk imports and imports
of goods containing sulphur hexafluoride, for the same reasons given
regarding HFCs and PFCs above.

Activity descriptions for producing clinker and gold

We recommend minor amendments to the activity description for
producing clinker to clarify that this activity refers to calcinations
of calcium carbonate in addition to limestone, and to the activity de-
scription for producing gold to ensure that it appropriately captures
all industrial process emissions.

Agriculture

We have previously recommended that the bill provide for voluntary
registration of and reporting by the agriculture sector from 1 January
2011 and mandatory registration and reporting from 1 January 2012,
as preparation for full entry into the NZ ETS on 1 January 2013.

We now recommend amendments to Part 5 of Schedule 3 to bring
forward the deadline for deciding whether the agriculture point of
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obligation is to be set at the processor level or farm level from 31
December 2012 to 30 June 2010. As introduced, the bill allows a
farm-level point of obligation to be given effect by Order in Council
until 31 December 2012.

We considered many submissions on the appropriate point of obli-
gation in the agricultural sector and consider that while a proces-
sor-level obligation is feasible to implement by 2013, it is not likely
to be as effective as a farm-level obligation in changing behaviour.
However, we understand that there remain technical issues to resolve
for farm-level obligation, regarding the methodology for estimating
emissions, reporting and verification. Nevertheless we consider that
a Government decision on the point of obligation for agriculture is
needed earlier than this date, and therefore recommend that the abil-
ity to bring a farm-level point of obligation into force by an Order in
Council expire on 30 June 2010.

We also recommend an amendment to enable farmers to opt into a
farm-level obligation if a processor-level point of obligation comes
into effect.

We consider that in the event that a processor-level obligation is se-
lected, farmers should be permitted to opt into a farm-level obliga-
tion, in the same way that users in the liquid fossil fuels and stationary
energy sectors can opt to take on their obligations. We recommend
that the bill include an enabling provision to allow farmers to opt in
to a farm-level point of obligation. This would require a new activity
to be listed in Schedule 4, a regulation making power to set a thresh-
old for opting in, and other consequential amendments. However, we
understand that there are technical issues yet to be resolved regard-
ing farm-level obligation. We recommend that the opt-in provision
be brought into force by Order in Council and that it should also ex-
pire if not brought into force by 31 December 2012.

Other removal activities

Part 2 of Schedule 4 outlines the non-forestry removal activities with
respect to which a person may become a participant in the scheme.
Part 2 applies on or after 1 January 2010, and deems the export of
a product that contains an embedded substance which if combusted
would create an emission to be a removal activity under the bill.
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We recommend amendments to Part 2 of Schedule 4 to

. clarify that Part 2 of Schedule 4 would apply only where an
entity directly faced an increased cost of their feedstock as
a result of the NZ ETS assumption that the feedstock would
be combusted or emissions ultimately released, when in that
entity’s case the feedstock was in fact embedded in another
product

. clarify that where the embedding of a substance in a prod-
uct would not result in a corresponding reduction in New
Zealand’s emission liabilities under the Kyoto Protocol, then
the producer of the product would not be eligible to receive
units under Part 2

. provide for the inclusion of carbon capture and storage activ-
ities, with the technical definition, the start date, and the meth-
odology to be determined in regulations

. enable new removal activities to be added to Part 2 of Schedule
4 by Order in Council, with a consultation provision and a
requirement that the amendment be confirmed by Parliament.

The NZ ETS generally assumes that fuels such as natural gas or coal
supplied upstream will be combusted, and that the associated emis-
sions will be released to the atmosphere. However, in some circum-
stances, these fuels are not combusted but are used by downstream
consumers as feedstocks in chemical processes. This can result in
some emissions being permanently or temporarily embedded in the
final product. Such embedded emissions are not included in New
Zealand’s inventory and will carry no obligations for New Zealand.
Nonetheless, the NZ ETS would impose the obligation, leading the
downstream consumer to pay the passed-through carbon price when
no emissions actually occur.

Many submitters proposed that the bill should allow more generally
for the inclusion of new technologies for carbon capture and stor-
age. We agree that carbon capture and storage should be included in
the NZ ETS at some stage, but are advised that further work needs
to be done in New Zealand’s domestic regulatory environment. We
therefore recommend amending the bill to provide for the inclusion
of carbon capture and storage activities (CCS) in the NZ ETS once a
robust domestic regulatory framework has been established for CCS
(possibly in advance of 1 January 2010).



Climate Change (Emissions Trading and
44 Renewable Preference) Bill Commentary

Many submitters proposed that the bill be amended to allow the add-
ition of removal activities to Schedule 4 by regulation. We note that
amendments to a statute by regulation are rarely contemplated and
should be used only in exceptional circumstances.

We consider that including a power to add removal activities to
Schedule 4 by Order in Council would be justified. Climate change
is a very fast-moving area, and adding such provision would make
the principal Act responsive to changes in technology and in the
international agreements governing action in this area. Adding
further removal activities can only benefit participants, and cannot
act to their detriment. Any removal activities added would need
to be consistent with the definition of “removals” in the principal
Act. It would be inappropriate for the addition of the activity to be
time-limited.

We also consider that a requirement to consult before making the
Order in Council should be included, and the addition should be sub-
ject to confirmation by Parliament.

We consider that the activity description in the bill as introduced is
not sufficiently clear as to what activities fall within Part 2. In par-
ticular, persons should not be eligible to receive units for activities
under Part 2 where they have not faced an increased cost as a result of
the implementation of the NZ ETS. Producers of products containing
embedded substances could “double dip” by also claiming emission
units for those embedded emissions. The recommended amendments
seek to close this loophole.

Income tax—Disposal of emissions units

Clause 48 inserts a new section CB 29 into the Income Tax Act 2004,
specifying the extent to which the disposal of a unit, by way of sur-
render or conversion, gives rise to an amount of income. Generally, a
disposal of a unit to a third party (other than on surrender) gives rise
to an amount of income for tax purposes. More specific rules provide
that the disposal of NZUs issued to owners of pre-1990 forest land by
the person who was issued those NZUs is effectively tax-free. Clause
57 of the bill inserts a new section CB 36 into the Income Tax Act
2007, which has the same effect.

We recommend amendments to clauses 48 and 57 to amend new sec-
tion CB 29 of the Income Tax Act 2004 and new section CB 36 of the
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Income Tax Act 2007, to allow a deduction to be claimed for the pur-
chase of emission units required to meet a liability for deforestation
of pre-1990 forestry land by a person who holds that land on revenue
account.

The underlying concern of submitters is the availability of a tax de-
duction for the additional units that the owner of a pre-1990 forest
would need to acquire to meet the liability to surrender units imposed
upon deforestation. Owners of pre-1990 forests are expected to re-
ceive approximately 5 percent of the number of units they will need
to surrender, in total, on deforestation by way of free allocation from
the Government, so will need to acquire the remaining 95 percent on
the market if they completely deforest.

The legislation allows a deduction for the purchase of emission units.
This deduction is timed to coincide with their disposal. However, on
surrendering the units acquired to meet a liability arising from the
deforestation of pre-1990 forest land, any units purchased in addition
to the original free allocation are treated as being sold for cost. This
would cancel out the deduction claimed on the acquisition of these
units.

We think that the characterisation of deforestation of land as a capital
account transaction is correct where the owner holds that land on
capital account. A firm that has operated a forestry business for some
time, and then decides to deforest, would fall into this category.
However, we agree that the cost of acquiring emission units for de-
forestation should not be on capital account for someone who does
not hold the land on capital account. A property developer, for ex-
ample, would hold the land on revenue account, and costs incurred
in the physical process of developing the land would be on revenue
account. It is inconsistent from a policy perspective to deny such
a business revenue account treatment for the costs of acquiring the
emission units required to deforest.

Allowing a deduction for the purchase of emission units by a busi-
ness that holds the land on revenue account should not cause any un-
desirable tax planning behaviour. This is because a revenue account
business would be taxable on the proceeds of the sale of the land and
so, if the deforestation increased the value of the land, would have a
tax liability when the land is sold. This is less attractive from a tax
perspective than carrying out the development on capital account,
when no tax liability would arise on sale.
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Income tax—Cost flow method to identify emission
units

Clause 52 inserts a new section EA 2B into the Income Tax Act 2004
and generally requires a first in, first out cost flow method to be used
to identify the units held by a person at any time. It also sets an order-
ing rule for the disposal of units, requiring disposals to be treated as
being made in the following order:

. pre-1990 forest land emission units

. post-1989 forest land emission units

. replacement NZ ETS units.

Clause 61 inserts new section EA 2B into the Income Tax Act 2007,
which has the same effect.

We recommend not proceeding with clauses 52 and 61, and inserting
provisions to treat emission units as excepted financial arrangements.
We consider that emission units should be expressly excluded from
the financial arrangement rules by being defined as excepted financial
arrangements, and that as much as possible, they should be brought
within the standard rules that apply to excepted financial arrange-
ments. This decision affects some of the matters raised below.

Ordering rule

Under the bill as introduced, each unit would have a unique identifier,
which would allow individual tracking. The rule requiring units to be
disposed of by order of classes was proposed to ensure that taxpayers
did not seek to exploit the different tax treatment of units of differ-
ent classes. However, we consider that the market may differentiate
between those units which were awarded for forestry activities and
those units which were acquired on other grounds. Accordingly, sell-
ers of emission units holding more than one class may decide to sell
emission units of a particular class for commercial, and not just tax,
reasons.

We consider that adopting a rule which deemed a particular class of
units to be sold when the units sold were actually units of another
class could give rise to compliance issues, and this could weaken the
credibility of the tax system. Accordingly, we think it is appropriate
for the tax treatment to reflect the emission units which are actually
sold, and that this ordering rule should not proceed.
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Valuation methodology

Treating the units as excepted financial arrangements means that the
weighted average costs method would be available, as well as the
first-in first-out method originally proposed. This method is appro-
priate, and consistent with the approach taken to all other excepted
financial arrangements.

We note that neither the bill nor this recommendation requires units
held at year end to be revalued to market value.

Removing the ordering rules for separate classes of emission units
and bringing emission units within the standard excepted financial
arrangement rules as we recommend would mean that new section
EA 2B would no longer be necessary.

Goods and Services Tax

As introduced the bill does not address the Goods and Services Tax
(GST) treatment of emission units. Sales and purchases of emission
units are subject to GST under the current law. We understand that
tax matters for sectors other than forestry, and GST will be addressed
in a tax bill expected to be introduced in June 2008 to allow a full
consultation process.

Renewable preference

Clause 67 of the bill inserts new Part 6A into the Electricity Act 1992.
We recommend that clause 67 be amended to make it clear that the
amendments are intended to restrict baseload fossil fuel generation.
As introduced, new section 62A (to be inserted by clause 67) refers
only to “fossil-fuelled thermal electricity generation”. We consider
that this oversight should be addressed.

We recommend a number of amendments to definitions in clause 67.
We recommend that the definition of “specified generation plant” be
amended to make it clear that a specified generation plant does not
include a plant operating under a reserve contract with the Electricity
Commission, and such a plant would therefore not be captured under
this regime. We are concerned that if the definition did not exclude
these plants, the security of energy supply could be compromised.

We recommend amendments to clause 67 to ensure that existing
plants that operated at more than 10 percent above their initial name-
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plate capacity on commencement would be captured by the bill.
Refurbishments of existing plants (resulting in higher capacity) are
not explicitly addressed in the bill as introduced. We are concerned
that existing plants could increase their capacity by significant
amounts without being captured by the renewable preference re-
strictions. The amendments we recommend would ensure that the
prohibition created by the bill would cover an existing plant that
operated after an upgrade at more than 10 percent above its initial
nameplate capacity at commencement of the Part.

The bill as introduced provided that “specified generation plant” does
not include “an electricity generation plant that is in operation before
the commencement of this Part”. We consider that this reference is
unclear. We recommend amendments to clause 67 to clarify that ref-
erences to “existing plant” would include a plant commissioned be-
fore commencement of the bill that was temporarily not in operation
at the commencement, as a result of maintenance or a similar outage,
or was not in operation but was available to come back into operation
at less than one week’s notice.

We recommend that the term “moratorium” be replaced with the term
“restriction” where it is used throughout clause 67. A moratorium
is a temporary suspension or cessation of an activity. The bill does
not purport to impose a blanket suspension of baseload fossil fuel
operation or investment, but it would impose specific restrictions.
We consider that the term “restriction” is a more accurate expression
of what the bill seeks to achieve.

We recommend an amendment to clause 67 (new section 62F), to
provide that the Minister of Energy may only accept or reject the
Electricity Commission’s recommendations in regard to exemptions,
and may not materially alter them. As introduced, the bill allows the
Minister to vary an exemption without seeking advice or consulting
the Commission. We are concerned that such broad ministerial dis-
cretion could unduly prolong the exemption process, and could ele-
vate the risk of legal challenge if the Minister could apply different
decision making criteria from the Electricity Commission.

In addition, we acknowledge the Electricity Commission’s special
expertise and consider that it would be invaluable in determinations
regarding exemption applications. We note that the amendments we
recommend are analogous to those for decision making by the Min-
ister of Energy in respect of Electricity Governance Rules under the
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Electricity Act 1992, where the process requires the Electricity Com-
mission to recommend rules or regulations and the Minister may only
accept or reject these recommendations, and may not alter them in
any way.

We also recommend a new provision for the avoidance of doubt about
the status of an exemption. This would clarify that exemptions were
regulations for the purposes of neither the Regulations (Disallow-
ance) Act 1989 nor the Acts and Regulations Publication Act 1989.

Non-baseload exemption

We recommend an amendment to section 62G(1)(a). This reflects
advice from the Parliamentary Commissioner for the Environment,
albeit that she did not support this policy instrument and believed that
other measures would better achieve the overall policy objective.

Section 62G(1)(a), as amended, requires a plant to satisfy three limits
(load factor, emissions, and start-up time). Previously a single limit
may have been prescribed. We consider that the exemption as intro-
duced was too broad and that amendments were necessary to clarify
its application. However, we are satisfied that more than one com-
bination may be prescribed to cater for different plant types or cir-
cumstances.

Emergency, reserve, isolated community, and cogeneration
exemptions

We recommend amendments to the emergency purposes exemption
application process under new section 62G(1)(b) to facilitate the ex-
pedient granting of exemptions in genuine emergencies. The amend-
ments we recommend would provide for temporary emergency ex-
emptions, clarify that the emergency exemption process might ap-
ply to future emergencies, and clarify that an emergency exemption
might be granted for other purposes. These amendments are intended
to ensure that the emergency exemption process is simple, can be
readily employed wherever necessary, and will not give carte blanche
to types of plant that are environmentally inappropriate.

We recommend amendments to remove providing reserve energy and
providing electricity to a small isolated community as grounds for
the Minister of Energy granting an exemption. We consider that it
is unlikely a small isolated community would need more than 10
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megawatts of baseload generation. Accordingly, we recommend that
the exemption category for small isolated communities be removed.
We consider that exemption for providing reserve energy should be
permissible only if a plant is contracted by the Electricity Commis-
sion. We have recommended an amendment to the definition of “spe-
cified generation plant” which would ensure that a plant contracted
to provide reserve energy by the Electricity Commission would not
need to apply for an exemption.

Fossil fuel and renewable combination exemption, and waste
generation exemption

We recommend amendments to streamline the provisions under new
sections 62G(1)(c) and 62G(1)(d) in the bill relating to exemptions
for fossil fuels and the renewable combination exemption, and waste
generation exemption. We consider that these exemptions could be
covered by a single exemption category for combinations of fossil
fuel and other energy sources, subject to a prescribed maximum pro-
portion of fossil fuel and any overall efficiency requirement and any
prescribed maximum level of greenhouse gas emissions.

The amendments we recommend would ensure that combinations of
fuel types could be exempted, subject to a prescribed maximum pro-
portion of fossil fuel and any overall efficiency requirement and any
prescribed maximum greenhouse gas emissions level.

We recommend amendments to remove reference to landfill gas from
these new exemption provisions. Landfill gas is not a fossil fuel or an
obligation fuel (as defined in the Climate Change Response Act), and
therefore we consider that landfill gas generation should be excluded
from the renewable preference regime.

Plant retirement exemption

We recommend amendments to the plant retirement exemption pro-
visions under new section 62G(1)(e) to provide that the requirement
to significantly reduce emissions should be quantified at 20 percent of
emissions. This amendment would provide clear guidance for those
seeking to abide by the regime.

We recommend an amendment to allow regulations to be made pre-
scribing a methodology for assessing impact on security of supply.
We acknowledge that the relevant security margin is defined by the
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Electricity Commission, and may change from time to time, depend-
ing on the evolving character of the power system.

We understand that this section is not intended to require a strict
megawatt for megawatt swap, but consider that it could be interpreted
this way. We recommend amending the rationale to one of not reduc-
ing security of supply below a prescribed margin. Accordingly, we
recommend that the impact on security of supply be assessed accord-
ing to a methodology prescribed in regulations.

Grounds and terms and conditions of exemption

We recommend amending the provisions for granting exemptions
under new section 62H to permit the Electricity Commission to al-
ter the terms and conditions of existing exemptions to allow for in-
creased generation during emergencies.

We also recommend adding a new section providing for a tempo-
rary exemption process. Such a process would allow the rapid grant-
ing of a temporary exemption during a declared emergency without
requiring the usual consultation processes. This exemption would
be granted by the Electricity Commission in an emergency declared
by the Electricity Commission, and could last no longer than three
months.

Both amendments and some minor changes are recommended to en-
sure a timely response to emergency conditions.

Public consultation on draft exemptions

We recommend amendment of the provisions for consultation in re-
lation to exemptions under new section 621, for clarification and to
streamline processes. We also recommend amendment of the provi-
sions for publication of decisions in relation to exemptions under new
section 62J, requiring the Minister of Energy to publish the reasons
for declining exemptions recommended by the Electricity Commis-
sion.



Climate Change (Emissions Trading and
52 Renewable Preference) Bill Commentary

Revocation of exemption

We recommend an amendment to the process for revoking an exemp-
tion under new section 62K to

. require that any revocation be subject to a recommendation
from the Electricity Commission

. require the Minister of Energy to take any matters prescribed
under section 62N into account

. give generators an opportunity to respond within a given time.

We consider that the bill as introduced grants too much discretion to
the Minister of Energy to revoke exemptions, and has the potential to
increase investment risk. The changes we recommend would provide
further safeguards to this process.

We recommend that section 62L be deleted. We consider that the
powers granted in section 62L for the Minister of Energy to temporar-
ily suspend an exemption are unnecessary because sufficient deter-
rence is provided by the ability to revoke an exemption under section
62K and the availability of injunctions under section 62M.

Regulation making powers

We recommend amending the regulation powers under section 62N
to

. limit section 62N(1)(a) to the circumstances where the Electri-
city Commission has made a recommendation with due regard
to public submissions

. amend section 62N to allow the Commission to recover any
reasonable costs incurred during the consideration of an ap-
plication.

We understand that the power under section 62N(1)(a) would provide
for potential technology developments that are not catered for in the
current exemption categories. However, we consider that the bill
as introduced would allow a wide-ranging power which, if abused,
could effectively defeat the purpose of the section 62D restriction.
We therefore recommend that section 62N(1)(a) be strictly limited to
the circumstances where a prior recommendation is received from the
Electricity Commission, and that any recommendation be permitted
to be made only after public consultation.
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We understand that, notwithstanding section 169 of the Electricity
Act which governs the prescribing of fees under the Electricity Act,
the bill as introduced does not allow the Electricity Commission to
recover costs (such as those of obtaining expert opinions) incurred in
considering an application. Accordingly, we recommend an amend-
ment to section 62N to allow the recovery of costs arising from the
requirements of this Part.

National Party minority view

Global climate change is the most important environmental challenge
of our time. The National Party has consistently advocated a well
designed, carefully balanced Emissions Trading Scheme as the best
tool for efficiently reducing emissions.

The National Cabinet in 1999 decided that an ETS was the right way
forward on climate change policy. We expressed concern when the
ETS approach was dropped in favour of a carbon tax when the cur-
rent Government took office. We promoted an ETS in our Bluegreen
Vision document in 2006. We supported the Government’s decision,
in principle, in favour of an ETS last year and voted for the first read-
ing of this bill. However, the rushed legislative process has resulted
in a bill that has major deficiencies.

The importance of getting this legislation right cannot be overstated.
This bill represents the most significant economic reform since the
deregulation of the economy in the late 1980s. The New Zealand
Institute of Economic Research analysis indicates that the ETS in its
current form will cost 22,000 jobs and a loss of $900 million to the
economy by 2012 and a loss of $5.9 billion in GDP by 2025. The
Government’s own analysis by Infometrics concludes job losses of
50,000 from the scheme.

Getting this bill right is also important for the environment. New
Zealand’s recent history has repeatedly seen poorly thought through
climate change policy failing with the result that emissions have
grown unabated. Poor policy can also have unintended adverse en-
vironmental consequences such as the record levels of deforestation
in 2007.
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Process concerns

The legislative process has been rushed and inadequate given this
bill’s complexity and significance. The public has not had adequate
time to examine and submit on the bill, and it is evitable that serious
mistakes will be made that will adversely affect New Zealanders.

We are also disappointed that the Government has chosen not to en-
gage with National given our clearly stated support for an ETS and
the finely balanced nature of the current Parliament. We wrote to the
Climate Change Minister inviting such a process in December 2005
but received no response. There was no consultation with National
over the ETS proposal or the bill.

National has attempted to constructively engage at select committee
level with Government members and officials. Our concerns over
rushed submissions have been ignored. The NZIER was given a to-
tally inadequate length of time to present their 100-page economic
analysis. Concerns from submitters such as Temperzone who said
they were “summoned to appear in a group with non-affiliated par-
ties. We wonder why we were not consulted on this forcible group-
ing. We had to shorten our submission to five minutes. We had no
time to present and debate the issues”.

Our members have repeatedly been shut down in pursuing legitimate
questions over important details of the bill in the haste to advance it.
Significant policy changes have been made by Government midway
through the select committee process without any consultation with
the committee or opportunity for submitters to comment. Further
policy changes were introduced by the Minister in the last week of
consideration.

The select committee consideration and deliberation process has
been rushed and reckless. Only approximately 16 hours of the
committee time was allocated for considering the 483 page depart-
mental report and 60 supplementary departmental reports on specific
issues. Committee members received over 1000 amendments to this
237 page bill only three days prior to its final deliberation. There
has been no serious engagement by Government members on the
critical issues to New Zealand in this bill, as evidenced by the 24
different Government members that have subbed onto the committee
throughout the process. National members, in querying important
issues, have repeatedly been told that things are a certain way simply
because it is Government policy.
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This process has not been conducive to getting such an important
bill right nor in getting the cross-party support needed to ensure the
stability and longevity of New Zealand’s ETS.

National’s major concerns—Balancing environmental
and economic interests

National’s first concern with the bill is the cost to New Zealand fam-
ilies and businesses of being a world leader in emissions trading and
in reducing greenhouse gas emissions. The problem is well illus-
trated by the submission by global cement giant Holcim, which op-
erates 151 manufacturing plants worldwide. They note that despite
only operating one moderately sized plant here, the proposed New
Zealand ETS will cost more in carbon emissions than the 23 plants
operated within the EU ETS. These high cement costs will be passed
onto New Zealand families and businesses through the increased cost
of housing and building community infrastructure.

New Zealand accounts for just 0.2 percent of global emissions. Our
unusual emissions profile is going to make the task of reducing emis-
sions very challenging. Agriculture contributes 50 percent of emis-
sions but the sector has very limited technologies for emissions re-
duction. We already have one of the highest proportions of renew-
able electricity. Transport emissions are more difficult to reduce in a
thinly populated country like New Zealand. The ETS should be de-
signed around the more modest goal of ensuring New Zealand does
its fair share in reducing global greenhouse gas emissions.

That is why National has advocated, in contrast to the Government’s
goal of carbon neutrality, a 50 percent reduction in New Zealand’s
1990 greenhouse gas emissions by 2050. This goal is in line with
that of the new Australian Government which is committed to a 60
percent reduction in emissions from 2000 levels by 2050, and that
proposed by Unites States presidential candidates. National believes
our -50 percent by 2050 goal should be included in the purpose clause
of the bill.

Windfall profits to Government

National’s second concern is the windfall profits to the Government
from the way this ETS is designed. Officials have advised the com-
mittee that the scheme will generate an estimated $21 billion in rev-
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enue to the Government from the sale of emission permits. This is
double that provided in the Budget 2008 tax reductions. There are
also additional indirect windfall gains to Government from its elec-
tricity Stateowned enterprises. Meridian has advised the committee
of an increase of $750 million in its valuation as a consequence of the
ETS. Including Mighty River Power, the windfall gain to the Govern-
ment from it SOEs will be in excess of $1 billion. This is significantly
greater than the latest projection of New Zealand’s Kyoto liability at
$481.6 million.

Climate change is not an excuse for the Government to profit at the
expense of businesses and consumers who are already under budget-
ary pressure. The scheme can and should be redesigned to be fiscally
neutral by transparently returning any windfall profits from the ETS
to consumers and taxpayers.

Alignment with Australia’s developing ETS

National’s third concern with the bill is in rushing to pass this le-
gislation before seeing the proposed design of an Australian ETS.
There are real advantages for New Zealand in aligning our ETS as
closely as possible with Australia given the free trans-Tasman move-
ment of goods, people and investment. The Australian Government
is proposing to release a green paper on its ETS design in July with
legislation being introduced to their Parliament in December. The
decision by Government here to defer the entry of liquid fuels by
two years until 2011 and the delay in forestry regulations that means
forest owners will not get units until mid-2009 gives a window of op-
portunity to consider the Australian design features before finalising
New Zealand’s ETS legislation.

Industry incentives to exit New Zealand

National’s fourth concern is the perverse incentives in the bill to ex-
port jobs and emissions offshore. The ETS in its current form would
encourage major industries like cement, steel, aluminium and agri-
cultural products to progressively relocate offshore where, in most
cases, this would result in increased global emissions.

The impact is practically illustrated by the Holcim Cement submis-
sion. The company has resource consents, subject to appeal, for a
new $500 million plant in Oamaru. Emissions per unit of product
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will be approximately 50 percent less as a consequence of replac-
ing the old wet technology process of their Westport plant with a
new dry technology process. Overall emissions in New Zealand will
be 200,000 tonnes greater because of increased production to off-
set imported cement currently being manufactured offshore. Despite
producing fewer emissions globally, the New Zealand investment is
not viable under the ETS as designed. Holcim goes further stating
it would be virtually impossible to sustain their existing businesses
in the medium term under this ETS. Submissions from other energy
intensive industries made similar sobering statements.

The incentives should be for industries to be located globally where
they will be most efficient and to drive investment in new technolo-
gies that will minimise emissions. It is well documented that New
Zealand produced aluminium and dairy products have less emissions
than those from competitor countries, and to inadvertently shift new
or existing production offshore is doing nothing for the global cli-
mate. The bill needs an improved process for dealing with industry
allocations to ensure this does not occur.

Importance of small and medium enterprises

National’s fifth concern is that the bill discriminates against SMEs
that will not be eligible for free allocation of emissions units New
Zealand is very dependent on SMEs for its economic strength and
the design of the ETS needs to better recognise them. The initial
proposal of a 50,000 annual tonne threshold would eliminate all but
New Zealand’s largest emitting industries. The committee discussed
a lower threshold but no decision was made and the question has
been left to regulations. This issue is too important to the successful
functioning of New Zealand’s ETS to be deferred. Parliament needs
to take a direct interest in the competitiveness and survival of our
SMEs.

Unilateral phasing out of industry support

National’s sixth concern is that the bill rigidly sets a timetable for
phasing out industry support through to 2030 without reference to
progress in international negotiations. The five-yearly review provi-
sions do not allow changes in the phase out of emission allocations,
which are fixed in legislation. The justification that this provides
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business with certainty is misplaced. The most important consider-
ation for business is not the absolute allocation but how it may affect
their international competitiveness. A better approach would be to
provide for a more flexible phase out regime that reduces the alloca-
tions to industry in line with New Zealand’s major trading partners.

Major sector issues

There are major impacts of this legislation on sectors that also needs
further consideration, particularly in respect of the impact of the ETS
on New Zealand’s primary industries.

Agriculture

Agriculture is New Zealand’s most important industry and any policy
that puts it at risk puts the entire New Zealand economy at risk. New
Zealand is the first country to attempt to include the emissions from
farm animals into an ETS. Care needs to be taken that it does not com-
promise New Zealand agriculture’s international competitiveness.

The bill fails to resolve the issue of how to deal with the uncertainties
in the estimate of animal emissions that officials advised may vary
from 50 percent above or below estimates. A market cannot function
efficiently with this level of estimate uncertainty. The bill fails to
resolve the issue of whether the point of obligation is to be at farmer
or processor level. This is a fundamental design issue that needs
resolution by Parliament rather than being deferred to regulations.
It is as though New Zealand wants the international accolades for a
comprehensive ETS when it is just a shell with none of the necessary
machinery to make it function. It is all very well in theory to have
agriculture included in the ETS but the detail needs to be worked
through so Parliament can be confident it will work in practice.

National does not believe the agricultural sector can or should be ex-
cluded from this bill, as it is such a large contributor to New Zealand’s
emissions. However, the purpose of including any sector in the ETS
must be to provide incentives to lower emissions. A scheme that
crudely imposes average costs on farmers regardless of their farm
management decisions will achieve nothing other than encourage
them to reduce stock numbers.

The most important priority for addressing methane emissions is in
boosting the research and development effort in respect of these emis-
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sions from farm animals. The second priority must be in providing
incentives for farmers to reduce nitrous oxide, which accounts for 20
percent of farm emissions. National wants to work with the agricul-
tural sector to explore options, including the earlier entry of nitrous
oxide to the scheme, so as to encourage better use of modern fertiliser
technologies that are available and would reduce emissions. There
are also strong water quality arguments for advancing this work.

Forestry

Forestry is one of New Zealand’s critical exporting industries and has
enormous potential to contribute positively to New Zealand’s carbon
balance. The reversal from 50 years of very significant new forest
plantings every year to significant deforestation over the past four
years is the principle reason New Zealand is now set to fall short
of its Kyoto targets. Confused public policy over carbon credits has
contributed to this reversal. This should have acted as a caution about
the potential unintended consequences of how carbon credits in the
forest sector are treated.

The scheme is the first internationally that attempts to include
forestry. The situation is more difficult than agriculture that enters
the scheme in 2013 in that the provisions are designed to take effect
retrospectively from the beginning of 2008.

The bill as introduced makes the artificial distinction between pre-
1990 and post-1990 forests, as per the Kyoto Protocol, with hugely
different financial implications for landowners. The redrafted bill
makes a further distinction between those pre-1990 forests purchased
prior to 2002, those purchased after 2002 and those forestlands in-
volved in future Treaty of Waitangi settlements. These arbitrary dis-
tinctions are not well justified and raise serious inequities over prop-
erty rights that cannot be dismissed lightly.

The bill reinforces arbitrary definitions from the Kyoto Protocol that
are inconsistent with the real carbon cycle of plantation forestry. It
is a fallacy to legislate that all the carbon is released into the atmo-
sphere at the time of forest harvest and discounts the ongoing benefit
of carbon stored in timber products. It is also erroneous to legislate
that the same land must be replanted to avoid deforestation liabilities
when the atmospheric concentrations of greenhouse gases are not de-
pendent on where the trees are planted. The revised bill defers the
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questions over the forestry offset proposal to beyond 2013 (and then
only if countries agree to changes) leaving landowners with forests
due for harvest in the intervening years facing severe penalties for
activities that would have no net effect on emissions.

The bill also contains arbitrary provisions, like those in Section
162 that gives perverse incentives for unintentional negative conse-
quences. A pre-1990 forest owner is able to significantly reduce their
deforestation liabilities by initially replanting and then deforesting
once the trees are eight years old. National is aware of significant
forest owners planning to progressively bulldoze forests of this age
class for no return. An analysis of the land values and deforestation
costs makes this commercially sound, despite it being a gross waste
of productive land and of no benefit to the environment.

The benefits of the bill to the forestry sector from carbon credits for
post-1990 forests have been significantly devalued by the decision to
defer entry of liquid fuels until 2011. This has reduced the buyers
for New Zealand Units by 40 million tonnes. These credits cannot
currently be sold internationally as the only other Kyoto-compliant
ETS, in Europe, does not accept forestry carbon credits. There is also
a problem in selling the large numbers of forestry units internation-
ally in respect of the Kyoto Protocol’s Commitment Period Reserve
that requires New Zealand to hold a minimum of 90 percent of our
AAUESs in our registry.

It is abundantly clear to National that the forestry provisions of this
bill are seriously deficient. It will not restore confidence to this sec-
tor nor reverse the very damaging recent deforestation. There is an
urgent need for a fresh process of engagement with the forestry sec-
tor to develop a far more sound and practical approach to greenhouse
gas emissions and plantation forestry.

Fishing

New Zealand’s fishing industry exports 92 percent of its output, earn-
ing $1.3 billion per annum. It is an energy intensive sector with fuel
making up around 40 percent of the operating costs of vessels. The
bill provides for an allocation of units to sectors such as dairy, meat,
cement, steel, forestry and aluminium, but excludes the fishing in-
dustry. This arbitrary exclusion does not seem well justified.
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A further concern is the incentive to use foreign fishing vessels that
will not face the cost of the ETS for imported fuel. The 1980s and
1990s saw a decline in the use of foreign fishing vessels and crew to
New Zealand’s advantage. This has reversed over the last five years.
This bill may inadvertently encourage ongoing job losses for New
Zealanders and the replacement by foreign vessels. The last minute
amendments to address this problem are inadequate.

The fishing industry is under substantial pressure as evidenced by the
recent 320 redundancies announced by Sealord. No other country is
imposing these costs on their fishing industry. This industry should
be considered trade exposed and receive appropriate allocations.

Refrigeration and air conditioning industry

National is seriously concerned about the implications of this bill for
New Zealand’s refrigeration and air conditioning industry through
the provisions that include the refrigeration chemicals HFCs and
PFCs. These gases make up 1 percent of New Zealand’s greenhouse
gas emissions. The ETS has huge cost implications for the sector
that will cost tens of millions of dollars and which could put thou-
sands of jobs in both the export and domestic industry at risk. That
this sector was first consulted by officials in May 2008, and then
only at the insistence of the select committee, is an appalling way
to treat successful New Zealand businesses like Fisher and Paykel,
Temperzone, Skope and McAlpines.

Although refrigerant gases only impact negatively on climate change
if released, the bill imposes the cost at importation. The Australian
Government has approached this issue by extending their regulatory
system for collecting ozone-depleting chemicals to these particular
greenhouse gases. The New Zealand industry also believes this ap-
proach would have better environment outcomes than by inclusion
in the ETS.

The “all gases, all sectors” approach should not be a mantra that over-
rides a focus on outcomes. This sector has proved that the collec-
tion approach can work successfully with its responsible approach to
ozone depleting chemicals. National believes that if this small sector
can show it can better manage emissions of these gases at less cost
through its alternative approach, they should be given the opportun-
ity to do so before being included in the ETS in 2013.
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Moratorium on thermal generation

Electricity is a sector in which the Government’s climate change poli-
cies have failed. Far from moving New Zealand towards the goal
of 90 percent renewables, the proportion has fallen from 72 percent
in 1999 to 66 percent in 2007. The Government’s interventions in
the electricity industry have been contradictory. Renewable develop-
ments like Project Aqua and the Dobson Hydro Project were stopped
by Government decisions. Thermal projects like the new oil pow-
ered Whirinaki Power Station have been directly funded by a con-
sumer levy and the massive new 385 MW E3P Combined Cycle Gas
turbine built by Genesis was unusually underwritten by the Govern-
ment. Of the new generation built by this Government, 75 percent
has been thermal and so the moratorium proposed here represents a
radical shift in policy.

National’s first concern is security of supply. Many submitters from
industry believed the moratorium would put this in jeopardy. That
these provisions are being advanced in the middle of a winter power
crisis defies common sense.

National’s second concern is the effectiveness of the proposed mora-
torium. It is a very blunt instrument that does not seem to be part of
any coherent policy. There is no guarantee that it will reduce emis-
sions as it only affects new builds. The trebling in emissions from
the existing Huntly Station between 1999 and 2005 would be unaf-
fected. The moratorium may increase emissions in preventing the
substitution of old dirty technology with new efficient gas technol-
ogy that produces less than half the emissions per unit of electricity
produced.

The distinction in the bill between new power stations being either
base load or peak load is nonsensical. Ironically, New Zealand’s
biggest greenhouse gas emitter, Huntly, was built as a peak load sta-
tion in 1987, and technically another could be built under the exemp-
tions in this bill. National sees no place in New Zealand for any new
coal generation until such time as carbon sequestration technology
becomes viable.

The smart way to provide an incentive for renewable energy over
thermal generation is through the price signal of an ETS. That is why
we have consistently advocated that electricity be the first sector to be
introduced to an ETS. It provides a signal every day to the electricity
sector to favour renewable over thermal, and not just when build-
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ing. It avoids the artificial distinctions between peak and base load
stations. The ETS will encourage substitution for more efficient ther-
mal generation where possible, and for the earlier retirement of old,
dirty technology. It is noteworthy that renewable generator Merid-
ian and the Parliamentary Commissioner for the Environment have
rejected the moratorium.

National supports the 90 percent renewable energy target. We have
confidence that the pricing signal of the ETS, as well as National’s
proposed reforms of the Resource Management Act, will give the
impetus to new renewable generation without the arbitrary and inef-
ficient moratorium proposal in this bill.

Conclusion

This bill requires substantial amendment if New Zealand is to have
a workable emissions trading scheme. National cannot support it in
its current form. The Government decision to defer implementation
by two years means there is time to get this legislation right without
having to delay implementation.

It is not a satisfactory process for Parliament to defer the many sig-
nificant design issues raised in submissions to regulations to be de-
termined in the future. Issues such as where the point of obligation is
for agriculture, whether there will be an industry allocation for new
entrants, where the threshold will be for trade exposed industries,
whether the allocations will be intensity based, and whether forestry
will be allowed an offset provision are fundamental to the success of
the ETS.

The correct way forward is for the Government to table a substan-
tive amending Supplementary Order Paper in Parliament to address
the major concerns with the bill. These amendments should be sent
alongside the existing bill back to the select committee for submis-
sions, careful analysis and final deliberation. The bill should then be
advanced through its second and third readings. It would be possible
to conclude this process prior to the General Election but it is more
likely to be done properly in the less politically charged post election
period.

National will proceed with an ETS amended in line with this mi-
nority report if we are successful at this year’s general election. We
would work as cooperatively as possible with other political parties
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to achieve this. Our objective is a widely supported and robust ETS
that will deliver on New Zealand’s ambitions for a responsible ap-
proach to climate change and a strong economy.

Green Party minority view

The Green Party has long called for a price on carbon to encourage
reducing emissions, but believes a carbon charge, recycled into other
tax reductions and into energy and transport efficiency programmes
would be far more transparent, simple, cheap to administer and cost
effective.

An emissions trading scheme could be made to work, but this bill as
reported back has major flaws. Our continued support for the bill is
contingent on considerable change being made in the house.

This ETS is not a cap and trade system because there is no New
Zealand cap on emissions—units can be imported up to the full re-
quirement to meet our Kyoto obligation. We believe that at least
there should be targets for domestic emissions reduction specified in
the bill as part of the purpose.

Further, the creation of NZUs allows the possibility of a future gov-
ernment allocating more of them to keep the price down, reducing
the return to those who have invested in carbon efficiency. It would
be entirely possible to use international Kyoto units to trade.

The ETS will take a long time to have any effect on emissions because
some sectors are slow to enter and are grandparented for most of their
emissions for far too long. In particular, agriculture which produces
half of our emissions is not brought in until the first Kyoto period
is over, in 2013. We do not accept the rationale for this, that there
is little farming can do to reduce emissions. Evidence given to the
select committee shows there are a number of possibilities to reduce
nitrous oxide in particular and that these are more cost-effective than
the opportunities open to some energy intensive industries.

We disagree with the decision to delay the entry of transport to 2011.
We have been offered no evidence that oil prices will be lower by
then, and that the effect on inflation or on affordability will be any
less. We believe a phased entry by transport would be fairer, begin-
ning next year.
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There is also no reason to legislate for extending the phase out of free
units until 2019, while we have no idea how quickly our competitors
will accept carbon pricing themselves.

We are concerned that most of this bill is about enabling regulations
to be made and that the effect and even the intent of those regulations
is not being determined in the legislation. In particular, all the key
allocation decisions are being left to regulation and it is impossible to
tell from this bill whether allocation will be effective or fair. We are
pleased that the select committee has adopted our proposal to insert
in the legislation criteria for the minister to take into account when
making allocation decisions, but these are still very high level.

Submitters have presented us with analysis that costs and the effort
required by the ETS are very unequally distributed, with those who
produce 30 percent of the emissions paying 90 percent of the cost.
A large part of this unfairness is because agricultural emissions are
to be met by the taxpayer for the first five years. We believe it is
essential to create a sizeable fund to assist low income households
meet higher electricity costs by insulating their homes and making
them more energy efficient; to accelerate public transport solutions;
and to help small business improve their efficiency.

We are concerned that the environmental effects of afforestation in-
centivised by the ETS could be very damaging. There is no obstacle
to regenerating indigenous forest being crushed and burned and re-
placed with pines, or to planting exotic forests over other rare ecosys-
tems like tussock lands. We cannot afford this loss of biodiversity.

Renewable preference

We strongly support the restriction on further thermal power stations
but believe that Part 2 as written will enable any kind of power station
to be built as an exemption. The definitions of baseload, efficiency,
start-up and co-generation will determine the scope of these exemp-
tions and are being left for regulations. We believe those values
should be given in the legislation.

We note that if the Government’s goal of 90 percent renewable elec-
tricity by 2025 is to be met both the Huntly power station and one
other thermal station will need to be closed by that date and replaced
by renewable generation. If a new baseload station is allowed to be
built under the exemption in 62G(1)(e) then a further existing station
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will need to be closed. We believe the exemption for new plant that
is replacing less efficient plant should be removed.
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Appendix

Committee process

The committee called for public submissions on the bill. The clos-
ing date for submissions was 29 February 2008. The committee has
received 259 submissions from various organisations and individu-
als. We received advice from the Emissions Trading Group and the
Parliamentary Commissioner for the Environment. We also consid-
ered a report from the Regulations Review Committee on the powers
contained in clause 67.
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