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Background

The review of afforestation schemes administered by the Ministry of Agriculture and Forestry
(MAF) was initiated by the Minister of Forestry and the Minister for Climate Change Issuesin
2010. Thereview covers two schemes developed under the Government’ s climate change
policies: the Permanent Forest Sink Initiative (PFSI) and the Afforestation Grant Scheme (AGS);
and two schemes devel oped under the Government’ s sustainable land use policies: the East Coast
Forestry Project (ECFP) and the Sustainable Land Management (Hill Country Erosion)
Programme (HCEP).

A Review Panel (see Appendix Four) was established by the Ministersin November 2010. Its
terms of reference (see Appendix Five) focus on establishing the levels of effectiveness and cost-
efficiency in the delivery of each scheme, improvements that are warranted, and identifying their
future roles (with the exception of the ECFP) in contributing to the Government’ s climate change
and sustainable land management objectives.

The review process commenced with the release of the Review of MAF Afforestation Schemes
discussion document 2010, inviting public submissions. A total of 52 submissions were received.
The Review Panel conducted consultation meetings with 21 agencies or individuals, and telephone
conference calls with afurther four.

! Ministry of Agriculture and Forestry, 2010. Review of MAF Afforestation Schemes discussion document 2010,
Ministry of Agriculture and Forestry, Wellington, December 2010.
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Preamble

The Review Panel sought to have clear objectives, to institute separate payments for separate
services, and to ensure consistency between schemes and across the country.

The Panel supported the continuation of al four afforestation schemes, albeit with modification to
the overall structure and with amendments to each component. Detailed recommendations for
each scheme are provided separately in the relevant sections.

Pragmatic conclusions differ from the ideal situation because of:

Uncertainty over the international rules (and therefore the price of carbon) at the end of the
first Commitment Period;

Probable Government unwillingness to embark on new funding following recovery from the
Christchurch earthquake.

Theideal situation would be as follows:

Review of MAF Afforestation Schemes — Final Report of the Review Panel

There should be total separation of payments for carbon and for other services provided by
forestry (erosion control, water quality, biodiversity, etc). Separate services merit separate —
and additional — payments. Multiple payments ensure that projects which meet multiple
objectives are more likely to be approved. Moreover, with clear objectives for each
payment, it is easier to monitor and assess progress and achieve accountability. In the
current situation, the multiplicity of objectives for three of the four schemes (some dictated
by Cabinet decisions, othersinferred by departmental officials) make it impossible to derive
cost/benefits and achievements for each scheme.

The PFSI should be a subset of the ETS, under the same Act of Parliament. Thiswould
make it easier to explain and promote the scheme, and it would also minimise administrative
costs. The PFSI would be solely for carbon, and —while being fiscally neutral to the Crown
—would serve the Government’ s inferred purpose of enhancing carbon sequestration and
mitigating anthropogenic climate change.

The AGS would be solely to promote carbon sequestration by providing money up-front for
those (mainly smaller growers) with cash flow difficulties. It would be administered entirely
through the public pool, by fixed grant (not tender), and be available in full regardless of
income from other schemes for non-carbon environmental services. It would be limited to
areas 5-300 hectares in extent, because very small areas are expensive to administer
compared to the small benefit they provide, and because tree growers with larger areas can
normally overcome cash flow difficulties by other means.

There would be no “low sequestration” category of AGS funding aimed at indigenous
plantings, as the discounted value of carbon sequestration from this source isinevitably
insufficient to provide any realistic incentive. Many of the submittersindicated a strong
desire to encourage the regeneration of indigenous forest, but if thisisthe rea objective
(rather than carbon) this goal is best achieved by targeted incentives, or such mechanisms as
“biodiversity credits’.

The HCEP is concerned primarily with erosion prevention, and should incorporate a subtle
combination of both “stick” and “carrot”. Current policy by regional councils appears to



lean heavily towards the sole use of the carrot. Those continuing to cause pollution by
allowing erosion-prone land uses are eligible for incentives to discontinue their activities or
— at most — face gentle persuasion to change. Despite landowner resistance, the taxpayer
would be better served by placing more emphasis on the “polluter pays’ principle and
enforcing the Resource Management Act 1991.

o The upper limit of five hectares for HCEP money was designed to avoid overlap with the
AGS range of areas, but if the AGS was operated as a separate carbon scheme this rationale
would no longer exist. In the ideal situation, there is no case for an upper limit of any
magnitude.

o There is no reason (specific to erosion prevention) why the East Coast should be singled out
for special treatment, with its own scheme. Soil erosion can be as problematic in other
regions. The Panel notes, however, that the Review’ s terms of reference do not allow major
changesto the ECFP. In the ideal situation, there would be a single nationwide programme
charged with the task of erosion prevention. This programme would incorporate the best
features of both the HCEP and the ECFP.

o The ECFP should operate independently of carbon. In other words, the grant should not be
reduced merely because the trees will generate carbon as a by-product.

Because of the pragmatic considerations listed at the start, the ideals listed above need to be
modified as follows:

o The Panel recommends maintaining separate legislation for the PFSI and the ETS until the
post-2012 situation becomes apparent. It is envisaged that the ETS will be subject to
continual modification, and merging of the two schemes would downgrade the tradable
value of the PFSI-generated units by increasing the uncertainty over their enduring worth.
The contractual nature of the PFSI differs from the legislative structure of the ETS, and is
seen by submitters to be less subject to modification by political whim. The Forests Act
1949 generates | ess public controversy than the Climate Change Response Act 2002, and
therefore the PFSI — enshrined asit isin the former —is believed to be more robust.

o Although the AGS can be seen as primarily for carbon sequestration, in reality the “regional
pool” component is essential for the continuation of erosion control. Regional councils use
AGS funding, in addition to funding from ratepayers and from individuals, to undertake
erosion-control programmesin their regions. Therefore, directing this programme entirely
towards the public pool on the basis of carbon value-for-money, would result in cessation of
much of the nation’ swork in prevention of erosion. The Panel therefore recommends that
the 50 percent of AGS funds currently earmarked for the “regional pool” be renamed (for
example, as the Soil Erosion Fund) for usein priority catchments identified by the regional
councils, and be divorced in terms of assessment from its carbon sequestration function.
This money would be used solely for costs of afforestation and would be separate from the
existing HCEP funding which is administered differently and which can be used for erosion
prevention not directly involving afforestation.

o The AGS is amechanism to purchase carbon in advance of sequestration. Thisis an activity
which may be better provided by the private sector, athough it may be useful for strategic
reasons for the New Zealand Government to have a domestic source of carbon credits.
Therefore funds for the public pool of the AGS should be provided solely by the private
sector wherever possible. Government could assist the AGS by promoting, administering
and policing the scheme on a cost recovery basis (through receipt of some carbon credits).
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The AGS should not be limited to any specific timeframe (e.g. 10 years) and should be
flexible as regards species, regions and regimes. Funds can be paid on the best (MAF-
sanctioned) estimates of the actual carbon sequestered for the contractual period, with atrue-
up towards the end of the period. The Panel has noted that the current inflexibility of
categoriesis creating an anomaly (e.g. applicants in the “fast-growing” AGS pool have a
high proportion of Douglas-fir growers who are assessed at the rate of radiata pine, but who
sequester considerably less carbon).
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Executive Summary

This Review of MAF administered afforestation schemes involves the:

Permanent Forest Sink Initiative (PFSI), which commenced on 1 December 2007;
Afforestation Grant Scheme (AGS), which commenced in 2008/09;

East Coast Forestry Project (ECFP), which commenced in 1993; and the
Sustainable Land Management (Hill Country Erosion) Programme (HCEP) which
commenced in 2007/08.

The objectives for the review are to establish the levels of effectiveness and cost-efficiency in the
delivery of each scheme, improvements that are warranted, and to identify their future roles (with
the exception of the ECFP) in contributing to sustainable land management and climate change
policy objectives.

Thereview is held against a background of great uncertainty over the international rules (and
therefore the price of carbon) at the end of the first Commitment Period of the Kyoto Protocol.

Permanent Forest Sink Initiative

The PFSI has asingle purpose of enabling landowners to access the value of carbon sequestration.
It does not involve Government grant funding and is not a time bound scheme, but has been in
operation for only three years.

Achievements

Asof March 2011, 31 PFSI covenants covering 7141 hectares were registered. A further eight
covenants had been approved, but not yet registered or withdrawn.

Of the 7141 hectares of forests under registered PFSI covenants, 4355 hectares are exotic forests
(61 percent) and 2787 hectares are indigenous forests (39 percent). While not specifically
identified, thereisin excess of 1000 hectares of what can appropriately be termed new forests
either registered under the PFSI or with applications being processed.

The number of applications has declined since 2008/09, possibly due to the introduction of the
ETS (Forestry). However, submissions to the Review Panel have referred to PFSI projects under
consideration that cover significant areas of forest.

The numbers and amounts of carbon unit requests and approvals have increased constantly since
2008, with atotal of 246 793 AAUs having been approved for allocation by the end of 2010.

The scheme delivers co-benefits to the Crown, local authorities and landowners in terms of
biodiversity, water, soil and carbon values and contributes to sustainable land use.

In summary, the PFSI has provided a small-scale, niche mechanism built around permanency of
forests that is regarded as having less uncertainty than the ETS (Forestry), and has enabled
landowners to access regulatory and voluntary markets for carbon. It is premature to draw
definitive conclusions on the success of such a different forestry scheme after only 3 years.
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Costs

The Forests Act requires administration costs that are not provided for by money appropriated by
Parliament to be recovered. Regulations set out fees and charges that must be paid by PFSI
applicants.

For the years from 2007/08 to 2010/11 the total administration cost is estimated to be $896,000,
with direct costs accounting for $806,000. These costs are derived from an estimate of staff
numbers dedicated to the PFSI. Application fees ($500) have recovered only $21,000, and avery
small amount is understood to have been recovered through other processing charges. The net
cost to the Crown of administering the PFSI for this period is approximately $874,000.

Expressed as cost per hectare-approved, the direct cost has declined from $375 per hectare to $84
per hectare over the four years (or $391 to $93 per hectare for total cost).

Funding for the PFSI is provided under Output 4.2 of the 2010/11 MAF Output Plan: Vote
Agriculture and Forestry that covers the indirect costs and those direct costs not recovered.

Over time, the policy on cost recovery appears to have moved from recovering all costs from
landowners, to recovering direct costs (like the ETS (Forestry), to recovering avery small
percentage of costs.

Implementation issues

PFSl and ETS

Submitters who are involved in the PFSI through the marketing of AAUS, promotion of the
scheme or facilitation of landowners to join the scheme, are strongly of the view that it should run
alongside, but be independent of, the ETS (Forestry), which is seen by some to be a*“political
football”.

While some of the reason for independence from the ETS (Forestry) may be more about
perceptions than realities, perceptions influence decisions and actions in the carbon market, and by
investorsin PFS| forests.

Moving the PFSI into the Climate Change Response Act 2002 would be a reasonably complicated
policy and legislative exercise, not least in relation to existing forest sink covenants and how they
should be treated.

The Covenant

The registered covenant is the mechanism that imposes forest permanency, which isimportant for
purchasers of PFSI carbon credits and regarded by many submitters as the heart of the PFSI.
Coupled with the restrictions on harvesting, these make the PFSI fundamentally different to the
ETS (Forestry), with carbon credits that are more highly valued by international markets.

To Maori, a50-year covenant is seen as land alienation and this hinders much potential Maori
land from entering the PFSI. A shorter covenant (25 years) may be found acceptable by the Maori
Land Court. The dilemma here however isthat if the termination period for the covenant was
reduced from 50 to (say) 25 years, the concept of forest permanency could be severely weakened
(forests could be cleared after 25 years, depending on rulesin district plans).
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The Review Panel sees three possible optionsin response to thisissue:

1. ThePFS should be further strengthened by prohibiting any harvest. Given no harvesting,
the covenant period can be reduced to 25 years without excessive loss of credibility.

2.  ThePFSI rulesregarding harvest should be retained, but a special provision be included to
reduce the covenant period for Maori land from 50 to 25 years. International acceptance of
the rights of indigenous peoples should ensure that the scheme maintains its market
premium.

3. Theexisting rules on the 50-year covenant period and the 99-year harvesting restriction
should be retained to support permanency, because too many amendments can reduce the
scheme’s credibility for little gain and a significant percentage of participants favour a
harvesting provision.

Eligibility of regenerating indigenous forest

For regenerating indigenous forest it is not appropriate to apply the requirements of the forest
definition on a hectare by hectare basis due to the inherently high level of variability. Also, rather
than focusing on imprecise analysis of aerial imagery to determine what vegetation is (or is not)
present (young seedlings can not be detected), and the age of that vegetation, the emphasis should
be on the timing of human activities to bring about land use change (for example, destocking,
fencing off from other land).

Carbon measurement
The carbon lookup table is too optimistic for indigenous forest and a more accurate table should
be prepared. The radiata pine tables may be too conservative.

Risk and insurance

Perceived risk has stopped people from enrolling into the PSFI scheme. Commercial insurance
against carbon stock losses is evolving, but premium terms are not known. A Government
supported or facilitated self-insurance scheme could help overcome the perceived risk.

Harvesting
The harvesting option was seen by some as a strength and by others as a weakness of the scheme
in terms of perceptions by the markets.

MAF processing time
Concerns have been raised regarding MAF processing times for PFSI applications, particularly
where they involve regenerating indigenous forests.

Future roles

Government’ s motivations for the PFSI and its purpose remain valid, and the PFSI should
continue. In addition to issues raised above, there are several other areas where the PFSI could be
improved by adopting features of the ETS (Forestry), and bring about greater consistency and
alignment with the ETS (Forestry). These changes, while not urgent, could be implemented
through amendments to the PFSI Regulations.
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Recommendations

The Review Panel recommends:

1.  Continuing the PFSI;

2.  Maintaining separate legidation for the PFSI and the ETS (Forestry) until the post-2012
situation becomes apparent;

3. Maintaining the current covenant and harvesting option;

4.  Engaging in dialogue with the Maori Land Court to establish a clearer basis for adopting
PFSI covenants under Trust orders;

5. Introducing eligibility criteriafor regenerating indigenous forests that operate on a
management unit basis and focus on human activities to achieve land use change;

6.  Progressing work with Landcare Research to revise the indigenous forest lookup table, and
considering the reliability of the radiata pine tables,

7. Investigating a self-insurance scheme with either the Government withholding some carbon

credits from individual participants or facilitating the development of a scheme administered

by the participants;

Addressing administrative improvements identified in Table 6 (page 29);

Recording and monitoring the actual costs of administration.

© ©

Afforestation Grant Scheme

The AGS has carbon sequestration, including creating units at least cost to the Crown, and
sustainable land use objectives. It commenced in 2008/09 and operates through a tendered public
grant pool and afixed regional grant pool, with funding ending in 2012/13. The AGSisalso an
important mechanism for implementing farm plans under the HCEP.

Achievements

Some 3279 hectares were planted in the first two years of operation, and a further 6380 hectares
have been, or are expected to be, approved for planting in 2010/11 and 2011/12. A high
proportion of approved planting has been planted to date.

Only about 849 hectares of planting have eventuated, or are expected to eventuate, under the low
carbon sequestration category for the years of operation to 2011/12.

Average grant rates have been $1,700 per hectare for the public pool, and $2,100 per hectare for
the regional pool

The regional pool has had a strong focus on the mitigation of soil erosion with about 46 percent of
the area established being on land use capability class 7e land (which may account for the higher
grant rate per hectare), compared to 26 percent for the public pool. While all grantsin the regional
pool must achieve a minimum co-benefit score, grants in the public pool have also achieved co-
benefits with more than half achieving water conservation benefits and a quarter achieving soil
conservation benefits.
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Costs

The AGS was established with funding for six years, but Government expenditure reviews
reduced the annual grant funding and the length of the programme to five years. Over that period
$23.5 million has been alocated to grants.

The Crown also incurs the MAF costs for administering the scheme. For the public pool only
derived costs are available. For the regional pool the administration costs are those incurred by
the regional councils, of which MAF reimbursed about half in 2009/10 on the basis of $5,200 per
approved grant, plus a $30,000 annual fee.

It was only possible to estimate the total administration cost for 2009/10, which was $527,000, of
which MAF' s share was $467,000.

While the Crown pays the grant plus most of the administration costsit will receive the carbon
credits for the first ten years growth of the AGS forests. MAF projections indicate that 1.6 million
tonnes of CO, will be sequestered over those ten years, with carbon credits having a Net Present
Value of $2,416 per hectare (12 percent discount rate and $22 per tonne of C0,). With total grant
costs ranging between $2,000 and $2,400 per hectare (from 2009 to 2012), these results suggest
fiscal neutrality for the scheme (given the base parameters for the discount rate and carbon price).

Implementation issues

Multiple objectives and weighting systems

The AGS has objectives concerning carbon sequestration, mitigation of soil erosion and creating
carbon credits at least cost to the Crown, with weighting systems based on soil conservation,
improved water quality and improved biodiversity. Multiple objectives create degrees of conflict,
and consequently the AGS has not achieved optimisation of any objective. Maximising carbon
sequestration and delivering carbon credits at |east cost are not achieved by establishing forests on
sites with severe soil erosion.

If carbon sequestration is the priority then the weighting systems are questionable.

Two pools or one?

There would be administrative advantages and efficiencies resulting from a single funding pool
and allocation panel administered by MAF. Regional councils would operate as land/grant
recruitment agents and be represented on the alocation panel.

Grant rates
For the last two years the AGS has been significantly oversubscribed. This suggests that grant
rates could have been lower in order to balance demand for grants with supply of funds.

Tendered versus fixed grant

A tendered grant can promote cost efficiency by imposing a competitive process, but it also
imposes uncertainty and inconvenience for applicants that act as disincentives. With several years
of operation under the public pool, the tendered grant has provided guidance on grant rates.

Low carbon sequestration category

The low carbon sequestration category fits poorly with the objectives of promoting carbon
sequestration and carbon credits at least cost to the Crown. The mainly indigenous forest
proposals have difficulty meeting the establishment requirements, and many of the applicants have
been referred to the PFSI. The category should not be retained in any future AGS.
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Recognition of growth profiles for different tree species

Planting fast growing species such as radiata pine will probably provide sufficient carbon credits
to the Crown under the ten-year agreements to compensate for the costs of the grant, and in some
situations may more than compensate. Where slower growing species such as Douglasfir are
planted, the Crown will receive relatively few credits and the cost to the Crown will be a
significant proportion of the costs of the grants. A more flexible grant agreement would enable a
better balancing of costs and credits.

300 hectare application limit

Applications are limited to a maximum of 300 hectares, making carbon sequestration benefits
available to small-scale forest growers who may face cash flow constraints. This continuesto be a
relevant consideration, and for those wanting to plant larger areas the ETS (Forestry) is better
suited.

Expense transfer

Some projects are not completed for legitimate reasons during the funding year, and an expense
transfer is required for which there is no certainty. Multi-year appropriations would address this
situation.

Private funding

The possibility has been raised of private enterprise working in partnership with the Government
to deliver the AGS i.e. private funding of the grants and MAF administration with a split in the
allocation of the credits. Such a partnership would focus the scheme on a single objective of
maximising carbon sequestration, with no secondary objective targeting severely eroding land.

The operational details of such a scheme can only be determined if the Government opted to
explore this opportunity. Intimes of tight restraint on Government spending, this could be an
appealing opportunity for Government to achieve greater sequestration of carbon and contribute
climate change mitigation benefits.

Grant capitalisation into land value

Concern has been raised that the value of the AGS grants may be capitalised into land values.
Thisisunlikely to be a significant issue given that the AGS can only facilitate about 3000 hectares
of planting nationally per year.

Future roles
Three future options emerge:

1.  Thestatus-quo (with the scheme finishing in June 2013);
2. Continuation on the same basis, but with operational improvements;
3. Continuation, but as a new scheme where environmental services are separated.

Asthe objectives remain valid, termination of the schemein 2013 is not desirable. If the AGS
continues beyond this date, improvements can be made to make it more cost effective (as
discussed above). However, the preferred option 3 isfor the objectives to be delivered under new
models: carbon sequestration under a NZ Carbon Forestry Initiative (privately and/or Crown
funded), and soil erosion under aNZ Soil Erosion Forestry Initiative (combining the HCEP and
the ECFP post-2020).
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Recommendations

The recommendations below refer to that part of option 3 that concerns carbon sequestration (see
pages 44-45). The part concerning soil erosion is addressed in the recommendations under the
HCEP.

The Review Panel recommends exploring the option of anew AGS post-2012/13 (Carbon
Forestry Initiative) with grant funding sourced from the private sector, and with:

1. A singleobjective of carbon sequestration;

2. Onefunding pool (and no low sequestration category) operating through a fixed annual
grant potentially administered by MAF;

3. A maximum grant rate set by the value of carbon, but with a strong emphasis on balancing
the annual demand for grants with supply of grant funding;

4.  Moreflexible grant agreements that recognise the different growth profiles of major species
(including indigenous species), possibly based on varying durations;

5.  Operating details being developed between the Government and any potential private
funder;

6.  Recording and monitoring of administration costs.

East Coast Forestry Project

The ECFP is grant scheme that was established in 1992. It hasagoal of targeting the worst

60 000 hectares of eroding land in the Gisborne District, and has Government endorsement and
approved funding to 2020. Targeting of land is supported by rulesin the Gisborne District
Council’s Combined Regional Land and District Plan.

Achievements

The ECFP has resulted in 35 552 hectares being treated through afforestation, reversion or pole
planting, of which about 24 000 hectares are target land. Between 2007 and 2010 some 1559
hectares of forest and poles and 1313 hectares of reversion were established (a combined average
of 718 hectares per year). In 2010 approvals were made for a further 5745 hectares of forest
planting (in the next three years), 498 hectares of reversion and 451 hectares of pole planting.

The ECFP has struggled to use available funding and deliver significant areas of afforestation,
reversion and pole planting. Thismay change if it successfully operatesin tandem with the ETS
(Forestry) and the PFSI.

Costs

The ECFP receives $4.5 million per year of Crown funding. Grant rates for afforestation range
from $1,476 to $2,280 per hectare (depending on distance to port), $1,512 per hectare for
reversion, and 70 percent of actual and reasonable costs for pole planting.

Administration is estimated to cost about $400,000 per year (but the cost is not recorded), leaving
$4.1 million for grants. However, from 2007 to 2009 total spending has been between $1.7 and
$2.2 million per year. Much higher annual amounts will have been allocated but not spent due to
the high drop out rate from grant approval to implementation.
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Implementation issues

High drop out rate

Approved areas can be planted in any nominated year up to three years after the application. In
2007 some 2042 hectares were approved for planting. In the three years from 2007 to 2009 only
892 hectares were actually planted (and this presumably includes some areas approved in other
years). The drop out rate appears to be in the order of sixty percent of the approved area. Reasons
may include the need for bridging finance, complications in achieving sign-off for multiply-owned
Maori land, and alack of genuine interest in undertaking land use change.

Covenants

Fifty-year covenants were introduced in 2007 in response to instances of deforestation. They bind
future landowners whereas a contract may oblige alandowner to assign the contract to a
subsequent landowner, but the terms cannot necessarily be enforced against that owner. Their
disadvantages are that they add complexity for participants and the Maori Land Court is unlikely
to agree to Maori land alienation for this length of time.

Deforestation can be addressed through policies and rules in the Combined Regional Land and
District Plan, the provisions in agreements between the Crown and the grantees, and through
deforestation liabilities under the ETS (Forestry) or PFSI for those who also opt for these
mechanisms.

Policy on ECFP and ETS (Forestry)

Post-2007 ECFP grantees may have their grants reduced if they opt to join the ETS (Forestry). In
contrast, grantees can participate in the PFSI with no reduction in their ECFP grants. The
different policy positions are based on the notion that the ability to earn income from timber under
the PFSI is constrained, thus there is no over-incentivising of landownersto afforest.

The policy conflicts with the principle of separate payments for separate services. ECFP grantees
joining the ETS (Forestry) are likely to become more frequent and could significantly lift the
performance of the ECFP.

Funding allocations

Forestry, reversion and pole planting receive part of their grants at the time of establishment, and
part three to eight years later. For forestry with two mandatory thinning requirements, grants will
not be able to be approved after 2012 because funding is not available beyond 2020 to complete
the thinning. The problem is similar, but not so pressing, for reversion and pole planting.

Alignment of payment schedules

For forestry 70 percent of the approved grant is paid following establishment and 30 percent after
thinning, while pole planting receives 80 percent after establishment and 20 percent three years
later. Administration would be simplified if the payment percentages were aligned.

Expense transfer

Like the AGS, some projects are not completed in the approved year and an expense transfer is
required for which there is no certainty. A financial mechanism isrequired to address this
situation.

Certification of claims

Claims for payments must be signed by the applicant’s auditor or accountant. Often they have no
involvement with the project or knowledge of the expenditure. Under the AGS claims are signed
by the grantee.
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Manuka/kanuka
There is potentia to generate commercial returns by establishing forests on land with
manuka/kanuka vegetation. Thisland is currently ineligible for ECFP grants.

Research has recognised that manuka/kanuka can substantially mitigate soil erosion 10 to 15 years
after establishment. It therefore fulfils arole that is consistent with the goal of the ECFP.

Restrictive forestry regimes

Prescribed regimes cover radiata pine, Douglas fir and closed spaced poplars. Other species can
be considered on a case by case basis. There may be potential for a cheaper radiata pine regime
based on alower initial stocking and one thinning, rather than two.

Applications a year before planting

Applications for grants must be submitted a year before planting. This prevents consideration of
projects that have not met the deadline, but could have proceeded within the year if grant funding
was still available.

Future roles

The policy supporting the ECFP, its goal and its continuation, are outside the scope of thisreview.
A number of operational improvements can be made to the ECFP as identified below.

Recommendations

The Review Panel recommends:

1.  Replacing the requirement for covenants with agreements similar to those used for the AGS.

2. Aboalishing the policy that post-2007 grantees may have their grants reduced if they join the
ETS (Forestry);

3. Providing funding to 2028 to cover the thinning costs associated with new planting from
2013 to 2020, to 2025 to cover payments for forest reversion initiated between 2016 and
2020, and to 2023 for pole planting undertaken between 2018 and 2020;

4.  Aligning the schedule of payments for forestry and pole planting so both receive 70 percent

of the approved grant following completion of successful establishment, and the subsequent

30 percent for forests up to year eight for thinning and for polesin the third year after

establishment;

Enabling the grantees to certify claims for payments;

Introducing multi-year funding to overcome the expense transfer problem;

Reviewing the radiata pine regime with the possibility of including a cheaper, lower

stocking and one thinning alternative, and considering whether any additional species and

regimes may be appropriately included;

8.  Introducing a mechanism for considering late applications for planting that would proceed
that year and utilise unallocated funding;

9.  Recording and monitoring the costs of administration of the ECFP, and evaluating these
against the administration costs of the AGS.

No o
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Sustainable Land Management (Hill Country Erosion) Programme

The HCEP is focused on the mitigation of soil erosion on the hill country of the mid and lower
North Island through change in land management. It has been operational since 2007/08. Farm
plans are a key component of the HCEP, which operates as a partnership among central
Government, four regional councils and associated landowners.

Achievements

In the absence of Government stated goals and/or objectives, and with three of the four regional
councils having completed only one year of eight year programmes, observations about
achievements are more appropriate than conclusions.

Target numbers of plans have mostly been accomplished, but success depends on plan
implementation.

The bulk of the HCEP funding ($13.4 million) has been to Horizons Regional Council. For the
four years to 2009/10 their target for non-retirement land work to be completed was 5560 hectares,
with 1386 hectares achieved. For the completion of retirement land work, the target was 4760
hectares with 3218 hectares achieved.

The Horizons Regional Council HCEP funded work was the subject of a detailed review that
reported in April 2010°. The recommendations of that review are commended.

Greater Wellington, Hawke' s Bay and Taranaki Regional Councils have received atotal of $2.2
million. Thereisonly one complete year of operational data. With an initial focus on the
development of plans, implementation targets for land retirement, afforestation and pole planting
have been modest, ranging from around 40 to 150 hectares. Generally these targets have been
achieved, and sometimes exceeded.

The Willow and Poplar Research Collective was allocated $653,000 to support awillow and
poplar breeding programme. Business and research plans have been prepared, field trials
undertaken, experimental hybrid poplars have been breed and distributed for assessment,
presentations undertaken and articles published.

Costs
The HCEP is MAF base-line funded with $2.4 million alocated per year, of which $2.2 million
are available for partnership funding of regional council initiatives and $200,000 are available for

catchment facilitation groups.

MAF administration costs are additional, but actual costs are not available. Thereare 1.4 FTEs
budgeted for administration in 2010/11.

Regional councils are mostly contributing a similar amount to the Crown funding for their soil
erosion projects, and landowners also make significant contributions in cash or in kind.

2 Brown, |; Dobbs, L; Ramsden, T., 2010. Hill Country Erosion Fund Performance Validation Report — Horizons
Regional Council Sustainable Land Use Initiative (S_UI), unpublished report prepared for MAF Policy, April 2010.
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Implementation issues

Goals / objectives

No record of Government’s agreed goals or objectives for the HCEP has been identified. Either
the documentation is missing from MAF records, or no goals and/or objectives were formulated
and agreed. Consequently, vital information is not available to guide the implementation of the
HCEP and the expenditure of $2.4 million per year of Crown funding.

Focus on the mid and lower North Island
Cabinet minutes viewed do not restrict coverage of the HCEP to the mid and lower North Island,
but refer to land outside the Gisborne District.

Free farm plans and voluntary implementation

Farm plans are a good product for facilitating and targeting land use change, but it is not
appropriate for taxpayers and ratepayers to totally fund their development when landowners are
under no obligation to implement any parts of the plans.

Roles of incentives and regulations in achieving land use change

The HCEP approach to addressing the mitigation of soil erosion has been referred to as “all carrot
and no stick”. This reflects ongoing policy tolerance of unsustainable land management by central
and local governments. Thereisan important role for financial incentives paid for by taxpayers
and ratepayers to encourage land use change, but they should be delivered in conjunction with an
element of regulation through regional plans.

The AGS

Implementation of the afforestation component of farm plansis heavily reliant on the AGS.
Funding for the AGS concludesin 2012/13. Without new Crown funding to extend the role of the
regiona pool of the AGS there will be a significant impact on the effectiveness of the HCEP. Itis
difficult to see the ETS (Forestry) covering thisrole in the short-term, at |east.

Future roles

The partnership approach to the HCEP with central Government, regional government and
landowners working together to address soil erosion is excellent. Thereis scope to integrate this
with implementation strategies from the ECFP to form anational Soil Erosion Forestry Initiative.

Recommendations

In addition to the HCEP, the recommendations below refer to that part of option 3 for the AGS
that concerns soil erosion (see page 44).

The Review Panel recommends:
At the national level -

1. Redeveloping the HCEP into a national soil erosion forestry initiative (see pages 64 to 66);

2. Providing new funding for soil conservation through afforestation, reversion and pole
planting (essentially continuing the role of the current AGS regional pool);

3. Administering the regional pool and grant allocation panel;

4.  Managing budgets and finance;

5. Contributing contestable funding for catchment facilitation and capacity building initiatives
(acontinuation of the current HCEP approach);
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6.

7.

Encouraging regional councils to introduce regulations to operate alongside financial
incentives,
Recording and monitoring the costs of administration.

At the regional level -

8.
0.

10.
11.
12.

13.

Continuing to prepare farm plans, but with a part charge to landowners,

Recruiting land for grants for afforestation, reversion and pole planting;

Ranking applications on the basis of soil conservation benefits;

Participating on the grant allocation panel;

Contributing contestable funding for catchment facilitation and capacity building initiatives
(acontinuation of the current HCEP approach);

Developing regulations to operate alongside incentives to address soil erosion and land use
change (noting the example of the rulesin the Gisborne Combined Regional Land and
District Plan associated with Overlay 3A land).

Concluding Comment

The Review Panel is mindful of the fiscal pressures confronting the Government. However,
continuation of the afforestation schemes aong the lines recommended will be an important part
of the Government’ s overall response to climate change, sustainable land management and the
mitigation of soil erosion.
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Afforestation Schemes Developed under Climate Change Policy

Permanent Forest Sink Initiative

The Permanent Forest Sink Initiative (PFSI) has a single purpose of enabling landowners to access
the value of carbon sequestration. It does not involve Government grant funding and is not atime
bound scheme, but has been in operation for only three years. The PFSI received strong support
from most submitters who regard it as aworld leading carbon sequestration scheme, driven by its
focus on forest permanency through covenants and harvesting restrictions. The allocation of
international units (Assigned Amount Units or AAUS) has facilitated the accessing of regulatory
and voluntary carbon markets. These submitters focused on the need for Government
commitment, and stability and continuity of policy for arelatively new scheme. In contrast, a
smaller number of submitters regarded the PFSI as having limited value with the ETS (Forestry)
now being available to landowners.

Cabinet agreed purpose of the PFSI

In October 2002 the Cabinet (CAB Min (02) 26/18) directed officials to report to the Cabinet
Policy Committee by 31 March 2003 on details of a mechanism:

...iIn which landowners receive returns in proportion to the carbon sequestered in a
regenerating forest where the landowner covenants that forest for permanent protection
(non-harvest).

That mechanism was subsequently reported in POL Min (03) 10/6, and decisions taken on this
paper by the Cabinet Policy Committee provided the framework for the PFSI, including that
landowners entering agreements under the mechanism should bear al the liabilities, costs and
risks associated with generating, claiming, monitoring and marketing forest sink credits.

Cabinet Policy Committee subsequently made a significant refinement to allow for a“...limited
timber harvest under continuous canopy management after a minimum non-harvest period of 35
years’ (POL Min (04) 9/7). The 35 year restriction was subsequently removed.

The purpose of the PFSI can also be said to be stated in the title and the purpose of Part 3B of the
Forests Act 1949 (under which the PFSI is administered). These refer to providing &

...Mmechanism to allow landowners to access the value of carbon sequestered on land
through the establishment of forest sink covenants.

MAF reports refer to net environmental benefit from the PFSI in terms of enhanced biodiversity,
reduced soil erosion, improved water quality and some reduced agricultural emissions. These
benefits were referred to in papers to Cabinet on the development of the PFSI, but referencesto
such matters are not apparent in the Cabinet decisions referred to above. They might be
considered informal co-benefits of the PFSI, but are not part of Government’ s stated purpose for
the PFSI.

Achievements with respect to purpose

The PFSI has only been operational since regulations under the Forests Act came into forceon 1
December 2007. Already a number of submitters with significant interestsin the PFSI regard it as
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aworld-leading carbon forestry scheme with the potential to set a*“gold standard” among
international schemes.

Asof March 2011, 31 PFSI covenants covering 7141 hectares were registered. A further eight
covenants had been approved, but not yet registered or withdrawn (see Table 1). In comparison
there are:

o 199 033 hectares of post-1989 forests registered with the ETS (Forestry) under 1160
registrations (as at May 2011);

o 6419 hectares of new forests established under the AGS (2008 to 2010); and

o 12 000 hectares of new planting undertaken in total (2008 to 2010) by the forest industry
(including the AGS planting).

Table 1: Number and area (hectares) of PFSI applications received, approved and registered
by year (as at March 2011)
Received Approved Registered
Year Number Area Number Area Number Area
2007/08 1 477 1 477 0 0
2008/09 24 4730 10 1447 6 809
2009/10 20 5243 14 3431 13 4086
2010/11 9 1276 15 2842 13 2283
SUBTOTAL 54 11726 40 8197 32 7178
Withdrawn -11 -2401 -3 -312 -1 -37
TOTAL 43 9325 37 7 885 31 7141

The number of applications per annum has declined since 2008/09, possibly due to the
introduction of the ETS (Forestry). However, submissions to the Review Panel have referred to
PFSI projects under consideration that cover significant areas of forest.

Of the 7141 hectares of forests under registered PFSI covenants, 4355 hectares are exotic forests
(61 percent) and 2787 hectares are indigenous forests (39 percent).

The Review of MAF Afforestation Schemes discussion document 2010°, indicated that only 148
hectares of new forest had been established under the PFSI. The Review Panel understands that
this figure relates to forests where the PRSI applications were lodged in the same year the forests
were established. It consequently understates the total area of new forests as in many instances
there has been alag of ayear or more between establishment and application. The Panel
understand that there isin excess of 1000 hectares of what can appropriately be termed new
forests either registered under the PFSI or with applications being processed. However, the Panel
notes that establishment of new forestsis not part of the Government’ s stated purpose for the
PFSI, and therefore is not a measure of failure or success.

The numbers and amounts of carbon unit requests and approvals have increased constantly since
2008, with atotal of 246 793 AAUs having been approved for allocation by the end of 2010.
Submitters have noted the greater marketability of AAUs under the PFSI compared to NZUs or
NZUs converted to AAUs under the ETS (Forestry), and the actual or potential price premiums

% Ministry of Agriculture and Forestry, 2010. Review of MAF Afforestation Schemes discussion document 2010,
Ministry of Agriculture and Forestry, Wellington, December 2010.
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for AAUs from PFSI forests. At $20 per tonne of CO,the AAUs approved for alocation to date
under the PFSI have avalue of $4.9 million.

Table 2: AAU Allocations under the PFSI by Year
Year Requests Units
Approved Approved
2007/08 - -
2008/09 5 6 583
2009/10 23 84 652
2010/11 29 155 558
Totals 57 246 793

There is no practicable way of measuring the value of co-benefits from the PFSI, other than
noting the area of registered forest covenants and the split between exotic and indigenous forest.

In summary, the PFSI has provided a small-scale, niche mechanism built around permanency of
foreststhat is regarded as having less uncertainty than the ETS (Forestry), and has enabled
landowners to access regulatory and voluntary markets for carbon. The mechanism is being
delivered at minimal cost to the Crown.

Financial costs to the Crown in delivering the scheme

Section 67ZH of the Forests Act requires the Minister to take all reasonable steps to ensure that
the direct and indirect costs of administering the PFSI that are not provided for by money
appropriated by Parliament are recovered by way of fees, levies or otherwise.

Certain direct costs are recovered, reflecting adesire for consistency with the ETS (Forestry)
where direct costs of administration are also recovered. Regulation 4 of the Forests (Permanent
Forest Sink) Regulations 2007 provides that fees and charges must be paid by PFSI applicantsin
accordance with a Schedule within the Regulations. The Schedul e describes the various direct
costs related to processing PFSI application. An application fee of $500 is payable for the first 4
hours of work, with $150 per hour thereafter.

Some process devel opment costs are shared among or between forestry schemes. For example,
the ETS (Forestry), PFSI and AGS share the same methodology and guides for ng land
eligibility, and the ETS (Forestry) Climate Change Information System (CCIS) has been modified
so that it can be used to implement the Field Measurement Approach for the PFSI.

The Review Panel has been advised by MAF that funding for the PFSI is provided under Output
4.2 of the 2010/11 MAF Output Plan: Vote Agriculture and Forestry. This funding covers both
indirect costs and those direct costs not recovered through fees and charges.

MAF does not have in place atime recording system that enables provision of activity or project
based cost estimates. MAF has provided derived administration costs for the PFSI based on an
estimate of the number of dedicated full time equivalent staff (FTES) and proportioning total
corporate overheads. These are provided in Table 3.
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Table 3: Derived PFSI administration costs (excluding GST)

Year Dedicated Total direct Corporate Total Scheme
FTEs administration costs overheads Admin Cost
2007/08 13 $168,000 $19,000 $187,000
2008/09 15 $190,000 $21,000 $211,000
2009/10 1.7 $210,000 $23,000 $233,000
2010/11 2.0 $238 000 $27,000 $265,000
Totals $806,000 $90,000 $896,000

The resources and costs required to administer the PFSI are low compared to the other
afforestation schemes considered in this review. Table 4 breaks down the direct costs to a per
hectare basis.

Table 4: Derived direct administration costs per hectare (excluding GST)
Year Hectares Total direct Administration
approved administration costs costs per hectare
2007/08 477 $168,000 $375
2008/09 1447 $190,000 $131
2009/10 3431 $210,000 $61
2010/11 2842 $238,000 $84

It isto be expected that administration costs per hectare in the first year will be higher than those
in following years when systems become more streamlined.

For the period between 2008/09 and 2010/11 there were 42 applications received and not
withdrawn, and the total direct administration costs were estimated to be $638,000. Application
fees (at $500 per application excluding GST) recovered only $21,000 (3 percent), leaving a
residual of $617,000. MAF advised that while anumber of hourly charges have been levied
precise figures are unknown, but the amounts are understood to be very small in total.

Accordingly, at current application rates and fee levels the net cost to the Crown of administering
the PFSI has been approximately $874,000. (Total administration costs of $895,000 less $21,000
application fee income). This cost has been met from MAF Output Plan: Vote Agriculture and
Forestry.

Over time, the policy on cost recovery for the PFSI appears to have moved from recovering all

costs from landowners, to recovering direct costs (like the ETS (Forestry), to recovering avery
small percentage of costs.
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Financial, environmental and social costs and benefits to the Crown, local authorities and
participating landowners

Table 5: Financial, environmental and social costs and benefits
Financial Environmental Social
Crown e Fundsindirect costs of e Carbon sequestration | e Supports more
administration and mitigation of robust

e Fundsdirect costs of
administration not
recovered from fees

e Nodirect financia
returns

climate change

e Carbon credits
available within NZ

e Gainsin biodiversity,
water, soil and carbon
values

(sustainable) land
use outcomes

Local authorities

e NoO costs
e Nodirect financial
returns

e Gainsin biodiversity,
water, soil and carbon
values

e Supports more
robust
(sustainable) land
use outcomes

Landowners

e Pay costs of preparing
applications

o Pay some direct costs of
MAF s processing of
applications

e Receive AAUs

e Gainsin biodiversity,
water, soil and carbon
values

e Supports more
robust
(sustainable) land
use outcomes

Costs and Benefits to Local Communities

There are no apparent costs to local communities. In the future there will be downstream benefits

from the mitigation of soil erosion, improvement of water quality and enhancement of
biodiversity. The extent of these will vary from site to site.

Implementation: costs, issues and opportunities

Costs and key issues that have been raised through submissions and consultation meetings, and by
the Review Panel, are considered below. Many other issues have also been raised and those of
potential significance are listed at the end of this section of the report. The Panel invites MAF to
consider these other issues as part of their processes of ongoing policy development and
implementation of the PFSI.

Costs
The PFSI is asmall-scale forestry scheme with annual costs resulting from administration only
(see above). It differsfrom the other forestry schemesin that no grants are involved.

For participating landowners, the main costs arise from the preparation of the applications and the
chargesincurred through MAF s application and processing fees. No submissions commented on
charges, so from the participants points of view cost does not appear to be an issue.

PFSI v ETS (Forestry)
Submitters who are involved in the PFSI through the marketing of AAUSs, promotion of the
scheme or facilitation of landowners to join the scheme, are strongly of the view that it should run

Review of MAF Afforestation Schemes — Final Report of the Review Panel 23



alongside, but be independent of, the ETS (Forestry), which is seen by some to be a*“ political
football”. The reasons given in their submissions are:

o The PFSI is highly regarded internationally as a forest offset scheme where permanence,
security and credibility are enforced by a permanent covenant backed by Government
regulation;

o It operates under a contractual rather than legislative basis, and is seen to be more resilient;

o Its independence from the ETS (Forestry) givesit an advantage of stability asthe ETSis
more likely to be subject to change;

o It provides the opportunity to access arange of voluntary and compliance markets for
carbon due to permanency, additionality, and standards;

o The scheme can generate units (AAUs currently) for compliance or voluntary markets that
have a“green quality” and greater market acceptance than NZUs and NZUs converted to
AAUSs, whereas ETS units (NZUs and NZUs converted to AAUS) may get caught up in the
“hot air” debate around the billions of units that resulted from de-industrialisation in Eastern
European countries following the fall of communism;

o It suits non-harvest forestry projects, especially reverting indigenous forests;

o It is consistent with the Kyoto Protocol activities of "afforestation” and “reforestation”
which are activities that result in land becoming forest land. There is no restriction on how
long it takes for land subject to these activities to reach the definition of forest, provided the
activity ispresent. The activity may start before trees are present (e.g., fencing land to
exclude livestock). It does not particularly matter that forest is either not present or forest
establishment isslow. In contrast, in the ETS (Forestry) the activity is "owning post-1989
forest land or holding aregistered forestry lease or forestry right over post-1989 forest land"
where the land must be forest land to qualify.

o It suits progressively regenerating indigenous forest in New Zealand (non-forest land that is
intended to be afforested can participate);

o It has yet to achieveits potential astraders are just coming to terms with the opportunities it
provides.

Some of these matters may be about submitters' perceptions rather than readlities e.g. the
uncertainty about a future international agreement may be just aslikely to result in change to the
PFSI asthe ETS (Forestry), and it is questionable whether the contractual nature of the PFS
makes it less subject to modification than the ETS (Forestry). However, perceptions influence
decisions and actions in the carbon market, and by investorsin PFS| forests.

Moving the PFSI into the Climate Change Response Act 2002 would also be a reasonably
complicated policy and legislative exercise, not least in relation to existing forest sink covenants
and how they should be treated. Such action is hard to justify when:

o The operational issues identified in thisreview (see Table 6) can be addressed through the
Forests (Permanent Forest Sink) Regulations 2007, or the forest sink covenants; and

o Aninternational climate change agreement operating post-2012, or lack of such agreement,
may result in changes to the PFSI, so embarking on such an exercise at this time could be
considered precipitous.

Over the short-term at least, the Review Panel considers that the PFSI and the ETS (Forestry)
should continue to be administered under separate legislation. In the longer-term thereislogicin
having the two carbon forestry schemes administered under the same legislation and ensuring
consistency in common processes, definitions and criteria.
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Covenant

The registered covenant is the mechanism that imposes forest permanency, which isimportant for
purchasers of PFSI carbon credits and regarded by many submitters as the heart of the scheme.
Coupled with the restrictions on harvesting, these make the PFSI fundamentally different to the
ETS (Forestry), and more highly valued by international markets.

A covenant on Maori land constitutes land alienation under the Te Ture Whenua Maori Act 1993.
The major issue with the PFSI covenant on Maori land is the minimum termination period of 50
years. The Review Panel has been advised by submitters that the Maori Land Court is unlikely to
approve land alienation of this duration, but may well approve alienation under a covenant of 25
years. Thedilemmaisthat if the termination period for the covenant was reduced from 50 to (say)
25 years, the concept of forest permanency could be severely weakened (forests could be cleared
after 25 years depending on rulesin district plans, although carbon liabilities would result), and
the principle attraction of the PFSI would be lost. This situation is unfortunate asthereis
multiply-owned Maori land that is well suited to the PFSI.

There are several optionsin response to thisissue:

1.  ThePFSI should be further strengthened by prohibiting any harvest. This makes the
distinction between the PFSI and the ETS (Forestry) simpler to explain to potential growers
or to buyers of the carbon and will bolster the units as being of a“gold standard”. Those
who wish to combine harvest with carbon sequestration can do so under the ETS (Forestry)
— an option that was not available when the PFS| was instigated. The Panel rejects the
concept of restricting the PFSI to indigenous vegetation only, as exotic trees can be an
effective way of stimulating indigenous regeneration.

Given that the environmental integrity of the PFSI is bolstered by the no-harvesting rule, the
covenant period can be reduced to 25 years without excessive loss of credibility. Thiswould
allow Maori landowners to participate, asthe Maori Land Court is reluctant to approve
covenants on land titles that run for more than 25 years.

2. ThePFSI rulesregarding harvest should be retained, but a special provision be included to
reduce the covenant period for Maori land from 50 to 25 years. International acceptance of
the rights of indigenous peoples should ensure that the scheme maintains its market
premium.

3. Theexisting rules on the 50-year covenant period and the 99-year harvesting restrictions
should be retained to support the concept of permanency, because too many amendments
can reduce the scheme’ s credibility for little gain and a significant percentage of participants
favour a harvesting provision. Maori landowners do have the option of registering under the
ETS (Forestry) where no covenant is required.

All options have their strengths and weaknesses. On balance the Review Panel prefers option 3
(status-quo).

Advice from the Maori Land Court should be sought before adopting any option that reduces the
covenant termination period. The Panel also supports the proposed MAF dialogue with the Maori
Land Court to establish a clearer basis for adopting PFSI covenants under Trust orders.

Eligibility of regenerating indigenous forest

Submissions have raised two issues about the determination of eligibility of regenerating
indigenous forest. Eligible land requires that there be a change from non-forest to forest since
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31 December 1989. The definition of forest requires tree crown cover of more than 30 percent,
with trees having the potential to reach a minimum height of five metres at maturity in situ.

Thefirst eligibility issue raised is that for regenerating indigenous forest it is not appropriate to
apply the requirements of the forest definition on a hectare by hectare basis due to the inherently
high level of variability. (Plantation forests are relatively uniform). An alternative, to the extent
permitted by current or future international rules, isto consider large blocks as single management
units on the basis that forest can be attained across the management unit over a period of time.

An associated eligibility issue for regenerating indigenous forest is that rather than focusing on
imprecise analysis of aerial imagery to determine what vegetation is (or is not) present (young
seedlings can not be detected), and the age of that vegetation, the emphasis should be on the
timing of human activitiesto bring about land use change (for example, destocking, fencing off
from other land). Each of the single management units referred to above would require a
consistent date of land use change across the whole unit.

The Review Panel has some sympathies with these issues and the suggested alternative
approaches, particularly given the potential for the PFSI to facilitate extensive areas of indigenous
forest regeneration. The Panel suggests that MAF considers the adoption of the alternative
approaches.

Carbon assessment
Issues have been raised about the credibility of carbon look up tables that must be used for forest
areas of less than 100 hectares, and that have been used prior to the Field Measurement Approach.

With respect to radiata pine, the small-scale plantings are commonly on sites that are more fertile
than the larger-scale sites from which inventory data have been used to devel op the look up tables.
In other words, the tables are conservative and on average the forest owner islosing out on carbon
credits.

Submissions suggest that the opposite situation applies to indigenous forestsi.e. the look up table
isover optimistic in allocating credits to the forest owner. While this may appear favourable to
the forest owners, if they switch from the look up table to the Field Measurement Approach they
arelikely toincur aliability. Also, if thereisaloss of biomass, for example from fire or disease,
the landowner’ s liability will be over stated.

The Review Panel notes that Government’ s purpose for the PFSI is for landownersto receive
returns in proportion to the carbon sequestered in aforest. Thisimplies areasonable degree of
accuracy in any assessment and allocation methodologies.

The credibility of tablesis also important from the point of view of the market perception of the
PFSI and the carbon unitsit generates.

The Review Panel emphasises the importance of the credibility of ook up tables for these reasons.
The Panel understands that MAF is already working with Landcare Research to revise the
indigenous forest look up table, and suggests that it may want to consider the reliability of the
radiata pine tables.

Risks and insurance

Participation in the PFSI has been low. Thisis partly due to the perceived risksidentified in
submissions around loss of biomass and associated liabilities.
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Whereas insurance cover for fire is adequately provided by the private sector at reasonable cost,
the sameis not true for wind (restricted coverage), disease or potential fluctuationsin carbon
price.

Insurance against loss of carbon stocks has become availablein 2011. This coversfire, lightning,
aircraft, hail strike, windthrow and costs associated with re-establishment®. However, the
premium terms for this new type of insurance are not known.

Depending on how commercial insurance evolves, a Government-supported or facilitated self
insurance scheme could also be investigated to mitigate the perception of the risk and enhance
uptake of the PFSI. The Government could either withhold some carbon credits from individual
participants or could facilitate the development of a scheme administered by the participants.

Harvesting

The PFSI enables harvesting under continuous canopy forest management. To date no such
harvesting has been undertaken as the PFSI forests are immature. Most submissions have
indicated support for the harvesting provision, while some suggest that it weakens the
international perception of forest permanency.

The Review Panel believes the harvesting provisions should remain as they currently stand.

Disjunction between the 50-year covenant and the 99-year harvesting restriction

Covenants can be terminated at any time after they have been registered for 50 years, but this does
not mean that they will be terminated. In this context there is a digunction with the 99-year
harvesting provision, but the Review Panel does not consider this to be a significant issue.

MAF processing times
Concerns have been raised regarding MAF processing times for PFS| applications, particularly
where they involve regenerating indigenous forests.

MAF has recognised that administration timeframes need to be shortened and has recently
devel oped service performance measures. An increased focus on human activities to facilitate
land use change (to indigenous forest) may mitigate the issue with respect to regenerating
indigenous forests.

Alignment with other schemes (duplication, omission, misalignment)

The PFSI and AGS (particularly the public pool) both focus on carbon sequestration, but
complement each other through different mechanisms to fund forest establishment (carbon credits
versus grants) and a focus on forest permanency compared to management flexibility after ten
years. The PFSI isalso well suited to indigenous forest reversion, whereas the AGSis not.

There are no significant duplications, omissions or misalignments among the PFSI and the other
schemes. Appendix One provides more detail on comparisons among the schemes.

Cost effectiveness
It is premature to draw definitive conclusions on the success and cost effectiveness of a

mechanism that introduced a land/forest management system that is fundamentally different
(management for carbon) to traditional management systems. Forest management isa

*Information is available at www.if.net.au
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conservative business. Three complete years of operational data are inadequate for authoritative
assessment of the success and cost efficiency of the PFSI.

The single purpose of the PFSI is providing a mechanism to enable landowners to access the value
of carbon sequestration. The annual area covered by registered covenants and AAU allocations
are provided in Tables 1 and 2.

Given the purpose for the PFSI, the allocation of AAUsis a principle criterion for assessing the
success of the scheme. AAUs approved for alocation have increased constantly over the three
years of operation to reach 155 558 unitsin 2010/11, and atotal of 246 793 units over the three
years of operation. While the numbers are not large, they indicate that the scheme is building
momentum.

In the context of about 12 000 hectares of new planting by the traditional forest industry during
thelife of the PFSI (half of which was under AGS grants), the registration of covenants covering
7178 hectares suggests reasonabl e success for the PFSI. However, the areais small compared to
the 199 033 hectares of post-1989 forest registered under the ETS (Forestry).

With no grant involved these covenanted forest areas should be achieved at low cost to the Crown.
The lack of data on actual administration costs and costs recovered mean the actual cost to the
Crown cannot be quantified.

There have been criticisms of the PFSI with regard to the modest area of new forests that have
been established. However, establishment of new forest is not part of Government’ s stated
purpose for the PFSI, so it iswrong to use this as a measure of failure or success.

A paper of 2 May 2003 to the Cabinet Policy Committee noted that the PFSI is not specifically
designed to generate environmental benefits, but the mechanism will result in positive
environmental outcomes in terms of biodiversity, soil and water conservation, and reducing
agricultural emissions through displacing pastoral agriculture. Cabinet consequently did not
include co-benefits in the decisions it made with respect to the purpose of the PFSI, and the
Review Panel accordingly has made no attempt to assess co-benefits.

There are anumber of important components to the original framework of the PFSI that Cabinet
did agree to, including that landowners entering agreements under the mechanism should bear all
the liabilities, costs and risks associated with generating, claiming, monitoring and marketing
forest sink credits. This policy appears to have changed dramatically over the intervening years
with the bulk of the administrative costs being paid by the Crown.

There has been no harvesting of PFSI forests due to their immaturity. The continuous canopy
harvesting provision thus remains untested.

Future Roles (continuation, merging, abandoning)

Government’ s motivations for the PFSI (carbon sequestration, mitigation of climate change,
meeting Kyoto Protocol commitments), and its stated purpose for the PFSI (enabling landowners
to access the value of carbon), remain valid.

Over the short-term at least, the Review Panel considers that the PFSI and the ETS (Forestry)
should be administered under separate legidlation. (See discussion above under PFSI v ETS
(Forestry)). Even if the PFSI was merged into the ETS (Forestry), separate legislation may still
need to be retained for existing covenant holdersif they did not want to change.
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L ooking to the future, the major issues are around the forest permanency provisions afforded by
the 50-year covenant and the harvesting provisions. Permanency is at the heart of thisPFSI. At
thistime the Review Panel believes that there should be no change to the current covenant and
harvesting provisions. (See discussion above under Covenant).

The Review Panel understandsthat it is highly likely that there will be aregulatory gap between
current phase of the Kyoto Protocol and any subsequent climate change deal among countries. If
that is the case, then the protocols and definitions for forest land and carbon measurement could
be customised for the New Zealand situation, rather than following the UN Framework
Convention on Climate Change.

There are several areas where the PFSI could be improved by adopting features of the ETS
(Forestry). While none of these are urgent, they could be implemented through amendments to
the PFSI Regulations. Other amendments to the PFSI Regulations are desirable for consistency
and alignment with the ETS (Forestry), although full integration with the Climate Change
Information System (CCI S, the ETS information system) is not necessary at this stage given the
low number of PFSI covenants. (Note that CCIS integration with regard to the Field Measurement
Approach is already in place).

Possible administrative improvements and suggested actions are outlined in Table 6.

Table 6: Improvements to PFSI administration

Issue Solution

No standard for mapping eligible forest Amend the PFSI Regulations

No automated system for recording unit issues and | Continue with the spreadsheet method, or add

surrenders extra functionality to the Climate Change
Information System software

No provision for on-line registration Add extra functionality to the Climate Change

Information System software

No provision for multiple Carbon Accounting Areas | Amendment probably not necessary
for carbon stock changes as in ETS (Forestry)

No provision for final emission returns when land Amend the PFSI Regulations
subject to a covenant is transferred

No provision for emissions rulings or appeal of Chief | Amend the PFSI Regulations
Executive’s decisions

No provision for declarations of compliance with the | Amend the PFSI Regulations
RMA, Forests Act or regional pest management
strategies

No rights of prospective purchasers to information Amend the PFSI Regulations
on emission returns or unit balances

Different scales of fees and charges compared to Amend the PFSI Regulations
the ETS (Forestry)

Other Issues from Submissions

The magnitude of this review, which covers four forestry schemes, has been such that the Review
Panel has not been able to address all the issues that have been raised. Such issues that relate to
the PFSI and the Review Panel deem potentially relevant are listed below:

o Should the harvesting restriction apply to the whole sink area rather than each hectare?
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Recognition that access beyond 2012 to AAUs s uncertain, but that ongoing access to
international units has significant advantages (although NZUs may be okay if they can be
tracked back to the project).

Government could guarantee a minimum carbon price, or set afloor price for acertain
guantity of carbon from a project, which would transfer the risk of start-up investments to
the Crown and encourage participation.

The portion of land purchase price attributable to standing timber can only be deducted
against proceeds from harvesting, but a PFSI forest may never be harvested and can earn
taxable income from carbon immediately.

There is ataxation anomaly where no deductions are permitted for contingent or potential
liabilities arising from the sale of carbon sinks which could be addressed by an accrual
assessment allowing for the future cost of replacement, adjusted annually to reflect the
potential liability arising.

Under current rules anyone switching from the ETS (Forestry) to the PFSI must repay all
issued NZUs which can pose a significant obstacle (if the NZUs have been sold and thereis
alaginearning AAUS).

Better promotion of the fact that riparian strips alongside a stream qualify for the PFSI if the
stream width (or gap between the two riparian strips) isless than 15 metres.

Administration is too conservative regarding scrub land eligibility and more flexibility
would not encounter international opposition.

Thereisalack of any one visible MAF person leading and championing the PFSI, and a
lack of strong promotion and publicity of the PFSI compared to other schemes.

Thereisalack of MAF team skills with respect to understanding the intricacies of
indigenous forest regeneration, and centralising processing (rather than regionalising) could
assist develop these skills.

Recommendations

The Review Panel recommends:

1
2.

8.

Continuing the PSFI;

Maintaining separate legidation for the PSFI and the ETS (Forestry) until the post-2012
situation becomes apparent;

Maintaining the current covenant and harvesting option;

Engaging in dialogue with the Maori Land Court to establish a clearer basis for adopting
PFSI covenants under Trust orders;

Introducing ligibility criteriafor regenerating indigenous forests that operate on a
management unit basis and focus on human activities to achieve land use change;
Progressing work with Landcare Research to revise the indigenous |ookup table, and
considering the reliability of the radiata pine tables,

Investigating a self-insurance scheme with either the Government withholding some carbon
credits from individual participants or facilitating the development of a scheme administered
by the participants;

Addressing the administrative improvements identified in Table 6 (page 29);
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9.  Recording and monitoring the actual costs of administration.
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Afforestation Grant Scheme

The Afforestation Grant Scheme (AGS) has both carbon sequestration and sustainable land use
objectives. It istime bound by the fact that it has five (originally six) years of Government grant
funding, due to concludein 2012/13. The AGS received widespread support through submissions
as amechanism that alleviates cash flow problems for small-scale landowners (including farmers)
who seek to move to carbon forestry and/or change land use to address soil erosion. The regional
pool has close linkages with the HCEP, being the primary mechanism to implement land use
change (afforestation) under that scheme. The popularity of the AGS s indicated by the public
and regional grant pools having been considerably over-subscribed in recent years, but most
submissions have questioned the value of the low carbon sequestration category.

Cabinet agreed objectives

In 2007 Cabinet agreed (CBC Min (07) 19/3) to implement an AGS with the objectives of:

o Providing an aternative mechanism with lower transaction costs for participants that alows
landowners to recognise the climate change mitigation benefits of afforestation;

o Establishing new Kyoto-compliant forest in areas that will assist with reducing the expected
impacts of climate change and generate other environmental benefits;

o Creating additional Kyoto sink credits at least cost to the Crown.

The reference in thefirst objective to lower transaction costs is understood to mean lower than the
ETS (Forestry)(see supporting paper to Cabinet Committee), which has obligations such as the
ongoing requirement for assessing carbon stock change and filing returns. The second objectiveis
understood to include the mitigation of effects on the land (soil erosion, water runoff) from more
frequent storm events expected to occur as aresult of climate change.

MAF publication A guide to the Afforestation Grant Scheme® refers to the primary objective of
encouraging the establishment of new forests to stabilise the greenhouse gas concentration in the
atmosphere, with priority given to proposals that reduce soil erosion, improve water quality and
indigenous biodiversity, and achieve the primary objective and other environmental outcomes at
least risk and cost to the Crown.

Cabinet authorised the Ministers of Finance, Agriculture and Forestry, Maori Affairs and the
Minister Responsible for Climate Change I ssues to approve the final design details of the scheme.
These final design details were contained in the AGS Guidelines which were approved by the
Ministersin January 2008.

Achievements in relation to objectives

Implementation of the AGS commenced in the 2008/09 year with funding split between a public
pool using atendered grant system and aregional pool using afixed grant. The number of
applications, number of applications approved, approved areas and grant rates for the two pools
areprovided in Table 7.

> Ministry of Agriculture and Forestry, 2010. A Guide to the Afforestation Grant Scheme, Ministry of Agriculture and
Forestry, Wellington, October 2010.
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Table 7: Applications received, approved, grant areas and grant rates by funding pool (as at
November 2010)
Afforestation Grant Scheme Public Pool
2008 2009 2010 2011

Planting Year actual actual estimate in process Totals
High sequestration rate category

Number of applications received 79 31 79 195
Number of applications approved 43 24 28 100
Grant area approved (hectares) 93 1232 1431 1833 4589
Average grant rate/hectare $1,542 $1,942 $2,021 $1,681 $1,797
Low sequestration rate category

Number of applications received 2 17 3 7 29
Number of applications approved 0 5 0 1 6
Grant area approved (hectares) 0 577 0 52 629
Average grant rate/hectare 0 $650 0 $675 $662
Total area approved (hectares) 93 1809 1431 1885 5218
Total finance approved $155,658 $2,753,000 $2,906,283 $2,898,502 $8,713,443
Afforestation Grant Scheme Regional Pool

2008 2009 2010 2011

Planting Year actual actual estimate in process Totals
High sequestration rate category

Number of applications received 5 48 48 42 143
Number of applications approved 5 45 47 27 124
Grant area approved (hectares) 353 1027 1730 1137 4247
Average Grant rate/hectare $2,400 $2,397 $2,150 $2,176 $2,281
Low sequestration rate category

Number of applications received 0 3 13 3 19
Number of applications approved 0 1 10 2 13
Grant area approved (hectares) 0 23 178 18.8 220
Average Grant rate/hectare 0 $1,000 $900 $981 $960
Total area approved (hectares) 353 1045 1908 1156 4462
Total finance approved $848,640 $2,458,278 $3,712,257 $2,498,408 $9,517,583

Table 8:
combined
Year 2008 2009 2010*
Approved areas 446 2854 3339
Actual areas planted 446 2833 3140
* provisiona
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MAF has advised that grants for afurther 2814 hectares have been estimated for 2012 (the last
year of current funding), bringing the total area of actually planted, or assumed to be planted,
forest to 12 274 hectares over the period 2008 to 2012. The three most prominent species that
have been planted are:

o radiata pine 6733 hectares
o Douglas fir 2258 hectares
o coastal redwood 953 hectares.

Approximately 3000 hectares per year across the two pools have been established, or will be
established, from 2009 to 2011 at average grant rates of $1,700 for the public tender pool and
$2,100 for the regional fixed grant pool.

The regional pool has had a strong focus on the mitigation of soil erosion which may account for
the higher grant rate (higher costs of forest establishment). About 46 percent of the area
established has been on land use capability class 7e land, compared to 26 percent for the public
pool. The focus on soil erosion is consistent with the Government’ s originally stated objectives
for the AGS, but does raise questions if the priority is carbon sequestration (see discussion below
under Implementation: costs, issues, opportunities, and on Government’ s objectives).

Grants have been targeted towards land where afforestation brings environmental co-benefitsi.e.
soil conservation, improved water quality and improved biodiversity. Table 9 shows the co-benefit
scoring for the public pool. In the regional pool, al applications must achieve a minimum co-
benefit score.

Table 9: Number of public pool approved applications awarded a co-benefit score by tender
round
Co-Benefit Type

Tender Soil Water Biodiversity

round Received | Approved [ Conservation | Conservation | Improvement

High 1 10 9 3 1 0

2 23 15 3 1 0

3 59 42 7 37 0

4 79 15 6 12 0

SUBTOTAL 171 81 19 51 0
Low 1 2
2 17

3 15 5 3 2 5

4 7 1 1 1

SUBTOTAL 41 6 4 2 6

TOTAL 212 87 23 23 6

% TOTAL 100 411 262 612 72

Notes:
1 Approved applications as a percentage of total applications received.
2. Co-benefit type as a percentage of total approved applications.
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Using post-1989 carbon look up tables, MAF has estimated that the forests planted, and to be
planted, under the AGS will sequester 1 610 965 tonnes of CO, over the ten-year agreement
periods The associated carbon credits accrue to the Crown.

Financial Costs to the Crown in delivering the Scheme

The AGS was originally established with approved grant funding for six years (2008/09 to
2013/14). It has subsequently been subject to two rounds of Government expenditure reviews
which have significantly reduced the annual funding and reduced the funding duration by one
year. Annua budgeted funding and actual funding allocated to grants are identified in Table 10.

Table 10: Funding for, and allocation of, AGS grants ($ million excluding GST)

Year 2008/09 | 2009/10 | 2010/11 | 2011/12 2012/13 2013/14
Funding approved in 2007 5.0 9.7 10.7 10.0 10.0 5.0
Funding post-2008/09 5.0 6.7 7.7 7.0 7.0 2.0
value for money review

Funding post-2009/10 5.0 6.7 7.7 5.0 5.0 0
reprioritisation

Funding allocated to 1.0 5.2 55 6.8 5.0 0
grants

Thetotal cost to the Crown isthe funding allocated to grants (Table 10) plus the costs of
administering the AGS by MAF. Administration costs for 2009/10 and 2010/11 are provided in
Table 11. For the public pool these are derived costs provided by MAF based on dedicated full
time equivalent staff, rather than actual costs.

Table 11: Administration costs for the AGS
Year 2009/10 2010/11 (anticipated)
Public pool $343,000 $473,000
(derived)

Regional pool $184,000 $289,000
Total $527,000 $762,000

MAF reimbursed regional councils $94,166 of their $184,000 of administration costsin 2009/10
for theregional pool. (Dataare not available for 2010/11). Thiswas mostly comprised of
payments by MAF of $5,200 per approved grant, plus a $30,000 annual fee.

The number of grants on which payments will be paid has been capped at 50 for 2010/11, 39 for
2011/12, and 29 for 2012/13. The exact fee paid for these years will depend on the number of
grants approved.

While the public pool administration costs are higher than those for the regional pool there are two
important mitigating factors:

o Regional costs are arbitrary and based on a fixed amount per successful application;

. Public pool costs include business support functions such as legal advice, information and
financial management which benefit the regional pool.
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Financial, environmental and social costs and benefits to the Crown, local authorities and
participating landowners

Table 12: Financial, environmental and social costs and benefits
Financial Environmental Social
Crown o Sink credits at less than o Carbon sequestration e Supports more

market price where radiata
pine planted, but above
market price where slower
growing species are
established

e Set up costs

e Costs of grants and
administration

and mitigation of climate
change

e Carbon credits available
within NZ

o Gains in biodiversity,
water, soil and carbon
values

robust/resilient
communities

Local authorities

¢ Financial support for
implementation of soil
conservation and water
quality plans

o Costs of administration
partly recovered from the
Crown

e Gains in biodiversity,
water, soil and carbon
values

e Supports more
robust/resilient
communities

Landowners

o Cost of application (may be
higher (more complicated)
for multiply-owned Maori
land)

o Provides initial cash flow
for forestry projects, but
payments are retrospective

o Bridging finance may be
required

o Opportunity to earn carbon
credits after 10 years

e Enables optimal land use
at a farm scale

e Supports more
robust/resilient
communities

Costs and Benefits to Local Communities

There are no obvious costs of the AGS to local communities other than the ratepayer funding for
that part of the regional pool administration that is not refunded by MAF. Some submissions have
commented on the undesirability of blanket afforestation, but the extent of afforestation is limited
to around 3000 hectares per year by the level of grant funding so the issue is hardly significant.

The current 300 hectare limit per grant application favours participation by small-scale operations

(in aforestry context), including farmers.

In years to come there will be downstream benefits from the mitigation of soil erosion and
improvement of water quality, but these are not readily quantifiable.
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Implementation: costs, issues, opportunities

Costs and key issues that have been raised through submissions and consultation meetings, and by
the Review Panel, are considered below. Other issues have also been raised and those of potential
significance are listed at the end of this section of the report. The Panel invites MAF to consider
these other issues as part of their processes for ongoing policy devel opment and implementation of
the AGS.

The discussion below addresses the AGS as it currently operates and the issues that have
emerged. These lead into a significantly different mechanism that the Review Panel contends
should operate post-2012/13. Thisisoutlined in the section on Future roles.

Costs

MAF does not cost recover for the AGS, so the immediate cost to the Crown of implementing the
scheme is the value of the grants allocated plus the administration costs. These costs are offset by
the carbon credits that the Crown accumulates during the first ten years growth of AGS funded
forests.

MAF projections indicate that 1.6 million tonnes of CO,will be sequestered through AGS forests
over the lives of the ten-year agreements with an average carbon Net Present Vaue (NPV) of
$2,416 per hectare. With total costs ranging between $2,000 and $2,400 per hectare after the first
year of operation, the AGS may achieve fiscal neutrality (see Table 13).

Table 13: Total AGS funding allocated, estimated administration costs, average costs per
hectare and the NPV of carbon for both pools
Year Area Total Total Admin Admin Average | Total Carbon
(hectares) | funding direct costsas | costs/ tender/ cost/ NPV /
allocated admin % of total | hectare hectare hectare hectare
costs funding

2008 446 | $1,004,000 | $184,000 18.3 $413 $2,251 $2,664

2009 2859 | $5,161,000 | $492,000 9.5 $172 $1,805 $1,977

2010 2629 | $5,542,000 | $762,000 13.8 $290 $2,108 $2,398 $2,416

2011 3695 | $6,754,000 | $664,000 9.8 $180 $1,828 $2,008

2012 2814 | $5,000,000 | $537,000 10.7 $191 $1,777 $1,968

Note:  Carbon NPV = NPV of first 10 years of average radiata pine growth, carbon price of $22/tonne, discount rate

of 12 percent.

Government’s objectives
The Review Panel notes that Government’ s three originally stated objectives for the AGS were not
prioritised (see Cabinet agreed objectives, page 32). The Panel understands that according the
first objective priority resulted from the process where Cabinet directed MAF to report on, and
authorised Ministersto approve, “... thefinal design details of the scheme”. Whether “final
design details’ appropriately include the prioritisation of Cabinet agreed objectives, rather than
being constrained to devel oping the mechanism that delivers those objectives, may be a point for
reflection. Prioritisation versus equal weighting of objectives hasimplications for what the
scheme delivers.

Multiple objectives, even with priorities, create degrees of conflict, and thisis the case for the
AGS. Maximising carbon sequestration and delivering carbon credits to the Crown at least cost
are not achieved by establishing forests on sites with significant soil erosion, which is the focus of
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the regional pool. Nevertheless, the AGS can operate (and has) in away that delivers substantial
achievements against al objectives, but Government must recognise that none of the objectives
can be maximised.

Two pools or one pool?

Submissions provided mixed thoughts on the question of whether or not the AGS should operate
under two or one funding pools, based largely around administrative efficiency. The original bulk
funding of regional councils to administer the region pool has changed to a process where MAF
allocates the funds when invoiced by the grantee.

The current two pool system (and high / low sequestration categories under both pools) presents
some complexities for MAF in managing budgets and commitments to grantees. It also operates
under two grant allocation panels.

The Review Panel considers that there would be administrative advantages and efficiencies
resulting from a single funding pool and allocation panel administered by MAF. Regional
councils would operate as land / grant recruitment agents and be represented on the allocation
panel.

Grant rates

While the success of the AGS as measured through demand for grants has been high in recent
years ($15 million of applications for $5 million of funding in for 2011), the significant over
subscription implies that the grant rates have been excessive. The highest levels of achievement
against Government’ s objectives will occur at a grant rate that balances demand for the grant with
supply of grant funding. (This matter is addressed further under Cost-effectiveness).

The Review Panel acknowledges that the AGS operates in a dynamic environment with respect to
carbon (and timber) prices, that grant rates have reduced over time, and achieving this balanceis
challenging. However, it isacritical factor in determining performance against objectives. The
Panel believes there has been scope for lower grant rates.

Tendered grant versus fixed grant

The tendered grant setting mechanism for the public pool isaimed at promoting cost efficiency by
Imposing a competitive application process. However, it aso creates uncertainty and
inconvenience (less transparent and more complex) for applicants that appear to be disincentives.
For these reasons submissions are generally in favour of afixed grant system for both pools.

A maximum grant rate is determined annually by MAF on the basis of carbon value. Given the
heavy over subscription to the funding pools, either MAF' s assumptions in determining the
maximum grant rate (carbon price, carbon cash flow, discount rate) are different to those of
participants, or participants are tendering on a different basis, possibly forest establishment cost.

It has been suggested that there could be more transparency in how grant rates are linked to carbon
price and intended to provide a mechanism that isfiscally neutral to the Crown. Thiswould assist
potential applicants determine whether cash up front through the AGS is a better option for them
than ten-years of carbon credits.

In this context, and with the tendered grant system having operated for several yearsto provide

guidance on grant rates, the Review Panel considers it would be appropriate to move to afixed
grant for the public pool.
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Recognition of growth profiles for different tree species

The Crown receives the carbon credits from the forest established under the ten-year grant
agreements. When fast growing species such as radiata pine or eucalypts are planted, the amount
of carbon credits the Crown receives probably compensates, and on some sites possibly more than
compensates, for the value of the grant (depending on the assumed value of carbon and the
discount rate). Where slower growing species such as Douglas fir are planted, the Crown receives
relatively few credits over the ten-year agreement period and the cost to the Crown is a significant
proportion of the grant.

The Review Panel considers that a more flexible grant agreement is desirable that recognises the
different growth profiles of major tree species, or groups of species, and offers forest growersa
preferred contract period. It isnow possible to model arange of time periods for a number of
species, sites and silvicultural regimes. Standard examples e.g. 10 years for radiata pine, 15 years
for Douglas fir, can be provided for publicity purposes.

A few submitters have aso suggested that some sites have been planted with species that are not
well suited to those sites. This suggests increased scrutiny of species and sitesis desirable.

The low carbon sequestration category

The existence of the low carbon sequestration category is presumably areflection of the multiple
objectives of the AGS. The low carbon sequestration category accommodates indigenous tree
species and thus supports the generation of other environmental benefits, particularly biodiversity.
However, thereis an inherent conflict between promoting carbon sequestration and sink credits at
least cost to the Crown and having a special category to fund low sequestration tree species.

There have aso been difficulties for indigenous forest establishment to meet the minimum AGS
stocking (stems per hectare) standard after 12 months. Many of the low sequestration applicants
have been referred to the PFSI. Asaresult, achievements under the low carbon sequestration
category of both pools have been minimal.

For these reasons the Review Panel considers that AGS should not include alow carbon
Sequestration category.

Mitigating the impacts of climate change and other environmental benefits

In addition to carbon sequestration, the objectives of the AGS focus on mitigating the expected
impacts of climate change and generating other environmental benefits. This hasresulted in an
application weighting system under the public pool based on soil conservation, improved water
quality and improved biodiversity, and an even stronger focus for the regiona pool on soil
conservation.

In the context of the Government’ s original multiple objectives, the Review Panel supports a
weighting system that seeks to incentivise afforestation on eroding/marginal land. Carbon
sequestration and mitigation of soil erosion can be achieved in combination, with modest impacts
on theindividual objectives. However, if carbon sequestration is the priority, the weighting
system described above is questionable.

The AGSis also an important mechanism for implementing the afforestation component of farm

plans under the HCEP. Farm plans are another way of targeting afforestation to severely eroding
land.
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The biodiversity benefit is more problematic. It strongly favours indigenous species that have low
carbon sequestration rates but, as noted above, there are difficulties for indigenous forest meeting
the AGS establishment criterion.

For these reasons the Review Panel considers that biodiversity should not be part of the weighting
criteria. Thisis not suggesting that biodiversity is unimportant, but that the level of conflict with
other objectivesistoo great. Biodiversity benefits will result from afforestation regardless of the
absence of aweighting factor.

300 hectare application limit

Current policy requires that applications do not exceed 300 hectares in order to favour smaller-
scale afforestation. Some submissions have suggested that the limit should be lowered to 50 or
100 hectares.

The downsides to the 300 hectare limit are that it eliminates some investment proposals and does
not capture economies of scale for administration. (Lower maximum areas would exacerbate the
economies of scaleissue). On balance the Review Panel supports the 300 hectare maximum
because the AGS has limited Government funding, it is generally the small-scale forest growers
who face cash flow constraints, the ETS (Forestry) is better suited to larger-scale projects, and the
smaller afforestation blocks can often be better targeted to eroding land.

Expense transfer

In any one year a number of approved AGS projects under the public pool may not be completed
for reasons such as delays in land preparation. Applicants request approval to complete the
project the following year and MAF subsequently seeks Treasury approval for an expense transfer,
for which there is no certainty.

The Review Panel considers that there should be some financial mechanism to enable funding in
the subsequent year where projects have been delayed through reasonabl e circumstances. Multi-
year appropriations may address this situation i.e. rather than MAF receiving $5 million per year
for three years $15 million would be appropriated across three years.

Private funding

The possibility of private enterprise working in partnership with the Government to deliver the
AGS has been raised with the Review Panel. The suggestion is that private enterprise would
provide the funding for the AGS grants on asimilar basis to the current Government funding i.e.
in return for the carbon credits over an agreement period, while the Government (MAF)
administers the scheme and takes a proportion of the carbon credits to cover its costs.

While a private-public partnership approach of this nature has some attraction in the current
environment of tight restraint on Government expenditure, the possible drawbacks are that the
private investor would want the scheme to be carbon driven with no targeting of eroding land or a
maximum application area limit (300 hectares currently). However, the mechanics of how such a
private-public partnership approach might operate can only be determined if the Government
opted to explore this opportunity with potential private investors. The Review Panel is aware of
one potential private investor, but there may be others.

Grant capitalisation into land value

Submissions have raised concern about the possibility of the value of the AGS grant being
capitalised into land value. Thiswould an undesirable outcome (and another factor skewing the
value of land compared to its sustainable use value).
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The Review Panel considersthat thisis unlikely to be a significant issue given that the AGS grants
can only facilitate about 3000 hectares of new planting nationally per year. However, itisa
potential issue that should be monitored.

Alignment with other schemes (duplication, omissions, misalignments)

The relationship between the AGS and the PFSI is addressed in the discussion on the PFSI (see
page 27).

The AGS regional pool and the ECFP both focus on soil erosion, but there are differences arising
from:

e  Thecost of the grants for the AGS being largely or fully compensated by the carbon credits
the Crown receives, whereas the cost of the ECFP grants falls fully with the Crown;

e  The AGS operating under ten-year agreements and the ECFP under 50-year covenants,

e AGS grantees being able to enter the PFSI or ETS (Forestry) after ten years, whereas ECFP
grantees can enter the PFSI or ETS (Forestry) at any time (although post-2007 ECFP grants
may be reduced).

The AGS regional pool provides the main funding mechanism for afforestation under the HCEP,
and is distinct from HCEP funded afforestation through minimum/maximum area restrictions.

The AGS also provides an alternative pathway to carbon forestry compared to the ETS (Forestry)
by mitigating cash flow constraints for smaller-scale forest growers.

While there are some differences there are no significant duplications, omissions or misalignments
among the AGS and the other schemes. Appendix One provides more detail on comparisons
among the schemes.

Cost-effectiveness

The AGS has three objectives, originally with equal weighting but subsequently with priority
given to carbon sequestration. Cost-effectiveness against each objective is discussed below.

Objective 1: providing an alternative mechanism with lower transaction costs (i.e. than the ETS (Forestry)) for
participants that allows landowners to recognise the climate change mitigation benefits of afforestation

The AGS s clearly a separate and alternative mechanism to the ETS (Forestry) for investors
wanting to pursue carbon forestry. It iswell suited to smaller-scale investors lacking up-front
capital to invest in forestry. MAF has commented that most successful AGS applicants have
indicated they currently plan to join the ETS (Forestry) at the expiry of their ten-year contracts.
Whether this actually happens will depend on the state of the ETS (Forestry) and the outlook for
carbon pricesin ten yearstime.

The Review Panel has no data on the relative costs of entering the AGS versus the ETS (Forestry).
Submissions have made references to the ETS (Forestry) being more complex for participants than
the AGS, but also to the ETS (Forestry) being low cost.

Administration of the AGS is not cost recovered by MAF, submissions have not raised issues
around costs, and the AGS has been over-subscribed for the last two years. These factors suggest
that cost for applicantsisnot an issue. Put another way, the value of the grant relative to the costs
for applicantsis clearly attractive.
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Objective 2: establishing new Kyoto-compliant forest in areas that will assist with reducing the expected
impacts of climate change and generate other environmental benefits

Climate change is expected to result in more frequent, and more severe, storm events affecting
most parts of New Zealand. Of particular concern are ex-tropical cyclones and their impacts on
the erosion prone hill country of the eastern and southern North Island.

Administration of AGS funding pools has weighting systems that favour grant applications
benefiting soil conservation and water quality. The regional pool has an even stronger weighting
mechanism towards land with severe soil erosion. In tandem with the HCEP (the AGS regional
pool has been the principal mechanism facilitating afforestation under the HCEP), regional
councilsin the mid and lower North Island have been unanimous in declaring the success of the
AGSin assisting to facilitate |and use change and mitigate soil erosion.

Success has, however, been at relatively modest rates (1000 to 2000 hectares afforested per year
under the regional AGS pool) compared to the extent of hill country with severe soil erosion
(about 1.1 million hectares nationally, with most in the lower-eastern North Island). The annual
afforestation rates are dependent on the level of pool funding and the level of the grant per hectare.

The immediate cost to the Crown of achieving land use change to mitigate soil erosion is between
$2,000 and $2,400 per hectare. Thiswill be offset by the carbon credits that accrue to the Crown
over the ten-year agreement periods. The value of the carbon credit offset depends on the future
value of carbon, the carbon cash flow, and the assumed discount rate. The AGS may work out to
be fiscally neutral to the Crown (see Table 13).

The other main associated environmental benefit isimprovement in water quality, primarily
though the reduction in sedimentation.

These environmental benefits relating to the mitigation of soil erosion and improvement of water
quality are complex to value and the Review Panel has not attempted to do so, other than
reflecting on the areas afforested. They result in both on-site and downstream catchment benefits.

Given the small areas planted under the low sequestration category (which includes indigenous
tree species) the resulting biodiversity co-benefits will be positive, but modest.

Objective 3: creating additional Kyoto sink credits at least cost to the Crown.

The question of cost-effectiveness is about achieving objectives at least cost. Multiple objectives
require valuing the carbon credits and environmental benefits obtained and then expressing them
on aper dollar basis and assessing whether thisisthe least cost way.

If environmental benefits are ssimply co-benefits and not the major objective of the AGS, then the
costs to the Crown of the carbon credits (grants plus administrative costs - see Table 13) appear to
fall between $2,000 and $2,400 per hectare (ignoring the first year of operation where set up costs
skew ongoing costs). Does this represent least cost to the Crown?

With respect to the level of the grants, the fact that the public and regional pools have both been
significantly over-subscribed since 2009 suggests that there has been room to reduce the
maximum grant rates further and drive demand for grants closer to the supply of funding in the
pools. The most efficient grant level for fixed funding is where demand equals supply. A lower
grant level facilitates greater areas of afforestation and, other things being equal (species, siting,
management regimes, contract terms), more carbon credits to the Crown. Administrative costs
would be increased as a result of more contracts, but administrative costs constitute a lower cost
per hectare (and thus per carbon credit) than grants.
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With respect to administration costs, MAF analysis uses derived direct administration costs based
on dedicated staff time. Total administration costs are not specified. In addition, the Review
Panel understands that MAF does not record actual staff time against AGS implementation (or
against other schemes). This situation isinappropriate, particularly given the specific AGS
objective of creating additional Kyoto sink credits at least cost to the Crown. How can MAF
determine if the implementation of the AGS is delivering carbon credits at least cost if the actual
costs of administration are unknown?

There are also issues around creating additional carbon credits at |east cost to the Crown
associated with:

o Administering two pools as opposed to one;

o Conflict between the objectives of carbon sequestration and generating environmental co-
benefits;

o Inclusion of alow carbon sequestration category;

o Lack of recognition of growth profiles of different tree species.

While the costs and benefits to the Crown reflect fiscal neutrality thisis not directly relevant to
assessing cost efficiency against the scheme' s objectives.

The Review Panel concludes that there is scope to deliver carbon credits at alower cost to the
Crown through lowering grant rates to balance supply and demand, and through refinementsin
scheme design that collapse two pools into one, remove the low carbon sequestration category,
and introduce flexible agreement periods that reflect growth profiles of key tree species.

Future roles (continuation, merging, abandoning)

Are the objectives still valid?

Objective 1 remains valid. Many farmers, small-scale landowners or investors do not have the
initial cash flow to fund forest establishment, nor are they interested in the ETS (Forestry)
transaction costs such as mapping, registration, filing of returns and the implicationsif land is
transferred. The AGS allows them to afforest by providing an initial cash sum reflecting ten-years
worth of ETS (Forestry) participation, and is designed to minimise the grantee’ s administrative
costs. In addition, evidence to date suggests that the ETS (Forestry) has yet to incentivise
significant afforestation, while the AGS has been fully subscribed and facilitating around 3000
hectares of new planting per year.

Objective 2 also remains valid as soil erosion remains one of the principal land management
issuesin New Zealand. Grants are targeted to land where afforestation would result in
environmental co-benefits such as reduced soil erosion and improved water quality. Regional
councils that have soil conservation and water quality issues made detailed submissions on the
value of Crown financia support in their sustainable land management programmes. There are
strong synergies among the AGS, ECFP, HCEP and the councils programmes. However, grant
schemes will only ever make small inroads into the issue New Zealand faces with severe soil
erosion on hill country land and the need for land use change.

Objective 3 and the need for least cost carbon creditsisrelated to the first objective, and also
remains valid. Under the Kyoto Protocol, afforestation generates Removal Units (RMUSs) that
contribute positively to New Zealand’ s net Kyoto position. A negative net position would have
fiscal impacts for New Zealand. However, afforestation in the first Commitment Period (CP1) will
not have a significant impact on the CP1 net position as the amount of carbon sequestered is small
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inthefirst five-years of aforest’slife. The impact will be more significant in CP2 and beyond,
and continued AGS afforestation would have a long-term impact.

Continued afforestation in the future will therefore be important with respect to fiscal impact, will
contribute to net position cal culations and make a positive contribution to any future voluntary
political commitment. Indeed, afforestation may be aleast cost way to meet a commitment.

In 2010 there was only about 6000 hectares of afforestation, half of which was funded by grant
schemes (the AGS and ECFP). Private sector interest in afforestation is developing and will
increase in the future if more certainty develops around cap and trade schemes, and carbon price.
It is notable that some of the current interest is on carbon forestry on ECFP target land, where the
income is from payment for an environmental service (carbon), rather than traditional timber
products.

However, the medium-term scale of privately funded afforestation is uncertain. The
actual/perceived uncertainty swirling around the ETS meansit is unlikely to be amajor driver of
new forest planting for a number of years.

Options
There are three principal options for the future of the scheme:

1. Status quo —termination on 30 June 2013;
2. Continue funding on the same basis with operational improvements,
3. Continue funding a new scheme/s where environmental services are separated.

Asthe original objectives remain valid, termination of the scheme is not desirable. It would have
negative impacts on:

o Carbon sequestration and New Zealand’ s emission reduction targets;
o The rate of progressin achieving regional councils’ sustainable land management targets;
o Landowners' abilities to afforest marginal areas of their properties.

If the AGS s continued on the same basis, then the following enhancements will be desirable:

o Operate one pool administered by MAF that would offer grants at a fixed rate per hectare;

o Cap the fixed rate at the NPV of the carbon income stream minus MAF's administration
costs to ensure that the cost of carbon is less than the market price;

o Set the fixed rateinitially at $1500 per hectare, and adjust it annually depending on demand
(increase if demand islow, decrease if demand is high);

o Consider paying a soil/water premium above the carbon value for projects that will mitigate
soil erosion and/or improve water quality;

. Utilise regional councilsto recruit and prioritise applications,

o MAF to confirm land eligibility on all applications,

o Prioritise all applications on environmental co-benefits using the scoring system developed
by the Regional Pool Allocation Panel;

o Adjust the agreement term for species categories to reflect their growth profiles;

o Abandon the low sequestration category and grants for indigenous forest reversion;

o Scrutinise applications more closely to ensure the species match the sites.

However, the Review Panel favours the AGS objectives being delivered under new models:
carbon sequestration under a Carbon Forestry Initiative (see Diagram 1) with a Carbon
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Sequestration Fund (complementing the PFSI and ETS (Forestry)), and soil erosion under a Sail
Erosion Forestry Initiative combining the HCEP (and the ECFP post-2020) with a Regional Sail
Conservation Grant Pool. The concept of a Soil Erosion Forestry Initiative is addressed under the
HCEP.

Diagram 1:
Carbon Forestry Initiative
Private Funding MAF administration Credits to private funder
(ideally) (potentially) (most)
NZ Carbon Sequestration Fund
,f (grants based on carbon sequestration)
L4
0"
'0
"
‘O
"‘

Crown funding
(if private funding Credits to Crown (some)

not available)

Ideally, the proposed Carbon Sequestration Fund would be financed by a private investor (or
investors), with Crown funding the fall back option. The privately funded mechanism would
operate on the same basis as the current AGS agreements with grantsin return for carbon credits.
It may involve a private-public partnership approach with MAF administering the privately funded
grant agreements in return for a proportion of the carbon credits. However, the details of such an
initiative can only be developed between a potential private funder and the Crown.

This privately funded Carbon Sequestration Fund should operate through a fixed grant with
agreement terms based on potential carbon sequestration. The grants would be reviewed annually
and decreased or increased with the aim of balancing demand with pool funding. If there were too
many applicants, priority would be awarded to those who offer most carbon for the grant value,
regardless of co-benefits that may ensue.

The mechanism would be solely for the forward-purchase of carbon. For this reason it would be
used for carbon sequestration in existing or new forests. If new-land planting was a key objective
for Government then a Government funded scheme could be restricted to new forests.

Other Issues from Submissions

The magnitude of this review which covers four forestry schemes has been such that the Review

Panel has not been able to address all the issues that have been raised. Such issues that relate to
the AGS and the Review Panel deem potentially relevant are listed below:
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Consider adliding scale for grants depending on level of regional benefits (higher grant) v
landowner benefits (lower grant).

Isthere away of overcoming the issue of retrospective AGS payments which mean some
participants, including Maori land owners, struggle to get bridging finance to cover the
short-term funding deficit?

Isthere away around the issue of Government owned land not qualifying even if managed
by community groups who do not want leases (which do qualify)?

Recommendations

The recommendations below refer to that part of option 3 that concerns carbon sequestration (see
pages 44-45). The part concerning soil erosion is addressed in the recommendation under the
HCEP.

The Review Panel recommends exploring the option of a new AGS post-2012/13 (a Carbon
Forestry Initiative) with grant funding sourced from the private sector, and with:

1
2.

3.

A single objective of carbon sequestration;

One funding pool (and no low carbon sequestration category) operating through a fixed
annual grant potentially administered by MAF;

A maximum grant rate set by the value of carbon, but with a strong emphasis on balancing
the annual demand for grants with supply of grant funding;

More flexible grant agreements that recognise the different growth profiles of major species
(including indigenous species), possibly based on varying durations;

Operating details being devel oped between the Government and any potential private
funder;

Recording and monitoring of administration costs.
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Afforestation Schemes Developed under Sustainable Land
Management Policy

East Coast Forestry Project

The East Coast Forestry Project (ECFP) is a grant scheme that was established in 1992 with the
first forest planting in 1993. It has Government endorsement and approved funding to 2020. The
ECFP has struggled historically to use available funding and deliver significant areas of
afforestation, and more recently reversion to indigenous forest and pole planting. This situation
may change if it successfully operates in tandem with the ETS (Forestry) or the PFSI.

The terms of reference for this review of MAF afforestation schemes limit consideration of the
ECFP to matters of cost-effectiveness, implementation issues and opportunities, and the inter-
actions with the other forestry schemes. The review can not consider the policy supporting the
ECFP, its goal or its continuation (other than stating them as matters of fact).

Cabinet agreed goal

The goal for the ECFP was revised by Government in the 1999 review of the scheme, and
reconfirmed subsequent to the 2005 review. 1n 1999 Cabinet (CBC Min (06) 11/2):

Agreed to modify the East Coast Forestry Project (the Project) with a primary goal of
sustainable land management, targeting the worst 60,000 hectares of severely eroding land,
with Government funding to continue for the balance of the current Project term (ending in
2020), subject to an officials review of progress against objectives after a further five
years of operation under the new goal and operational procedures.

The above statement impliesthere is a secondary goal/s. Thisis not the case. The ECFP hasa
single goal asidentified above.

Achievements with respect to goal

Since the first planting in 1993, the ECFP has resulted in 35 552 hectares being treated by 356
grantees.

Table 14 provides data on the number and area of approvals for different treatments for the last
four years. Applications may be made for projects starting in any nominated year up to three
years after the application date.

Table 14: ECFP grant approvals by treatment for 2007 to 2010
Year Pool Approvals Forest | Reversion Poles Total
(hectares) | (hectares) | (hectares) | (hectares)
2007 Large 14 1978 702 104 2785
Small 19 74 231 95 399
Combined 33 2042 933 199 3186
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Table 14 (continued)

Year Pool Approvals Forest | Reversion Poles Total
(hectares) | (hectares) | (hectares) | (hectares)

2008 Large 7 1008 784 - 1793
Small 18 178 199 61 438

Combined 25 1186 983 61 2232

2009 Large 6 1393 - 249 1742
Small 13 80 90 236 405

Combined 19 1473 90 485 2158

2010 Large 15 5635 419 349 6 403
Small 13 110 79 102 291

Combined 28 5745 498 451 6 694

Totals Large 42 10014 2 838 702 13554
Small 63 442 599 494 1535

Combined 105 10 456 3437 1196 15089

The ability to commence a project up to three years after approval makesit difficult to compare
approved areas with actual areas established (see Table 15). However, the implication from the
low establishment ratesin Table 15 is that there is a dramatic drop out rate from approval to actual
establishment.

Table 15: Planted and reversion areas established from 2007 to 2010

Year Planted area’ established | Reversion area established
(hectares) (hectares)

2007 144 233

2008 473 258

2009 275 572

2010 667 250

Note 1: Planted areaincludes forest and poplar/willow poles.

The Review Panel understands that approximately two-thirds of the 35 552 hectares treated to date
are target land (about 24 000 hectares). With combined forest and reversion establishment rates
below 1000 hectares per year during 2007 to 2010, and the project scheduled to run another ten
years, there is considerable doubt that it will get anywhere near treating the worst 60 000 hectares
of severely eroding land.

Data and advice provided to the Review Panel suggest much greater interest in the scheme in
2010, supposedly driven by interest in the ETS (Forestry) in combination with the ECFP.
However, it is not possible at this time to make predictions about the likely impacts over the next
few years, or how much of the 5745 hectares approved for forestry in 2010 will actually be
planted in the next three years.

The Gisborne Combined Regional Land and District Plan identifies Overlay 3A land and
associated rules require thisto have effective tree cover by 2021. Target land under the ECFP
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includes about 13 000 hectares of Overlay 3A land, so this should drive an increase in applications
over the next ten years.

Financial costs to the Crown in delivering the scheme

The ECFP currently receives $4.5 million per year to cover project grants and administration. The
administration component is estimated to be about $400,000 per year (see Cost effectiveness,
pages 54-55), leaving approximately $4.1 million per year for grants, but during 2007 to 2009
only $1.3 to $1.8 million of grant funding was allocated (see Table 17). Grant rates for
afforestation range from $1,476 to $2,280 per hectare (depending on distance to port), $1,512 per
hectare for reversion, and 70 percent of actual and reasonable costs for pole planting.

Gisborne District Council

The use of tree cover on erosion prone land is the foremost solution to addressing the Gisborne

District’ s soft rock soil erosion issue. This has not been possible on the necessary scale without
central Government intervention through incentive schemes as it is beyond the resources of the

Council.

The Overlay 3A rulesin the Combined Regional Land and District Plan which require effective
tree cover by 2021 rely on cost effective treatment options being available under the ECFP. In
practice the ECFP supports the implementation of the Overlay 3A rules, and the rules should drive
interest in ECFP grants for land treatment. Consequently, a good working relationship between
MAF ECFP management and the Gisborne District Council isimportant. Most submissions
indicated that this relationship is now working satisfactorily.

Successful pole planting requires close supervision by experienced people so the Council now
invariably co-ordinates and supervises ECFP pole planting on behalf of farmers.

Financial, environmental and social costs and benefits to the Crown, local authorities and
participating landowners

Table 16: Financial, environmental and social costs and benefits
Financial Environmental Social
Crown e Funds costs of grants and | e Gains in water and soil e Supports more robust
administration conservation values (sustainable) land

e No direct financial returns e Carbon credits if land not use outcomes
under PFSI or ETS

Gisborne District o No grant costs o Facilitates e Supports more robust
Council e Costs from administering implementation of (sustainable) land
supporting Regional and Overlay 3A rules in use outcomes
District Plan provisions District Plan e Protection of
o Gains in water and soil downstream land
conservation values uses
Landowners o Receive grants for land o Facilitates sustainable e Supports more robust
treatment options land use (sustainable) land
o Some forests may not be use outcomes

viable to harvest

o May receive carbon credits
via PFSI or ETS

e Cannot afforest scrub
covered land
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Costs and benefits to local communities

The local community incurs some direct costs through ratepayer funding for the administration of
associated Overlay 3A rules. Inreturn there are on-site sustainable land use benefits and
downstream mitigation of flooding and soil deposition.

Implementation: costs, issues, opportunities

Costs and key issues that have been raised through submissions and consultation meetings, and by
the Review Panel, are considered below. Other issues have also been raised and those of potential
significance are listed at the end of this section of the report. The Review Panel invites MAF to
consider these other issues as part of their processes for ongoing policy development and
implementation of the ECFP.

Costs

The ECFP currently receives $4.5 million per year to cover project grants and administration, but
total spending from 2007 to 2009 has been between $1.7 and $2.2 million per year. Much higher
annua amounts will have been allocated but not spent due to the high drop out rate from grant
approval to actual establishment.

Administration costs have not been reported since 2007/08 when they were $429,000. The
Review Panel assumes that they are similar today, but the lack of information hinders assessment
of performance. (See discussion under Cost effectiveness, pages 54-55).

High drop out rate

The high drop out rate between approvals and actual establishment has efficiency implications for
the ECFP through unspent grant funding that can not be carried forward to the subsequent year,
and unproductive administration time. Drop out probably arises from arange of blockages that
apply varioudly to different applicants. They include alack of landowner finance coupled with
retrospective grant payments meaning short-term bridging finance is required, complications for
multiply-owned Maori land achieving landowner sign-off and alack of genuine interest in
undertaking land use change.

Theinterest in joint ventures from private investors that couple ECFP grant forests with the ETS
(Forestry) may result in a source of bridging finance. The removal of the requirement for a
covenant (see below) may also assist Maori land owners implement their projects.

Covenants

Fifty-year covenants for forestry, pole planting and reversion were introduced in 2007 in response
to instances of deforestation of ECFP grant forests. They add complexity for participants and
present a particular obstacle for multiply-owned Maori land entering the ECFP due to the need for
approval from the Maori Land Court for land alienation, which is considered unlikely for this
length of time. There may be about 39 000 hectares of Maori land available for afforestation®.

The Review Panel considers that covenants are not desirable and they should be replaced by
agreements that are similar to those used for the AGS (that is ten-year agreements whereby a
grantee is obliged to repay a grant with interest if the land is deforested within the ten-year term).
Deforestation can best be addressed through policies and rules of the Gisborne Combined

® Miko Kirschbaum et al, 2009. Carbon Stocks and Changesin New Zealand’ s Soils and Forests, and Implications of
Post-2012 Accounting Options for Land-Based Emissions Offsets and Mitigation Opportunities — Including
Appendices, Landcare Research Contract Report: LC0708/174 prepared for the Ministry of Agriculture and Forestry,
Landcare Research, Lincoln, April 2009.
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Regional Land and District Plan, the provisions of the agreements (for the duration they run), and
possibly through deforestation liabilities imposed under the ETS (Forestry) or PFSI for those who
also opt for these mechanisms.

Thereisarisk in this approach arising from the fact that covenants bind future landowners,
whereas contracts do not. The AGS contract obliges alandowner to assign the contract to any
subsequent landowner. If this does not happen in a sale situation the Crown may have an action
against the original landowner for breach of contract, but cannot necessarily enforce the terms of
the contract against the subsequent landowner. The Review Panel considers that the risk of
deforestation can be sufficiently mitigated through the other means, and that the advantages of
moving away from the covenant approach are significant.

Policy on ECFP and ETS (Forestry)

Government’ s policy isthat post-2007 ECFP grantees may have their grant reduced if they opt to
jointhe ETS (Forestry). The Review Panel understands that to date only one EFCP grantee has
registered their forest in the ETS (Forestry) and that the outcome with respect to the grant is yet to
be determined. However, this situation is likely to become more common with the apparent recent
interest in carbon from ECFP forests.

The policy is based on the notion that Government would probably be *...over-incentivising
landowners to afforest”” if both the full ECFP grant and access to the ETS (Forestry) were
available through potential to earn income from timber and carbon. The 2007 date is when the
ECFP moved from atendered grant to afixed grant, and where the amount of the grant was based
on tender history. Up to 2007 it was viewed that the potential of earning income from carbon
would not have been factored in to the tender rate.

In contrast, ECFP grantees can participate in the PFSI with no reduction in the ECFP grant. The
different policy positions are based on the notion that the ability to earn income from timber under
the PFSI is constrained by the harvesting restrictions, thus there is no over-incentivising of
landownersto afforest.

It isunlikely the policy that post-2007 ECFP grantees may have their grants reduced if they join
the ETS (Forestry) has had significant (if any) impact on uptake of the ECFP to date. There has
been very little new forest planting in New Zealand motivated by the ETS (Forestry), and only one
test of the ECFP grant reduction policy thus far. However, as noted above, this situation is likely
to change with recent interest in carbon from ECFP forests.

The Review Panel suggests that the policy of reducing the grant (by an unknown amount) for post-
2007 ECFP participants entering the ETS (Forestry) should be reviewed. Based on the principle
of separate services (or products) justifying separate payments, the Panel suggests that there
should be no grant reduction. The principle of separate payments for separate servicesis that:

e Itiseasiertoaccount for an environmental service when the payment for it can be tracked to
asingle source rather than being conflated with payments for other services; and

e Inafforestation situations where multiple services are offered, multiple payments will
provide sufficient reward to justify that afforestation, and provide an advantage over
situations where a lesser number of services are offered.

" MAF, 2007. Briefing on Changes to the Permanent Forest Sink Initiative and the East Coast Forestry Project asa
Result of the Emissions Trading Scheme, MAF briefing paper B855, September 2007.

Review of MAF Afforestation Schemes — Final Report of the Review Panel 51



This change in policy also has the potential to significantly lift the performance of the ECFP with
respect to the annual areas of afforestation. The ECFP needs amgjor lift in performance to meet
Government’ s stated goal .

Funding allocations

The ECFP has annual funding approved through to 2020, but complications arise from forestry,
pole planting and reversion receiving part of their grants at the time of establishment, and part
threeto eight yearslater. (Thisiswhen thinning is undertaken for forestry or long-term success of
pole planting and reversion is more assured).

For forestry regimes, which have two mandatory thinning requirements (the last expected to occur
at year eight), grants will not be able to be approved after 2012 because funding will not be
available beyond 2020 to complete the necessary thinning. Thisissue needs urgent attention.
(The problem is similar, but not so pressing, for pole planting and reversion). Either an approved
funding provision from 2020 to 2028 to complete thinning operationsis required, or that part of
the grant related to thinning will have to be progressively pre-paid. The former option is
preferable as it enables better auditing of performance.

Alignment of payment schedules
Grants are paid in instalments as follows:

o Forestry - 70 percent of the approved grant is paid following completion of establishment
and registration of the covenant and 30 percent is paid after thinning;

o Pole planting - 80 percent is paid following completion of establishment and registration of
covenant, and 20 percent is paid in the third year after establishment;

o Reversion - 50 percent is paid in the first year and with registration of the covenant and 50
percent is paid in the fifth year.

Administration would be simplified if the forestry and pole planting payment splits were aligned.
The Review Panel suggests that both work on 70 and 30 percent splits, with the years of payment
remaining as they currently stand.

Expense transfer

Theissueis similar to that discussed under the AGS where projects may not be completed in the
approved year and Treasury approval isrequired for an expense transfer, for which thereisno
certainty.

Again, the Review Panel considers that there should be some financial mechanism to enable
funding in the subsequent year where projects have been delayed through reasonable
circumstances. Multi-year appropriations may address this situation.

Certification of claims by auditors or accountants

Claims for payments must be certified by the applicant’s company auditor or a
chartered/practising accountant. In many instances the certifier has no direct involvement with the
project and has no knowledge of the expenditure. It would be more appropriate for the grantee to
certify the expenditure, as occurs under the AGS.

Pole planting

Pole planting can be a successful 1and treatment option, but submissions have highlighted the need
for good supervision. The lessons from failures in the past appear to have been learned, with
Gisborne District Council staff providing the oversight for these operations. The Review Panel
emphasi ses this requirement for good supervision.
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Regulation

The Review Panel believes that financial incentives paid for by taxpayers to facilitate land use
change should be supported by effective land management regulation under regional plans. (See
discussion under the HCEP, page 63). The Gisborne Combined Regional Land and District Plan
does contain policies and rules associated with Overlay 3A land that require works plans by June
2011 and effective tree cover by 2021, but they appear to form aweak regulatory approach due to
the generous timeline for action to mitigate severe soil erosion. Also, the regulatory provisions
address target land (defined Land Use Capability units), but not surrounding land that may also
require treatment to achieve effective mitigation of soil erosion at a catchment level.

The Panel was advised that about 400 works plans will be required, and as at November 2010 fifty
plans had been approved and 50 were in the process of development. This raises concerns over
the slow implementation (where are the other 300 plans?), and the unknown penalty for failure to
comply. Similarly, what isthe penalty if effective tree cover does not exist on Overlay 3A land by
2021? How will the Council address this potential situation in the absence of ECFP funding?

Manuka/Kanuka

Land with manuka/kanuka vegetation isineligible for ECFP grants. Some submitters expressed
the view that thisland should be eligible, and that afforestation would provide an important
commercia return from otherwise unproductive land.

The exclusion of manuka/kanuka from eligibility is on the basis that the goal of the ECFP isto
mitigate soil erosion, and manuka/kanuka provides protection from erosion. Thisis supported by
research by Bergin et a (1993)% who investigated manuka/kanuka dominated scrub in the East
Coast region and concluded that:

A substantial decrease in shallow landslipping on steep erosion-probe hill country during
rain storms can be expected within 10-15 years of establishment of indigenous
manuka/kanuka scrub. A high level of protection is provided by older fully-stocked scrub
stands.

Givethat the goal of the ECFP is solely to mitigate soil erosion, the Review Panel can not support
change to the eligibility provision.

Restrictive forestry regimes
Submissions have challenged the lack of flexibility in the ECFP specified forestry regime for
radiata pine, and suggested more species should be included.

The current radiata pine regime requires initial establishment at a minimum of 1250 stems per
hectare, with two thinnings down to a stocking rate of between 250 and 500 stems per hectare. It
has been suggested that a lower initial stocking of 1000 stems per hectare and one thinning to 450
stems per hectare would lower the cost significantly, with no loss of soil protection.

The prescribed forestry regimes only cover radiata pine, Douglas fir and closed spaced poplars.
However, the Review Panel notes that other species can be considered on a case-by-case basis.

8 Bergin, D. O; Kimberely, M, O; Marden, M; 1993. How soon does regenerating scrub control erosion? N.Z.
Forestry, August 1993: 38-40. N.Z. Institute of Forestry, Wellington.
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The Panel suggests that MAF should review the radiata pine regime and the possibility of
including the alternative regime above (or similar), and consider whether any additional species
may be appropriately included.

Applications a year before planting

Applications for ECFP grants must be submitted by a specified date the year before planting. The
Review Panel has been advised of instances where this has stopped projects that could have
proceeded within the year, assuming grant funding was still available.

The provision for applications ayear before planting is presumably to alow MAF to assess the
merits of all applications together and in an orderly way, but it is unfortunate if planting
opportunities are missed. The Panel wonders whether there could be a mechanism for considering
late applications for planting that would proceed that year if unallocated funding existed?

Alignment with other schemes (duplication, omissions, misalignments)

The relationship between the ECFP and the AGS (regional pool) is addressed in the discussion on
the AGS (see page 41).

The ECFP and the HCEP are sustainable |and management (soil erosion) initiatives with unique
geographic coverage. There are differences associated with the:

o Targeting mechanism for land use change being solely through Land Use Capability units
under the ECFP and through farm plans under the HCEP,

o 50-year covenants for afforestation and reversion funded by ECFP grants compared to ten-
year agreements under the AGS grants used by the HCEP,

o The ECFP requiring at least 1250 stems per hectare for forest establishment and between
250 and 500 stems per hectare after final thinning, while the HCEP (through the AGYS)
requires a minimum of 750 stems per hectare for the first four years and at least 500 stems
per hectare for the remainder of the ten-year agreement

While there are some differences between the ECFP and the HCEP, the only significant
misalignment concerns the stocking standards. Appendix One provides more detail on
comparisons among the schemes.

Cost effectiveness
In 2010/11 the ECFP received funding of $4.5 million to cover project grants and administration,

and prior to this the annual funding was $5.8 million. Expenditure in recent years has accounted
for less than half of the available funding (see Table 17).

Table 17: ECFP expenditure on grants and administration for 2007 to 2009
Year Grants Administration
2007 $1.757 million $429,000
2008 $1.347 million Not available
2009 $1.438 million Not available

Note: expenditure on grants covers afforestation, pole planting, reversion, and thinning of previously afforested areas.

Review of MAF Afforestation Schemes — Final Report of the Review Panel 54



Grants

The unspent money can be largely accounted for by the high drop out rate from the approval of
applications to establishment. (For example, in 2009 approved applications for the various
treatment options would have been valued in excess of $4 million). Thisdrop out rate isamajor
impediment to the effectiveness of the ECFP, and to the likelihood of it achieving Government’s
stated goal of sustainable land management, targeting the worst 60 000 hectares of severely
eroding land.

Sustainable land management has been achieved primarily through afforestation, with current
grant rates of between $1,476 and $2,280 per hectare. Grant rates are calculated on the basis of
the top-up amount required for forestry to achieve an internal rate of return (IRR) of 8 percent
(pre-tax). Estimated IRRs for New Zealand forestry vary, with a 2009 survey (Manley, 2010°)
reporting ranges between 1 to 7 percent for pre-tax cash flows. A higher IRR for ECFP forestsis
justified by the higher risks associated with the eroding land being afforested.

Approved areas can be planted in any nominated year up to three years after the application.
Some 2042 hectares were approved for planting in 2007. In the three year period from 2007 to
2009, only 892 hectares were actually planted (and this presumably includes some areas approved
in other years), to give an average of just 297 hectares per year. The drop out rate for 2007
appearsto be in the order of sixty percent of the approved area.

In 2007 the area approved for reversion was 933 hectares, and during the three year period from
2007 to 2009 some 1063 hectares were established (an average of 354 hectares per year).

In the context of atarget of 60 000 hectares of the worst eroding land, of which about 24 000
hectares (two-thirds of the total planted area of 35 552 hectares) have been planted since 1993, the
annual areas being treated are small and with the project set to run for another ten years the
likelihood of treating the target areais |ow.

The area approved in 2010 has increased significantly to 5745 hectares, apparently driven by
interest in carbon credits under the ETS (Forestry), and possibly by the rules associated with
Overlay 3A land. The approved applications have grant values of at |east twice the available
annual ECFP budget, and appear to constrain the level of approvalsin 2011 and beyond.

Costs of administration

Analysisis constrained by the lack of current cost data for administration of the ECFP. The latest
information is for 2007/08, where the reported cost was $429,000. It is not possible to accurately
convert thisto a per hectare administration cost because in addition to the annual areas of
afforestation, reversion and pole planting that it covers, thereis aso thinning of previously
established forest areas.

The Review Panel suspects that the administration costs for the ECFP are high compared to the
PFSI (not agrant scheme) and the AGS. Costs should be recorded and monitored, and if they are
significantly higher than for the AGS the reasons need to be identified and addressed. A
contributing factor will be the drop out rate from approval of grants to establishment of trees.

° Manley, Bruce, 2010. Discount rates used for forest valuation — results of 2009 survey, NZ Journal of Forestry,
February 2010: 19-23. NZ Ingtitute if Forestry, Rotorua.
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Future roles
The terms of reference for this review state:

With regard to the ECFP, the review will only address cost-effectiveness,
implementation issues and opportunities, and the inter-actions with the other forestry
schemes. The review will not consider the policy supporting the ECFP, its objectives
or its continuation.

In this context the Review Panel considers that there are a range of refinements that should be
introduced to improve the cost effectiveness of the ECFP. These refinements have been discussed
above under Implementation: costs, issues, opportunities.

The Review Panel believes that ultimately there should be one New Zealand Soil Erosion Forestry
Initiative. This concept is addressed under the HCEP.

Other Issues from Submissions

The magnitude of this review which covers four forestry schemes has been such that the Review
Panel has not been able to address all the issues that have been raised. Such issues that relate to
the ECFP and the Review Panel deem potentially relevant are listed below:

o Isthere a case for some class 7e land being considered not suitable for forest harvesting, and
thus the focus should be on reversion?

o Is the fastest way to encourage indigenous reversion to establish a nurse crop of exotic trees
(not intended for harvest)?

Recommendations
The Review Panel recommends:

1.  Replacing the requirement for covenants with agreements similar to those used for the AGS;

2. Abolishing the policy that post-2007 grantees may have their grants reduced if they join the
ETS (Forestry);

3. Providing funding to 2028 to cover the thinning costs associated with new planting from
2013 to 2020, to 2025 to cover payments for forest reversion initiated between 2016 and
2020, and to 2023 for pole planting undertaken between 2018 and 2020;

4.  Aligning the schedule of payments for forestry and pole planting so both receive 70 percent

of the approved grant following completion of successful establishment, and the subsequent

30 percent for forests up to year eight for thinning and for polesin the third year after

establishment;

Enabling the grantees to certify claims for payments;

Introducing multi-year funding to overcome the expense transfer problem;

Reviewing the radiata pine regime with the possibility of including a cheaper, lower

stocking and one thinning alternative, and considering whether any additional species and

regimes may be appropriately included;

8.  Introducing a mechanism for considering late applications for planting that would proceed
that year and utilise unallocated funding;

9.  Recording and monitoring the costs of administration of the ECFP, and evaluating these
against the administration costs of the AGS.

No o
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Sustainable Land Management (Hill Country Erosion) Programme

The Sustainable Land Management (Hill Country Erosion) Programme (HCEP) is focused on the
mitigation of soil erosion on the hill country of the mid and lower North Island through change in
land management. It operates as a partnership among central Government, four regional councils
and associated landowners, and has been described as a ten year programme.

Cabinet agreed goal / objectives

The Review Panel has not been provided with a Cabinet minute that states Government’ s agreed
goal and/or objective/s for the HCEP, other than a paper to the Cabinet Policy Committee (POL
(07) 388) that noted that the objective of the HCEP is:

...to produce along-term shift in management practises on erosion-prone hill country,
particularly focusing on increasing protection planting on highly erosion-prone land
through local government initiatives.

MAF s stated goal is*...to increase the rate of protection of North Island hill country pasture with
asevere or extreme erosion risk” (see page 28 of Review of MAF afforestation schemes discussion
document 2010™). MAF advised the Review Panel that the Government’ s objectives for the
programme were:

o Improved protection of land, agricultural capacity and infrastructure;

o Mitigation of the flooding risk for down stream communities and properties;

o A stronger focus on protection and prevention by land owners and agencies rather than
recovery.

The Review Panel has not seen references to the MAF stated goal or objectives in any Cabinet
minute that has been provided.

However, Cabinet did note (CAB Min (07) 39/4A):

...that the SLM (Hill Country Erosion) Programme is now in place, provides atool for
leading change in land management practice and consists of:

A contestable fund for regional council initiatives;
Capacity building initiatives;

Catchment facilitation;

A science stock take and erosion modelling.

Cabinet aso agreed to criteriafor determining central Government’ s response to local government
sustainable land management issues (CAB Min (06) 37/4). These criteriaare:

l. The problem is significant and is considered beyond the scope of the local authority
becauseit:

19 Ministry of Agriculture and Forestry, 2010. Review of MAF Afforestation Schemes discussion document 2010,
Ministry of Agriculture and Forestry, Wellington, December 2010.
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a. hassignificant national effects (positive or negative); or

b. requires solutions at a multi-regional scale; or

c. the problem affects an area of national significance (i.e. people outside the
region place a significant value or receive significant benefit from the
resource);

. The problem may currently (or may in the near future) be beyond the capacity of
local government because:

a. the sheer scale of the problem when considered on atotal catchment basis
exceeds the resources of the council;

b. theregion lacks the income from its rating base, or other assets or cannot
prioritise resources to address the problem and carry out its other functions;

c. theproblem islongstanding and was inherited by the regional council at the
time of its establishment and it is therefore at a disadvantage compared with
other regions.

AND

[1l. The problem must be quantified in environmental and economic terms. The costs
and benefits of the proposal need to be clearly described to enable a balanced
judgment of whether the proposal isrationa to fund from an economic perspective.

AND

IV.  The proposed solution is consistent with achieving Government’s desired SLM
outcomes.

Government’s desired SLM outcomes identified in the Minister’ s paper to the Cabinet Business
Committee (CBC (06) 260)) are:

Maintenance of the potential of New Zealand’ s soils for arange of uses for present and
future generations;

The adoption of land management skills and the application of appropriate technologies to
enable individuals and communities to provide for their social and economic well-being;
The avoidance, mitigation, and remediation of the impacts of land-related hazards, including
flooding, subsidence and erosion;

The maintenance of catchments to provide high quality water resources for downstream
users and for users of coastal spaces (intertidal areas, seabed, water); and

Protection of communities and infrastructure.

The Minister’s paper statesthese are “...as described in Sustainable Land Management: A
Srategy for New Zealand, 1996.” ' The Review Panel notes that they are a selection of some of
the desired outcomes from that publication, plus an additional outcome in the form of the last
bullet point.

Y Ministry for the Environment, 1996. Sustainable Land Management — A Strategy for New Zealand, Ministry for the
Environment, Wellington.
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Achievements with respect to goal / objectives

The Review Panel is concerned that there appears to be no official record available of
Government’ s stated goal and/or objectives for devel oping, funding and implementing the HCEP,
and iswary of evaluating performance and drawing conclusions in the absence of this information.
The sustainable land management outcomes identified above are high level and not specific to the
HCEP.

In addition, three of the four regiona councils have completed only one year of their eight year
projects under the HCEP. The Review Panel considers it premature to be assessing their
performances. The other regional council, which has completed four years of its programme, has
been subject to a detailed review that reported just over one year ago. The Review Panel has read
the Hill Country Erosion Fund Performance Validation Report: Horizons Regional Council
Sustainable Land Use Initiative (SLUI)*, and commends its recommendations.

Overall the Review Panel considersit can do little more than make some observations about the
HCEP.

Data below on costs, targets and achievements are from a MAF supplied table. The Review Panel
emphasises that farm plan numbersis not a good measure of achievement. Implementation of
farm plansis the measure of success.

Horizons Regional Council

Horizons Regional Council has received two four-year HCEP funding allocations of $7.3 million
in 2007/08 to support their Sustainable Land Use Initiative (SLUI), and $6.1 million in 2010/11 to
extend the SLUI another four years.

Table 18: Targets and achievements for Horizons Regional Council for the four years to 2009/10
Target Actual

Whole farm plans (number) 306 294

HEL under whole farm plans (hectares) 21,840 (3 years) 40,232

HEL non-retirement work completed (hectares) 5,560 1,386

HEL retirement work completed (hectares) 4,760 3,218

Note: HEL means highly erodible land.

Greater Wellington Regional Council

In 2008/09 HCEP funding of $525,000 was allocated to the Greater Wellington Regiona Council
for a catchment initiative and facilitation project. This has only been operationa since 2009/10. In
that year ten sustainability plans were targeted and ten completed. One hundred hectares were
targeted for retirement from farming through afforestation under AGS grants with 172 hectares
actually retired.

For the incomplete 2010/11 year, 36 hectares for pole planting were targeted with 48 hectares
achieved, and 25 hectares were targeted for retirement with 22 hectares achieved. Fifteen
sustainability plans were targeted, but data on completed plans are not available.

12 Brown, I; Dobbs, L; Ramsden, T., 2010. Hill Country Erosion Fund Performance Validation Report — Horizons
Regional Council Sustainable Land Use Initiative (S_UI), unpublished report prepared for MAF Policy, April 2010.
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Hawke's Bay Regional Council
HCEP funding of $351,000 was allocated in 2008/09 (commencing in 2009/10) for the Wairoa
sediment reduction initiative, and $244,660 for the three catchment partnership groups.

Table 19: Targets and achievements for the Hawke’s Bay Regional Council for 2009/10 and
2010/11 (incomplete)
Target Actual
Erosion control level plans (number) 13 16
Comprehensive farm plans (number) 9 4
Pole planting (hectares) 150 126
Retired from farming via AGS and reversion 48 14
(hectares)

Taranaki Regional Council

In 2009/10 HCEP funding of $1.063 million was allocated to implement farm plan
recommendations in erosion prone areas. The project has only been running for one complete
year. Inthat year 15 farm plans were proposed and 15 were completed. There was atarget of 500
hectares of erosion prone land under farm plans and 2627 hectares eventuated. Some 50 hectares
were targeted for retirement and 112 hectares were actually retired.

Other projects

The Gisborne District Council was alocated $102,000 of HCEP funding in 2010/11 for soil
conservation works in Waipaoa catchment, and a Willow and Poplar Research Collective was
allocated $653,000 in 2008/09 to support awillow and poplar breeding programme.

The goal of the willow and poplar breeding programme is to use interspecific hybridisation and
clonal selection to develop robust willow and poplar genetic material suitable for protection of
erosion prone soils, particularly on pastoral hill country slopes. Objectives concern maintaining
and enhancing genetic stock, breeding new varieties, and technology transfer to regional councils
and farmers.

The project is well documented on the MAF website™. Business and research plans have been
prepared, field trials undertaken, experimental hybrid poplars have been breed and distributed to
regional councils for assessment, presentations have been undertaken and articles published in the
New Zealand Tree Grower .

Financial costs to the Crown in delivering the scheme

The HCEP is MAF base-line funded with $2.4 million alocated per year, of which $2.2 million
are available for partnership funding of regional council initiatives to address soil erosion and
$200,000 are available for catchment facilitation groups.

MAF administration costs are additional, but (again) actual costs are not available. There are 1.4
FTEs budgeted for administration in 2010/11.

3 S MHCE Project — Poplar and Willow Breeding Programme, available at http://www.maf .govt.nz/environment-
natural-resources/funding-programmes/slm-hill-country-erosi on-programme/s mhce-proj ect-popl ar-and-will ow-
breeding-program.aspx
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Partnership funding for regional soil erosion initiatives

Funding for recent years from the Crown, regional councils and landowners for the various
regional soil erosion initiativesis provided in Table 20 (sourced from regional council

submissions). No information has been provided on regional council contributions to the Willow
and Poplar Breeding Research Collective.

Table 20: Funding by regions and sources for HCEP soil erosion projects
Source Greater Wellington! Horizons Taranakit Hawke’s Bay
Erosion control SLUI Erosion support Wairoa hill country
initiative scheme erosion control
initiative
2010/11 + 2011/12 June 2006 to June 2009/10 + 2010/11 2008/09 to 2011/12
2010
HCEP (Crown) $343,750 $4,990,000 $546,750 $477,0002
AGS (Crown) - $1,186,000 - -
Regional rates $268,750 $6,197,000 $542,812 $379,767
Landowners? $115,000 $4,325,000 $426,376 $389,187
Total funding $772,500 $16,698,000 $1,515,938 $1,245,954
Crown : local* $1:$1.12 $1:$1.70 $1:$1.77 $1:%1.61
Notes:
1 Submissions from Greater Wellington and Taranaki Regional Councils provide funding profiles through to
2018/19.
2. The value in the submission has been revised after discussion with Hawke's Bay Regional Council.
3. Landowner contributions are in cash and in kind.
4 Local includes contributions from regional rates plus landowners.

Financial, environmental and social costs and benefits to the Crown, local authorities and
participating landowners

Table 21: Financial, environmental and social costs and benefits
Financial Environmental Social
Crown o Provides part of the funding | e Gains in water and soil e Supports more robust

and administration cost

o No direct financial returns
except where AGS is used
(carbon credits)

conservation values
o Carbon sequestration
and climate change
mitigation through
afforestation

(sustainable) land
use outcomes

Regional Councils

o Provide parts of the funding
and administration costs
e No direct financial returns

e Gains in water and soil
conservation values

o Supports more robust
(sustainable) land
use outcomes

e Protection of
downstream land and
property

o Stronger relationships
with landowners
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Table 21 (continued)

Financial Environmental Social
Landowners o Farm plans provided atno | e Facilitates sustainable e Supports more robust
cost land use (sustainable) land
o May receive AGS or HCEP use outcomes
grants to fund afforestation o Stronger relationships
o Potential for carbon credits with regional councils
from afforestation

Costs and benefits to local communities

The partnership model involves significant coststo local communities through ratepayer funding
(up to about one-third of project costs). The downstream benefits of reduced sedimentation and
improved water quality from on-farm initiatives are potentially considerable, but depend on the
implementation of farm plans and total areasinvolved.

Implementation: costs, issues, opportunities

Costs
Coststo the Crown and funding from the HCEP partners are provided in Table 20.

The Review Panel reiterates its concerns that actual administration costs are not available for
MAF afforestation schemes, including the HCEP.

Lack of Government stated goal and/or objective/s

Itisof concern that MAF does not have the Cabinet minute that establishes the goal and/or
objective/s for the HCEP, assuming such a Cabinet minute exists. MAF appears to have
developed its own goal and objectives, which are variations on the objective referred to in a paper
to Cabinet noted in the discussion on Cabinet agreed goal / objectives (page 57).

If such a Cabinet minute does not exist or can not be located, and the HCEP continuesin its
current form, then the Review Panel suggests that the Minister of Agriculture devel ops objectives
that clearly state what the Government is seeking to achieve through the HCEP. Currently the
HCEP is being administered without the guidance provided by Government agreed objectives.
However, the Review Panel recommends a new national Soil Erosion Forestry Initiative with its
own objectives.

A ten-year initiative

MAF and regional councils have referred to the HCEP as along term (ten-year) initiative. While
thisis not stated in Cabinet papers relating to the development of the HCEP, CAB Min (07)
12/1(2) concerning the 2007 Budget Package: Vote Agriculture and Forestry, records long-term
funding for Initiative No: 4148 Sustainable Land Management Programme.

Focus on the mid and lower North Island

The Cabinet minutes concerning Government’ s sustainable land management and soil erosion
initiatives that have been viewed by the Review Panel do not restrict coverage to the mid and
lower North Island. They refer to land outside of the Gisborne District (which has the ECFPin
operation). While not denying the extent and severity of soil erosion in the mid and lower North
Island, other regions suffer the sameissue. It isthe Review Panel’s belief that there should be a
national initiative to address soil erosion in any region. (See under Future Roles, pages 64-66).
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Free farm plans and voluntary implementation

Farm plans appear to be a good product for facilitating and targeting land use change. Thereis no
charge to the landowner for regional councils preparing farm plans. The Horizons Regional
Council plans are the most sophisticated and cost between $8,000 and $10,000 each. In other
regions the plans are less expensive. Theissue iswhether a charge to recover part of the cost is
appropriate? Theissueis compounded by the fact that implementation of farm plansis voluntary.

The Review Panel considersthat it is not appropriate for taxpayers and ratepayers to totally fund
farm plans when the landowners are under no obligation to implement any parts of those plans.
There are options to address this situation that include partia cost recovery (recommended in the
Hill Country Erosion Fund Performance Validation Report: Horizons Regional Council
Sustainable Land Use Initiative (SLUI )**), alandowner bond that may be refunded as
implementation progresses, and regulations that require implementation at some level or over
some period of time. (See below under Roles of incentives and regulations in achieving land use
change).

The Review Panel considers that a part charge for farm plans would be appropriate, and that
HCEP funding for land use change should be delivered with an element of regulation through
regiona plans.

Roles of incentives and regulations in achieving land use change

While there is general acknowledgement of the problems of severe soil erosion and unsustainable
land use on extensive areas of hill country land, the approach of central and local government in
addressing thisis focused on advice, information, and forestry and tree planting grants. With the
exception of Gisborne District Council, thereislittle in the way of inducement of land use change
through national policies and standards, or policies and rulesin regional and district plans
prepared under the Resource Management Act 1991. The approach has been referred to as “all
carrot and no stick”, and reflects ongoing policy tolerance of unsustainable land management by
central and local governments.

The Review Panel has concerns arising from this approach. Firstly, the costs of the financial
incentives fall totally on taxpayers and/or ratepayers without any obligations being placed on the
landowners. Secondly, the approach runs the risk of generating a culture of expectation of
financial incentives before landowners contemplate land use change.

There is an important role for financial incentives to encourage land use change (see Appendix
Two), but the Review Panel considers that they should be delivered in conjunction with an
element of regulation. The rulesin the Gisborne Combined Regional Land and District Plan
associated with Overlay 3A land are an example (but not a model) of how financial incentives and
regulation should operate together.

One of the outcomes of policy tolerance of unsustainable land useis high land valuesi.e. values
that do not reflect sustainable use. The Review Panel understands that high hill country land
values are the biggest impediment to investment by the private sector in new forest planting.

The AGS
Implementation of the afforestation component of farm plansis heavily reliant on the regional
grant pool of the AGS, which has a focus on the mitigation of soil erosion. Funding for the AGS

¥ Brown, |I; Dobbs, L; Ramsden, T., 2010. Hill Country Erosion Fund Performance Validation Report — Horizons
Regional Council Sustainable Land Use Initiative (S_UI), unpublished report prepared for MAF Policy, April 2010.
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concludesin 2012/13. Without new Crown funding to extend the role of the regional pool of the
AGS there will be a significant impact on the effectiveness of the HCEP. It is difficult to see the
ETS (Forestry) covering thisrole in the short-term, at least.

Five hectare limitation for HCEP funded afforestation

Regional council submissions have highlighted the afforestation constraints imposed by the five
hectare limit under HCEP funding. This limitation would not exist in the new soil erosion
initiative proposed under Future Roles (pages 64-66).

Alignment with other schemes (duplication, omissions, misalignments)

The relationship between the HCEP and the ECFP is addressed in the discussion on the ECFP (see
page 54). The HCEP usesthe AGS (regional pool) as the main mechanism to fund afforestation.

Appendix One provides more detail on comparisons among the schemes.
Cost effectiveness

The Panel’ s observations suggest that the purpose for the HCEP is around leading change in land
management practice to address hill country erosion beyond the Gisborne District, but not
necessarily in just the mid and lower North Island.

Farm plans are the main delivery mechanism and are conceptually excellent for targeting severe
soil erosion, grant allocation and land use change. Their preparation at no cost to the landowner
and with no implementation requirements seems overly generous with the potential for taxpayer
and ratepayer funding to be spent with no, or limited, return.

Cost effectiveness of the HCEP can not be assessed in terms of annual target numbers for farm
plans versus numbers achieved (although generally annual targets have been achieved). Cost
effectiveness must be considered against numbers of plans and levels of implementation.

However, it is not feasible for the Review Panel to evaluate cost effectiveness as Taranaki, Greater
Wellington and Hawke' s Bay regional councils have only completed their first years of eight-year
programmes under the HCEP, while Horizons Regional Council has completed four years of an
eight year programme and has already been subject to arecent and detailed review. Thefirst years
of operation inevitably involve set up costs and problem resolution that (hopefully) do not occur in
subsequent years.

Recognising this situation the Review Panel notes that to date:

o The target number of farm plansis 1038 and 336 have been prepared; and

o Thetarget areafor land under treatment is 33 535 hectares and 5007 hectares have been
treated.

All regional councils have focused on priority catchments. (Greater Wellington - five catchments

in the Waiararapa; Taranaki - STRESS which is focused on the Waitotara catchment; Hawke's

Bay - five catchmentsin the Wairoa area; Horizons through farm plan preparation targets).

Future roles (continuation, merging, abandoning)

The partnership approach of the HCEP with central Government, regional government and

landowners working together to address one of New Zealand’s most critical environmental issues,
soil erosion, isexcellent. The Review Panel considers that there is scope to integrate this with
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implementation strategies from the ECFP to form a Soil Erosion Forestry Initiative. The structure
of thisInitiative is outlined in the diagram below.

Diagram 2:
Soil Erosion Forestry Initiative

Regional Central
Government Government

Funding Funding

' Outputs

Hill Country Afforestation Fixed National Soil Erosion

Erosion P Poplar/willow planting < Grants per <«fm— Initiative
Programme Reversion B (administered by MAF)

Facilitation
- Scholarships

Other works

Landowner
Funding

The purpose of this national initiative could be smply stated as mitigating severe and extreme, or
potentially severe and extreme, soil erosion through land use change. It would operate through the
HCEP partnership approach involving central Government, regional government and landowners.

Central Government would:

Work with its partners in developing policies and procedures;

Fund the “regional pool” which would provide grants for soil conservation by facilitating
afforestation, reversion and the planting of poplars and willows (essentially taking the role
of the current AGS regional pool);

Administer the “regional pool” and allocation panel;

Manage budgets and finance;

Contribute contestable funding to the “HCEP” for catchment facilitation and capacity
building initiatives (a continuation of the current HCEP approach);

Regional government would:

Work with its partners in developing policies and procedures;

Contribute funding to the “HCEP” for catchment facilitation and capacity building
initiatives within their regions (a continuation of the current HCEP approach);

Recruit land for grants from the regional pool for afforestation, reversion and pole planting;
Rank applications on soil conservation benefits;

Participate on the allocation panel for regional pool grants;

Prepare farm plans,

Undertake other regional catchment facilitation initiatives within their regions,

Introduce alevel of regulation under regional plans (see for example, Gisborne District
Council’s Overlay 3A rules).
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Landowners would:

o Work with their partnersin developing policies and procedures;

o Contribute funding (cash and in-kind) to the “HCEP” for catchment facilitation and capacity
building initiatives within their regions (a continuation of the current HCEP approach);

o Implement farm plans,

o Receive grants for afforestation, reversion and pole planting;

o Opt to join the PFSI or ETS (Forestry) at any time.

The “regional pool” would be for soil conservation purposes only, with administration based on
the ECFP model. The value of the fixed afforestation grant would be based on the ECFP top-up
approach i.e. the amount necessary to establish commercial forests. The grant forests would be
eligible to participate in the PFSI, the ETS (Forestry) or the new AGS (carbon) on the basis of
separate services justifying separate paymentsi.e. the Crown would not receive carbon credits for
an initial agreement period. The value of the grant would be adjusted annually to balance demand
with funding supply.

The Review Panel is aware of the constraints on new Government funding. However, without
new funding to cover the role currently filled by the AGS regional pool (where funding endsin
2012/13), New Zeadland' s soil erosion mitigation initiatives beyond the Gisborne District will be
severely impacted.

Other issues

The magnitude of this review which covers four forestry schemes has been such that the Review
Panel has not been able to address all the issues that have been raised. One such issue that relates
to the HCEP and the Review Panel deem potentially relevant is listed below:

o Developing and promoting the concept of managed retirement land under short term leases
where loss of income is covered until revenue is available from carbon (e.g. payment of
$10/halyr for 10 years).

Recommendations

In addition to the HCEP, the recommendations below refer to that part of option 3 for the AGS
that concerns soil erosion (see page 44).

The Review Panel recommends:
At the national level -

1. Redeveloping the HCEP into a national soil erosion forestry initiative (see pages 64 to 66);

2. Providing new funding for soil conservation through afforestation, reversion and pole
planting (essentially continuing the role of the current AGS regional pool);

3. Administering the regional pool and grant allocation panel;

4.  Managing budgets and finance;

5. Contributing contestable funding for catchment facilitation and capacity building initiatives
(acontinuation of the current HCEP approach);

6.  Encouraging regional councilsto introduce regulations to operate alongside financial
incentives;

7. Recording and monitoring the costs of administration.
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At theregiona level -

8.
0.

10.
11.
12.

13.

Continuing to prepare farm plans, but with a part charge to landowners,

Recruiting land for grants for afforestation, reversion and pole planting;

Ranking applications on the basis of soil conservation benefits;

Participating on the grant allocation panel;

Contributing contestable funding for catchment facilitation and capacity building initiatives
(acontinuation of the current HCEP approach);

Developing regulations to operate a ongside incentives to address soil erosion and land use
change (noting the example of the rules in the Gisborne Combined Regional Land and
District Plan associated with Overlay 3A land).
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Appendix One: Comparisons Among Existing Schemes

Key Point Permanent Forest Sink Initiative | Afforestation Grant Scheme East Coast Forestry Project Hill Country Erosion Programme
Government's To sequester carbon, mitigate To sequester carbon, mitigate climate Sustainable land management Sustainable land management
motivations climate change and meet Kyoto change and impacts of climate change,

Protocol commitments and meet Kyoto Protocol commitments
Government’s A mechanism to allow landowners | To provide an alternative mechanism (to | Sustainable land management, No copy of Government's stated goals or
stated goal/s or | to access the value of carbon the ETS) with lower transaction costs that | targeting the worst 60 000 hectares of | objective/s available.
objective/s sequestered on land through the allows landowners to recognise the severely eroding land in the Gisborne
establishment of forest sink climate change mitigation benefits of District.
covenants afforestation
To establish new Kyoto-compliant forests MAF stated goal is to increase the rate of
in areas that will assist with reducing the protection on North Island hill country
expected impacts of climate change and pasture with severe or extreme erosion
generate other environmental benefits risks
To create additional Kyoto sink credits at
least cost to the crown
Activities The establishment of Kyoto- The establishment of Kyoto-compliant Sustainable land management through | Sustainable land management through

compliant forests through
regeneration or planting

forests through regeneration or planting.

afforestation, reversion or pole planting
Providing information to owners of
eroding land

Commissioning research on soil
conservation issues

Working with the GDC on SHC project

afforestation, reversion, retirement or pole
planting

Initiatives that:

e support catchment facilitation groups

o plan or implement erosion protection
programmes

e educate owners of hill country land

o deliver capacity building - local govt
land managers
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Key Point

Permanent Forest Sink Initiative

Afforestation Grant Scheme

East Coast Forestry Project

Hill Country Erosion Programme

Grants

No grants

Grants to individuals, business entities
and local government provided they own
the land or have right to use the land for
forestry

Average grant for public pool = $1,700/ha
and for regional pool = $2,100/ ha

Grants to landowners or entities that
have an interest in the target land.

Grants range from $1,476 to $2,280/ha
for afforestation, $1,512 for reversion,
actual and reasonable for pole planting

Grants to regional council’s for regional
initiatives for up to four year contracts.

Grants levels dependent on contributions
from regional councils and landowners
(partnership approach).

Grants for afforestation through AGS and
HCEP

Horizon's contract states that provision
of any Government funded investment
into joint venture forestry is to be
reinvested in catchment related projects

Carbon credits

All carbon credits to the landowner

First ten years of carbon credits to the
Crown then landowners can enter PFSI
(or ETS)

Can enter the PFSI (or ETS with
possible post-2007 part grant
repayment)

AGS carbon credit conditions apply for
AGS grantees

HCEP grantees can enter the PFSI, but
not the ETS

Cost recovery

Legislation requires that all
reasonable steps be taken to
recover administration costs that
are not provided for by money
appropriated by Parliament

Current policy recovers only very
small percentage of direct
administration costs

No administration costs are recovered by
MAF from landowners but 10 years of
carbon credits go the Crown so may
achieve fiscal neutrality

No administration cost are recovered by
regional councils from landowners

Regional councils recover part of their
administration costs from MAF

No administration costs recovered by
MAF from landowners

No administration costs recovered by
MAF

Regional councils recover part of their
administration costs from MAF

No cost recovery from landowners
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Key Point

Permanent Forest Sink Initiative

Afforestation Grant Scheme

East Coast Forestry Project

Hill Country Erosion Programme

Delivery
mechanism/s

50-year covenant registered against
land title

99 year harvesting restriction (while
covenant applies)

Ten year agreement with the Crown that
transfers to purchaser if the land is sold

50-year covenant registered against
land title

Grant approval certificate

Regional Plan rules for Overlay 3A land

Farm plans with voluntary implementation

Councils arrange Memorandums of
Understanding or Encumbrance

AGS and associated mechanism

Harvesting Restricted to continuous canopy After ten years no restrictions on Forests intended to be harvested but AGS conditions apply
forest management management options may not be economic on some sites
Replanting required HCEP grantees conditions depend on
MOU
Benefits to Assists landowners to recover the Assists landowners to fund afforestation | Assists landowners to fund Assists landowners to fund afforestation,
landowners costs of afforestation or reversion or reversion for future timber, carbon afforestation, reversion or pole planting | reversion or pole planting to mitigate soil

through carbon credits and limited
timber

Ability to earn carbon credits
(AAUSs) for net forest carbon
sequestration (only credible source
for voluntary market)

AAUs more tradable than NZUs
and potentially more valuable

Accommodates indigenous
reversion better than the AGS

credits and/or soil erosion
Mitigates landowner cash flow issues

Landowners able to join PFSI or ETS
after ten years

for timber and to mitigate soil erosion
Mitigates landowner cash flow issues

Landowners can join PFSI or ETS but if
post-2007 grantee may have to refund
part of grant

Assists landowners to comply with the
Gisborne Regional Plan requirement of
having effective tree cover on Overlay
3A land

erosion and for timber
Mitigates landowner cash flow issues

Landowners using AGS grants able to
join PFSI or ETS after ten years

Free farm plans with voluntary
implementation

Financial assistance for protection
programmes and catchment facilitation
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Key Point Permanent Forest Sink Initiative | Afforestation Grant Scheme East Coast Forestry Project Hill Country Erosion Programme
Benefits to the | Mitigation of anthropogenic climate | Mitigation of anthropogenic climate Benefits relating to carbon Benefits relating to carbon sequestration,
Crown / local change change sequestration, climate change, water climate change, water quality and
government quality and biodiversity biodiversity

Benefits relating to biodiversity, soil | Benefits relating to soil erosion, water
erosion, water quality quality and biodiversity
First ten years of carbon credits
Inter- PFSI landowners can be ECFP AGS landowners can join the PFSI after ECFP landowners can join the PFSI Landowners can join the PFSI if not AGS

relationships

grantees

PFSI landowners not eligible for
AGS grants

ten years

AGS landowners not eligible for ECFP
grants

Key delivery mechanism for afforestation
under the HCEP

ECFP mutually exclusive to HCEP

ECFP landowners not eligible for AGS
grants

grantees

ECFP mutually exclusive to HCEP

HCEP uses AGS as main delivery
mechanism for afforestation

Relationships
with the ETS

PFSI and ETS are mutually
exclusive

PFSI delivered under Forests Act
and ETS under Climate Change
Response Act

PFSl inconsistent with ETS re some
administrative systems

Common technical provisions such
as definitions, carbon assessment

AGS landowners can enter the ETS after
10 years

ECFP landowners can join the ETS
with possible part refund of grant if
post-2007 grantee

Where AGS is used landowners can
enter the ETS after 10 years

Areas retired under HCEP can enter ETS

Areas afforested under HCEP can not
enter ETS
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Key Point Permanent Forest Sink Initiative | Afforestation Grant Scheme East Coast Forestry Project Hill Country Erosion Programme
Monitoring On-going enforcement of the Shape files on all forest areas once Shape files on all forest areas once Shape files on all forest areas established
covenant established established once established
Shape files on all forest areas once | Site visit a minimum of 6 weeks after Site visits to ensure establishment AGS provisions apply where for AGS
established planting is required grantees
Further monitoring during the 10-year Further checks at thinning
term
Restrictions Covenants can only be held by a Regional councils and landowners can All land ownerships are eligible HCE Fund only relates to defined land
relating to land | landowner not have joint venture agreements from areas under regional council initiatives
ownership the regional pool (grantor / grantee) approved through applications to the fund
Owner must maintain erosion control
effectiveness
Other Differences with AGS: See PFSI Does not require farm plans as per Requires farm plans before grants can be
differences e permanency HCEP but does require covenants made v covenants for the ECFP
between e covenants v agreements
schemes e immediate credits v grants First ten years of carbon credits to the No carbon credits to the Crown for soil
e AAUsv NZUs Crown for soil erosion mitigation v no erosion mitigation v ten years of credits
e covenants v register of carbon credits to the Crown under ECFP | to the Crown under the AGS for soil
participants for mitigation of soil erosion erosion mitigation

Contracts for AGS soil erosion grants v
covenants under ECFP for soil erosion
grants

Grants combined with regulation under
regional plan v no regulation under the
HCEP

Covenants for soil erosion grants v
contracts under AGS for soil erosion
grants

Has a different specification for initial
and final stockings compared to the
AGS and HCEP

Grants with no regulation under regional
plans v ECFP with grants and regulation
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Key Point Permanent Forest Sink Initiative | Afforestation Grant Scheme East Coast Forestry Project Hill Country Erosion Programme
Other Dual covenants required if ECFP HCEP and AGS regional pool both fund
duplications forests also enter PFSI afforestation for soil erosion, although
between former limited to less than five hectares
schemes and latter to five hectares or more
Lead agency MAF MAF MAF MAF
Partners Landowners Ten regional councils re the regional pool | Gishorne District Council Horizons, Taranaki, Greater Wellington

Landowners

Landowners

and Hawke's Bay Regional Councils

Landowners
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Appendix Two: The Roles of Government Incentive Schemes in
Resource Management

Incentive schemes are used to address market failures that arise from the generation of
environmental externalities (soil erosion, water quality, biodiversity, carbon emissions) through
facilitating land use change. Another way of considering these environmental externalitiesis
“policy tolerance” by governments of unsustainable land uses, with consequential impacts on land
values that do not reflect the costs of the environmental externalities.

Incentive schemes can also address market failures where public good benefitsto NZ Inc. are
otherwise provided free of charge by landowners, and can assist mitigate cash flow issues from
existing, unsustainable resource use that inhibit the change to sustainable resource use.

It isimportant to avoid direct financial incentives (grants) being capitalised into land values. It is
also important to avoid developing a culture where landowners have an expectation of financial
incentives to change land use.

However, (financial) incentives are only one side of the equation for achieving land use change:
regulations are the other side. Thereisa case generally in New Zealand for a stronger focus on
regulation in the balance between incentives and regulation to address environmental externalities.
(The Resource Management Act has alaudable purpose, but implementation has been weak).

The value of any (financial) incentive should reflect the value of the service purchased, or the cost
of transitioning to the new (sustainable) land use where the value of the service can not be readily
established e.g. mitigation of soil erosion.

Information and education also have important rolesin facilitating land use change.

Forestry context

Forestry incentive schemes in New Zealand have along history dating back to 1858. They have
(arguably) had limited successin attaining their (original) goals.

Significant levels of annual afforestation have only been delivered when there has been arobust
commercia plantation forest industry. Grant schemes are only likely to deliver low levels of new
forest planting or regeneration.

New commercial forest establishment in New Zealand is constrained by the price of hill country

land which is kept high by the policy tolerance of unsustainable land uses and their environmental
externalities.
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Appendix Three: The ETS (Forestry)

Thisreview is being undertaken in the context of the ETS (Forestry) being operational. New
Zealand' s Fifth National Communication under the UNFCCC™ commented:

The ETS isthe main policy instrument to encourage afforestation and reduce deforestation. In
addition to the ETS, New Zealand has three major schemes that promote afforestation and
provide incentives to maintain forests: the East Coast Forestry Project, the Afforestation Grant
Scheme, and the Permanent Forest Sink Initiative.

The first three years (to 2010) of the New Zealand ETS (Forestry) appear to have motivated little
new planting, and a significant period of domestic and international policy stability (and attractive
carbon prices) are likely to be needed for the ETS (Forestry) to stimulate significant investment in
afforestation. Although the Government has stated that it is committed to the continuation of an
ETSin New Zeaand, the current review, the ongoing uncertainty over afuture international
agreement and the postponement of the entry date for the agriculture sector, inevitably create an
environment of local uncertainty. A future international agreement that operates post the Kyoto
Protocol’ s first Commitment Period also seems highly uncertain.

Uncertainty extends to the international price of carbon with analysts predicting both price rise
and price collapse.

Carbon price (theoretically) impacts on investment through the ETS (Forestry), and greater
commercia investment (afforestation) driven by the ETS (Forestry) may reduce Government’s
need/desire to operate other afforestation schemes.

Manley and Maclaren (2009)"® model impacts of carbon price on:

o Internal rates of return (IRR) for radiata pine regimes, which range from around 4-5 percent
for carbon = $0 per tonne to 12-17 percent for carbon = $50 per tonne (with land cost of
$6,000 per hectare);

o Land expectation values (LEV) for radiata pine regimes, Douglas fir and Eucalyptus nitens,
which range from close to $0 per hectare at carbon = $0 per tonne to $5,000-$18,000 per
hectare for carbon = $50 per tonne (at 8 percent real rate of return).

Horgan (2007)*" models estimated areas of new commercial forest planting against IRR and
suggests at an IRR of less than seven percent thereis little or no new planting, and at an IRR of
ten percent there may be 80 000 hectares per year.

If the Government’ s objective is to have 30 000 hectares of new planting per year by 2020™, then
Horgan's model suggests an IRR of around eight percent might deliver thistarget. For radiata
pine, a carbon price in the mid-$20s (or higher) might achieve the eight percent IRR (or greater)

> Ministry for the Environment, 2009. New Zealand' s Fifth National Communication Under the United Nations
Framework Convention on Climate Change Including the Report on the Global Climate Observing System, available
at: http://www.mfe.govt.nz/publications/climate/nz-fifth-nati onal -communi cation/index.html

1 Manley, Bruce; Maclaren, Piers, 2009. Modelling the impact of carbon trading legislation on New Zealand's
plantation estate, NZ Journal of Forestry, May 2009: 39-44. NZ Ingtitute of Forestry, Rotorua.

" Horgan, G. 2007. Financial returns and forestry planting rates, available on page 116 at www.maf.govt.nz/news-
resources/publications.aspx?dnn-ctr4418 PublicationsSearch-searchResultsRadGridChangePage=116

18 John Key, Prime Minister, opening address at ForestWood 2010 Conference, Wellington, 12 October 2010.
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under the ETS (Forestry), assuming investor confidence in the ETS (Forestry) which may not exist
at thistime.
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Appendix Four: Review Panel

The Panel that reviewed the MAF afforestation schemes comprised:

Professor Anton Meister ADM Consulting Ltd

Glen Katu Maraeroa C Incorporation

Piers Maclaren Piers Maclaren & Associates Ltd
Peter Gorman MAF

John Novis MAF
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Appendix Five: Review Scope and Terms of Reference

Scope
Thisreview of MAF administered aff orestation schemesinvolves the;

Permanent Forest Sink Initiative (PFSI);

Afforestation Grant Scheme (AGS);

East Coast Forestry Project (ECFP); and the

Sustainable Land Management (Hill Country Erosion) Programme (HCEP).

With regard to the ECFP, the review will only address cost-effectiveness, implementation issues
and opportunities, and the inter-actions with the other forestry schemes. The review will not
consider the policy supporting the ECFP, its objectives or its continuation. The findings and
recommendations of the afforestation review pertaining to the East Coast Forest Project will be
considered by the Crown when it decides on any future action to address major erosion issues on
the East Coast under the Ngati Porou—Crown Relationship Accord.

The review does not include the Emissions Trading Scheme (ETS), other than in the context of
considering whether the PFSI, AGS and HCEP are still needed in their current forms given the
ETS and whether any statutory alignment issues exist with the ETS.

The PFSI and the AGS are components of Government’s climate change policy. The ECFP and
the HCEP are components of Government’ s sustainable land management policy. The reviewers
are to consider the schemes under these two groupings, as well as a combined package.

The review will cover policy for the PFSI, AGS and HCEP, and implementation and operational
aspects of all four afforestation schemes.

Maori interests

The terms of reference provide for Maori stakeholders, including iwi, to raise with the reviewers
any issues of concern, including impacts on landowners and barriers to participation, and any
opportunities associated with the schemes. Key Maori stakeholders who must be consulted are
identified.

Carbon trading scenarios

The review of afforestation schemes shall be undertaken in the context of three carbon trading
scenarios. The first scenario will assume a status-quo trading environment where the price of
carbon is $NZ 25 per tonne of CO,, while the other scenarios will assume carbon prices of $NZ 10
and $NZ 50 per tonne of CO,.

Terms of reference

The objectives for the review are to establish the levels of effectiveness and cost-efficiency in the
delivery of each scheme, improvements that are warranted and to identify their future roles (with
the exception of the ECFP) in contributing to sustainable land management and climate change
policy objectives.
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The reviewers will use information available from MAF, consult with scheme administrators and
stakeholders (including those listed below under “Consultation™), and consider public submissions
(to be sought by MAF), to:

(&) Ciritically examine the performance of PFSI, AGS and HCEP against their policies and/or
objectives, against co-benefits such as mitigation of soil erosion, carbon sequestration,
indigenous biodiversity and protection of water quality as appropriate, and against other
relevant Government policy.

(b) Ciritically examine the performance of the four schemes with respect to:

o level of uptake;

o financial, environmental and social benefits and adverse impacts, if any, to the Crown
and to participating landowners;

o financial costs to the Crown in administering the scheme and to landownersin
participating in the scheme.

(c) Consider the benefits and costs to local communities, if any, arising from the four schemes,
and whether they are reflected in the funding and/or delivery of the schemes.

(d) Document key issues and opportunities for the Crown in administering the four schemes and
for participating landowners, including impacts on landowners and barriers to participation,
recommend actions to address these issues and opportunities (which may be in the context
of (f) below), and identify any significant risks associated with the actions.

(6) Identify areas of duplication, omission or misalignment, if any, among the schemes™ and
recommend actions to address these (which may be in the context of (f) below).

(f) Critically examine the merits of the PFSI, AGS and HCEP continuing to operate
independently, merging these schemes, improving scheme design and implementation,
cancelling these schemes in light of the ETS or cancelling these schemes because they fail to
deliver effective outcomes, and consider statutory alignment issues with the ETS for
schemes that should continue (including the ECFP).

(g0 Recommend future options for the PFSI, AGS and HCEP and how these options might best
be implemented.

(h) Present adraft report to MAF by 31 March 2011 for their comment, and a final report for the
Minister of Forestry and the Minister for Climate Change Issues by 20 May 2011.

Consultation

Consultation with stakeholders and Iwi will include the NZ Forest Owners Association, NZ
Institute of Forestry, NZ Farm Forestry Association, Iwi Leaders Group (Climate Change) and
their advisors, Federation of Maori Authorities, Regional Affairs Committee of Local Government
NZ, Local Government NZ, Sustainability Council, Federated Farmers and key environmental
interest groups.

Te Runanga o Ngati Porou will be consulted recognising that the ECFP covers the Waiapu
catchment and erosion in the Waiapu catchment is an important issue to Ngati Porou.

9 MAF Policy has undertaken a project comparing the four schemes and this will be available to the reviewers.
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Appendix Six: Submitters
Written submissions were received from:

Gisborne District Council

Kohi Lands Ltd

Maori Trustee

Tunakino Forestry Ltd

Fraser Forestry Partnership
Lansdowne Forestry Ltd

P F Olsen Ltd

Tane's Tree Trust

Graham Usher

Landcare Research

Northland Regional Council
Wellington City Council

Craigmore Forestry Ltd

Hawkes Bay Regional Council
Forest Owners Association
Christchurch City Council

Greater Wellington Regional Council
Regional Council AGS Allocation Panel
Property & Land Management Services Ltd
Auckland Council

Horizons Regional Council

Ingleby Company NZ

Forest Carbon Group

Sumitomo Corporation

Permanent Forests International Limited
Environment Waikato

Taranaki Regional Council

Fonterra

Catherine Delahunty
ChanceryGreen

NZ Institute of Forestry

Clive Anstey

Sustainability Council

Jon Spencer

Ecologic Foundation

DTS Riddiford

FoMA

Hardwood management

ERA Ecosystem Restoration Associates
Grondalen Trust

Greenpeace

Beyond Carbon Ltd

NZ Native Forests Restoration Trust
Wood-Mizer NZ Ltd

Private + Southern Clams

Carbon One Ltd

OMFinancial

Robin and Ainslie Green

Heritage Forestry Lawrence Ltd
Regional Land Managers

Neil Walker

Gisborne Branch, Farm Forestry Association
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