7 Conclusions

The Government should consider formulating an alternative climate change goal
for New Zealand that better manages the risks, opportunities and impacts
associated with our net emissions position while engaging with the international
community in an attempt to secure broad and balanced participation and action
on climate change policy.

Underpinning issues relating to our domestic policy settings going forward is a
question of the appropriate mix of price-based measures (e.g. taxes), or
regulatory and support-based policies. Broadly speaking, in a situation where
New Zealand has binding emissions targets, the more closely a domestic carbon
tax approximates the international carbon price, the less rationale there is for
additional regulatory or supporting measures in those sectors of the economy
subject to the tax.

It is unrealistic in the short-term (CP1) for the Government to introduce a new
programme to offset New Zealand’s Kyoto liability by subsidising large-scale
new forest planting because relatively little carbon would be sequestered during
CP1.

Although it is unclear what level of domestic emissions reductions can be
achieved in CP1, the level of domestic reductions that can be achieved in a cost-
effective manner is likely to be small relative to New Zealand’s net emissions
position. Given this, New Zealand would be prudent to meet its Kyoto
commitment by, partially at least, purchasing some Kyoto-compliant units
internationally.

A work programme should be commissioned to determine potential buying
strategies for New Zealand that reflect New Zealand’s objectives in this area and
our risk profile, along with issues of management, timing and price. Given the
considerable uncertainty that surrounds the future price of emission units, early
agreement by the Government to a buying strategy may prove to very important.

7.1 Introduction

This chapter acts as a summary of the Review report and brings together its key
conclusions. In doing so, the chapter focuses on the following:
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a. a discussion of New Zealand’s climate change strategic goals

b. a high-level discussion of different approaches to policy settings, more
specifically, price-based mechanisms (PBMs), and regulatory and support-based
policies

C. a discussion of two types of PBMs, carbon taxes and emission trading schemes,
and a brief discussion of the Project to Reduce Emissions (PRE) programme, a
support-based policy which has been underway for some time

d. a discussion of issues around the use of PBMs, and regulatory and support-
based policies, on a sector-by-sector basis

e. asummary of high level options for reducing domestic emissions in CP1

f. a discussion of a possible buying strategy for New Zealand and the factors to be
taken into account :

g. a discussion of principles to inform New Zealand’s iaternational neg‘o'tiating
position.

7.2 New Zealand’s Strategic CIimate Change Goals

7.2.1 Preface

Climate change matters to New Zealand “for: several reasons. New Zealand is
vulnerable to the impacts of climate.change through its coastline, the strong role of
agriculture in its economy, infrastructure,-and unique ecosystems. This was an
important consideration in framingthe’Gavernment’s climate change policies in 2002.
This review has been primarily Concerned” with presenting the Government with
strategic choices around-climate change, mitigation policies. It has not attempted to
undertake any evaluation.of the potential costs of climate change adaptation in New
Zealand, or of the weight that New.Zealand should attach to adaptation strategies in
the future. This isan area that will warrant further policy investigation over the next few
years.

7.2.2 Where did-the Government aim in 2002?

The Government established the following strategic climate change goal in 2002:
“To\ enéble New Zealand to make significant greenhouse gas
reductions on business as usual and be set towards a permanent
downward path for total gross emissions by 2012.”

The goal was established against the following context:
a. New Zealand would be a net seller of emission units in the first commitment

period of the Kyoto Protocol, with a projected surplus of 55 million units — 17.9%
of our Kyoto “Assigned Amount Units”
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b. additional policies would be required before 2008 to prepare the New Zealand
economy for the first, and importantly, subsequent commitment periods beyond
2012 (New Zealand Government, 2002a). The key policies that were
subsequently initiated included:

. projects to Reduce Emissions (PRE)

. negotiation of Negotiated Greenhouse Agreements (NGAs) for “at
risk” firms

o joint industry/Government -funded agricultural research.

C. additional policies would be required after 2008 as an international price of
emissions emerged. The key polices are:

. a carbon tax that approximates the international carbon price; _
o application of the NGAs for “at risk” firms
° continued agriculture research

. the forestry and land use policy as.announced-(with a key feature
being retention by the Government of forest:sink credits and liabilities
but with a deforestation“cap. aimed- at -limiting liability to the
government from large-scale deforestation)

If it were maintained, and taken Seriously, the strategic goal, as established in 2002,
would have pointed New Zealand. to’ adopt relatively ambitious long-term emission
reduction policies. However, the émission-forecasts at the time did not indicate that
such policies would be ‘required<for<{ New Zealand to meet its current Kyoto
commitments, because ‘of. the “windfall”™ from forest sinks. An ambitious target did
serve the purpose .of ensuring that \New Zealand meets its Kyoto obligations cost-
effectively by undertaking domestic-abatement as well as using its forest sink credits,
and for positioning-New Zéealand for what were expected to be more stringent emission
reduction obligations beyond-2012, provided that the mitigation polices achieved the
necessary ‘emission reductions.

New Zealand.‘can meet its commitments under the Kyoto protocol through a
combination of the following broad approaches:

a. by reducing emissions through domestic action
b. by establishing additional forest sinks to offset emissions

C. by buying credits through the Kyoto Flexibility mechanisms to offset emissions.
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7.2.3 What has changed since 2002?

Some fundamentals have changed

There have been some important contextual changes in underlying levels/ rates of
emissions:

a.
b.

underling emissions growth is higher, and forestry planting rates are lower

compared to initial estimates, less forest can be counted as “Kyoto forests”

The net result of these changes is that it is estimated that New Zealand will be in net
deficit of 36.2 Mt CO.e in the first commitment period.

It is important to note that there is uncertainty around that figure and although our
methodology for assessing our net emissions position stands up well to international
scrutiny, it will be some time until the uncertainty in our net emissions position’is.
reduced to small levels E

It is also worth pointing out that other countries are facing similar Kyoto-related issues.

Some of the key policies announced in 2002 will be less effective in delivering
emission reductions than expected:

Experience has shown that firms eligible for NGAs are likely to be close to
“world best practice” in relation to greenhouse emissions from their
operations. This suggests that emission reductions achieved through
NGAs may be modest.

Preliminary evaluation of the PRE programme concludes that it is unclear
whether the expected CP1 emission reductions resulting from PRE exceed
the emission units allocated.

Agricultural industry expectations that agricultural research could lead to a
reduction of 20% in agricultural emissions by 2012 appear overly
optimistic.

What does this mean for New Zealand’s capacity to reduce emissions?

It will be more. difficult for New Zealand to meet its current Kyoto commitments than
was anticipated” when current policies were set in 2002. However, the task is
manageable;particularly if New Zealand makes use of the Kyoto Flexible Mechanisms
to partly meet our Kyoto target.
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It is impossible to predict now when New Zealand might be able to achieve a
"downward carbon path" or how long such a transition might take. With some
confidence, we can predict that in the period to 2012, during which New Zealand
will have a binding emissions target, New Zealand emissions will continue to
grow. Mitigation actions will be directed at reducing the rate of growth. Beyond
2012, the picture is less certain. It would be risky now to assume that "new and
easy" emissions reductions will be achievable in the immediate period after
2012. In that case, New Zealand could probably only meet any binding
"downwards" emissions targets soon after 2012 by paying for emission
reductions in developing countries. However, looking to 2020 and beyond, it is
only possible to speculate on the opportunities for significant reductions in
emissions.

7.2.4 Consideration of Alternative Strategic Climate Change
Objectives ' ‘-

The Government may wish to consider replacing the current strategic goal with multiple
objectives that it can use to guide its choice of climate’change palicies.

A gquantitative goal may not be helpful in guiding policy choice in the next 5 -7
years, but that may not hold in the period beyond the next 15 — 20 years. Over a
longer time period, technological change in areas such as agriculture for
example, may allow New Zealand to pursue polices that do deliver an emissions
profile that does take the country towards a “downward carbon path”.

The following considerations aré 'pei'tinen"t"in ébnsidering an appropriate goal that might
provide guidance for the development-of‘climate change policy.

e New Zealand-is _dépénde‘nt. c‘>_r'1. effective global action to manage the degree of
climate change

e it is _desirable that- New Zealand engage internationally to seek to secure
effective global-action

e the level.of New Zealand’s emissions will have little direct impact on the degree
to which’human-induced climate change occurs

e it is_desirable that New Zealand positions itself to promote its national interests
in the design of international agreements to address climate change

o there is no international agreement on how to deal with climate change post-
2012

e it is important that New Zealand’s domestic policies align with whatever future
international targets we agree to (if any).
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7.2.5 An alternative Climate Change Goal could be established
based around the principles of “international engagement” and
“policy sustainability”

The Government should consider formulating an alternative climate change goal
for New Zealand that better manages the risks, opportunities and impacts
associated with our net emissions position while engaging with the international
community in an attempt to secure broad and balanced participation and action
on climate change policy.

The Government may wish to consider an alternative strategic climate change goal
around the following elements:

a. New Zealand will engage with the international community on respenses to
climate change in an attempt to secure broad and balancéd participation and
action, in particular by all of the world's major emitters; including, both-developed
and developing countries, to effectively manage the risks from human-induced
climate change

b. New Zealand will adopt policy measures-to address greenhouse emissions
that meet the following criteria:

i. policy settings that allow us-to derho’n__strate that we will meet the
international commitments. we take onv>'e.g. through a combination of
achieving domestic abatement and international emissions trading

ii. policy settings that recogmse New Zealand s unique national circumstances
iii.  policy settings are sustalnable_, efﬁment, and flexible and

iv.  policy settings-that’are-compatible with New Zealand objectives in relation
to economic_growth, social cohesion, and other environmental objectives.

C. New Zealand will-manage.the risks, opportunities and impacts arising from
the effects of climate'change and ensure adaptation as smoothly as possible.

7.3 Policy’ Choice - Price-Based Mechanisms (PBMs),
Regulation and Support Policies

A critical decision going forward relates to the balance that New Zealand places on
price-based mechanisms (PBMs), and regulation and support-based policies (i.e.
specific subsidies).

The key difference between the different approaches is that under a PBM, there is no
attempt to centrally determine the areas in the economy in which New Zealand is best
placed to reduce its domestic emissions.

The use of regulatory mechanisms, or support-based policies relies on a central

determination of areas upon which to focus climate change mitigation efforts. In
contrast, the use of a PBM allows private firms and individuals to determine the most
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appropriate responses throughout the economy in response to the relative change in
prices that is implicit.

Broadly applied PBMs are likely to result in changes across a whole range of
economic activities. This may lead to:

a. a large number of small changes in behaviour over time, many of which are
imperceptible:

o these changes in behaviour are likely to occur right throughout the value chain

¢ there will be a strong signal that the price of carbon will be faced by all emitters
(or all emitters within scope) going into the future thus providing an incentive to
seek carbon-reducing activities and technologies where the benefits to the firm
concerned outweigh the cost.

b.  structural change where some firms or industries become uncompetltlve as a
result of the need to face a price of carbon. '

Regulatory or support-based mechanisms have the capacity to ‘affect a small
number of areas of the economy quite significantly. These types<of mechanisms can
be used to create large changes in the economy in thé areas that-are highlighted. One
downside is that the costs of these interventions are often unclear; This can make it
difficult to confidently determine whether the benefits of the intervention will outweigh
the costs. Another downside is that regulatoryor)support-based policies can result in
uneven incentives and behaviours across the economy (Of>course, a poorly designed
PBM can also have this downside).

An issue for New Zealand to balance going forward is the appropriate mix of these
different types of mechanisms. As-a)general.rule; the more that PBMs are employed
(and the closer that a PBM is_to’the“world carbon price), the less reason there is for
employing either regulatory or:suppoft<based mechanisms in the sectors that are
subject to a PBM. Therefore-it would:still be rational to have a PBM across a wide
subset of the economy, \and-to wse a regulatory approach in areas where it was not
efficient, or practicaltoimpose a PBM.

PBMs, regulatory> approaches;.and support-based policies all impose costs on the
economy. ~Similarly, -a policy mix that relied on not implementing any measures to
reduce our domestic emissions would impose a cost on the economy — through the use
of taxpayer funding.to-purchase Kyoto-compliant units internationally. The respective
costs are likely to fall on different areas of the economy and are often difficult to
determine. _The challenge therefore, in determining the most appropriate policy
package going\forward, is to meet our Kyoto commitments (and position New Zealand
as well as'possible for going forward beyond CP1) while minimising both the social and
economic costs to New Zealand.

The sections below discuss the two types of PBMs that are most commonly employed;
carbon taxes and emission trading schemes. There is also a brief discussion of Project
to Reduce Emissions (PRE), a support-based policy which has been underway for
some time.
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Following this, Section 7.5 examines the use of PBMs, and regulatory and support-
based policies, on a sector-by-sector basis. One focus of this section is on discussing
options that have the potential to reduce domestic emissions in CP1.

Underpinning issues relating to our domestic policy settings going forward is a
question of the appropriate mix of price-based measures, such as taxes, or
regulatory and support-based policies. Broadly speaking, in a situation where
New Zealand has binding emissions targets, the more closely a domestic carbon
tax approximates the international carbon price, the less rationale there is for
additional regulatory or supporting measures in those sectors of the economy
that are subject to the tax.

7.4 Carbon Taxes and Emissions Trading

7.4.1 Assessment of the Carbon Tax as Announced by the
Government = \

The exemptions to the carbon tax that are applied to the agricultural sector and NGA
firms create unequal incentives across the economy to'reduce emissions and are
therefore a significant source of inefficiency< If-maintained, the current policy will not
allow New Zealand to achieve long-term abatement at-the lowest possible cost to the
economy. : -

The carbon tax as announced might-be used-as a:basis to move to an alternative price-
based measure in the future. This cou’Id,_ however, be difficult. Once the tax has been
enacted and implemented it would seem| unlikely that a fundamentally different regime
would replace it for some time: :

If the Government wishes to introduce a price-based measure to address New
Zealand’s emissions, it would be preferable for an effective and sustainable
regime to be established soon, rather than to persevere with the announced
carbon tax and associated NGAs.

Alternatively, the Government could defer a decision until (probably) 2010, taking
an explicit decision to meet New Zealand’'s immediate Kyoto commitments
without using a carbon tax.

Alternative carbon tax options are presented in Section 7.4.2.

7.4.2 Alternative Carbon Tax Options

The Review identified a variety of alternative models for progressing the concept of a
carbon tax. These are:
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Option la: A low-level broad-based tax, implemented in the near future,
gradually increased over time

Option 1b: A broad-based tax at world price, with targeted recycling of tax
revenue (e.g. energy efficiency, structural adjustment)

Option 2a: A deferral of any decision on a price based measure

Option 2b: A tax on large industrial emitters that do not meet (i.e. are
worse than) world best practice emissions intensity

A tabular evaluation of these is set out below, followed by a brief discussion of this
evaluation.

The Review assessed these alternative models against the following criteria:

o forecast effect on domestic emissions in CP1
o potential impact on domestic emissions beyond 2012.
o economic impacts.

o sustainability, flexibility and feasibility.
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Schematic Comparison of Carbon Tax Models against Assessment Criteria

KEY
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X Negative or negligible impact
? Unknown impact

Effect on Effect on Impacts on Sustainability,
domestic domestic medium flexibility and
emissions in emissions term feasibility
CP1 beyond CP1 economic
growth
Announced v ? X X
carbon tax 13 Mt | Depends on | Negligible Large .
reduction whether policy overhgads of
survives NGAs” “means
“overheads” of sustainability
negotiating guestionable
NGAs .
Option la: low- | X vV (With {2 v
level broad- | Negligible in | agriculturein.) ‘ Provided
based tax, | CP1 v (With community buy-
rising over agriculture out.) in
time Potentjally’
substantial-to \)
2020 (Depends: [
on thedevelto |
which thetax
.can beraised)
Option 1b: [ VvV 2 NS). ? ?
broad-based Depéends on the This option
tax at world nature of the would face
price, targeted [\targeted major
recycling assistance sustainability
barriers — fiscal
pressures
Option 2a: [ X X X X
defer decision This option | Unlikely to be
on primary would create | sustainable to
price based substantial 2020
measure regulatory
uncertainty.
Option 2b: tax | X X X X
on large | Negligible This option | Unlikely to be
industrial emission would create | sustainable to
emitters  that | reductions substantial 2020
do not meet regulatory
world best uncertainty
practice
emissions
intensity
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The difference between Option 1la and Option 1b is effectively timing and transition to
a state where the “world price” of carbon is reflected in domestic policy settings (Option
1a allows for a more staged and gradual adjustment than Option 1b). This report
argues that such an approach, with few or zero exceptions, would be most likely to
result in an appropriate resource mix from a carbon viewpoint in the longer term, and
would be most likely to lead to significant reductions in domestic emissions in the
longer term.

Important to note though is that it is very possible that the technical and administrative
issues involved in getting to this point will not be easily (or quickly) overcome. In
particular, measurement issues face the application of a carbon tax to agriculture;
these imply that the use of proxies would be necessary in the short to medium term. In
terms of forestry, issues relating to deforestation would still need to be overcome.

Either Option 1a or Option 1b would be far more suited to remain in place for a
significant period of time than either Option 2a or Option 2b. Option la orQOption 1b
would provide an important signal to all sectors of the economy-that the price of carbon
is a genuine issue that New Zealand faces, and that the- priceof carbon will be
reflected in domestic policy settings in the future. As- such, firms \would have an
incentive to invest in technologies that would reduce the emissions intensity of
production and consumption.

7.4.3 A New Zealand Emissions T_ra_ding Scheme

A New Zealand emissions trading scheme could be conSIdered as an alternative to the
carbon tax.

An emissimosns trading scheme (ETS)-.s.potentially a very powerful policy
instrument. An ETS could<lead to. innovative ways of meeting climate change
objectives that would otherwise:be very difficult, if not impossible, to achieve. For an
ETS to be effective, there_are a number of administrative and transactional issues to
overcome. These include:

a. being‘able to accurately measure emissions performance (e.g. at the farm
level) and’ tie \individual businesses’ obligations to New Zealand’s overall
obligation

b.  ensuringthat'scheme participants are accountable for their emissions

C. ensuring that emission permits are easily tradable, with no excessive
transaction costs.

For an ETS tobe effective, there would need to be an acceptance that it is here to stay,
at least for CP1 but preferably longer. Given this, consistency of policy settings is
important, as is a high-level of buy-in, both politically and within the economy. The
difficulty of design, and time required for the design, of an ETS implies that, ideally, an
ETS would be used for more than one commitment period.

e An ETS requires all emitters within the scope of the scheme to hold (and then surrender to

the Government) a tradable permit to cover their emissions. The permits have a market value;
this allows the lowest cost emission reductions to be identified.

REVIEW OF CLIMATE CHANGE POLICIES 419



It would be preferable to include as many New Zealand emitters and major greenhouse
gases in a New Zealand ETS as possible. There are difficulties associated with
including agriculture and forestry. It would be more practical to add these sectors to an
existing ETS rather than develop a new ETS including agriculture and/or forestry. Also,
an ETS would be most effective if it included all types of land-use decisions that have
significant climate change implications, such as afforestation and deforestation rates,
changes in stock numbers (especially cattle), fertiliser application and use of
technology.

It is arguable whether there is an effective, and suitablle international carbon market for
a NZ ETS to link into. A market of this nature is necessary to avoid the highly
problematic exercise of setting a limit on total New Zealand emissions. An international
emissions market would, ideally, allow New Zealand firms to access low-cost emission
permits from overseas at low transaction cost.

The Review recommends that the Government not develop a New Zealand ETS to
apply in CP1 —i.e. up to 2012. Depending on the nature of any successor to the
Kyoto Protocol, New Zealand should seriously consider developing a NZ ETS, to
be introduced after 2012.

It is important that any domestic policies developed in the short term are

designed to enable a transition to an ETS.

7.4.4 Projects to Reduce Em_issi.bns (PR‘\'E)

The key objective of PRE is to réduce New Zééland’s emission profile in the 2008 to
2012 period. Enhancing New Zealand's energy security was also identified as a
desirable outcome of the first assessment round.

A high proportion of units ‘allocated under PRE went to electricity projects.

Modelling as background‘to the. Review suggests that the bulk of New Zealand’s
additional electricity capacity (apartfrom one new combined-cycle gas turbine station)
is likely to come from renewable sources in the immediate future.

The Review conclidés that it is unclear whether the expected CP1 emission reductions
resulting from-PRE exceed the emission units allocated under PRE.

The Review recommends that PRE not continue in its current form.

If the Government decides to change current policy on the carbon tax (linked to the
international price of carbon, capped at $25 per tonne of CO.e, starting on 1 April 2007
at $15 per tonne), firms’ expectations of future prices (in particular for fossil fuels and
electricity), and their assessment of the financial viability of different electricity
generation projects and projects that would reduce emissions, are also likely to
change.
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The assessment that the bulk of New Zealand’s additional electricity capacity (apart
from me one CCGT) is likely to come from renewable sources in the immediate
future  may change too, although current modelling suggests that this is unlikely.

The third round of PRE, which was agreed by Cabinet earlier in 2005, should not
proceed.

If the Government wished to pursue the PRE model (this may be appropriate
depending on any decisions on the future of the carbon tax), the following
questions should be considered:

o Is the PRE model worth continuing?

o If so, what should the scope of any future PRE include? (Any non-electricity
project? Any non-energy project?)

o How can any future PRE programme fit with other policies such as the
carbon tax, or policies arising from the Climate Change Policy Review, in
order to avoid “double-incentives”?

. [withheld under OIA s9(2)(b)(ii)]

o Should units (of uncertain value) be allocated to successful firms or is a
cash payment more suitable?

7.5 Sectoral Analysis

7.5.1 Agriculture

Agricultural emissions. account for almost half of New Zealand’s total gross emissions.
The comparable figure for-the European Union is just 10%. The significance of
agriculture in-our emissionsprofile reflects our traditional comparative economic
advantage‘“inpastoral land~use activities. Cost-effective significant mitigation options
are currently limited and-are likely to remain so, at least over the next decade.

The Government faces three key decisions to guide further policy development:
a. ‘. does the Government want to move towards price or regulatory measures

for agricultural greenhouse gas emissions?

[withheld under OIA s6(a), s9(2)(g)(i), s9(2)(j)]

W Based on modelling by the Ministry of Economic Development.
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[withheld under OIA s6(a), s9(2)(g)(i), s9(2)(j)]

C. does the Government accept that the current approach to research,
extension, inventory methodology development and maintenance of
scientific capacity is sub-optimal? How does it want to approach future
Research and Development arrangements?

Does the Government want to move towards price or regulatory measures for
agricultural greenhouse has emissions ?

A Sector-wide Price-Based Approach

A sector-wide price measure during CP1 would be feasible but not fully efficient — it
would need to rely largely on proxies for emissions at the farm level, e.g.-alpoll tax
based on animal species and age. The use of proxies would<tend.to reduce. sector
output and change land use to lower-emission regimes, rather than. make the
production system more efficient (from a carbon viewpoint). “Ia_addition, estimates of
the economic impacts of a price measure on the sector.and<its likely structural
responses are still subject to considerable uncertainties:;

If the Government wishes to explore possibilities for moving towards sector-
wide price signals that encourage mitigation, the following actions are
recommended:

o Developing a better understanding of the economic impact and likely
mitigation responses, and/or structural adjustment, of the sector, sub-
sectors, and regions to different price signals

o Testing the long-term practical and environmental sustainability of
mitigation technologies, and acceptance by international customers of
agricultural products

o Developing and deploying monitoring and reporting tools that provide
accurate, practical and cost-effective estimates of on-farm greenhouse gas
emissions, including technological or farm management mitigation actions

o Developing methods and data systems to reflect mitigation actions at farm
level in the national greenhouse gas inventory consistent with UNFCCC
good-practice requirements.

Partial Approaches

There are alternatives that could avoid some of the shortcomings of sector-wide
emissions taxes. Some of these would allow the Government to send an early signal
of its longer-term intention to move towards a sector-wide price measure in agriculture.
The main alternatives to a sector-wide price measure are:
. a tax on nitrous oxide emissions associated with the use of nitrogen
fertilisers
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. regulation of total nitrogen loadings in catchments

. direct financial support for the uptake of mitigation technologies.

The price measures relating to agriculture that appear to be most feasible and
practical in providing abatement incentives during CP1 are a tax on nitrogen
fertilisers, and/or direct financial support for the uptake of mitigation
technologies below the international price of carbon. Other proxies are available
but have weaknesses.

The nitrogen tax would cover 7% of agricultural non CO, emissions and the net effect
on total emissions is likely to be low. These partial options have specific risks and
benefits that need further analysis; the Government will have to decide whether it
wants to investigate these options further.

[withheld under QlA-sg(a), s..9.(2)(g)(i), s9(2)()]

How does the Government want to approach future Research and Development
arrangements?

Research into mitigation options, farm extension, and inventory development must
continue to underpin climate change policies for agriculture to identify and implement
cost-effective and practical mitigation options.
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Current research and extension arrangements are considered sub-optimal and
should be reconsidered not only in terms of total funding levels, but also with
regard to the total coverage of research and sharing of responsibilities between
industry and the Government.

It would be desirable to analyse existing arrangements and objectives for any critical
gaps in efforts between mitigation research, the need to develop the national
greenhouse gas inventory, and the development, extension and uptake of mitigation,
monitoring and reporting tools at farm level.

Synergies and trade-offs between policy elements

These decisions and their mode of implementation are not independent from each
other. The following links are critical:

o moving towards price signals for agriculture could erode the current joint
approach to mitigation research, as well as other:valuntary appk‘daches
by the industry to environmental management‘and voluntary reporting of
information. Early engagement with thesector would be critical to
manage these issues. - ' )

[withheld unde\ri OiA'éG(é), s9(2)(j)]

oA "'[Withhé_ld'ﬁnder OIA s6(a), s9(2)()]

Links of agriculture.with other land uses, particularly forestry

Agriculture is only‘one’of a range of possible land uses. Since the total amount of land
available is limited; changing incentives for other land uses will have an indirect effect
on land area. and total stock numbers in agriculture; this will impact on agricultural
greenhouse-gas emissions. The key linkages are:

o any price incentives for forestry, in recognition of their role as carbon
sinks, would reduce the relative value of land for agricultural purposes.
The effect of carbon-sink incentives on overall emissions will be greater
than the amount of carbon stored in newly planted trees since it will also
replace agricultural emissions.

o other restrictions on land uses and land-use changes under the RMA
that can also influence agricultural activities. It is not generally cost-
effective to use such regulations specifically to control greenhouse gas
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emissions. But where such regulations are undertaken for other
purposes, they would also affect emission trends. There may be a need
for consistency of RMA decisions in relation to this i.e. in some areas
restrictions are placed on forestry planting due to water catchments
effects.

Most farmers take a whole-farm perspective on their operations and do not distinguish
between forestry and agricultural activities. A sector-wide price measure on
agricultural emissions would receive greater support if it allowed offsets of agricultural
emissions through the planting of trees. Such a scheme would raise a wide number of
issues regarding monitoring, verification, and liabilities associated with carbon sinks.

7.5.2 Energy

The key means of achieving emission reductions in the energy. sector s through
improvements to energy efficiency (in terms of both technologies and behaVIour) and
increasing the proportion of renewable energy in New Zealand's-energy supply

Analysis suggests there is some potential for further-uptake-of-cost effective energy
efficiency measures in the economy. The key to~‘unlocking™-this potential is
understanding the nature of impediments or disincentives to adopting such measures,
so that appropriate policy responses can be developed and targeted.

New Zealand’s electricity system is already- low. in emissions intensity by world
standards. While the contribution of.some new\renewables (in particular, wind) is
projected to increase over the next 10 years, New Zealand’s scope for mitigation from
fuel switching is more limited than- for many ‘other countries. Potential emissions
savings still exist through mcreasmg the use of renewable energy in generation of
process heat. ;

A key decision for the Government in the energy sector is whether to proceed
with the announced carbon tax or adopt an alternative arrangement (including

postponing implementation of any price-based measure).

A price-based measure/will be an important mechanism for encouraging renewable
generation, as well “asfostering demand response through investment in energy
efficiency and changes in behaviour. However, a tax focussed solely on the energy
sector would have significantly reduced efficiency. If the Government decides not to
proceed with a ‘carbon tax, it could consider the benefits of expanding a selection of
existing non=price based measures, although decisions on these programmes should
wait until EECA’s review of the National Energy Efficiency and Conservation Strategy
(NEECS) is completed.

Existing regulation and support programmes to reduce emissions are generally more
developed in the energy sector than in other sectors. Strong co-benefits (including
economic, social, health and environmental benefits) have resulted in the Government

* Note that transport energy comprises a significant proportion of overall energy use, although
emissions reductions from transport are discussed separately in Section 7.2.5

REVIEW OF CLIMATE CHANGE POLICIES 425




acknowledging and committing to energy efficiency and renewable energy, establishing
EECA in 2000 to specifically focus on pursuing potential benefits.

EECA now has a well-established, although evolving, package of measures. Other
regulatory measures also contribute to climate change outcomes in the energy sector,
including recognition in the Resource Management Act of the benefits of renewable
energy and energy efficiency, low-fixed-charge electricity tariffs and the (pending)
regulation of line access for distributed generation.

EECA is currently leading an interdepartmental process to review NEECS. NEECS
provides a strategic context for EECA’s package of energy efficiency and renewable
energy measures. The Energy Efficiency and Conservation Act 2000 requires the
NEECS to be reviewed five years after it comes into force and requires the Minister of
Energy to determine whether or not the NEECS needs to be replaced by a new
strategy. This first stage will involve a stocktake of current NEECS programmes, an
assessment of best practice, and an assessment of programme “gaps”. Should the
Minister decide that a new strategy is to be developed, a more/in-depth assessment of
options for additional and expanded programmes will be undertaken.

The review of climate change policy has therefore not attempted.to provide detailed
policy recommendations in the energy sector, altheugh-an initiat-assessment of the
climate change costs and benefits of measures.,~has been undertaken. This
assessment suggests most current energy sectormeasures:.are/“no regrets” policies,
based on the economic gains they deliver and.associated.co-benefits.

While EECA’s current suite of programmesis broadly\well-balanced across the range
of appropriate interventions, the ability to. achieve.more’significant gains will depend on
facilitating widespread behavioural_echange. . However, due to the tight coupling of
energy growth and economic activity, the gross. emission benefits from such gains will
risk being diluted by population growth and )societal change, and economic growth
more generally.

EECA already has .in place aprogramme of regulatory-based minimum energy
performance standards; which is“scheduled to expand both in terms of scope and
stringency. Whilst these planned:regulations represent good value for money from a
fiscal perspective;any additional expansion of the programme would need to consider
the possibility \of diminishing returns in light of technical potentials, as well as trans-
Tasman alignment of standards (an important focus of the current programme). Other
programmes in_place—address information problems (via product labelling, energy
audits and education/information provision), capital barriers (subsidies and low cost
loans) and split incentives (the current review of the Building Code).

The appropriate nature and breadth of future/additional regulatory and supporting
interventions to encourage energy efficiency will be dependent on decisions taken
regarding the future shape of any market-based measure (i.e. carbon tax or emissions
trading). Broadly speaking, in situations where New Zealand has binding emissions
targets, the more closely a domestic carbon tax approximates the international carbon
price, the less rationale there is for additional supporting measures (however the need
to address barriers to energy efficiency will remain). Whilst there may be a basis for
transitional support to help firms adjust to a carbon price, this is offset to the extent that
a tax is gradually phased in (the phasing in is, in effect, providing transitional support).
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Decisions about energy-efficiency and renewable-energy programmes should
only be made after the NEECS review is completed.

7.5.3 Forestry and Land use change

Uncertainty about the Land Use, Land Use Change and Forestry (LULUCF) rules
beyond 2012 is a major impediment to developing a resilient domestic policy package
in this area. Without certainty on future rules, including targets, definitions, accounting
and interpretation, it is difficult to evaluate the benefits and liabilities to New Zealand in
the medium-to-longer term. However, it is important to note that the design of domestic
climate change policy for land-use change need not necessarily mirror international
rules. While New Zealand must adhere to issues related to compliance, domestic
policy design has the flexibility to determine how appropriate signals can be transmitted
in relation to afforestation, reforestation and deforestation.

Forestry and agriculture compete for land use. For equity and efficiency
reasons, it is preferable that climate change policies are land-use sector neutral
and do not distort investment decisions. Similarly, substitutes for wood
products should also be treated the same as wood products. Continued
flexibility in land-use decision-making is desirable.

Forestry can assist New Zealand in the transition towards a more climate-friendly
economy. Forest sinks “buy time”. However, any consideration of the benefits
of forestry must not be divorced from the liabilities associated with harvesting
and deforestation.

In the short term, forest sink-credits wiII";offset'harvesting and deforestation liabilities.
New Zealand’s projection for sinks over CP17is a surplus of 67.8 Mt COze.

In the medium-to-longer term, the high planting rates of the mid-1990s mean that,
at harvest, there is a potential for New Zealand’s net sink position to be in deficit
(ie, harvesting liabilities will be greater than the sequestration benefits). This
deficit assumes that current Kyoto rules remain very similar over the medium-to-
long term and that New Zealand is unable to gain a more favourable agreement
(relative to the present agreement) in the future.

A planting programme could potentially dampen or push this deficit out into the
future. However, such a programme will only be effective in the longer term if
significant areas of pasture are permanently converted back to forest.

Description of Options Considered by the Review

The lack of information and in-depth analysis done to date precludes any
recommendation on a preferred policy option for climate change land-use policies.
The Review has identified five broad options for consideration by the Government:

¢ Option One — Government retains all Kyoto benefits and liabilities
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Sub-option 1A - No deforestation cap on non-Kyoto forests, no policies to
enhance sinks (e.g, PFSI)

Sub-option 1B - No deforestation cap on non-Kyoto forests, retain policies to
enhance sinks (e.g, PFSI)

Option Two — Payment for afforestation/reforestation, no devolution of liabilities
and no deforestation cap

Option Three — The current policy, giving effect to the deforestation cap and
other policies to encourage new planting

Option Four - Deforestation charge/afforestation rebate

Option Five - Devolution of carbon benefits and liabilities.

Of the range of options assessed none is clearly preferred, and all have
shortcomings and involve tradeoffs. The most preferred of the options should
be investigated urgently to ensure that any policy changes can be implemented
prior to CP1.

(See Section 4.4.7 for further analysis.)

Key conclusions of the Review are as follows:

The current policy package does not send a'p'propriate climate change signals
to land managers regarding.the)benefits.and costs of land-use change.

It is recommended that Option One noet be progressed further because, while it
would provide greater certainty for forest owners in the absence of the
deforestation cap, ‘the’lack-of signals and bounds on the liability for the Crown
means the situation would likely become untenable.

The review highlights some-possible avenues to improve the lack of climate change
signals to land managers.\ It'is recommended that these findings form the basis of a
work programme-forfurtheranalysis. Those options include:

Option Two:-~A payment for afforestation/reforestation and removal of the
deforestation cap

Option Three - The current policy package - clarification of the policy relating to
the deforestation cap, additional policies to encourage new planting

Option Four - Deforestation charge/afforestation rebate

Option Five - Devolution of carbon benefits and liabilities (in conjunction with
work on an Emissions Trading Scheme).

Options Three, Four and Five offer greater certainty and improved signals but are
technically complex. They raise considerations related to feasibility, compliance,
equity, enforcement and compliance costs.
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A pre-condition for the full devolution of sink benefits and liabilities (Option Five) is a
fully functioning Emissions Trading Scheme.

A work programme is also required to investigate the consistency of the above options
against WTO and other international agreements obligations.

Better information is also required to discern the future deforestation intentions of
foresters and to understand the decision-making process of land-use change in New
Zealand.

Should Forestry Policy be used to affect New Zealand’s CP1 Commitments?

A unique feature of New Zealand is the significance of plantation forestry as a land use.
New Zealand’s liability under the Kyoto Protocol is vulnerable to changes in land use;
specifically, the conversion of forest to other land uses in the period 2008-2012;

At the same time, under the Kyoto sink mechanism the afforestation.of new areas since
1990 can be credited as sinks to offset emissions during the périod of tree growth.
However, when the forest is harvested, under the current rules there is-a reqUirement
to “pay back” these credits. :

This leaves the question as to whether the Government-should encourage large-scale
forest plantings as part of a specific strategy to<offset New Zealand’s greenhouse
emissions, and so reduce the forecast deficit in thefirst Kyoto' commitment period.
Practical and biological factors mean that such.an approach will not be effective in
reducing emissions over the short term {(2008-2012) because new plantings would
sequester relatively little carbon over CP1. . The primarybenefit of such planting would
be to offset emissions growth in second.and/subsequent commitment periods.

It is also not possible at this timeto 'provide. ‘précise costings for such an incentive
scheme. This is because it-is. difficult; ex ante, to determine the subsidy required to
generate a rate of return sufficient to-induce the private sector to undertake large-scale
new plantings. This would-also need.to be considered against the cost of the Crown
investing directly in afforgstation-including afforestation/revegetation of Crown land.
Any such strategy would need to take into account the full costs and benefits (including
co-benefits), and be ranked-against the cost of purchasing emissions units on the
international market,In-some-areas the co-benefits are compelling i.e. East Coast hill
country erasion: N\

It is unrealistic in the short-term (CP1) for the Government to introduce a new
programme to substantially offset New Zealand’s Kyoto liability by subsidising
large-scale new forest planting because relatively little carbon would be
sequestered during CP1. Such plantings have the potential to provide a benefit
for future commitment periods and have the potential to provide significant co-
benefits. However, they will also create a liability that will be incurred on
harvesting.

7.5.4 Transport

For around the last two decades, New Zealand has experienced a period of low oil
prices and/or relatively high economic growth. Transport patterns have been heavily
reinforced by the low oil prices, while key growth areas in the economy are heavily
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transport-dependent (e.g., tourism and freight movement). Fuel demand (and, by
implication, CO, emissions) has been very inelastic to price (i.e., demand does not
move much with price), with current elasticities for petrol and diesel suggesting only a
2% - 2.5% long-run reduction in demand for a 10% increase in price.

o the signalling of the announced carbon tax was not expected to have an
effect on transport emissions. At the proposed level ($15 per tonne of
COy,), it is expected to have little effect on behaviour. The price increase
will be largely invisible within the overall movement in fuel prices caused
by volatility in international oil markets

o a number of current policy initiatives are still to be fully implemented.
However, these will provide only small, incremental CO, gains in the short
to medium term.

Fuel price and vehicle technology are two key international drivers over which New
Zealand has very little control. The recent fuel price increases {0 around $US60/bbl
have prompted some behaviour change from transport users: - Although the precise
impacts are still unclear, continued high oil prices will”maintain price pressure on
consumers to consider energy reductions and alternatives, and a number of lower CO,
options will be emerge in response to a sustained fuel price shift.

The overall effects of a sustained, higher, level of oil price may be more
influential in reducing CO, emissions than the current range of policies.

A second issue is the current lack of-cost-effective \technological alternatives that
provide significant CO, reductions. Unlike the electricity sector, for instance, where
relatively low price signals can cause-a’switch-between high emission generation
(gas/coal) and low-emission alternatives (renewables), there are few comparable
opportunities at this stage in transpoft. Future. vehicle technologies are largely out of
New Zealand’s hands, as we are.essentially technology takers from the global vehicle
industry. There are some fuel-switching opportunities, and the recent oil price
increases have put the first tranche of biofuels (about 10 PJ) now within the range of
potential cost-effectiveness (albeit with the need for a range of supportive Government
policies). Howeuver, this represents-less than 5% of current transport energy demand,
and even lower CO, emissions-reduction potential.

Much stronger-intérvention policies designed to change the composition of the vehicle
fleet in New Zealand.could be contemplated. However, at this stage, it is unclear to
what extent this ‘might have lasting, effective outcomes. There are also questions
about whether.this> would be the best way of addressing the issue, and whether
potential perverse effects can be addressed.

If a decision is made to delay the carbon tax or to set it at a very low level, then
there are implications for transport policy. In the absence of a full carbon price
signal affecting fossil derived transport fuels, alternative price incentives or
disincentives for transport become more important.

The Review considers that the following options should be considered by the
Government. All of them require further analysis:

¢ more efficient distribution of costs to road users by transferring a proportion of
the rates contribution and ACC charges across fuel excise and RUC
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ongoing financial support for travel-demand initiatives and public transport ;
opportunities around electrification of parts of the rail track

a work programme to engage with the aviation industry on climate change
matters

for biofuels, evaluating a sales target above 2 PJ per annum and prioritisation of
research effort

increased priority to vehicle fuel-economy information

for road vehicle fleets, a leadership role for the Government in purchasing and
investigating opportunities under the FBT system

targeting drivers of heavy fleets for information and training

support for programmes for vehicle maintenance and fleet entry requirements,
because of the co-benefits for CO2 that could be availaple

creating incentives for the purchase of vehicles \with high-fueleconomy/low CO2
emissions through price differential on annual vehicle charges.

There are a number of potential policies relating to transport that could,
potentially, reduce CO, emissions from transport by 5%. These require further
analysis.

7.6 Meeting our Kyoto Obligations in CP1 - the Broad

Choices

Section 4.9 presented. the results of ABARE modelling of the economic impacts of
different approachesfo meeting.our Kyoto obligations.

The Review.has.drawn the fbllowing conclusions from that analysis:

if New Zealand decides to adopt new policies sufficient to allow the nation
to meet its Kyoto obligations entirely through domestic abatement, the cost
to the economy will be substantially higher compared to the option of
purchasing some units on the international market.

more work is required to determine the optimum trading strategy for New
Zealand, and the optimum mix of new domestic abatement and
international emissions trading.
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o the total economic cost to New Zealand of excluding agriculture is high if
New Zealand wishes to meet all its obligations through domestic
abatement. This is important, because as the Review has concluded in
Section 4.8, there are practical limitations to imposing an emissions price
on most agricultural emissions in the short term. If these limitations prevail
in the design of future policy, this will amplify the potential advantages to
New Zealand of using international emissions trading to meet at least some
of its Kyoto commitments.

7.7 Prospects for Reducing New Zealand’s Domestic
Emissions in CP1

It is estimated that New Zealand will face a deficit of 36.2 Mt CO,-e in CP1. Inorder to
meet our Kyoto commitment for this period, New Zealand must-reduce its"domestic
(net) emissions by this amount, or purchase units internationally.commensurate to this
amount, or combine both approaches.

From the information currently available, it is not possible“to determine exactly the
extent of possible (cost-effective) domestic emission-savings-in-"CP1. This is
dependent on a range of factors such as the rate.of technological development, the
outcomes of specific reviews, plus factors beyond New Zealand’s control such as the
relative price of agricultural and forestry products. on the international market. Further
to this, there is some uncertainty as to the-exact deficit that New Zealand will face in
CP1. Again, this is dependent on a wide variety of factors such as the level of
economic activity in New Zealand and offshore;. the price of oil, and a range of issues
relating to the measurement of our Kyoto obligations.

It is important however to . gain’a general feel for the level of domestic emission
reductions that are possible in- CP1...These should be regarded as potential emission
reductions which are possible regardless of whether New Zealand chooses to employ a
PBM, or regulatory or’support-based policies in CP1. Depending on the mix of policies
New Zealand employs_in"CP1, not all of these savings will be “unlocked”. The list
below does not’aim to“be-comprehensive by any means, and it focuses on possible
emission reductions. that are’likely to be cost-effective.

7.7.1 Opportunities to Reduce New Zealand’s net emissions in
CP1 !

Agriculture ) “Limited opportunities to reduce emissions in the short term.
Opportunities exist around the changes at the margins of production
system in the use of nitrogen fertilisers and of nitrogen inhibitors.

Energy If implemented, the announced carbon tax is projected to achieve
total savings of 13 Mt of CO2, across CP1, largely in the energy
sector. It is recommended that decisions on energy-efficiency and
renewable-energy programmes are made once the NEECS review is

completed.
Forestry and Because relatively little carbon would be sequestered during CP1
Land-Use from new forest planting, the potential for new plantings to affect our
Change domestic net emission position in CP1 is relatively small. Changes in

estimated deforestation rates would have some effect.
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Transport There are no obvious “big win” CO, emissions-reduction opportunities
at present; rather, the opportunities will generally be through small,
incremental gains. These gains may result in reductions in New
Zealand’s net emissions position of approximately 10% of its deficit
although the costs associated with these gains is unclear.

It is unclear what level of domestic emissions reductions can be achieved in CP1
in a cost-effective manner. What does appear to be the case however is that the
level of domestic reductions that can be achieved in a cost-effective manner is
likely to be small relative to New Zealand’s net emissions position. This is
consistent with the results from the ABARE modelling. Given this, New Zealand
would be prudent to meet its Kyoto commitment by, partially at least, purchasing
some Kyoto-compliant units internationally.

7.8 A Strategy for Purchasing Kyoto unlts usmg the
Kyoto “Flexible Mechanisms”

There are a variety of issues (i.e. identifying the most appropriate objectives for a
buying strategy, determining the most appropriate risk profile-and managing timing of
entry into the market) that surround the development-of an appropriate and effective
purchasing strategy for New Zealand to acquiré Kyoto-compliant units. These issues
highlight the need for the Government to urgently commission a work programme, if the
option of purchasing units to meet some of New Zealand s CP1 obligations is to be
available.

Early commencement of this work would allow-the greatest scope to develop a strategy
that met purchasing objectives while’ managing fiscal risk. Given the considerable
uncertainty that surrounds the future price of emission units, it would be preferable for
New Zealand to be in a position to purchase at least some units during 2006.

A work programme should be commissioned to determine potential buying
strategies for New Zealand that reflect New Zealand’s objectives in this area and
our risk profile, along with issues of management, timing and price. Given the
considerable uncertainty that surrounds the future price of emission units, early
agreement by the Government to a buying strategy may prove to very important.

7.9 International Engagement

The international framework for dealing with climate change post-2012 is uncertain
[withheld under OIA s6(a), s9(2)(9)(i), s9(2)(j)]

While there is a growing consensus within the international community that climate
change poses significant global risks over the medium to longer term, there is a
divergence in views about the required pace of change and the best way forward.

One “top down” approach is characterised by the definition of further emission
reduction targets for developed countries in the near term based on projected long term
climate change outcomes; such an approach might build on Kyoto Protocol or draw on
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the tools developed in that framework. The alternative “bottom up” approach is
focussed on technology development and deployment and sector specific policies and
measures, with less attention given to achieving an explicit emissions target within a
particular time frame. Within each of these broad approaches there are is a spectrum
of possible specific arrangements, each with different nuances and implications.

The complexity of the climate change issue has also increased as countries’
experience has demonstrated that securing emissions reductions is more difficult than
originally anticipated. National economic interests, both short and long term, are now
firmly in the mix when countries weigh up what action they are prepared to take on
climate change. An increasing push for linkages between climate change and other
agendas such as development, energy security and biodiversity is also apparent.

This uncertainty and complexity surrounding the evolution of a future international
climate change framework combined with the difficulies New Zealand faces in
reducing its emissions in the short to medium term entails important risks.for New
Zealand. International dialogue which leads to effective global action is essential to
manage the degree of climate change we face. In .addition,the particular
circumstances and interests of Pacific Island Countries arg’important to.New Zealand.
There is a need also to manage the risk that an international process-does not lead to a
future framework which has a disproportionate impact ‘on us.“. Our_unique emission
profile, economic structure, including the significance .of agriculture and plantation
forestry, and our geographic location means that we ‘have particular interests which are
not represented by other parties. The pace of.emission-reductions advocated by some
countries would be difficult for New Zealand-to-deliver, -without significant tradeoffs in
other domestic policy objectives. : ks

The next opportunity for international dichssidh oﬁ future action will be at the UN
Climate Change Conference™ )in ~Montreal, beginning 28 November.
[withheld under OIA s6(a), s9(2)(9)(i), s9(2)()]

Kyoto parties will also discuss-at-Mentreal whether to begin consideration of further
commitments for Annex |\ partiesto-Kyoto.

[with-held under OIA s6(a), s9(2)(g)(i), s9(2)(j)]

Looking beyond the UN Climate Change Conference, Montreal, ongoing international
engagement to encourage effective action while managing the attendant risks to New
Zealand will-be required.

[withheld under OIA s6(a), s9(2)(9)(i), s9(2)(j)]
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