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1. INTRODUCTION
1.1. Plantation forests are widespread throughout New Zealand and provide important
economic, social and environmental benefits, including the following:






Make a significant contribution to the New Zealand economy in terms of
exports and employment;
Supply sustainably managed and renewable resources to local and
international markets;
Provide significant recreational opportunities for individuals and
organisations; and
Provide significant local environmental benefits including the maintenance of
biodiversity and flora/fauna, water quality, amelioration of peak flood flows,
and land stabilisation.
Play a vital role in carbon sequestration to mitigate the effects of climate
change and helping to meet our international obligations.

1.2. City Forests is a major land and forest owner in the Otago region. More than 20,000
hectares of company owned and leased land includes over 16,300 hectares of
productive plantation forest, with the remainder in non-productive land-use,
including over 1,900 hectares of designated ecological reserves. This year the
company celebrates 110 years since its first forests were planted – originally to help
preserve water quality and prevent erosion in early Dunedin. A significant portion of
the company’s plantation forest area is now on its second or even third rotation as a
commercial forest crop.

City Forests’ forest blocks are all located within 80 kms of Dunedin city. 14 separate
blocks vary in size from just a few hectares, to over 5,000 hectares.
1.3.
.
1.4.

1.5. City Forests pays a significant dividend each year to its ultimate shareholder the
Dunedin City Council and this used is for the betterment of the Dunedin population
through council activities and reduced rates. In past financial years, revenues from
NZU sales under the ETS have significantly contributed to underlying cash flows
supporting the dividend payment.
1.6. City Forests considers that an ETS without artificial protections in place for emitters
can be a game changer for forestry, and will effectively change the pattern of some
rural land use, and of net emitters in general. Our analysis indicates that a wellsupported NZU price will enable City Forests to compete effectively for rural land
that is suitable for highly productive forestry, and will lead to increased afforestation
and carbon sequestration.
2. SUBMISSION ON PRIORITY ISSUES
Government has sought feedback on the review of the Emissions Trading Scheme in two
phases. The first phase relates to priority issues.
Priority issues are restricted in the discussion document to:



Moving to full surrender obligations
Managing the cost of full surrender obligations

City Forests has the following responses to the questions raised in the document.

2.1. Should the ETS move to a full surrender obligation for the liquid fossil fuels,
industrial processes and energy and waste sectors?
The ETS currently provides a transitional one-for-two subsidy whereby emitters are
required to submit only one NZU for every two tonnes of CO2 emitted. The timetable
for the phase out of this subsidy was originally the end of 2012. But, like other key
transitional measures or intended developments, that didn’t happen. The one-fortwo subsidy works in tandem with the current cap on price of $NZ25, meaning that
effectively the maximum price that an emitter currently faces is NZ$12.50 per unit,
but only where their intensity of emissions has increased.
City Forests’ position is that the one-for-two subsidy should be removed immediately
and no transition period for that removal is necessary. We further argue that it
should not be replaced by a compensatory level of assistance through some other
mechanism as is proposed in the discussion document (page 13).
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We base this position on the following arguments:

2.1.1.

The rationale for the subsidy no longer exists.

As the discussion document acknowledges, the one-for-two subsidy was
introduced as protection for emitters to mitigate the impact of the global
financial crisis. The argument was that the global financial crash of 2008 and
the subsequent 2008-2012 economic depression, was sufficiently severe that
the already subsidised price faced by liquid fossil fuels, industrial processes,
stationary energy and waste emitters needed to be further reduced.
The 2008 event and consequent fallout was extreme and the worst since the
great depression. It created a liquidity crisis that threatened the collapse of
large financial institutions, the housing market and wiped out trillions of dollars
(US) of consumer wealth. While there will always be a level of international
economic uncertainty, those conditions do not prevail today.
Even during the financial crisis, the period after the introduction of the one-fortwo subsidy was characterised by a collapse in the prices of carbon – a
consequence of the fall in economic activity. In New Zealand this was further
compounded by the open door policy on cheap international units. We contend
that if it had been clear that the price of carbon was going to fall by 90% the
one-for-two measure would never have been introduced. In addition to the
improved economic outlook, the price of carbon is still less than half the level it
was when the subsidy was brought in.

2.1.2.
There is on-going distortion to the ETS and the economy, and a lack of
incentive for change while the 50% subsidy remains.
When New Zealand submitted its second biennial report last December the
increase in net greenhouse gas emissions to 2013 over 1990 levels was
16,134.82 kt CO or 42.4%. This is despite the first biennial report saying that
by 2020 our net emissions would only be 12% above 1990 levels. Gross
emissions were 11% higher.
Looking ahead the picture does not get any better. By 2020 net emissions are
projected to increase to 54% above 1990 levels, and gross emissions to 24%
above 1990. However you measure it, the gap between our goal and where we
are heading is increasing.
Meanwhile, we are expecting to take on more ambitious reduction targets. This
is not a path we can remain on. Existing forest plantations cannot provide the
relief they did during the first commitment period and the mass importation of
offshore units is equally unsustainable, especially post-Paris. The ETS must be
allowed to do its job.
Until we have a price and a cost to emissions in the economy that sends a
sufficient signal for change we will not make the reductions we need to get to
where we say we want to get to.
As the document notes, decisions about long-lived assets will factor in
expectations about the associated cost of emissions. Where this signal is
removed or masked there will be a sub-optimal allocation of resources in the
New Zealand economy. The last few years have not provided the appropriate
signal. Instead of a gradual transition away from subsidisation, the history of
assistance has been the reverse. Initially (2007) allocation subsidies for large
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emitters were intended to remain until 2025, then (2008) until 2030, then
(2009) they were increased, and then (2012) they were made indefinite.
As the Parliamentary Commissioner for the Environment notes: "The ETS is the
right framework but I still have serious concerns about the subsidies to big
emitters, which will not only impose significant costs on the taxpayer but also
distort the carbon market and limit the incentives to reduce emissions.” She
hoped that these distortions would be addressed in the 2011 review.
The 2011 Independent Review Panel established by the government concluded:
Existing allocation thresholds of 90% allocation for highly intensive and 60% for
moderately intensive activities should be maintained but the one for two subsidy
should be phased out gradually so that by 2015 it was one-for-one.

2.1.3.

The cost to non-emitters is high, inequitable and unsustainable.

The Ministry for the Environment previously estimated the cost to the taxpayer
of maintaining the subsidy over the 4 years through to 2015 at $330 million
based on a price of $6/tonne. On current projections the price of C is likely to
average more than $10 over the next commitment period. Using the same
estimates and based on an average price of $14.50, the cost to the taxpayer
over 5 years through to 2020 would be in the order of $1 billion dollars.
Moreover, this is not the total cost to the taxpayer who also faces the cost of
providing the energy intensive and trade-exposed sectors assistance, as well as
the subsidisation of agriculture.
Without a signal to reduce emissions these costs can be expected to continue to
rise because there is minimal incentive for behavioural change. Meanwhile, New
Zealand has agreed internationally to increasingly stringent emissions reductions
targets going forward.

2.1.4.

There is other assistance protecting industrial emitters.

There might be a case for transitioning the one-for-two subsidy if it was the only
level of assistance being provided to emitters, but it isn’t. On 24 September
2009 the government introduced the Climate Change Response (Moderated
Emissions Trading) Amendment Bill to Parliament, proposing a number of
changes to the New Zealand Emissions Trading Scheme (NZ ETS). Included in
changes was free allocation to emissions-intensive and trade-exposed (EITE)
industry based on intensity of emissions per NZ$1m million revenue.
The list of eligible industries and free allocations is extensive
https://www.climatechange.govt.nz/emissions-tradingscheme/participating/industry/allocation/eligible-activities/ and it is not clear
why this information has not been made clearer in the discussion document as it
is very relevant to the topic of moving to full surrender. Two thresholds exist:
i.Moderately intensive (60% assistance)- 800 tonnes of CO2-e/NZ$1m
compared with weighted average NZ emissions intensity from those
conducting the activity
ii.Highly intensive (90% assistance)- 1600 tonnes of CO2-e/NZ$1m
compared with weighted average NZ emissions intensity from those
conducting the activity
This free allocation was supposed to be phased out from 2013 at a rate of 1.3%
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per annum over 80 years but the transitioning has not commenced. The
discussion document, in the only reference to this assistance, notes (page 4)
that the ETS was moderated in 2011 to “indefinitely delay reductions in the level
of free allocation of NZU’s to protect the competitiveness of businesses involved
in emissions-intensive and trade expose activities”.
The Forest Owners’ Association (FOA) who represents substantial forestry
interests in NZ, including City Forests, has previously submitted that “the free
allocation based on intensity, and the one-for-two subsidy on only those units
above the free allocation, are providing the same type of relief. It would be
more transparent and administratively efficient to have just the one measure of
free allocation”.
Why only the one-for-two subsidy is considered a priority issue for review and
not this other substantial assistance, is unclear given that this would seem to
fall under the description of “moving to full surrender obligations”.
We note also that the document states that “if the one-for-two surrender
obligation is removed, the amount of free allocation provided to emissionsintensive and trade-exposed activities will automatically be increased to
correspond with the increased surrender obligation”.
This is effectively providing the subsidy through another channel and City
Forests’ does not support this book balancing proposal. Removing the one-fortwo subsidy will increase the net demand for units and this can be expected to
have a positive upward pressure on the price that has probably already been
built in. However, as emitters will be provided with free units to compensate for
this then the cost will, again, fall on the taxpayer. This is also another reason
why there is no justification for transitioning the removal of the one-for-two
extraordinary assistance.
We support the Prime Minister’s international call for the removal of fossil fuel
subsidies. As he states - "It makes no sense to be calling for emissions
reductions on one hand, while subsidising emissions on the other." We note
that this has been endorsed by a number of New Zealand business groups.

2.1.5.

The government is carrying a significant future financial risk.

Because the government bears the cost of New Zealand’s international
obligations, when businesses buy or surrender NZUs the value of these
transactions are reflected in the government’s budget.
The current settings have contributed to “banking” or stockpiling of a large
number of units as the discussion document records (page 10). While these
stockpiled units can be surrendered under the ETS after 2020, they won’t count
towards New Zealand meeting its 2030 emission reduction target. Unless the
stockpile is significantly reduced before 2020 the government faces the financial
cost and this will not happen unless there is an appropriate price signal to
encourage it.
2.2. What impact will moving to full surrender have on you or your business?
2.2.1.
The move to full surrender is likely to be very positive for City Forests
business in terms of increasing demand for NZU’s and therefore the NZU price.
City Forests is interested in expanding its planting program to incorporate new
land if economic conditions justify the investment. NZU price is a significant
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factor in justifying such forest investment.
2.2.2.
Otherwise however, the full impact of the removal of the one-for-two
subsidy is difficult to determine because of the uncertainty around other policy
actions – such as the suggestion that the one-for-two subsidy will be offset by
an increase in subsidy elsewhere, the number of banked units and the history of
the forest sector’s experience with the ETS. Our assumption is that the net
effect will be an increase in demand for NZU’s by emitters.
2.2.3.
The discussion document acknowledges (page 10) that there could be a
lack of confidence or clarity by people in the government’s intentions. This is
the case with forestry, and City Forests is not currently trading NZU’s or making
new forest investment decisions based on sequestering NZU’s until this
uncertainty is resolved. Forestry was the first sector to be introduced to the
ETS, it is also one where there is now considerable wariness and lack of
confidence in the ETS. The government’s concern with ensuring the price does
not rise too high has not been matched by a similar concern that the price does
not fall too far. The price slump (which would fit the definition of a price shock)
has had a serious impact on those who could potentially supply an ETS with
units including the failure of a number of forest nurseries. This is important
because, for the part of forestry that society is most interested in – new planting
– participation in the ETS is optional. Some are now sufficiently disillusioned
that no carbon price will entice them to enter the ETS. For most, economic
rationale will likely prevail, but they can be expected to require more
reassurance than previously, especially given that they have to manage the
liability that comes with the credit.
2.2.4.
In general the move to reducing subsidies and allowing a price signal to
influence investor behaviour will have a positive impact on new forest planting.
It will have little to no influence on the pre-1990 established forest estate.
There is clear evidence of the influence of the price of carbon on new forestry
investment as illustrated by the following graph.
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Carbon prices reached their peak in 2011/12 and this is reflected above in a
healthy increase in new planting. The plummet in new planting rates and the
increase in deforestation that follow are evidence of the influence that the price
has on whether marginal land is converted to forestry or whether forestry is
converted to agriculture. This also explains why the treatment of agriculture is
so relevant.
City Forests’ interest in pursuing new afforestation projects will follow a similar
pattern to that of the general forest industry at large, described above.
Market prices for wood products will also have an influence but this can be
reflected in an increased level of interest in existing forest plantations rather
than in new forest investment. Carbon uniquely provides a level of cash-flow in
the early part of a forest investment cycle where the returns are 30 years
hence. This is particularly important to those with limited capital and looking to
invest in smaller blocks of trees. Analysis on the impact on forest investment
returns has been undertaken previously by the School of Forestry in Canterbury.
The following reference provides further detail:
http://www.nzfoa.org.nz/resources/file-libraries-resources/environment/65manley-b-maclaren-p-potential-impact-of-carbon-trading-on-forestmanagement-in-new-zealand/file
It should be noted that if there is no carbon price signal the biggest loser is not
the forest industry, but society. Without new planting there will still be a regular
level of replanting associated with the existing estate, albeit with the possibility
of some low level of deforestation. This will continue to supply the wood
processing industry. What will be missing is the carbon sequestration that can
help New Zealand with its future targets. What will also be missing are the
environmental and economic benefits from stabilising erosion prone hill country
farmland, and the host of other co-benefits that forestry currently provides
largely free of charge to NZ communities (refer 1.1 above).
2.3. If the NZ ETS moves to full surrender obligations, should potential price shocks be
managed?
2.3.1.
City Forests considers it appropriate to manage any price shock to the
economy but the definition of shock needs clarification.
2.3.2.
City Forests does not support wild fluctuations in the price of carbon as
this is unhelpful for all investors, and for both genuine buyers and sellers of
carbon units (as opposed to speculators). What this means is that the
magnitude of price fluctuation, and the time period over which the change takes
place, need defining before we can understand what is meant by price shock.
The price of carbon can be expected to fluctuate but also to track upwards over
the next few years. This is normal in a global economy that is increasingly
recognising the importance of reducing emissions. In the three months to the
start of 2016, for example, the price of carbon rose by 39%, but we do not
consider that this constitutes a price shock but rather an anticipated market
adjustment to supply and demand that has been going on since mid-2013. The
price also recorded a similar magnitude fall in the 2nd quarter of 2015.
It should also be remembered the ETS is an uncapped intensity-based model
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