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Executive Summary

1. Ministers have requested advice from MFE, MAF and Treasury on the potential fiscal
savings from cancelling any or all of the second tranche of pre-1980 forestry allocation if
forest offsetting were introduced.

2. The 2011 Emissions Trading Scheme (ETS) Review Panel recommended that the
second tranche of pre-1990 forestry allocation be clawed back if offsetting is introduced
and taken up by a forest owner. Offsetting significantly reduces the costs of deforestati
to foresters under the ETS. The Panel also recommended transitj measures
have been costed at $580 million over 2013-2020, basedona $ rice.

3. 'ﬁie iﬁtroduction of offsetting will require a legislative ame less

signs an international climafe change agréement which s oifsefting. R&Jardfess of
whether offsetting is agreed internationally, any change t
allocation will require a legislative change.

4. Fiscal savings could be generated through eit

second tranche.[” “(wWil\~e\d e/
SAGW o 5%&%@

JA partial cancellatio for forsst owners that elect to take up
iph), doe@i{wge t the costs of the Panel’s

offsetting (ETS Review Panel recom
r risks.
5. Broad scenarios for the cancellati e sec e are outlined below to illustrate
the potential savings, wit arios that @& ed to Frovide sufficient savings to

other recommendations but may hd
meet the cost of the Panef: @- recomm s in bold.
Table 1: Second tranche ion — %t r@ d estimated fiscal savings

Scenario Second f \céncel i Fiscal savings Commentary
of cancelling
TN -

2nd tranche

Status quo W“"\t{;nche allot}aieckw $0 | No savings, no increased risk.

Total | the entire 2™ tranche for all Maximum savings but potential

cance % -90 foresw, whether they $773m | Tisks T ¥ = no
ﬁ:ct 0 f ot recognition of unequal impact of

ETS on different forest owners.

\% Q\E\”g\t%anche for 39 and 60 Significant savings and risks
C

ation U qategories (ie, all except for - $654m reduced but not eliminated |
orest licence land) whether B ~ unequal treatment of
y elect offsetting or not pre-90 owners),
Cancel 2™ tranche for landowners Moderate savings and
who acquired their land after 2002 compensation retained for pre-
{ie, 39 and 18 NZU allocation $348m | 2002 owners, but potential risks
@ categories) whether they elect T x> ~\ unequal

offsetting or not ' treatment of pre-90 owners).
Cancel 2" tranche only for those $4m to | Minimal savings, but no
electing to offset (ETS Review Panel $148m inequities and much lower risk.

recoammendation)

H WA urdet Seeno~D
1 S A2)) and S 2@YRYY)
The final savings figure will be subject to change, depending upon the actual carbon price. A ceniral estimate of
$25 has been used for the purpose of this briefing, so-that savings can be compared with ETS Review cost
estimates, which have also used a $25 carbon price in advice to date.




6. Maximum savings of $773 million (30.9 million NZUs at $25 carbon price) are generated
when the entire second tranche allocation is cancelled for all pre-1920 forest owners,
regardless of whether they take up offsetting. This excludes the implementation costs
and fiscal risks-of offsetting. Fiscal savings are reduced when the second tranche is
cancelled for certain classes of forest owners. For example, cancelling compensation for
all forest owners who acquired forest after 2002 would create an estimated $348 million
in savings.

7. The potential fiscal savings are further reduced if the second tranch
for pre-1990 forest owners who elect to offset (the ET
recommendation). The exact level of savings is uncertain, wi

i illi i ion and o etti
uptake. _ :

savings of between $4-148 million depending.on the cancell
8. While the cancellation of all or part of the second tranch tes fiscal savn\idu the
international

short term, there would be fiscal costs if New Zeal ere o ad

agreement that did not permit offsetting. These cost ertam up to $2.8
billion over 2013-2020, depending on the are ted. als fiave previously
advised that New Zealand’s domestic and i nal p I It[ons should be
aligned so that such costs do not fall on th 0-63 .

9. The Minister for Climate Change Issues sted

on the policy implications of introdu §§

Situation Analysis

Purpose

10. Ministers have r vice ential fiscal savings from partially or wholly
cancelling the se ranche 990 forestry allocation if offsetting is introduced. In
addition to t ntati tting, the Panel has recommended extensions to
the curre ?%?&al me sectors entering the ETS, which have been broadly
-estima million 0 3-2020 (MfE BN 11-B-01022 and 11-B-01307 refers).

11. Thl riefi ces n rov de detailed analysis of the range of risks and issues that arise

ecisi ment offsetting for pre-1990 forests, as these have been

in prev1 ngs (MfE 11-B-01221 /MAF B10-637 refers). Nor does it include
nalyss risks of cancelling the second tranche of the forestry allocation.

@vere is ara ork currently in progress to provide advice on the options for how
0 be implemented and the second tranche cancelled. Officials will provide

ice to Ministers on these issues in November 2011, which will also inform the

@l ound

“Under the Climate Change Response Act 2002 (the Act), the Government provides a
one-off free allocation of New Zealand Units (NZUs) to pre-1990 forest landowners as
partial compensation for the decrease in land value caused by ETS deforestation rules.
The maximum value of the allocation is $1500 per hectare at a carbon price of $25/,
compared with an estimated ETS deforestation liability of $20,000-24,000 per hectare of
harvest-age radiata pine.

14. The current projections (October Baseline Update) of the total pre-1990 forest allocation
indicate that it is expected to comprise 50.2m NZUs. This expenditure is recognised in



the 2010/11 and 2011/12 financial years, when all applications are lodged. The second
tranche is equivalent to 30.9 million NZUs or $773 million. This revised baseline updates
the previous projected second-tranche cost of $672.5 million (at a $25/t carbon price),
due to updated forestry data.

15. The Act and the Pre-1990 Forest Land Allocation Plan provide for a free allocation of
NZUs to eligible pre-1990 forest landowners depending on when they acquired their
land. The NZUs are transferred to landowners in two tranches, with the first tran
being transferred now and until 31 December 2012, and the secon he in 2013:
allocation categories are as follows:

- - —e— B60-NZUs-per-hectare for eligible pre-1990 forest [% priort@ -
kY2

1 November 2002;
* 39 NZUs per hectare for eligible pre-1990 fo d\aéuired r aft\elg

1 November 2002;2 or

e 18 NZUs per hectare for eligible pre-19 . n forest
licence land on 1 January 2008, inclydi ansf a Treaty
settlement after that date.>* e&

Fpr

16. The different levels of allocation acknow 90 forest landowners are
impacted equally by the ETS, with. hi location wners who acquired their

land before 2002 when the Govern t sign arestation controls.

17. If an offsetting regime were intrg d un S, landowners would not face a
deforestation liability provj ey establi ests elsewhere. Landowners would,
however, incur the cos lishing Q?‘éts on alternative land and would forgo
any carbon benefits new f ich would accrue to the Crown.

Advice /\@

=
Current pr 'Wcanc%’ econd tranche
- 18. Proyvisio made.in the Climate Change Response (Emissions Trading) Amendment
_ 0 Section%}a introduce offsetting should this rule be adopted in an
nagenal ag o which New Zealand is a party. The introduction of offsetting
t an in&O agreement would require a legislative amendment.
:\ y cangcglfati f the second tranche of pre-1990 forestry allocation, whether as a
result.of igtrodyicing offsetting or otherwise, requires.a legislative amendment to the Act.
Se f the Act already signals that the second tranche could be cancelled if the

i$-aménded, and the Government has drawn forest landowners’ aftention to this
@ ibility when notifying them of their second tranche entitlements.

? This allocation category also applies to land acquired before this date where beneficial ownership has changed
in the way set out in the aflocation plan (s 72{2)(b)(ii}(B) CCRA),
? These units are in compensation to iwi for the restrictions on future land use of pre-1990 forests transferred
under Treaty of Waitangi settiements since 1 January 2008. Crown forest licensed land transferred to Ngati Awa
and Te Uri o Hau under Treaty of Waitangi Settlements receives 60 NZUs per hectare, as this seftlement was
agreed prior 1 November 2002.
4 Section 72(2)(b){i){A) of the CCRA also includes Crown forest licence [and that will not have been transferred to

iwi as part of a settlement by the date of the allocation plan (i.e. regular CFL, or CFL that may be part of a
settlement but has not been transferred at the date of the allocation).




Potential scenarios for fiscal savings

20. Fiscal savings could be made by cancelling all or part of the second tranche. Broad
scenarios for canceilation are outlined below to illustrate potential savings. These
include: '

a) cancelling the entire second tranche;
b) cancelling allocation for some categories, eg, those forest owners who bought

after 2002 (eligible for 39 NZUs); and
¢) the ETS Review Panei's recommendation, to only cancel the’second tranch
allocation for participants who take up offsefting.

its and. risksof —— -

21. More analysis will be required to explore and identify the relativ

any of these approaches. ié N

Scenario 1: Total cancellation

22. This scenario assumes the entire second trariche ds cancelled offsetting is
introduced, regardless of whether pre-1990 fofest i @t offsetting. This
option would realise the maximum possible fi avjrgs. x

23. One rationale for cancelling the entire s che is % roduction of offsetting

would provide all pre-1990 forest lan ith th ity to significantly reduce
the costs of deforestation.

24, While offsetting would not rem defor: [fabilities, it could reduce them
significantly.” The extent to which offsétting ce the impacts of the ETS on the
forest land value would on the c st land’s value, alternative uses and
present deforestation i well er's ability to take up offsetting.

25. The cancellation uld affect all pre-1990 forest owners, and
could result in a rof risks] $4ibdd dey ST # SYAX()  \Many of the forest

owners with an.al n have.} ntion or economic reason to deforest and use the
offsetting provision;>Some, _ay ﬁ ave forward contracts in place to trade their units.
These her risks are '

Sce ﬁ@otP n%éeﬂaﬁon

2 i&

ia

sed in further detail below.
overnme not wish to accept the risks of a total cancellation, then it may
O &Qﬁo [ cancellation. There are different scenarios for partial cancellation,
outlined below.

[ compensation for foresters who take up offsefting (ETS Review Panel

tion was recommended by the ETS Review Panel on the basis that offsetting
duces the actual cost of deforestation for an owner who has converted their land to
(§ ;>a ther use. .

The potential fiscal savings of this approach would depend on (i) the amount of land
offset, and (ii) the NZU allocation category of the landowners electing offsetting. Previous
advice estimated offsetting uptake could range from 15,000 to 160,000 hectares over
2013-2020 (MfE 11-B-01221 /MAF B10-637), resulting in estimated potential fiscal

% For example, if the deforestation liability for mature radiata forest was $20,000-$24,000, the cost of purchasing
new land for offset planting was $7000-8000 per/ha and the cost of replanting and forest management was
$2500-3000 pertha, then offsefting might reduce a forest owner's costs by $10,000-$12,000 (excluding costs of
harvest and any emissions from the new land use). :



savings of between $4m to $148m. The approach for recording these savings in the
Crown's financial statements would need to be confirmed, should this option be agreed.

29. The lower estimate of $4m assumes that only landowners in the 18 NZU allocation
category elect for offsetting and that 15,000 hectares of land is offset. The upper
estimate of $148m -assumes that only landowners in the 60 NZU allocation category
elect offsetting and that 160,000 hectares of the land is offset. The actual offsetting
uptake would be influenced by the design of the domestic offsettin alicy. The act

influenced
t ha her

distribution of foresters across the three allocation classes woul

range of factors, including the proportion of land in those cla

economic uses. Both estimates assume 100% ETS participa y all Q@O
“foresters; = e NS -

Scenarios 3 & 4: Cancellation for specific classes of owners indé_%ndenf ffseth

30. Under this approach, the second tranche would @ ancelled aliocation
categories irrespective of whether forest landow R those categani lect offsetting.
The fiscal savings depend on which allocation ¢ orpis canS'e I

31. Justifications for this approach include t gories n 90 forest landowners
face differing impacts on their land v resylfo TS, or that the risks

associated with cancelling the secon are lo @. me allocation categories

than others.
32. Scenarios where a partial cancellaii ight ei
- categories include: 0 :
a) Cancelling alloc 'rest f= rs who acquired their land after 2002 (39
NZU category onale for this js that these landowners acquired their land
n

et or exclude certain allocation

after the r had ounegd its intentions to control deforestation, and
therefore ave in ETS impacts in their valuation of the land at the
W),

time ( i0°3in Table

Wi”who received their pre-1990 ) forest as part of a
Treaty se nt (18 NZU category) after 20087 (3 ti~elch j

335 ?@mcell i v aq@)&-\B j

provide one way of mitigating some of the risks assaciated with
} ut could be perceived as inequitable for some land owner classes,
ationale for the original decision to compensate.

eded to fully quantify the implications and risks of these partial savings

/ fiscal savings

he potential fiscal savings from the second tranche if offsetting is introduced are
summarised in Table 2 below. Annex 1 provides a more detailed breakdown of these
estimates (Table 3).



Table 2: Estimated fiscal savings options relative to status quo from eancelling the second
tranche of allocation (at a $25 carbon price)

Scenario

KNIW

Sechos
sa@)

A '
sa@)ale

Offsetting | Second tranche cancellation Fiscal Commentary
policy savings
from
cancelling
the second
tranche . /
Status quo | None All second tranche allocated N hgs, No
%0 Q‘&%ﬁk. (7 A
Scenario 1 | Available | Cancel entire second tranche XJmum sayi é@
forall-pre~—(for-all- pre-80-forest-landowners; datential risks TS ¥~ —
90 owners | whether they elect offsetling or $773 o
not recog of urequal
O im Son
/dj\fs& fcresi owners).
Scenario 2 | Available Cancel the second tranche oﬁﬁ\ $4 @El savings, but no
for all pre- | for those electing to offs -‘ﬁ ; {& i ities and much
90 owners | Review Panel recom -% %@ wer risk.
Scenario 3 | Available Cancel the seco efor \v} Moderate savings and
for all pre- | landowners who d their compensation retained
90 owners | land after 2002Yi 39 an \ for pre-2002 owners, but
18 NZU allocali tegor] Q\ $348m | potential risks %
whethe v elect offse ] unequal
not treatment of pre-90
ﬁ @ owners).
Scenario 4 | Avaitable - TC tef second whejé 39 Significant savings and
for all pre@ NZU ries (ie, all risks reduced but not
900 rs ept for Gre rest licence $654m | eliminated T_ ¢
v<e§\> and) w § rthey elect “ZAunequal treatment
(] offsetting'orno of pre-90 owners).

N\
Note: The po

3

result of cancellation.

cal savings do %hake info account any implementation costs of the offselting policy, or
cosis a

ntial | j W
e

sesavings estimates do not include administrative, legal or compensatory costs

entially arising from the cancellation of the second tranche, the implementation costs
f offsetting, or any cost-recovery estimates.

iscal risks

38. Briefing 11-B-01022/B10-637 outlined the range of risks and issues that arise from the
domestic application of offsetting.

39. If New Zealand signs up to an international agreement after 2012 which does not allow
offsetting, the Crown must meet the international deforestation liabilities created by
offsetting in the short term. The fiscal costs of covering this shortfall are estimated to



range up to $2.8bn over the 2013-2020 period, depending on the scale of deforestation.?
A summary of the potential fiscal costs under this scenario is included in Annex 1 (Table
4).,

Conclusions

40. Cancelling all or part of the second tranche could potentially provide between $4 million
and $773 million in potential fiscal savings in the 2012/13 financial year, provided
legislation is passed, less any potential legal or compensation costs and dependin
the offsetting policy, the allocation cancellation approach adopte the fiscal
associated with offsetting.

AN —%©_

Risks_and_Mitigations

cancellation of the second tranche. Many of the forest hat have an
allocation have no intention to deforest and fisetting pro
have forward contracts in place to trade their s anche u
offsetting does not completely remove tha T on the \- 2
deforestation and that compensation % requirgds. Ceps
recommended on any changes. \
42. Further work is required to assesi%a entatiqn & tflity, risks and benefits of the

Panel recommendation on offsgttin d an tion of the second tranche of
allocation, as well as on option’fmﬂgatin risks of offsetting. This analysis

would be necessary to su@ RIS to un inet decision-making.

Risks to New Zealand’s C sition
43. Signalling a potenti to ;ii% policy could cause pre-1990 forest owners

A
41. Ministers can expect strong opposition from p@ﬁest anddwners to any
h

siyn. Some could
ey may argue that
lue or the cost of
ultation is therefore

to bring forward ion pr into the first commitment period which the Crown

will be liable for Kyoto ol accounting. There are currently about 55,000
hectares of hg ed fores iting restocking.” A proportion of this belongs to owners
that are i} the ‘\process of iy a decision as to whether they will convert the land use
to agric
44, Wnicat' n%:ﬁ” offsetting should ensure a clear indication that the proposed
of d new n is"not earlier than 2013 and will not cover land deforested in the
oto C% rit Period.
Legal ris @

N\

4 Wz\d undel Secho~ Sa@
YWithout an amendment,
rown remains legally required to transfer the second tr&fghe during 2013.

@f the Act is amended to allow offsetting and any corresponding cancellation of the
second tranche, the forest land owner’s entitlements or legal rights to the second tranche
will be changed and/or terminated according to the approach decided{ (AW~

Emag Decho— S qa)h)

® This large range is in relation to the uncertainty of the likely level of deforestation and land use conversion,

This land is not deemed as deforested until conversion to agriculture occurs or if after 4 years there has not
been any replanting



E N A Al <ecxio— 7?]"“ EAYR)) j

Treaty of Waitangi risks

47. Approximately 28% (350,000 ha) of all pre-1990 forest land has been fransferred to
Maori under Treaty settlements. This area could potentially increase as Treaty claims on
the remaining land under Crown Forestry Licences (CFL) are settled and the [land
transferred to Maori.® There is currently little information about what proportion of Maofi
forest land could be economically converted to agriculture or how m area remain
Maori ownership. @

48.

49. Maori are likely to view the forestry allocation f their ttlement package
value and argue against any cancellation. @ s poli % that the allocation
@é? po
iers

is additional to the settlements and a resul ate ch

face
jon, or

50. In addition, Maori as well as other o electing offsetting, some
of which are related to the costs of
to land. This could result in i

tranche of allocation.

s due to cultural connections
ing’ against forfeiting the second

51. If Maori feel prejudiced b ge in the atjon policy, they may allege the change
is in breach of Treaty pri and lodge ' ¢laim with the Waitangi Tribunal. Further
work would be need ss th @ and scale of these risks.

Financial, Re@éﬁ%;am{@lg tive Implications

52. Cancellati e seconcMe of the pre-1990 forestry allocation requires legislative
a dmenl to the in 2012, .

53 ITl%wa

5 n%& e Climate Change Response (Emissions Trading) Amendment
0

08 to i ffsetting, should this be adopted in an international agreement to

O ich N is a party. The introduction of offsetting without international
reement watlld require a legislative amendment.

o

@\O%icials will continue to progress options to implement offsetting and the cancellation of

he second tranche of forestry allocation. This will be considered by Cabinet in February
2012, in the context of the wider Government response to the 2011 ETS Review Panel's
recommendations.

55, Officials will provide Ministers with an interim briefing in November 2011 on the
implications and mechanics of introducing offsetting.

® Note that these figures are as at June 2009.



Recommended Action

MfE, MAF and the Treasury recommend that you:

a) Note that the Climate Change Response Act provides for a free allocation of NZUs to
pre-1990 forest landowners as partial compensation for reduced land value d
to the deforestation costs imposed by the ETS, and th@troductto&
offsetting would provide pre-1990 forest landowners wi nity to
these deforestation costs. %

b) Note that the potential fiscal savings from the total canpéf fthe sec che

of forestry allocation are estimated at $773 million; " could be us to meet
the costs of the ETS Review Panel's transiti measures, e ate at $580
million between 2013-20.

c) Note that partial cancellation options may to mtt sofe of the risks

associated with a total cancellation, : N
a. cancelling the second tranche o forest%s ho take up offsetting
(ETS Review recommendz@ wou lly save $4m to $148m;
b. cancelling the secon onl ic forestry allocation classes,
which would potentiall 348m
 take Boe

d) Note that these est[m . vmgs do ount of |mplementat|on costs, and

e) Note that any
of risk

d tranche of forestry allocation has a number_

ond DAEYW) ond SARENY)

f) Not icials WI ide an interim briefing in November 2011 on the
ons and mech ics of introducing offsetting.

@@ %@

for the Environment

behalf of;

Mike Jebson
Director, Natural Resources
Ministry of Agriculture and Forestry

Melody Guy
Manager, Natural Resources
The Treasury



ANNEX 1: POTENTIAL FISCAL SAVINGS — DETAILED ESTIMATES

Table 3: Potential fiscal savi

Scenario

Status Quo
0 1None o

Offsettmg pollcy " Scenario of second tranche cancellatton

A. Total or Categorical Cancellation of 2nd Tranche

ngs under different compensation scenarios

% of 2nd
tranche
canceﬂed

TF‘,’St ?nd éeéond tranche are éuE:c_eit;d— il

Cance! all second tranche for all pre-
1990 forest owners regardless of

2nd tranc;i'l; |
savings ($m)

whether they elect offsetting or not [N

Al Available for all
pre-90 owners.
Nolink-wilth-2nd

F— 1 franche
A2 cancellation
A3

Cancel all second tranche excep

60 NZU allocation categori
they elect offsetting orn

the 38 and 18 N
categories) whg

offsetting or{iet

$348

possible savings)

B. Option to choose Offsetting or 2nd Trahc¢he All cation,
take up offsetting (ETS Panel recommendation umed al

cond tranche only from those who
' had a 60 NZUs allocation (Max.

B.1 Available for all 1.8% $14
pre-90 owners. a oz,

B2 Linked with 2nd <_{.2=" 3.6% $28

B.3 tranche \ 35,000 ha: B 6.6% $51

B.4 cancellatio@) 9.9% $77

B.5 160,00 19.1% $148

& Allocation. Cancel the second tranche only from those who

C. Option to ch ing or
take up offsetj nel recom ). Assumed all ‘offsetters’ had a 18 NZUs allocation (Min.
possub]e savi ; N -
Av \aﬁle for aI f;/?oo ha are offset ke 0.5% 4
C// \ mki?, on 000 haare offset. 1.1% $8
) tranch U sso0onaareotet, 2.0% $15
N 83000 haareoftset 3.0% 523
ks __| 160000 haareofiset. 57% $44

Note: The v \oTéacond tranche fiscal savings or costs is determined by the value of the NZUs, and is

te

©

ere based on $25/unit.

11



Table 4: Potential fiscal costs/risks of infroducing domestic offsetting if New Zealand ratifies
an international agreement with no offsetting/FLU

Scenario of pre-1990 forest Total Pre-1990 | Potential Fiscal Cost at $25 ($m) for 2013-2020
deforestation area that will be | deforestation -

International agreement with no offsetting

offset area in 2013- — B —
2020 Emissions Removals Total
(hectares) Deforestéti_on- Agriculture :
| ' _ o \
1. Based on 2010 deforestation /{\ \
-intentions-survey-(1) 18500 -$302 . > 59280

{

2, Based on 2010 deforestation N \
intentions survey (2) 30,000 _ -$60 /O% -315 &G; -$560

a. Bas.ed on stock unit carrying 55,000 41 52 \>$1 15 $1,019
capacity of the fand /9 O\

4, Bas‘e'd an best_ land use 43,000 w 560 $%\ s17 1540
capability for agricullure |~
5. Based on the 2007 —\v >
deforestation 1&% -$3, \PWB $336 -§2,987

Note:
These estimates were provided previ i

N




