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Treasury Report: Climate Change: Scene-Setter for 2012 Policy
Decisions

Executive Summary

Cabinet is scheduled to consider a number of linked climate change decisions in coming
months. These decisions will set the direction for climate change policy inthe short-to
medium-term:

a A suite of decisions on the Emissions Trading Scheme (ET edt
Cabinet on Monday 5 March, including whether to:

i. reduce the volume of international carbon units-importedthrough ETS, and
the exposure of the ETS to international carb@t fluctu
il. slow the implementation of the ETS to réd
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iii. cancel compensation to pre-19 ith-s ponding one-off
decrease in fiscal costs, to the introgtiption of ‘offsetting’ into the ETS
and to make the ETS packaga fiscally neut

b Whether to take an international ernissions
Protocol, ahead of any -.. on Kyot

The sooutlines some of the key fiscal components of the proposed ETS decisions,
whij d to the 2011 ETS review.

ﬁ is preparing further detailed analysis on these issues to discuss with you on
ay 13 February, ahead of ETS Cabinet decisions scheduled for Monday 5 March.

Recommended Action

We recommend that you:

a note that in 2012 Cabinet will take connected decisions on climate change, including
ETS policy decisions and whether to submit a target for a second Kyoto Protocol
commitment period starting in 2013
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b note that the Treasury is preparing advice on the following topics te discuss with you
on Monday 16 January, ahead of the first suite of ETS Cabinet decisions scheduled for
Monday 5 March:

i.. ETS design changes that reduce the volume international carbon units imported,
including either increasing domestic supply through auctioning or banning
international units

il. decisions in response to the 2011 ETS Review, including fiscal implications, and

ii. ' Ou’r o o
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Introduction

reduction target, and potential participation in future international a ments.

1. Cabinet's ETS policy decisions in March will shape the conversation on an emission %

price faced by ETS participants. They will also set parameter.
international carbon units imported through the ETS. Thesétwo.factors will §
New Zealand's ability to meet a future emissions reducti et, and the di

of costs across the economy.

3. This report outlines the high-level linkages be :ﬁ?nternati halc itment and

ETS decisions, and outlines the main fiscal ¢ of ET ons that will be
considered by Cabinet on Monday 5 IVIar gx

Analysis — key issues for conside§§> \ %

2. ETS decisions will influence domestic emissions, by determiningg tive carp
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How the ETS links to an international target — projections & decisionz &

. 9
-—_1.-5- In add@ing ob% s on emitters, Cabinet could either:
a a;u domestic upifs to reduce international unit purchasing, or
Ysiti to a domestic trading scheme by banning the import and

n
exp %
1 Both ptions replace international unit importing with ETS participants buying
d@ s from the Government, and replace the Crown's carbon unit asset with a
ssef.
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18.

19.
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Auctioning can be introduced in a number of variations, with most options retaining a
link to international markets and in particular international carbon prices. At one
extreme a small volume of units auctioned would result in a similar situation to the
status quo. At the other extreme a large volume auctioned would reduce importing, and
coupled with a tight regulatory restriction on imports would be similar to a domestic
scheme. An auctioning approach would require investment in a sophisticated
auctioning platform and a very considered approach to the volume of units tg be
auctioned by the Government.

A domestic scheme, where obligations are met in cash, maximises the cash asset
collected through the ETS. This asset could subsequently be used toreduce the
general tax burden and/or support efforts to reduce domestic emis This optlon
would involve the Government effectively setting the price, eithe he pri
pegging it to an international carbon price. In this scenario, th e no
international units imported and the Crown would be resp r purcha

emissions reductions required to meet an international ta h| opt|on isli
perceived as akin to a carbon tax.

An overarching design consideration is the exte ich'the i ed to
international carbon markets. International uni ing via th rotects the

Crown from being exposed to carbon prlc whe international
target, as any carbon price increases ar, met by S%cipants. However,

linking the ETS to international mark }N.Qing o international carbon
K{gt carbon units via the ETS

prices and regulatory uncertalnty
over a domestic scheme (c) is does not face an
emissions reduction target.

ETS Review decisions — mai implicat

20.

24,

There are two mam ponent =TS package of advice being prepared by
officials, in res 201 1 iw. The package is being designed to be
fiscally neutral fore r|od However within the forecast period these
two |n|t|at|v erin

] tatlon of

|mple tation of the ETS for the liquid fossil fuels, stationary energy and
trial prbcess ectors between 2013-15, as per the Natlonal Party's election
licy, will r . eduction in ETS revenues. This will have a negative impact on
i c

lance acroés the 2012/13-2015/16 years.

llatfon of the second tranche of forestry compensation is proposed to make the
e fiscally neutral, and will accompany the introduction of 'offsetting’ into the

Cancellation will result in a reduction in ETS expenses and a positive impact on the
operating balance when the decision takes effect — at this stage proposed for the
2011/12 fiscal year. The extent of this impact would depend on whether the
Government cancels all or some of the compensation.

Officials are analysing the economic and fiscal implications of these proposals in order
to develop advice for Ministerial consideration, informed by updated carbon price and
emissions forecast information.[_ WM\ Lnd2! Seeho

]fn Sa@>M 7] There are alsg
a number of other decisions that will impact on ETS forecast revenues and expenses to
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a lesser extent, within the overall package. The Treasury will brief you in more detail on
these impacts, for discussion on Monday 13 February.

Next steps

25. Treasury officials are preparing more detailed advice for a discussion with you on
Monday 13 February. This discussion is proposed to focus on the ETS, ahead of
Cabinet decisions scheduled for Monday 5 March.
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