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Coversheet

Purpose of Document

Decision sought: Cabinet approval for the annual update to New Zealand

Emissions Trading Scheme limit and price control settings for

units
Advising agencies: Ministry for the Environment
Proposing Ministers: Hon James Shaw, Minister of Climate Change _:
Date finalised: 3 November 2022 Q@ |
Problem Definition A. J

There are several problems to be addressed through the options in this RIS.

Current New Zealand Emissions Trading Scheme (NZ ETS) unit settings were sét with
reference to a ‘provisional emissions budget’ for 2021-25. The settingsfieed reconsidering
because the Government made decisions on emissions budgets fon2022=25, 2026-30 and
2031-35 in May this year. There is a need to ensure the NZ ETS limitsiand price control
settings are aligned with the role expected of the scheme in mgeting these emission
budgets.

Price control settings, which address unacceptably high or [ow prices in auctions by either
increasing or decreasing the supply of New Zealand units (NZUs), are intended to be
triggered rarely. However, the cost containmént reserve'was triggered in 2021 and 2022.
This indicates a misalignment between the cost containment reserve settings and market
outcomes.

Additionally, the settings need to be extended to«over at least an additional year to meet
the requirement that, at all times, they préscribe limits and price control settings for each of
the next 5 calendar years.

Executive Summq;\‘

The supply of NZUs into the New Zealand Emissions Trading Scheme affects the
Government's ability to meét New Zealand’s emissions targets'. This is achieved by
aligning the supply of units with these targets.

This supply of units is affected by settings prescribed in schedule 3 of the Climate Change
(Auctions, Kimits, and Price Controls for Units) Regulations 2020. These NZ ETS unit
settings are prescribed for five years and must be updated annually to ensure that, at all
times, they prescribe settings for the next five calendar years. In specific circumstances,
settings'for all years can be updated. This is the case for this 2022 update to NZ ETS unit
settings.

These settings fall into two categories:

e limits for units; and

1 Emissions targets is used at various points throughout this document to refer to emissions budgets, the 2050
emissions targets described in the Climate Change Response Act 2002, and New Zealand’s nationally
determined contribution (NDC) under the Paris Agreement.
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e price control settings for units.

From this year, the Climate Change Commission (the Commission) is required to give
annual advice on updates to these settings.? This advice is one of the matters that must be
considered when recommending NZ ETS unit settings updates.

The Commission considered decisions at several steps as part of arriving at its final advice
on updated unit settings. These decision points are examined in this Regulatory Impact
Statement (RIS).

The Ministry’s recommendations differ from the Commission’s advice for some of these
decisions, and for some decisions a range of options is recommended.

What stakeholders think

Feedback from consultation on these settings fell broadly into two categoriessthese
supportive of the Commission’s recommendations, and those supportive of retaining, status
guo settings. Some submitters supported some elements, but not othersyof the
Commission’s advice, or recommended alternative options that,hadn’t beén considered in
the discussion document.

Those supportive of status quo settings have highlighted thefpotentialiimpacts on
households and the economy allowed for by these settings, and concerns about the
modelling approach taken by the Commission.

Those supportive of the Commission’s advice haveitended to-acknowledge potential
impacts but consider that these should be addressedwia complementary measures rather
than via NZ ETS unit settings. They have als@ highlighted that settings should focus
primarily on maximising emissions reductions,'and that the Commission’s role as an
independent advisory body means thatits recemmendations should be followed.

Limits for units
The limits for units prescribed'in regulations are:

¢ alimit on the NZUs available by auction (annual auction volume + volume available
within the cast’containment reserve);

¢ alimit on approved overseas units; and

o an overall limit on‘anits (often referred to as the NZ ETS cap, which consists of
units available by auction and by other means, and approved overseas units).

These settings are derived from calculated auction volumes, projections of units
transferred(for industrial allocation, and the number of units provided in the cost
containment reserve (CCR) — which is one of the price control settings. Note that there are
currently no approved overseas units, so the limit on approved overseas units remains
zero.

Three decisions that affect the calculation of these settings are examined in this RIS:

e technical adjustment;
e stockpile adjustment; and
e CCR volume (described in the price control settings section).

2 This requirement is described in section 5Z0A of the Climate Change Response Act 2002.
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These are explained in more detail below.
Technical adjustment

Emissions reported into the NZ ETS for covered sectors are intended to align with
emissions reported in New Zealand’s Greenhouse Gas Inventory (the Inventory).

In its advice to the Minister on NZ ETS unit limit settings this year, the Commission
described discrepancies between emissions reported in the Inventory and those reported
in the NZ ETS. Three options are considered to address this as part of calculating auction
volumes:

e Option One — status quo — no technical adjustment;

e Option Two — reduce calculated auction volumes by the full amount of theobserved
discrepancy — Commission’s advice; and

e Option Three — reduce calculated auction volumes by half of the observed
discrepancy.

While there is no clear ‘best option’ resulting from the criteria analysis, the least costly and
lowest impact option is to make no adjustment to calculated auetion‘volumes. Until officials
are more confident there is a problem to be fixed via a technical@djustment, the most
prudent approach is to not make one.

Officials recommend that no technical adjustmentis made.
Stockpile adjustment

NZ ETS account holders can bank NZUs_in their accounts in the NZ emissions trading
register. A large quantity of units has ‘aecumulated in private accounts. The stockpile could
cause challenges in meeting emissions hudgets because it allows emissions outside the
NZ ETS cap in the short term.

The methodology used to calculate auetion volumes includes a stockpile reduction step,
which means setting @n aaetion limit lower than the entire volume of emission units
estimated to be available:

The Commission_has advised updating the approach to apportioning the stockpile
reduction volume amang years, and using an updated estimate of the ‘surplus’ component
of the stockpile.“Fhis is the option recommended in this RIS, and is the approach
recommended in the Cabinet paper.

Price control settings for units
The price control settings for units prescribed in regulations are:

e auction reserve price;
e cost containment reserve trigger price(s); and
e cost containment reserve volume(s).

Auction price control settings allow the Government to address unacceptably high or low
NZU prices by moderating supply of units via auctions.
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Auction reserve price

This auction reserve price is the price below which the Government will not sell units at
auction. Its stated purpose is to act as a safety valve that helps guard against NZU prices
dropping below the level needed to meet emissions budgets. Bids in an NZ ETS auction
cannot be made at prices below the auction reserve price that applies at that auction.

Alternatives to the status quo considered in this RIS involve an increased auction reserve
price either immediately, or after several years. All alternatives to the status quo are
considered to be improvements, and arriving at a recommended option is finely balanced.
The distinguishing factors are the risks to regulatory certainty, and the likelihood of the
auction reserve price interacting with NZU secondary market prices — noting that price
control settings are intended to rarely, if ever, take effect.

The RIS does not specifically recommend any single alternative to the status guo. All
alternative options presented increase emissions reductions incentives, and act'to
safeguard investments already being made to reduce emissions.

Cost containment reserve

The cost containment reserve is the price control that provides.the Government with a
mechanism to help manage unacceptably high prices in the/lNZ ETS. 1tachieves this by
releasing additional NZUs for sale at auction if the auction’s'interim clearing price is above
a set cost containment reserve ‘trigger’ price. It isdintended to be'rarely used; however, it
has been triggered in auctions in both years that auctions have taken place.

Decisions on CCR settings require careful consideration, of emissions reductions and
impacts that could occur or be incentivised atdifferent price points.

The Commission has recommended updatingithe structure, volume calculation, and trigger
price of the CCR.

The Ministry recommends updatingthe CCR volume calculation as recommended by the
Commission, while retaining the curkent structure and increasing the trigger price, but does
not recommend any Specifig,alternative trigger price.

Limitations and C‘% on Analysis

The short timeframe available for analysis of settings and the Commission’s advice has
limited this analysis. The timing of public consultation and subsequent time available for
review of submissions have exacerbated this constraint.

The almost/month-long delay between the provision of the Commission’s overarching
advice in'mid=July and the technical annexes, which provide much of the evidence base to
the advice, has further constrained analysis. The Commission’s model from which its
scenarios and price modelling was derived, has not been made available to the
Goevernment or the public. This meant that we were not able to carry out our own
sensitivity testing using the model itself.

The lack of agreed and shared modelling of responses to emissions pricing limits the
extent to which emissions reductions at varying prices can be considered.

We have been unable to fully assess possible impacts of changes to the NZ ETS price
corridor from updating price control settings. This includes the potential impacts on land
use change, households, and the economy.
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Section 1: Diagnosing the policy problem

What is the context behind the policy problem and how is the status quo
expected to develop?

Problem summary

1. The supply of NZUs into the New Zealand Emissions Trading Scheme (NZ ETS)
affects the Government’s ability to meet New Zealand’s emissions targets®. This is
achieved by aligning the amount of emissions units (New Zealand Units, or NZUs)
available with the levels required for consistency with these targets. The introduction of
NZ ETS limits and price control settings for units (NZ ETS unit settings) alongside
auctions of NZUs in 2021 provided a greater level of control on unit supply.

2. NZ ETS unit settings are required to generally accord with New Zealand’s emissions
budgets and targets®. Auction price control settings allow the Governmeft to. address
unacceptably high or low NZU prices by managing the supply of units in the NZETS
via auctions.

3. The Government set New Zealand’s emissions budgets for. 2022-2542026-30 and
2031-35 in 2022. Those decisions allow the Government to review and/update the
currently prescribed limits and price control settings for units in‘the NZ ETS in 2023 and
2024%, in addition to the requirement to consider updatés for 2025’and 2026, and to
extend settings to include 20278,

4.  The settings also need to be extended to cover an additional year to meet the legal
requirement that, at all times, they prescribelimits and price control settings for each of
the next 5 calendar years. Section 5Z0A of the Climate Change Response Act 2002
(the Act) requires the Climate Change Cemmission(the Commission) to provide advice
on these settings. This advice is one of the matters that the Minister must consider
when recommending updates to'NZ ETS,unit settings.

Emissions pricing is key to meetimgeemissionsibudgets and climate change targets

5. The NZ ETS is one of the!fGovernment’s key tools to price greenhouse gas emissions
and address climate change.
6. The NZ ETS supports and,encourages domestic and global efforts to reduce
greenhouse gasemissions. Its purpose is to help New Zealand to meet its:
a. international obligations including New Zealand’s nationally determined
contribution‘under the Paris Agreement (NDC);
b. 2050 emissions targets described in the Act; and
€. emissions budgets.

3 Emissions targets is used at various points throughout this document to refer to emissions budgets, the 2050
emissions targets, and the NDC.

4 Section 30GC requires that limits and price control settings are in accordance with the emissions budget and
NDC, and the 2050 target. However, they need not strictly accord with these if the Minister is satisfied that
the discrepancy is justified after considering the other matters that the Act requires be considered.

S Clause 7(2) of Schedule 1AA of the CCRA allows for recommending new settings for the first two calendar
years when an emissions budget is first set: Climate Change Response Act 2002 No 40 (as at 03 November
2021), Public Act — New Zealand Legislation

6 Additionally, the sale of units from the cost containment reserve and the 2021 update to New Zealand’s NDC
also allow for updates to settings for the first two calendar years.
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7. The NZ ETS helps reduce emissions by doing five main things:

a. requiring people performing certain activities (like mining coal or producing
cement) to measure and report on the greenhouse gas emissions that result
from their activities;’

b. requiring these NZ ETS participants® to surrender one ‘emissions unit’ (NZU)
to the Government for each tonne of reported emissions;

c. allowing some people to measure and report on emissions removals from
their activity, including the growth of forests;

d. allowing those people to receive one NZU for each one tonne of emissions
removed from carrying out some activities (such as forestry); and

e. limiting the number of NZUs available to emitters (ie, that are supplied inta the
scheme), other than units transferred for removal activities.

8.  The costs of meeting these NZ ETS obligations flow through New Zealand’s leconomy.
The NZ ETS increases the costs of commodities and services that use fessil fuels or
produce significant levels of emissions.

Emissions pricing and unit supply

9. The Government makes annual decisions on the number of‘units Supplied into the
scheme over time. This limits or ‘caps’ the quantity of net.emissioens that can occur, in
line with New Zealand’s emissions reduction targets. NZ ETS unitlimits are generally
required to accord with New Zealand’s emissions budgets and targets.

10. The purposes of price controls are to:

a. mitigate against prices that are unaceeptable;

b. signal the outer limits of expected prices,in the NZ ETS; and

c. manage the risk of the NZU prige at auction being out of line with what is
necessary to meet emissions budgets.

11. This is described further in the 2019 Regulatory Impact Statement on improving the NZ
ETS framework for unit supply.®

Settings for unit supply via NZ ETSgaugtions

12. The Climate Change (Auctions, Limits, and Price Controls for Units) Regulations 2020
provide for auctions,to sell,NZUs under the Act. These regulations also prescribe limits
and price controlfsettings for units.

13. The 2022 update will be'the second time that these settings have been updated since
regulations were made in 2020. These settings will be reviewed and updated annually.

The Climaie®@hangeLommission has provided advice on NZ ETS unit settings

14. In 2021, the Commission recommended changes to NZ ETS unit settings. In its formal
adviceInaia tonu nei, the Commission provided advice to Government on its first three
emissions budgets and direction for the 2021-2024 emissions reduction plan.

15. "NZETS unit settings were updated in 2021 and currently reflect those
recommendations.

16. " The Commission is required to give annual advice on NZ ETS unit settings after
emissions budgets are set. New Zealand’s first emissions budgets were set in May

7 Required participants are those performing any of the activities in Schedule 3 of the Climate Change Response
Act 2002: https://www.legislation.govt.nz/act/public/2002/0040/latest/DLM1662841.html

8 persons performing prescribed agricultural activities do not have this surrender obligation.

9 Impact Statement: Improving the NZ ETS Framework for Unit Supply - 16 May 2019 - Ministry for the
Environment - Requlatory Impact Assessment (treasury.govt.nz)
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2022, and the Commission provided advice on NZ ETS unit settings to the Minister of
Climate Change in mid-July 2022. The technical annexes underlying this advice were
made available four weeks later on 9 August 2022. The version of the model which
generated the price and emissions values used in the Commission’s advice has not
been made available to the Government or the public; our analysis instead uses the
data outputs from this model presented in technical annexes.

17. The above timeframes have significantly compressed the time available to make the
required updates this year.

18. The Minister must consider the Commission’s advice when recommending updates to
settings. In future years, this advice will be provided in the first quarter of the year.

What is the policy problem or opportunity?

19. There are several problems to be addressed through the options in this RIS:

a. The current NZ ETS unit settings were set with reference to a provisional
emissions budget’ for 2021-25. The settings need reconsidering because the
Government made decisions on emissions budgets for 2022-25, 2026-30 and
2031-35 in May this year. The budgets are substantially different in duration
from the earlier ‘provisional emissions budget’.!® There i$ a need to ensure
the NZ ETS limits and price control settings are.alignedwith the role expected
of the NZ ETS in meeting those emission budgets:

b. Price control settings, which address unaceceptably high or low prices in
auctions by either increasing or constraining the supply of NZUs, are intended
to be triggered rarely. However, the‘Cest containment reserve was triggered in
2021 and 2022. This indicates a misalignment between the cost containment
reserve settings and market outcomes.

c. Additionally, the settings need to be extended to cover at least an additional
year to meet the requirementthat; at all times, they prescribe limits and price
control settings for each ofthe next five calendar years.

What objectives are soughtiingrelation to the policy problem?

20. NZ ETS unit limit,settings generally must assist New Zealand to meet its emissions
budgets, New Zealand’siNDC, and the 2050 emissions targets. This is aligned with the
purpose of thelNZ ETS!, which states it will support and encourage global efforts to
reduce the emissions of greenhouse gases by assisting New Zealand to meet
international and domeéstic emission obligations and targets. This includes ensuring
that limits are correctly set in reference to the emissions budgets, and that price
contralStallowynet emission reductions to occur while mitigating the risk of unacceptably
low @r high'prices.

10 The provisional emissions budget covered 2021 to 2025 and was for a volume of 354 million tonnes of carbon
dioxide equivalent (MtCO2e): https://environment.govt.nz/what-government-is-doing/areas-of-work/climate-
change/ets/nz-ets-market/setting-unit-limits-in-the-nz-ets/ In contrast, the first emissions budget covers
2022-25 and totals 290 MtCO2e. Decisions were also made for the second (305 MtCO2e) and third (240
MtCO2e) emissions budgets at the same time: https://environment.govt.nz/what-government-is-doing/areas-
of-work/climate-change/emissions-budgets-and-the-emissions-reduction-plan/

11 section 3(1)(b)Climate Change Response Act 2002 No 40 (as at 03 November 2021), Public Act 3 Purpose —
New Zealand Legislation.

Regulatory Impact Statement | 11
mhzqg44vur 2022-12-09 11:06:01 [IN-CONFIDENCE]



Section 2: Deciding upon options to address the policy
problem

Legal considerations when updating limits and price control settings for
units

21. The Act allows for NZ ETS unit limit settings to be updated this year for each of the five
years of 2023 to 2027.Generally, the first two years are unable to be amended from
existing settings unless one of the special circumstances have been met. As described
in paragraph 4, settings for all years can be updated this year.

What criteria will be used to compare options to the status quo?

22. As described above, updates to regulations for NZ ETS unit settings must al
obligations described in the Act and the purpose of the NZ ETS. The o for,

changes to NZ ETS unit settings are assessed against criteria listed i below.
Table 2.1: Criteria for options analysis of limit and price control nits
Criteria Description

Accordance with New Zealand’s
emissions budgets, NDC, and 2050
emissions targets

Support the proper functioning of the ETS

Z ETS should operate in a transparent and
urable manner that allows participants to form
expectations about future market conditions. This is
L 3 necessary to build confidence in the NZ ETS market

and encourage investment in cost-effective

opportunities for domestic emissions abatement.

Regulatory certainty is the reasoning behind strict
Improve regulatory certainty and limitations on being able to update NZ ETS unit
predictabili settings in the first two years and the matters described

in section 30GC of the Act that must be considered
when making updates to these settings.

The NZ ETS unit limit settings should avoid the need
for review and update of settings for the first two years
every year in order to build confidence in the NZ ETS
market and encourage investment in cost-effective
opportunities for domestic emissions abatement.

Support consistency of NZU prices with NZ ETS settings should support efforts to allow access
the level and trajectory of international to offshore mitigation. This includes keeping NZU
emissions prices ** prices in line with international prices.

Settings should act to both ensure that the NZ ETS
price signal is not eroded by inflation, while also
minimising impacts on rates of inflation.

Appropriately considers inflationary
impacts **
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Settings manage the risk of unacceptable emissions
costs being incurred by affected groups and the wider
economy.

Manages the risk of unacceptable
economic impacts **

** these criteria are considered for price control settings only.

23. Assessment of each option against the criteria is given a rating outlined in the key
below:

Key for assessing options against the status quo
++ much better than the status quo

+ better than the status quo

0 about the same as the status quo

- worse than the status quo

-- much worse than the status quo

Criteria reflect requirements under the Climate ChangesResponse Act 2002

24. The Act requires that the limits and price cantrol settings are in accordance with the
NDC, the emission budgets, and the 2050 targets but need not strictly accord if the
Minister, after considering a range of other matters, consider a discrepancy is justified.

25. The Act also states that settings do not need to strictly accord if, after taking account of
matters specified in section 30GC ofithe Act, a discrepancy is justified.

26. The criteria outlined above address theseumatters. A list of the obligations under
section 30GC of the Act is provided inithe table below, along with reference to the
criteria that reflect each matter.

Table 2.2: How the criteria being used to assess options reflect obligations under
section 30GC of the Climate,Change Response Act 2002

Obligations under séction

30GC of the Act Criteria that reflect this matter

(2) The Minister must be satisfied

that the limitsqand price €ontrol

settings afe inaceordance with (a)

the emissions budget and the

nationalljpdetermined contribution

and (b) the 2050 target Accordance with New Zealand’s emissions budgets, NDC

((3) Howeyver, they need not strictly ~ and 2050 target
accord with the budgets or
contributions as long as the
Minister is satisfied that the
discrepancy is justified, after
considering other matters

Matters the Minister must consider

(5)(a) Projected trends in Accordance with New Zealand’s emissions budgets, NDC
greenhouse gas emissions, and 2050 target
including both emissions covered
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by the NZ ETS and those that are
not covered

(5)(b) The proper functioning of the
N

ZETS Support the proper functioning of the ETS

) . Support consistency of NZU prices with the level and
e eatonsl clElE & g trajectory of international emissions prices
obligations and contracts New ) iy P

Zealand may have for accessing Accordance with New Zealand’s emissions budgets, NDC
offshore mitigation from other and 2050 target
carbon markets

(5)(d) The forecast availability and ~ Accordance with New Zealand’s emissions budgets, NDC
costs of ways to reduce and 2050 target
greenhouse gas emissions that

may be needed for New Zealand to ) ) )
meet its emissions reduction Support consistency of NZU prices with the levehand

targets trajectory of international emissions prices

Support the proper functioning of the ETS

(5)(e) The recommendations made The Commission’s recommendations aretincluded among the
by the Climate Change options considered for all NZ EIS unit settings decisions in
Commission under section 5Z0A this RIS

(5)(f) Any other matters that the
Minister considers relevant

Additional matters the Minister must consider it analysingprice control settings

(6)(a) The impact of emissions Manages the ris_k of unacceptable economic impacts
prices on households and the

economy

(6)(b) The level and trajectory of Support consistency of NZU prices with the level and

international emissions prices trajectoryiof international emissions prices
(including price controls in linked

markets)

Ee e rMan;gesE\e ri; of unacceptable economic impacts
B Inrion Appropriately considers inflationary impacts

Accordance with thedNDPC requires careful consideration

27. New Zealand hasgmade a nationally determined contribution under the Paris
Agreement. NZ ETS unit settings are required to be in accordance with the NDC, as
wellas emissions budgets and legislated emissions targets.

28. Governmenthas indicated that offshore mitigation will contribute to meeting the NDC.
Thecriterion of accordance with New Zealand’s emissions targets is considered in the
impact analysis below with reference to this.

29. “The'Commission has taken a similar approach, advising on limits that are set in line
with emissions budgets as stepping-stones to the 2050 target and the intended
domestic contribution to the NDC.

30. The Commission has further highlighted that the severe social and economic risks of
limits in line with the NDC, without consideration of the role Government has signalled
will be played by offshore mitigation, would mean that after consideration of other
matters the settings should not be set to achieve NDC via domestic emissions
reductions only.

31. Assessment of accordance with New Zealand’s NDC is considered against the
Government's intention that offshore mitigation will contribute to meeting the NDC.
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Purpose of unit settings

32.

33.

34.

35.

The purpose of auction price controls is to mitigate the risk of unacceptably low or high
NZU prices. Publishing at least five years of these price settings signals to the market
expectations of the future range of NZU prices. This contributes to a stable and
predictable domestic emissions price that allows market participants to form long-term
expectations of their NZ ETS costs.

There is a tension between this role and the purpose of NZ ETS unit settings to assist
in the achievement of targets. Higher NZU prices will be generally better at
incentivising emission reductions and removals, which lowers the risk of New Zealand
not meeting the emissions targets and budgets. At what price points the auction price
controls are set may influence the impact of the NZ ETS settings on household. costs
and the economy. Conversely, price controls that mitigate price too much or too little
may be inconsistent with meeting targets and budgets.

Limits and price control settings are not the only means of achieving targets or
managing economic impact. The NZ ETS is only one component of the"Government’s
emission reduction plan, and economic impacts of emissions priging ¢an‘besaddressed
by complementary actions.

In the emissions reduction plan, the Government noted complementary policies, such
as standards, regulations and investments, are additional;"potential means of
contributing to meeting targets. These often include costs f0r emissions reductions that
are orders of magnitude above observed NZ ETS prices. How much emissions pricing
is required to achieve emissions reductions{depends,on the implementation and
effectiveness of the non-pricing parts of the emissions reduction plan.

The Commission’s modelling informed its recammendations

36.

37.

38.

39.

40.

41.

The Commission based its modellingithat informed its advice on a range of scenarios
in the context of three sources of uncertainty,— baseline emissions from which
reductions need to occur, mitigation costs, and other policies affecting NZ ETS sectors.
These scenarios were then used tofconsider the prices required to meet gross
emissions reductions calculated. by ‘sector sub-targets’ in the emissions reduction plan
for non-forestry sectars,covered by the NZ ETS. The prices required to meet the
legislated targets.and NDCawwere indirectly investigated via this approach.

The Commissianinotedithe afforestation response to higher NZU prices would not
assist the Gevernment,meet the first emissions budget'? as forests have initially slow
rates of carbon seguestration. The Commission’s modelling on price and emissions
responses covered the first three emissions budgets; by the third budget period, the
remg@vals frem afforestation from 2023 will be material.

This modelling and its use in calculating what is required to meet sector sub-targets
resulted'in a need for relatively higher NZU prices, and therefore for a considerably
higher NZ ETS auction price control ceiling than currently set, so that these higher
prices would not be curtailed.

This higher price pathway will not be needed if the NZ ETS market mechanism is
effective in driving the required emissions reductions. The purpose of the upper bound
is to prevent unacceptable impacts from prices if emissions reductions have not
occurred at lower prices.

The overarching purpose of the NZ ETS is to assist New Zealand to meet international
and domestic emission targets. Settings that would be clearly unacceptable for that

12 The Commission notes on p25 of its advice that “Due to the lag between planting and tree growth, the effect of

higher afforestation on carbon removals and unit supply in the NZ ETS would emerge after 2025.”
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purpose are those that limited prices to levels too low to incentivise emissions
reductions. Additionally, Government introduced the upper price control to
acknowledge that the impacts at certain prices are unacceptable, irrespective of
emissions outcomes.

42. The challenge is to set the price controls at points that are sufficiently high and low to
signal boundaries that provide confidence on the role of emissions pricing in meeting
targets, while limiting any impacts of emissions pricing to those that are deemed
acceptable.

What scope will options be considered within?

43. Options for controlling unit supply and mitigating unacceptable prices are being
considered in the context of adjusting the existing auctioning regulations.
44. The following matters are out-of-scope:

a. The methodology for calculating unit limits. The methodology for
calculating unit limits was developed in 2020 for the NZ ETS limit§ fonunits. It
estimates the auction volume from emission budgets, adjusted for factors that
include other market supplies (such as industrial allocation); and desired
reductions to the NZU stockpile. The Commission fallowed this methodology
in their 2022 advice on NZ ETS unit limit settingsz\WWe ¢ensider there is no
reason to change the sequential set of calculations; as the process remains
the only appropriate way to determineshese limits.

b. Targets other than New Zealand’s legislated targets. New Zealand’s
emissions targets are premised on net.emissions - the combination of
emissions and removals of COe to andfrom the atmosphere. The
Commission has repeatedly urged changes to the NZ ETS to prioritise the
reduction of gross emissions, that is emissions only rather than the net
outcome of emissions and remaovals. Work is underway on this. However,
consideration of the relativesbalance of emissions and removals towards
meeting New Zealand’snet emissions targets is out of scope for this analysis.

What options are being consideysed?

45. Changes are beingtconsidered to the limits for units and the price control settings for
units prescribedin schedule 3 of the Climate Change (Auctions, Limits, and Price
Controls for Wnits) Regulations 2020.

Options for limigs for Units (section 3)

46. Limit settings determine the number of new units available to be supplied into the NZ
ETS via auctioning, introduction of approved overseas units, and free allocation. These
limits,donot restrict the number of units that can be transferred for removal activities
such'as carbon sequestration from forests that reduce New Zealand’s net emissions.

47. “Thelimits being updated are:

a. alimit on the NZUs available by auction (annual auction volume + volume
available within the cost containment reserve);

b. alimit on approved overseas units; and

c. an overall limit on units (often referred to as the NZ ETS cap, which consists
of units available by auction and by other means, and approved overseas
units).

48. Although regulations do not prescribe annual auction volumes, it is possible to
calculate them from the published limits (by subtracting the cost containment reserve
volume from the limit on units available by auction). The Ministry for the Environment’s
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Chief Executive is required to make publicly available an auction calendar that includes
the number of NZUs expected to be available to sell at each auction.

49. To update limits for units, an existing methodology is being applied. This methodology
moves through a series of steps to determine the base auction volumes, which is then
used as an input to calculate the limits prescribed in regulations. Options are being
considered for the following steps within this methodology:

a. making technical adjustments to appropriately address any misalignment
between emissions reported into the NZ ETS and those reported in New
Zealand’s Greenhouse Gas Inventory; and

b. setting a reduction volume to address the ‘surplus’ or ‘excess’ units in the
privately held stockpile of NZUs.

50. Options for each of the decisions in carrying out this methodology are detaileddn
sections below.

Options for price control settings for units (section 4)

51. The price control settings being updated are:
a. the minimum price that units can be sold at auction for (pricé fleor or auction
reserve price);
b. the cost containment reserve trigger price(s); and
c. the cost containment reserve unit volume(s).
52. Options are being considered for the following:
a. the auction reserve price;
b. the volume of units in the cost containmént reserve;
c. the structure of the cost containment reserve, meaning whether to have one
or several trigger prices and volumes of units; and
d. the trigger price(s) for the cost containment reserve.

Options are analysed in sections below

53. Options for each of these arg presented and analysed in sections below.
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Section 3: Limit settings

54.

55.

56.

57.

58.

59.

The limits for units that are prescribed in regulations are:
a. alimit on the NZUs available by auction (annual auction volume + volume
available within the cost containment reserve);
b. alimit on approved overseas units; and
c. an overall limit on units (often referred to as the NZ ETS cap, which consists
of units available by auction and by other means, and approved overseas
units).
These limits depend on the number of NZUs available for auction (excluding the cost
containment reserve volume), and the number of units in the cost containment reserve:
The volume of units available for auction is not directly prescribed in regulationss,but
required to be published in the auction calendar.
The methodology for calculating unit limits was developed in 2020 for the NZ ETS limits
for units. There is no reason to change this sequential set of calculations as the
process remains the only appropriate way to determine the number of €mission’units
available for auction. The Commission used this methodology indheir 2022:advice to
the Minister, and it has been largely supported through reSponses 106 consultation.
The methodology for calculating the auction volumes uses thexfollowing calculation
steps:
Step 1: Allocate the emissions budgets.to NZ ET.S and non-NZ ETS sectors;
Step 2: Make technical adjustments;
Step 3: Account for free NZU allocation volumes;
Step 4: Set the reduction volume to address the unit surplus;
Step 5: Set the approved overseas unit limit; and
Step 6: Calculate the base auction volumes.
Options are considered in separate-sections below for step 2 and step 4, as the
technical adjustment and stockpile reduction, volume steps.
The recommended approach atieach decision point is then incorporated into the
calculation of auction volumes in‘section 3.3 below, and the calculation of limits for
units to be prescribed in fegulations'in section 3.4 below.

~® o0 oy

Section 3.1: Teghmieal adjustments

Background

60.

61.

Emissionsireportéd into the NZ ETS for covered sectors are intended to align with
emissions reported in New Zealand’s Greenhouse Gas Inventory (the Inventory).
In its adviceyto the Minister on NZ ETS unit limit settings this year, the Commission
identified discrepancies between emissions reported in the Inventory and those
reportedin the NZ ETS for three sources:

Liquid fossil fuels The variance for liquid fossil fuels has been consistent since 2010 at
around 0.8 Mt CO2ze per annum lower than emissions reported into the
NZ ETS than reported in the Inventory.

Coal and steel The variance for coal and steel is only recently emerging. Alignment
was reasonably close between 2012-2017, but differences has
emerged since then. NZ ETS reported emissions were 0.5 Mt COze
lower than emissions reported in the inventory for 2018, and 0.9-1.0
Mt CO2e (or around 16%) lower than the emissions reported in the
national Greenhouse Gas Inventory from 2019-2020.
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Geothermal The variance for geothermal emissions was smaller and limited to
recent years. Analysis has shown that this observed discrepancy was
due to a methodological issue when compiling the Inventory. This has
been corrected in the most recent Inventory submission, and does not
require any technical adjustment when calculating auction volumes.

62. Addressing these discrepancies is important because New Zealand uses inventory
data to report progress towards targets. As noted above, the purpose of the NZ ETS is
to assist New Zealand meet those targets. Any accounting misalignment could mean
too many, or too few, emission units are supplied each year. This could risk over or
under achievement of those targets.

63. Officials have been exploring methodologies and emissions factors used in bo
ETS and the inventory following the Commission’s discovery. However, two
discrepancies remain. Options are presented below for how these are reflect u
limits.

Options
Option One — status quo — no technical adjustment

64. No technical adjustments are made during the calculati uction volumes

Option Two — reduce calculated auction volume amount of the observed

discrepancy - Commission’s advice

is made to reflect the full amount of
latively steady liquid fossil fuel
and a fixed percentage adjustment for coal
cy for years 2019-2020.

65. A technical adjustment to reduce auction volu
the observed discrepancies. This would reflect t
discrepancy over the period of 2010-20
emissions based on the obse i

Option Three — reduce calculated auc volumes by half of the observed
discrepancy

66. A technical adjustment to ction volumes is made to reflect half of the
observed discrepanci

Presenting opticQ
67. The three m are presented in the table below.

Table 3.1. chnical adjustment options on auction volume
Technical adjustment (millions of units — reduced

auction volume)

2023 2024 2025 2026 2027
Option 1 — 0 0 0 0 0
tatus quo
Option 2 — 1.6 15 1.3 1.3 1.3
Full discrepancy
Option 3 — 0.8 0.7 0.7 0.7 0.6
Half discrepancy
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How do the options compare to the status quo/counterfactual?
68. An assessment of each option against the status quo is presented in the table below.

Table 3.1.2 Assessment of options against the status quo

Option One — Option Two — Option Three —
Status quo, no Reduce auction Reduce auction
technical adjustment volume by entire volume partially
amount —
Commission’s
advice
Accordance with 0 0 0

New Z_ea_land 3 Until it is clear whether ~ Until it is cle
emissions - . .

budgets, NDC a technical adjustment  atec t

and 2050 target is appropriate, it is is it is
unknown if full half
adjustment will make ent will make
the NZ ETS more ETS more or
aligned with NZ's
rgets and budgets
Support of the 0 0
functig:i)sggf e No impact on NZ ETS
ETS participants or
operation
Improve 0 - -
regulatory . :
certaiinty and hange at_thls step A change at_thls step
predictability ut certainty about  without certainty about
ther this will be whether this will be
retained introduces retained introduces
uncertainty in addition uncertainty in addition
Y3 to the change itself. to the change itself.
Support \O 0 0
consistency of; : : : ;

W inoee= o Unprgdlc-:table .lmp.act Unprc-.:dlc_:table .lmp.act
PRILSOES on emission unit prices  on emission unit prices
trajec
internati

0 0 0

69. The criteria analysis does not strongly identify any clear preferred option. All options
have risk and uncertainty from making, or not making, a technical adjustment for the

discrepancies.
70. The decision made at this step has material impacts on auction volume and units

supplied to the market.
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What option is likely to best address the problem, meet the policy
objectives, and deliver the highest net benefits?

71. While there is no clear ‘best option’ resulting from the criteria analysis, the least costly
and lowest impact option is to make no adjustment to calculated auction volumes.

72. Once the reasons for the discrepancies are understood, either a technical adjustment
can be made with certainty or not at all, when making decisions on NZ ETS unit limit
settings in the future.

What are the marginal costs and benefits of the option?

73. The status quo has no fiscal costs compared to the other options, as shown below:

Option 1 - Option 2 — Option3—

no adjustment full adjustment — mid(point adjustment
Commission’s advice

2023 fiscal costs No change Auction volume Auction volume
reduced by 1.6m"NZUs reduced by 0.8m
(Other years NZUs
have different $128m cost™®
volumes) $64m cost

74. Reducing auction volumes could reduce the revenue ‘generated by auctioning, depending
on whether there is a corresponding price impact. It will also indirectly (and potentially
materially) affect NZU prices by redueing the humber of units supplied to market.

75. Until officials are more confident.thereis,a problem to fix via a technical adjustment, the
most prudent approach is to not make,one.

Consultation feedback

76. Technical adjustmént options were not specifically consulted on. However, the
discrepancies were described in the consultation document. It had been anticipated
that a full understanding of the discrepancy would enable simple identification of the
best option to address this discrepancy. This full understanding is not yet arrived at.

77. Feedbaek from individual submissions and NGOs has shown support for including the
technical adjustment in volume calculations. Industry submitters do not support the
technigal adjustment due to the uncertainty surrounding the source of the discrepancy
and the‘lack of time available to investigate.

Recommendation

78:%, No change is recommended to auction volumes for technical adjustments. This differs
from the Commission’s advice.

13 Calculated at an NZU price of $80, which reflects recent secondary market prices (September/October 2022).
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Section 3.2: Stockpile reduction volumes

Background

79.

80.

81.

82.

83.

84.

85.

86.

87.

NZ ETS account holders can ‘bank’ NZUs in their accounts in the NZ emissions trading
register.

A large quantity of units has accumulated in private accounts. This ‘stockpile’ could
cause challenges in meeting emissions budgets because it allows emissions outside
the ETS cap.

The stockpile can provide market liquidity, which is essential for enabling the price
discovery that is fundamental to the design of emissions trading schemes. The ability to
bank units is a valuable feature of the NZ ETS to help reduce price volatility, ensure the
NZzU price is forward-looking, and support participants to manage their futurefliabilities.
The methodology used to calculate auction volumes includes a stockpile reduction
step, which means setting an auction limit lower than the entire volumefof emission
units estimated to be available. This is to encourage NZ ETS participants{o use some
units from the stockpile to meet their NZ ETS surrender obligations, unless;they are
able to use additional supplies from forestry or other absorption @ctivities.

Some of the units in the stockpile are not held for NZ ETS complianeesfpurposes. Most
are, however, including as hedges against obligations su€htas these required to be
surrendered on forest harvest.

Estimating the excess liquid component of thedstockpile‘is difficult. The Commission
analysed the units held at 1 June 2022, after the 31 May deadline for meeting
surrender obligations for 2021 emissions. Of the'144 million privately held units, the
Commission estimated the excess liquid, or ‘surplus’ component of the stockpile is 49
million units. The rest were considered ta be unavailable to the market.

There were diverse views on that estimate in submissions, largely focusing on the level
of uncertainty. Views ranged from-effectively. zero liquidity through to a suggestion that
the whole stockpile is ‘surplus’zand auction velumes should thus be reduced to zero.
This RIS takes the Commission’s middle point estimate as the best estimate of the
surplus component.

It was also questioned in submissions whether the surplus component should be
reduced to zero, nating the,valuable roles of the stockpile explained above. Given the
risk the stockpile"poses, to achieving emission budgets, our inability to fully understand
the intentionsgef NZU holders, and the potential for large volumes of NZUs to enter the
liquid stocKpile from NZ ETS forests without compliance obligations from harvest, we
think using‘a,zero end point remains prudent.

Options toraddress this excess liquid component of the privately held stockpile of units
are preSented below. An option for not drawing down the excess stockpile is not
providedy@s this materially increases the risk of the NZ ETS being misaligned with
targets, especially emission budgets.

Qptions

Option One — status quo extended — the stockpile reduction volume remains at 5.4
million units per year

88.

The stockpile reduction volume is currently set at 5.4 million units per year. This was
calculated when unit settings were first set and intended to reduce the estimated
surplus component of the stockpile by the same amount each year to be reduced to
zero over ten years by 2030.
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Option Two — update excess component of stockpile only, and reduce evenly over ten
years.

89. The stockpile reduction volume is recalculated using the updated estimate of excess
units in the stockpile. This volume reduction is evenly split over a ten-year period.

Option Three — Commission’s recommendation - Update excess component of
stockpile, update methodology to allocate among years to reduce to zero by 2030

90. The stockpile reduction volume is recalculated using the updated estimate of excess
units in the stockpile by 2030. The volume reduction is split between years in
proportion to the emissions budget allocated to NZ ETS sectors each year.

91. This means the volume reduction remains the same proportion of the cap eac

Option Four - Update excess component of stockpile, update methodology t (-]
among years to reduce to zero over ten years

92. The stockpile reduction volume is recalculated using the updated estimat
units in the stockpile over ten years. The volume reduction is spli
proportion to the emissions budget allocated to NZ ETS s rs

93. This option varies from that presented by the Commission b
surplus over an additional two years.

Presenting options
94. The options described above are presente low.

Table 3.2.1 Options for annual stockpile adjustme duction volume for use in
calculating auction volumes

ile adjustment (millions of units)

Option 24 2025 2026 2027
Option 1 - Status quo 5 5.4 54 5.4 5.4
Option 2 — Update xog
estimate, reduce e over ten 4.9 49 4.9 49 49
years
Option 3 — Commissio e-
Updatg excess estimate and 8.0 77 71 6.5 59
allocatio ce by
2030
e excess
location approach, 7 6.8 6.3 5.8 52
r ten years

How do the options compare to the status quo?

95. The options are compared to the status quo in the table below.
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Table 3.2.2 Assessment of options against the status quo

Option One —
Status Quo

Accordance 0
with

New Zealand’s
emissions

budgets, NDC

and 2050 target

Supportofthe 0
proper

functioning of

the ETS

Improve 0
regulatory

certainty and
predictability

the level
and trajectory
of international
emissions
prices

Overall 0
assessment

mhzg44vur 2022-12-09 11:06:01

Option Two —
Update excess
estimate,
reduce evenly
over ten years

0

Similar to the
status quo.

0

Similar to the
status quo

to the
status quo

[IN-CONFIDENCE]

Option Thr_ee = Option Four -
Commission Ubidate excess
advice- Update p

estimate and
allocation
approach, reduce
over ten years

excess estimate
and allocation
approach, reduce
by 2030

o -

Better reflects
required reduc

Better reflects the
required reduction

in stockpile and in stock

considers the conside

changes in cl in

emissions budgets is dgets

over time. ve

Risks too rapi ks too rapid
reduction of supply
into the NZ ETS,
impacting the
ability of
participants to
comply, but
dependent on data

Addresses over- on surplus

supply risk Addresses over-
supply risk

0 0

Relatively small
change to auction
volumes resulting
from this change

Relatively small
change to auction
volumes resulting
from this change

Reduced risk of
future regulatory
change due to large
share of cap not
being supplied

Reduced risk of
future regulatory
change due to
large share of cap
not being supplied

+ +

Reduced supply will Reduced supply

have an upwards will have an

price pressure upwards price
pressure

- +
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What option is likely to best address the problem, meet the policy
objectives, and deliver the highest net benefits?

96. The options can be differentiated by the amount of units that would be withheld and the
pace of the reductions.

97. All options are improvements on the status quo as they reflect updated estimates of the
excess liquid component of the privately held stockpile of units. The Commission’s
proposed methodology to reduce auction volumes by an equal proportion of the
emissions budget allocated to NZ ETS sectors each year means that the risk to liquidity
does not increase as emissions budgets tighten.

98. Reducing the stockpile quickly helps ensure the control on unit supply through the NZ
ETS cap, which helps the Government meet emission budgets.

99. A too rapid reduction in auction volumes risks endangering the ability of NZ ETS
participants to meet compliance obligations to surrender units, and increases the risk
that participants would need to rely on buying units from the cost containment reserve
to meet these obligations. This is, however, considered unlikely to result ffom this
change.

100. Restarting the ten year period given the new estimate of surplus units in'the stockpile
has higher risk of regulatory uncertainty as it sets a precedentiforfuturé recalculation
and method change. It also has higher risk of misalignmentibetween the ETS cap and
emission budgets due to the longer time take to drawn/dowhn the surplus.

101. Option 3, the Commission’s advice, is preferred.

Consultation feedback

102. Individual submitters and NGOs who commented‘on this question were in support of
the Commission’s recommendations to reduce the unit stockpile. Some called for a
more aggressive approach, highlighting,the impact that forestry units will have on the
stockpile if they are brought to market. Most individual submitters and NGOs noted that
a large amount of stockpiled gnitsiposes a threat to the achievement of New Zealand’s
emissions budgets.

103. Most industry submitters notedithat there was significant uncertainty surrounding the
Commission’s estimate.of the unit stockpile, and more evidence was required before
making adjustments:

104. Industry participants further claimed an incorrect assumption that units in the stockpile
would comestoimarkets They claim that many businesses are hedging for future
surrender @bligations due to regulatory uncertainty. There were also concerns that
stockpile,reduction efforts would increase the NZU price and lead to increased
speculation:

Recommendations

105 The Lommission’s advice is recommended, which is reducing the updated estimate of
the excess component of the privately held stockpile to zero by 2030, using the
Commission’s recommended approach to allocating this among years.
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Section 3.3: Annual auction volume calculations

106. The following table displays the calculation of annual auction volumes using the
recommended options at each of the steps above. These values differ from the
Commission’s advice because MfE recommends that no change is made at the
technical adjustment step of auction volume calculation.

107. The industrial allocation and overseas units steps are not analysed in this RIS, as we
do not propose alternatives at these steps. The industrial allocation values used are the
estimates provided by the Commission in the technical annexes to its advice' and
reviewed by the Ministry.

Table 3.3.1 Calculation of auction volumes resulting from recommended options
Step 2023 2024 2025 2026 2

Starting volume (emissions 73.6 721 69.7 665 3
budget component) : : k . !

Step 1: allocate the
emissions budget, subtract

emissions outside the NZ -41.3 -41.0 -41.0 ; -40.2
ETS from the demonstration

path

Emissions budget

allocated to NZ ETS 323 26.2 23.7
sectors

Step 2: technical adjustment 0 0 0
Step 3: industrial allocation -6.4 -6.2 -6.1
Step 4: surplus reduction -8 -6.55 -5.9
Step 5: international unit limit 0 0
Sien b £ retemed 2l 1 171 153 135 17

auction volumes

\ 4

Section 3.4; Nended NZ ETS Limits for units

Auction volu

108. Th nended auction volumes calculated using preferred options are provided in
ow. These are compared against the status quo auction volumes (where
e auction volumes that would be arrived at by following the Commission’s
mmended options.

14 See row 62 of the “4. Industrial free allocation” tab of the supporting spreadsheet for the Commission’s
technical annex 1 to its 2022 advice on NZ ETS unit settings: https://ccc-production-media.s3.ap-southeast-
2.amazonaws.com/public/ETS-advice-July-22/Technical-annexes-and-supplementary-documents/Technical-

annex-1-Unit-limit-settings-workbook.xIsx
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Table 3.4.1 Calculated auction volumes under recommended option, with comparison
to status quo and Commission’s recommended auction volumes

Auction volume source 2023 2024 2025 2026 2027
Recommended option 179 | 1 15.3 13.5 11.7
Status quo 18.6 18.0 16.5 15.7 Not set
Based on Commission’s 2022 16.3 156 14 121 104
recommendations

Limits to be prescribed in regulations

109. The limits to be prescribed in regulations can be calculated by comparison wi e
numbers in table 3.3.1 above, and reference to the calculation of the cost contai t
reserve volume described in section 4.2.1 below.

110. The limit on units available for auction in each year is made up of the:

a. annual auction volume; and
b. cost containment reserve volume.
111. The overall limit on units in each year is made up of the:
a. annual auction volume;
b. cost containment reserve volume;
c. projected free allocation (industrial all
d. approved overseas units.

112. These overall limits calculated based on th
the table below. These differ from the Commis
recommendation on addressing the dis
NZ ETS and those reported in the Inven

Table 3.4.2 Recommended limits for uni
Limit illi
0

ion) me; and

ions above are presented in
’s advice due to the different

2024 2025 2026 2027
&
New Zealand units ayaila 24.8 224 20.0 176
by auction (millio : ' ' . '
Approved overs ni 0 0 0 0 0
used (millions)
Overall limi 323 31.1 287 26.2 237
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Section 4: Price control settings

113.

114.

115.

Auction price control settings allow the Government to address unacceptably high or
low NZU prices by moderating supply of units via auctions.

Price control settings were introduced alongside regulations for NZ ETS auctions of
NZUs in 2020 and were in place at the time of the first ETS auction in March 2021.
Noting the previous analysis, the already prescribed settings for 2023-2026 can be
reviewed for the same reasons as the limits for units.

Section 4.1: Auction reserve price

Background

116.

117.

118.

1109.

120.

Regulations must set the minimum price below which units must not be/soldiat auetion
(auction reserve price) for the next five calendar years.

This auction reserve price is the price below which the GovernmentWillnot sell units at
auction. Its stated purpose is to act as a safety valve that helps guard against NZU
prices dropping below the level needed to meet emissions budgets. Bids in an NZ ETS
auction cannot be made at prices below the auction reserve,price that applies at that
auction.

The auction reserve price is not a hard price fleor as,secondary market prices can fall
below it. Instead, it prevents the Government from adding further NZUs into the market
at low prices.

The NZ ETS also includes a confidential reserve price, based on the secondary market
price, below which units cannot be sold at auction. This means the auction reserve
price only influences auction outcomes when the secondary market price is already
close to or below it.

No option more stringent that the Commission’s recommended auction reserve price is
considered in this RIS. As noted.n the Commission’s advice, such settings would
undermine the functioning.ofithe NZ ETS by acting as reward on speculation and would
undermine the purpose of the auction reserve price through potential repeated
triggering.

Options

121.

The extension of the inflation adjusted status quo is being treated as the status quo in
the optiens ‘presented. This means that all options perform equally against the
‘appropriately consider inflationary impacts’ criterion.

Optigm@nes status quo, extended and inflation adjusted

122

123,

124,

The status quo has an auction reserve price starting from $30 in 2022 and increasing
at'5% plus a set inflation rate per annum.

This is the Commission’s 2021 recommendation on the auction reserve price setting in
Inaia tonu nei — A low emissions future for Aotearoa which was accepted by the
Government and promulgated in the regulations. The inflation rate recommended then
was 2%.

Inflation rates have significantly changed since those recommendations and
Government decisions. This option updates that inflation rate and extends the settings
to 2027. This is a combination of the options 1 and 2 that were consulted on.
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Option Two — delayed ramp

125. Two years of status quo settings adjusted to reflect changes in inflation, then
increasing in a linear way towards the Commission’s recommended 2030 auction
reserve (‘delayed ramp’)

Option Three — high ramp

126. An immediate rapid increase, using the mid-point between inflation adjusted values and
the Commission’s recommendations (‘high ramp”)

Option 4 — Increase to $45, annual update of 3% + inflation adjustment

127. A trajectory based on a 2023 value of $45, increasing annually by 3% plus in n
adjustment

Option Five — Commission’s 2022 advice

128. A trajectory based on a $70 auction reserve price in 2030 (disco
results in a 2023 value of $60, and then increases annually.by 3%
adjustment.

Presenting options

129. The options described above are presented i

Table 4.1.1 Options considered for updating the erve price

Auction reserve price for each year, in dollars

Option 2023 2024 2025 2026 2027
Option 1 — Status
quo, inflation $33.06 0 $38.67 $41.45 $44 .35
adjusted
Option 2 —‘delayed = ¢33 5.90 $44.79 $53.68 $62.57
ramp .
Option 3 — high ( $49.82 $53.02 $56.16 $59.38
ramp
Option 4 — $4
starting poi 5.00 $47.97 $50.70 $53.34 $56.01

3%+inflatio
traj

22 $60.00 $64.00 $68.00 $71.00 $75.00

H do the options compare to the status quo/counterfactual?

130. Detail on how the options compare to the status quo against criteria is provided below.
This is then summarised in a table at the end of this section.

Accordance with targets

131. All options that involve material increases to the auction reserve price improve
accordance with emissions reduction targets, although this is muted due to the gap
between the proposed auction reserve prices and the secondary market price of NZUs.
The Commission’s recommendation is the most aligned with the emission unit prices it
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has modelled as necessary for achieving gross emissions reductions within a range of
scenarios. However, this is not the same as being most aligned with reaching targets
over the first three emissions budgets.

132. The Commission has modelled prices required to achieve emissions reductions from all
NZ ETS covered sectors of the economy, excluding forestry. To do this, the
Commission used a gross emissions target for NZ ETS covered sectors based on the
sector sub-targets described in the emissions reduction plan, and then modelled prices
required to achieve the sum of these sector sub-targets in a range of scenarios that
make achievement of targets easier or more difficult.

133. A higher auction reserve price may be seen as a signal of a ‘price guarantee’ for NZUs
in future, and further incentivise afforestation for carbon forestry purposes.

134. Afforestation, as a response to higher emission prices, will not result in material
removals over the first emissions budget period and so cannot assist the Government
with achieving the earliest of the emission budgets the same way incentivising gross
emission reductions can. However, this will start to have an impact over later emissions
budgets periods — providing greater levels of removals which support meeting
emissions targets beyond the first emissions budget period.

135. Options 3-5 all limit the risk to mitigation investments made te reduce gross emissions.
This supports these investments being made and the meeting of targets.

Impacts

136. The current auction reserve price is well belew prevailing NZU prices. This means that
direct price impacts on households and the ecenomy are not significantly affected by
any of the proposed options. Higher auction reserve prices have a likely impact of
driving increased land-use change to afférestation‘as the floor price is seen as a form
of price guarantee. This is beneficial for meeting emissions budgets two and three.

Other criteria

137. All options are an improvemegnt @n the Status quo when considered against
international prices.

138. Option 2, with its,steeper price trajectory, increases the risk of market speculation,
especially if a situation oeeurs where prices tumble to a low price initially.

139. All options otherthan eptions four and five retain a clear distance from prevailing
secondary marketprices: This means that all options are unlikely to materially affect
the operation of the ETS in the short-term. However, options four and five have some
additional risks to/regulatory certainty as proximity to recently observed secondary
market prices increases the chance that it will come into effect — which would result in
possiblé reconsideration of settings for the first two calendar years during the next
update tosegulations.
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140. The above analysis of options against criteria in comparison to the inflation adjusted status quo is summarised in.tablé'4.1.2 below.

Table 4.1.2 Assessment of options against the inflation adjusted and extended status quo

Accordance with
New Zealand’s
emissions budgets,
NDC and 2050 target

Risk of unacceptable

impacts of emissions

prices on households
and the economy

Support of the proper
functioning of the
ETS

mhzq44vur 2022-12-09 11:06:01

Option One —
Extend Status Option Two — Option Three —
S iation delayed ram high ram
adjustment y P 9 P
updated
+ ++
Allows some
management of the risk  between emission
0 of misalignment unit prices and
between emission unit abatement
prices and those incentives
needed to incentivise
abatement, but risk of
delay
I O B
0
0 ___Initial lack of
0 High risk@ aMigndly | comeistency with
: ; abatement costs
investments frem falling :
-, and investment
B benefit
~\J '
No.change to the NZ No change to the
0 | ETS operation or NZ ETS operation
complexity or complexity

Steep ramp rewards
speculation and this

Better supports
investment in

[IN-CONFIDENCE]

Option 4 - $45,thén %

trajectory using
Commission’s
methodelogy

4

Closer relationship )\ Closer relationship between

emission unit prices and
abatement incentives.

High signal for land-use
change to forestry, while
Cabinet has recently made

decisions that it doesn’t want
rapid rural land conversion to

permanent exotic forestry

-
No change to the NZ ETS
operation or complexity

Better supports investment
in emissions reductions —

Option Five —
Commission’s 2022
advice

e

Closer relationship between
emission unit prices and
abatement incentives.

High signal for land-use
change to forestry, while
Cabinet has recently made

decisions that it doesn’t want
rapid rural land conversion to

permanent exotic forestry

+
No change to the NZ ETS
operation or complexity

Better supports investment
in emissions reductions- —
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Option One —
Extend Status
Quo, inflation
adjustment
updated
Improve regulatory
certainty and 0
predictability
Support consistency
of NZU prices with
the level and 0
trajectory of
international

emissions prices
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Option Two —
delayed ramp

interferes with the
compliance needs of
participants

Better supports

investment in emissions

reductions — both

afforestation and gross

Some risk of regulatory
change in future due to
non-linear approach

reductions

Signalled chan
sever

“‘

T

ain

tional prices, but

years in

o+

ell below
d expected

rrected over time

Option Three —
high ramp

emissions
reductions — both
afforestation and
gross reductions

uction reserve

price level would
undermine

regulatory certainty

e

Closer to current
and expected
international prices

[IN-CONFIDENCE]

Option 4 - $45, then

trajectory using Option Five —

Commission’s mission’s 2022

methodolog advice
both afforestation a both afforestation and gross
red reductions.

Risk of being triggered

(resulting in updates to
settings)

Some risk of regulatory
change in future as reserve
price close to recently
observed market prices

Abrupt and precipitous
increase in the auction
reserve price level would
undermine reg certainty

Some risk of regulatory
change in future as reserve
price close to recently
observed market prices.

Abrupt and significant
increase in auction reserve
price level would undermine

regulatory certainty

4 ++

Closer to current and
expected international prices

Closer to current and
expected international prices
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Option One — Option 4 - $45, then

Extend Status Option Two — Option Three — trajectory using 0 ton F“,'e N
Quo, inflation : c iecinn’ mission’s 2022
- delayed ramp high ramp ommission’s .
adjustment methodolo advice
updated
0 0 0
A iafel e s dread current prices e current prices already above
ppopiaicl/ 0 P y already above | likely  these so no additional likely
considers inflationary above these so no : : -
; ts i . these so no inflationary impact
Impac additional likely i :
. . . additional likely
inflationary impact . . .
inflationary imp
Overall 0 ¥ ¥ E t

assessment

What option is likely to best address the problem, megt t icy objectives, and deliver the highest net benefits?

141. There is a need for the auction floor price to increase to better in issions reductions, and act to safeguard investments already being

made to reduce emissions. Option four, increasing the au e to $45 in 2023, and then increasing at 3 percent plus inflation
annually, initially appears to perform marginally better tha alternative options.
142. This, however, risks being misleading. All opticrs presente provements on the status quo, and perform similarly in the criteria analysis.

N\

Regulatory Impact Statement | 33
mhzqg44vur 2022-12-09 11:06:01 [IN-CONFIDENCE]



What are the marginal costs and benefits of the option?

143. Price control settings are intended to rarely, if ever, take effect. The preferred options
for the auction reserve price move it to a level that remains significantly lower than
current NZU prices in the secondary market. This means that another measure which
is based on prevailing market prices, the confidential reserve price, already exists that
would prevent sale by auction of units at prices close to this updated price control in the
short term.

144. If the secondary market price was to fall significantly from current levels then the
updated auction reserve price could begin to have an impact at auctions.

145. On these bases, there are no direct or expected marginal costs or benefits todhis
option compared to the status quo.

Consultation feedback

146. Just over half of submitters were in support of the status quo reserve priceysettings.
Individual and NGO submissions, along with one industry Submitter’'supported the
Commission’s recommendations. Fifteen of these were near-identiealSubmissions
modelled on the Coal Action Network submission, and therefere have been treated as
one submission for the purposes of this analysis.

147. Submitters in support of the Commission’s reecommendationsscalled for higher reserve
prices, stating that current recommendations will have.little impact in the short term as
the market is already trading above the recommeénded reserve prices. Further attention
was given to the possible influx of forestry units and the dampening effect this could
have on NZU prices. Submitters also supported a focus on gross emissions reduction
to ensure that the ETS aligns with New Zealand’s emissions budgets and the NDC.

148. Submitters in support of status quasettings expressed concern toward the
Commission’s recommendationsshaving a focus on gross emissions reduction.

Recommendations

149. We do not specificallyarecommend any single alternative to the status quo. All
alternative options presented increase emissions reductions incentives, and act to
safeguard investments already being made to reduce emissions.

150. On this basis, we reeommend change to one of the presented alternative options.
These options include the Commission’s advised settings.
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Section 4.2 Cost containment reserve (CCR)

151. The cost containment reserve is the price control that provides the Government with a
mechanism to help manage unacceptably high prices in the NZ ETS. It achieves this by
releasing additional units for sale at auction if the auction’s interim clearing price is
above a set cost containment reserve ‘trigger’ price. It is intended to rarely be used.

152. The cost containment reserve was triggered for the first time after the release of the
Commission’s 2021 recommendation to increase the CCR trigger price. An immediate
spike in the secondary market price occurred on the day that the Commission’s latest
advice on increases to the CCR trigger price was released.

153. The settings for the CCR trigger price act as a proxy for the upper end of the
acceptable range for NZU prices. Views on what is and is not ‘acceptable’ will vary.

Background

154. The CCR acts as an upper price control for the NZ ETS secondary market{ For. meeting
surrender obligations for activity up to and including 2020, NZ ETS participants were
able to transfer a fixed dollar amount per tonne ($25 initially, thef increasing to $35) to
the Crown. This acted much like a rigid price ceiling, as there,wasfo incentive to pay
more than required to meet NZ ETS compliance obligations.

155. Price control settings do not determine market price. Market prices are the result of
buying and selling behaviour among market parti€ipants.

156. Although price control settings are not intendéd to drive emissions prices, to date a
relationship has been observed. Since the NZ,ETS closed to international markets in
2015, the market price of NZUs has closely tracked the upper limit price controls, the
$25 and then $35 fixed price option, andithe more recent $50 and then $70 cost
containment reserve trigger prices. The price ceiling has appeared to act as a magnet
for prices, with steep and rapid ineréases in market prices when the price ceiling value
has been increased, or announcements made that indicate this value is likely to be
increased.

157. This ‘magnet effect’ suggests that the prevailing secondary market price is currently
heavily influenced by regulatoryuncertainty rather than the intended fundamentals of
the cost of achieving‘e@missions reductions. This could also be due to future price
expectations heing influenced by trigger price levels, and causing speculative
investments which change as the CCR trigger price changes.

158. Part of the réason far.this correlation between price control settings and market prices
is likely to be that'ehanges in price do not influence compliance demand for units in the
shorttefm."SINZETS participants need to acquire and surrender NZUs to meet NZ
ETS obligations. If they fail to surrender NZUs by the deadline, they receive a financial
penalty of three times the price of carbon prescribed in regulations and used for
assessing penalties and calculating synthetic greenhouse gas levy rates. Speculative
demand is, however, likely to be price-sensitive.

Section 4.2.1: CCR volume
Background

159. The volume of the cost containment reserve needs to be sufficient to enable it to
perform its function of modifying supply, enough to mitigate against unacceptably high
prices.

5 Thisis technically called demand inelasticity, meaning demand is largely independent of price.
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160. At the September 2021 auction, the full seven million units of CCR volume available
was sold. The interim clearing price was $57, and the release of the CCR reduced this
to $50. At the March 2022 auction, the full volume was again available and most was
sold. The interim clearing price was $86, and the CCR release reduced this to $70. At
the June 2022 auction, only 1.3 million units remained in the reserve volume. The
interim clearing price was $78, and the clearing price after release of the CCR was
$7616.

161. These results illustrate that a larger CCR volume has a materially greater impact on
auction clearing prices than a smaller volume does.

Options
Option One - status quo

162. The current CCR volume is set using previously calculated stockpile adj e
volumes'’ plus an additional 5% of the previously calculated NZ ETS sect
component of emissions budgets'8.

Option Two — recalculate using status quo methodology a o] ddta

163. The volume of the CCR is calculated as the stockpile adj nt set as a step
in calculating auction volumes plus an additional 5% of; omp ent of the emissions
budget allocated to NZ ETS sectors. "

Option Three — stockpile adjustment volume

164. The volume of the cost containment reserve is ulated as the stockpile adjustment
amount set as a step in calculating auction volumes. This is the Commission’s
recommended option.

Presenting options

165. These three options are pre ih the table below
Table 4.2.1.1 - Assesime tofCC ume options against the status quo
CCR volume

Option 2 2024 2025 2026 2027
Option 1 - 7.0 7.0 6.8 6.7 Not set
Status quo
Option 8.7 84 i 71 6.4
Status quo

74 6.8 6.3 5.8 5:2

ated
hodology,
updated data

16 Details are available in the auction monitor report

17 See section 3.2 for recommendations on this adjustment volume.

18 This is the volume remaining after step one of the methodology used to calculate auction volumes, described
in section 3.
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How do the options compare to the status quo/counterfactual?
166. The described options are compared to the status quo in the table below.

Table 4.2.1.2 Comparing the alternative options for CCR volume against the status quo

Option One — Option two — status quo methodology,
Status Quo updated reference data
Accordance with New Zealand’'s 0 +
emissions budgets, NDC and
2050 target
Mitigation of unacceptable 0

impacts of emissions prices on
households and the economy

Support of the proper functioning 0
of the ETS

Improve regulatory certaintyand 0

predictability change to regulatory certainty other than
this proposal. Proposed change is reasonably
minor.

Support consistency of NZU 0 0

prices with the level and
trajectory of international
emissions prices
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Opti e — Stockpile adjustment
volume

d on most recent emissions budgets

be auctioned

Based on most recent emissions budgets \
@ o volume additional to emissions budgets can

+

Greater volumes of units in the cost
containment reserve will have a greater price
dampening effect if sold

0

Removes some of the safety valve that
supports participants being able to access units
to meet NZ ETS obligations, while reducing
likelihood of excess liquid supply being added
to the stockpile, not materially different from the
status quo

0

No change to regulatory certainty other than
this proposal. Proposed change is reasonably
minor.

0
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Option One — Option two — status quo methodology, Option Three ile adjustment

Status Quo updated reference data
Appropriately considers 0 0 0
inflationary impacts
Overall assessment 0 ++ -

d stockpile adjustment (in option three)
mpening effect of the CCR.
nal but relatively small volume (in percentage
larger. This relationship changes as the emissions
atioccurs reconsideration of settings for all years can
s budget. In auctions where the CCR has been sold to
023 and 2024. This suggests that it will have a similar price

167. Both alternatives to the status quo are improvements. The removal of the additional volu
means that the entire volume is within the emissions budget; however, this also weake

168. These criteria need to be traded off against each other. The price dampening impact
terms) of units is considered less significant in earlier years, when the stockpiletadjus
budgets decline over time. This only starts to matter if the CCR volume is s
occur. Initially, it is considered more important that the full volume is withi
date, the CCR volume has been similar to what is proposed in all options fo
dampening effectiveness to the status quo.

N\
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What option is likely to best address the problem, meet the policy
objectives, and deliver the highest net benefits?

169. We assess that setting the CCR volume as equal to the stockpile reduction volume
calculated as part of the methodology to calculate annual auction volumes (Option
three) will best address the problem, meet policy objectives, and deliver highest net
benefits.

170. This option of calculating the cost containment reserve volume as equal to the annual
stockpile reduction volume was recommended by the Climate Change Commissionfin
its advice on these settings.

171. Removing the 5% contingency reduces fiscal risk, as it removes CCR volumefoutside
emissions budget that could have to be ‘backed’'? if supplied to the market. The
requirement to back reserve units outside budgets would likely mean the Governmeént
having to purchase offshore mitigation at higher prices than NZUs.

What are the marginal costs and benefits of the option?

172. The identified option is only a minor deviation from the status,quoyimeaning that a full
cost-benefit analysis is not required. Additionally, it is intendedthatthe CCR volume is
only rarely, if ever, sold at auction. If this intent is achieyed, thenthe CCR volume
should not affect Crown revenue from auctions,emthe ¢ost of purchasing units at
auctions.

Consultation feedback
173. There was limited detailed feedback on the CCR volume.
Recommendations

174. We recommend that the volumenef the,cost containment reserve is calculated as the
stockpile adjustment amount setfasg@ step in calculating auction volumes (Option
Three).

175. This is the Commission’s recommended option. This option has a high dampening
effect if triggered, and a‘reduced fiscal risk compared to higher volume options.

19 section 30IA of the Act Climate Change Response Act 2002 No 40 (as at 03 November 2021), Public Act 30I1A
Minister must obtain greenhouse gas reductions to match certain excess units — New Zealand Legislation
requires backing of units sold from the cost containment reserve to the extent that this sale causes the
emissions budget for an emissions budget period to be exceeded.
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Section 4.2.2 Cost Containment Reserve (CCR) structure

Background

176. The Act allows for the CCR design to include one or more trigger prices unless the
reserve amount is zero. For example, there could be two or three trigger prices, each
with a tranche of units to release at that price point.

177. Multiple price triggers were considered when introducing price control settings. A single
trigger price and reserve volume were seen as the most appropriate choice because
this approach is simple and provides a clearer market signal, although multiple price
triggers were not ruled out as an option to consider later. At that time, the majority of
submitters who commented on the use of single or multiple trigger prices supported a
single price trigger.

Options
Option One — Status quo — A single tier cost containment reserve

178. The status quo prescribes a single trigger price at which additional 4inits are released
for sale at auction.

Option Two — A two tier cost containment reserve

179. This option would prescribe two trigger pricesfat which additional units are released for
sale at auction. The Commission has recommendéditheuse of two trigger prices with
an initial price triggering the release of a small'volume, less than the stockpile reduction
volume and a second and higher price triggering the release of an additional and larger
volume.

Three volumes not considered

180. A third option of a three tier GCR was ¢onsidered then discarded. It would require
consideration and decisions'en/multiple trigger prices.

181. Multiple reserves at increasing price levels could act to slow price increases during
periods of increasing"demand. It would require sufficient volume within each tier to
have any material affect. Reducing reserve volumes would minimise impact, however
that impact is both,on price dampening and on risk to budgets. Multiple tiers would
also add complexity:tetthe NZ ETS auctions. The Commission considered any
additional benefits to a three-tiered approach to be marginal, while imposing costs on
both eomplexityzand effectiveness in dampening price. On this basis it has not be
assessed.

HowQdoes the alternative option compare to the status quo?

182, The alternative option of a two-tier CCR with volumes as proposed by the Commission
is compared to the status quo in table 4.2.2.1 below.

Table 4.2.2.1 Comparing the alternative option for CCR structure against the status

quo
Option One — Status Quo Option Two — two tiers
Accordance with
New Zealand's 0 +

emissions
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Option One — Status Quo Option Two - two tiers

budgets, NDC Tiered volumes reduce the risk of slowing
and 2050 target stockpile drawdown, in turn supporting
achievement of emissions targets.
Mitigation of
unacceptable i
Spdets o 0 A two tiered CCR is less effective at

emissions prices ” '
on households dampening prices

and the economy \

Support of the
proper 0 \
functioning of the Having tiered volumes makes auetions
ETS marginally more complex

Improve .

c;g:i:rl%tlog d 0 Changes to .the CCR structure reduce

predictability regulatory certainty

Support
consistency of
NZU prices with
the level and 0 : 0
trajectory of
international |
emissions prices

Appropriately
considers
2 z 0 0
inflationary
impacts

Overall 0
assessment

What option is Ifgelyte beSt address the problem, meet the policy
objectives, and delfiverthe highest net benefits?

183. A single tier incre@ses the likelihood that the full cost containment reserve volume will
be soldwhemcompared with a two tier system with a small initial volume and a larger
volume only. released at a much higher price. The recommendation on CCR volume in
section 4.2.1 above means that the single tier volume will be entirely within the
emissions budgets, meaning that although the sale of CCR volume will reduce the
extent of stockpile reduction it will not introduce additional units above emissions
budgets.

184. The CCR has been triggered repeatedly, whereas the intent was for this to be
infrequent. This is a problem that has been addressed by adjusting the trigger prices
and these could be further adjusted to reduce the probability.

185. The purpose of the CCR is to mitigate against unacceptably high prices. Multiple trigger
prices with a low initial volume are likely to be less effective in significantly dampening
prices. Multiple prices would be better suited to a cost containment reserve intended to
smooth prices by releasing a steady supply of units if NZU prices continued to rise.

186. Evidence from the auctions at which CCR volume has been sold to date indicates that
volume is the key driver of effectiveness in dampening auction clearing price.
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187.

188.

189.

190.

191.

The status quo of a single tier CCR equal to the stockpile reduction volume performs
better against the criteria listed above.

As the default approach is to only summarise the additional costs and benefits of the
preferred option relative to what would happen if no action were taken, the marginal
costs and benefits of retaining the status quo are not assessed.

The Commission recommended a two-tiered CCR to provide for a more controlled
release of reserve units compared to the status quo. While Option Two would have
such an effect, it would also diminish the price dampening effect of the CCR.

The Commission also noted that two tiers could weaken the magnet effect of the trigger
price on price expectations (that market NZU prices are pulled towards the CCR trigger
prices as they change). There is limited evidence to support this. It is conceivable that
market participants would simply target the higher second trigger, driving price
expectations even higher.

We note the Commission recommended much higher trigger prices to, ingpart, ayoid
them being used as a targets by market participants. Accordingly, very high trigger
prices should be sufficient to abate any magnet effect — negating the benefit of two
tiers.

Consultation feedback

192.

193.

A key point of feedback provided via consultation is that thefCoemmission carried out a
criteria analysis that excluded the key intent of the €CR,t0 dampen prices, from the
criteria considered. Instead, the criteria used'were;

a. simple and minimises complexity;

b. regulatory predictability; and

c. resilience to uncertainty and balances risks.
Concern was expressed that the Commission has determined price mitigation as
unimportant in this assessment.

Recommendations

194. We recommend retaining,a single cost containment reserve trigger price and volume.

This differs fromthe Commission’s advice.
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Section 4.2.3 CCR trigger price

CCR Triggering is intended to be rare

195. Price controls are intended to play a role only rarely. However, the CCR has been fully
sold in both years of auctions to date. Market participants are only expected to be
prepared to pay at or above the CCR trigger price at auctions if sufficient volumes are
not available for purchase at a lower price on the NZ ETS secondary market.

196. CCR triggering results in additional supply of units, and the intended stockpile
adjustment introduced during calculation of auction volumes is reduced by the amount
of the CCR volume that is sold.

Trade-offs between unacceptable price impacts and meeting emissions reduction targets

197. Fundamentally, there is trade-off between allowing prices high enough to_achieve
sufficient emissions reductions and removals, to achieve emissions targets, andthe
point at which the resulting economic impacts are considered too severe,

198. Higher NZU prices will generally incentivise more emission redugtionsiandyrémovals,
which lowers the risk of New Zealand not meeting budgets,the NDC and the 2050
target. The price points the auction price controls are set at may influefnce NZU prices,
and thus the impact of the NZ ETS settings on househaold“casts and the economy.
Conversely, price controls that constrain price too.much orftoqrlittle or add additional
NZU supply may be inconsistent with meetingdargets and,budgets.

199. The analysis below does not attempt to disentangle these two key criteria, rather it
presents the trade-offs involved with various price settings options.

Options
Climate Change Commission advice

200. The Commission advised twotriggerprices and volumes. This has been considered in
section 4.2.2. above, and thé reecbmmendation is to have a single tier CCR. Each of the
Commission’s recommen@ded trigger prices is considered below as an option for the
trigger price of assingle CCR volume.

201. The Commission has considered the impact of prices on households and the economy,
as well as the nature of the NZ ETS as a market mechanism. The Commission
acknowledges;thatyin the absence of complementary measures, higher emissions
prices will result in disproportionate impacts on lower income households and those
least able to\adjust.

202. However, its view is that these impacts should not be a primary determinant for the NZ
ETS price control settings. This is a key point of difference between the Commission’s
advice and the analysis presented in this RIS, which considers trade-offs between
emissions reductions and impacts resulting from NZU prices if they increase.

OptionOne — status quo extended and inflation adjusted

203. Extend the current CCR trigger price which has a starting price of $70 in 2022, and
then increase it at 10% plus inflation per annum.

Option Two — $120 — increase using CCC trajectory methodology = 3% + inflation

204. Set the CCR trigger price at $120 in 2023, then increase it using the trajectory
approach recommended by the Climate Change Commission of an annual increase of
3% + inflation
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Option Three — Delayed ramp

205. A ramped approach of two years of status quo settings adjusted to reflect changes in
inflation, then increasing in a linear fashion towards the lower of the Commissions
recommended 2030 cost containment trigger prices.

Option Four - Commission advice — lower trigger

206. The trigger price is set using the lower trigger price trajectory from the Commission’s
advice.

Option Five — Commission advice — higher trigger

207. The trigger price is set using the higher trigger price trajectory from the Commission
advice.

Presenting options
208. The options considered are presented in the table below.

Table 4.2.3.1 — CCR trigger price options considered
CCR Trigger price for each year, i

Option 2023 2024 2025 2

Option One - $80.64 $91.61 $1
Status quo
extended,
inflation
adjusted

Option Two — $120.00 $12 185.21 $142.24 $149.64
$120 in 2023

Option Three — $80.64 $ 117.63 $143.65  $169.67
delayed ramp

2027
$129.97

Option four — $171.00 $ $193.00 $203.00 $214.00
Commission’s

2022 low
trigger
Option five — 2
Commission’s

2022 hi
trig

$228.00 $241.00 $254.00 $268.00

e options compare to the status quo?

ail on how the options compare to the status quo against criteria is provided below.
This is then summarised in a table at the end of this section.

Accordance with New Zealand’s emissions budgets, NDC, and 2050 target

210. All options create an upper price pathway that could allow New Zealand to meet its
emissions reduction targets?0. The status quo CCR trigger price pathway is informed

20 Note that, as described in an earlier section, accordance with the NDC is considered against the Government's
stated intention that offshore mitigation will contribute to meeting the NDC
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by the emissions value of around $140 per tonne of COze in 2030 (in 2019 dollars). In
its advice, the Commission reiterates that these emissions values from Inaia tonu nei
remain its best estimate of the abatement costs associated with meeting emissions
budgets?!,

211. Meeting emissions budgets is dependent on a range of policies and actions, not just
emissions pricing. The Commission advised higher price options that would increase
the certainty of making emissions reductions under particular scenarios, however
without also considering the input from an afforestation response that supports meeting
later emissions budgets.

Emissions reductions modelling involves uncertainty

212. There is a high level of uncertainty associated with all modelling or prediction®ffuture
emissions reductions at various NZU price-points. This uncertainty can have
implications for identifying prices required to meet emissions budgets and targets,in
different scenarios. This is not by itself a flaw of the analysis if the modelsthemselves
are considered sound, but there is a need to be transparent aboutsand understand the
impacts of uncertainty. This uncertainty simply needs to be acknowledged when
assessing options.

213. As an example, Ministry for the Environment marginal abatement cost curves work
could easily be mis-interpreted as identifying the emissionsdrading scheme NZU prices
that would result in the presented emissions reductions @pportunities occurring.
However, the work clearly articulates that this' would be inappropriate as:

“The analysis does not predict the market respanse to an emissions price. The
estimated marginal abatement cost should therefore not be conflated with the required
emissions price in the New Zealand Emissions Trading Scheme (NZ ETS).”%?

214. This kind of modelling and analysis,provides a ‘ballpark’ estimate of costs and
associated prices, but with considerable uncertainty. This uncertainty shouldn’t prevent
the use of modelled data in making decisions. It does mean, though, that decisions
should not be based solely, ar‘even mostly, on modelled data.

Emissions reductions (via Carbon sequestration) from afforestation

215. If NZU prices increasethis would increase incentives for exotic afforestation and for
changing rotational forests to permanent forests. Any increase in afforestation will
result in lower nettemissions due to carbon sequestration as forests grow, although
these reductiensavon’t be realised for several years. This will also result in higher
numbers of,NZUs being transferred for forestry, and a corresponding higher number of
stockpiled units. If this eventuates, it is expected to depress NZU prices.

216¢ The Commission has cited recent data that indicate significantly more exotic
afforestation than previously forecast. Updated afforestation projections for 2022 alone
indiate an additional 11 megatonnes?? of additional carbon dioxide removals will occur
between now and 2035.

21 S5.3.1, p 69, NZ ETS settings for 2023-2027 (amazonaws.com)

22 Page 8 marginal-abatement-cost-curves-analysis 0.pdf (environment.govt.nz)

23 Calculation is based on the post-1989 planted forest yield table in the New Zealand Greenhouse Gas Inventory
(1990-2020) and excludes any emissions associated with soils and emissions from the previous land use
(such as scrub clearance to plant forests). https://environment.govt.nz/assets/publications/GhG-
Inventory/New-Zealand-Greenhouse-Gas-Inventory-1990-2020-Annexes.pdf.
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217. Inthe short run, there is a ceiling for afforestation in NZ (given labour constraints,
limited seedling supplies, land availability, and other factors) and at a point higher
carbon prices can’t drive more planting and removals. MPI analysis?* indicates that
afforestation rate increases significantly at NZU prices up to around $100, and that at
prices beyond that is reasonably insensitive due to other constraints.

218. The Commission’s analysis of prices required to meet targets does not consider any
impact on change in the level of forestry removals due to emissions pricing. This
means that the price paths presented are conservative towards 2035 when compared
against the criteria being considered, which is meeting New Zealand’s emissions
budgets and targets

Emissions reductions from other sources

219. The Commission has modelled prices required to achieve emissions reductionssfrom
the NZ ETS covered sectors of New Zealand’s economy, excluding forestry; over.the
period 2022-2035.

220. The Commission has used a gross emissions target for NZ ETS cevered sectors based
on the sector sub-targets described in the emissions redugtion planand then modelled
prices required to achieve the sum of these sector sub-targets for the period 2022-2035
in a range of scenarios that make achievement of targets.easienor more difficult.
Overall, the Commission states that the limitations of the ENZ model mean that it is
likely to understate the mitigation response to significantly higher emissions prices

221. The Commission’s modelling uses its proprietary ENZ model. This model has
limitations at higher prices, and does not considef emissions pricing to have an impact
on:

energy and transport demand;

energy efficiency measures;

mitigation (i.e. emissions),in theywaste sector;

mitigation (i.e. emissions) frem industrial processes and product use (IPPU);

update of liquid biofuels; and

assumptions affecting‘how fast EV uptake and household fuel switching can

occur.?®

222. The Commission‘has medelled increased emissions reductions for transport energy
and non-transpert energy at‘higher NZU prices. When the price is increased from $80
to $170, this is‘madelledyto result in around 1 million tonnes fewer emissions per
annum fromnon-transport energy over the 2022-2035 period, and around 0.1 million
tonnes fewer emissions per annum from transport energy.

223. Recentanalysissin support of the reduction of the fuel excise tax and road user charges
suggested amaterial increase in transport emissions from a 25c¢ reduction in petrol
prices due/to a change to vehicle kilometres travelled?®. This is approximately the
amount that petrol prices would rise by if the NZU price moved from current prices to
$171, suggesting that a similar reduction in transport energy emissions would occur if
the NZU price moved to this level.

~® o0 oy

24 gection 3.3 Afforestation Economic Modelling (mpi.govt.nz)

25 Detail taken from pl4, Technical annex 2

26 Described here: 'Significant' emissions from fuel tax cut (msn.com)
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Options performance against accordance with emissions targets criterion

224. Higher prices drive increased emissions reductions, although this isn’t a linear
relationship. This is primarily due to afforestation responses, and with some lesser
emissions reductions from other sectors. As described in the land-use change impacts
section above, this response is assumed to be limited at emissions prices from around
$100.

225. All CCR trigger price alternatives to the status quo perform better than the status quo
as they allow NZU prices to increase if needed without the price control measure being
invoked. Options two, four, and five perform similarly. Additionally, option three (the
‘delayed ramp’) also performs well, although increased NZU auction clearing price
earlier years would result in the CCR being sold.

Mitigation of unacceptable impacts of emissions prices on households and
economy

226. The CCR trigger price is the emissions price at which impacts on house
economy are deemed to become unacceptable. When options fi G
being considered, it was clearly stated that “the NZ ETS needs e ceiling to
manage the risk of short-term high prices negatively impacti omy"?/.
Cabinet agreed that the NZ ETS should retain a price age the risk of
prices reaching unacceptable levels?8.

Impacts on households and across the economy

sources that face an emissions cost
missions pricing. Drawing on work
ion has identified impacts of various NZU
.3.2 below shows.

227. Because electricity generation continues to re
(eg, coal and gas), electricity prices are
undertaken by the Treasury, the Commi
prices on the price of electricity

Table 4.2.3.2 — Impacts of NZU pri

Electricity

Level of price 2021 Emissions price

impact /kWh) $100 $150 $200

$250

High impact

1.6 2.4 3.1 4.7 6.2 7.8
11 i B 22 33 4.4 )
1.0 1.5 1.9 29 3.8 4.8
0.9 1.4 1.8 237 3.6 4.5

27 para 71: cabinet-
2019-v2.pdf (environment.govt.nz

28 cAB-18-MIN-0606.01 amendments-to-ccra-tranche-1-cab-18-min-0606.01 .pdf (environment.govt.nz)

29 The high impact electricity values assume that the average of the modelled wholesale price impact over the
period of 2023-2027 is passed through to consumers. The low impact values assume that consumer price
increases are based on average wholesale price impacts out to 2035.

30 2021 prices include a component that is due to the NZU price during 2021

Regulatory Impact Statement | 47
mhzg44vur 2022-12-09 11:06:01 [IN-CONFIDENCE]



228. The Commission has used the same work from the Treasury to predict the impacts of
emissions prices on the prices of fossil gas, diesel, petrol and coal. This is displayed in
table 4.2.3.3 below.

Table — 4.2.3.3 Impacts of NZU price on fossil fuel prices

Type of fossil Emissions price
fuels Sector 2021 price $100 $150
Residential 14.7 1.2 1.8 2.3 35 4.6 5.8
Fossil gas (¢/kWh) | Commercial 6.6 1.0 15 2.0 3.0 4.0 5.0
Industrial 3.2 1.0 1.5 2.0 3.0 4.0 5.0
Diesel (c/l) 150.6 15.4 23.1 30.7 46.1 61.5 76.8
Petrol (c/l) 224.7 13.4 20.2 26.9 40.3 53.8 67.2
Coal (c/GJ) 10.0 4.5 6.8 9.0 13.6 18.1 22.6

229. At current NZU prices of around $80, emissions pricing accounts for around 21 cents of
the cost of every litre of petrol sold. The price impact is preportional to NZU price. At
NZU prices of $120 this increases to around 32 cents per litre of péetrol, and at NZU
prices of $171 this would increase to be around™@6 eents{ Similarly, other price impacts
increase by 50 per cent with an increase in NZU price from $80 to $120, and would a
little more than double in the unlikely scenarioithat the NZU price increases to $171.
Even at these high price points, the emissions pricing contribution remains a small
portion of the costs listed above.

230. Identifying the price impact at which this can be considered ‘unacceptable’ is fraught
and inherently subjective. However, priées reaching levels that mean New Zealanders
face energy hardship is likely to be regarded as unacceptable unless addressed by
successfully implemented complementary policies.

231. The Commission did not assess whether these impacts were unacceptable as part of
arriving at its advice on CCR trigger prices. Cabinet papers since 2018 have clearly
articulated that price control settings are intended to mitigate the negative impacts on
households and the @conomy if NZU prices reach too high levels.

232. The Commission eoncluded that:

“In the absence of complementary policies, higher emissions prices will result in
disproportionate impacts on lower income households and those least able to adjust.
The NZEI S price control settings are not the appropriate tool for addressing domestic
distributionalimpacts or other equity considerations in the transition. These
distributional impacts can be best managed if the Government puts in place targeted
policies alongside the NZ ETS to support those most disadvantaged and those least
able/fo adjust’?”

Distributional impacts

233. The Commission has concluded that

234. “rising emissions price risks exacerbating inequities already experienced by many
people in socioeconomically disadvantaged groups — including Maori and Pasifika
communities, low income New Zealanders, women, and people with disabilities ...

31 Page 82, advice on settings: NZ ETS settings for 2023-2027 (amazonaws.com)
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While the magnitude of the impacts across households and the economy appear
moderate, they are not insignificant or evenly distributed?”

235

236.

237. Although this work is underway, further action to address distributional impacts is
required. These impacts cannot be ignored when making price control settingss

Impacts on emissions-intensive and trade-exposed firms

238. Some businesses are eligible to be allocated NZUs under the NZ ETS. This ‘industrial
allocation’ reduces the risk of emissions leakage — that is, the risk.that New Zealand
companies will lose market share through emissions pricing or shift production
overseas to avoid it. Industrial allocation provides firms carrying out eligible activities
with NZUs equivalent to a portion of the emissions costs they face.

239. The existence of industrial allocation highlights that emission leakage is considered a
risk of emissions pricing. If emissions prices rise high enough,/industrial allocation at
levels that result in a net ETS cost being facéd may no longer be effective in preventing
emissions leakage for some activities, unless decarbonisation occurs or industrial
allocation is changed. This is outlined in the table below for three industries where
these prices overlap with recommendeddprices.

240. This risk starts to occur at emissions prices from $100, which is well below the lower of
the two trigger prices recommended byithe Commission.

Table 4.2.3.4: Net ETS cost, and carfresponding NZU price in 2030 at which some activities
eligible for industrial allocation wind déwnfactivity or cease activity33

Yaw I I
Criterion QN I
NetETS NZU Net ETS NZU Net ETS NZU
cost price cost price cost price
EBIT falls to $30-$80 $150-$450 $35 $175 $20 $100
zero: activity
expected to,
winddown
EBITDA falls to $130 $650 $50 $250 $30 $150
zero: activity
expected to
stop

Note: EBIT = earnings before interest and tax; EBITDA = earnings before interest, tax, depreciation
and amortisation.

32 P74, Commission advice: NZ ETS settings for 2023-2027 (amazonaws.com)

T
|
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241. This highlights that, unless policies to reduce emissions leakage likelihood are
changed, relatively low prices can be considered unacceptable due to resulting
emissions leakage.

Impacts on land-use decisions

242. Emissions prices could have a material impact on land-use change, such as
conversion of farmland and currently unutilised land to forestry. Planting commercial
forestry could achieve a significant level of sequestration. The most likely changes in
the short to medium term are the conversion of marginal unfarmed land and sheep and
beef farming land to forestry. The scale of such conversions and associated unit supply
into the NZ ETS over time is potentially large in comparison with New Zealand’s gross
emissions.

243. Allowing higher prices before price controls take effect could result in significantly
higher conversion of land to forestry. MPI analysis3* indicates that afforeStation raté
increases significantly at NZU prices up to around $100, and that at prices‘beyend that
is reasonably insensitive due to other constraints.

244, The Commission concluded that: “The impact of the NZ EJS on/land=use change can
be material to the economy in some communities. Addressing, this issue may require
further changes to the design of the NZ ETS which are beyeondthe scope of this advice
and may have implications for future NZ ETS settings advice”

245. The NZ ETS is a powerful driver of afforestation:"Planting rates are closely correlated
with changes in NZU prices (Figure one belew). Government has indicated that large-
scale change in land use for exotic carbon forestry, if leftinchecked and without any
management oversight or requirements, has the potential for unintended impacts on
the environment, rural communities, andéregional economies. If prices rise in response
to changes to NZ ETS unit settings, this could result in higher rates of afforestation.

Figure one: Comparison of NZU price with, rates of afforestation and deforestation

Options performance against impacts criterion

246. Higher price control settings allow prices to reach higher levels before the mitigation
tool to address unacceptable impacts takes effect. This results in potentially greater

34 section 3.3 Afforestation Economic Modelling (mpi.govt.nz)
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impacts on households and the economy. The higher the NZU prices reached, the
more likely it is that unacceptable impacts will result.

247. All options other than the status quo and inflation adjusted status quo perform poorly
against this criterion.

248. The impacts at the higher price points perform significantly worse, while option two
performs a little worse than the status quo.

Support of the proper functioning of the ETS

249. The ETS functions properly when it has characteristics that include:
a. all participants are able to acquire units to meet their compliance obligations;
b. the NZU market is liquid such that buyers and sellers can easily find
counterparties with whom to trade;
c. prices are stable and predictable;
d. participants face an equal marginal price of emitting; and
e. the supply of units is consistent with the achievement of emission’budget.
250. All options are rated equally against this criterion.

Improve regulatory certainty and predictability

251. Introducing significant change only one year after prior sighificant,change damages
regulatory certainty and predictability. However, leaving CCR tfigger prices at levels
where the CCR is highly likely to be sold increases the chance that the unit settings for
the earliest years will be updated again soonf, as sale,of units from the CCR is one of
the criteria that allows settings for the first two'ealendar years to be updated.

252. Effectively, this likelihood of CCR sale is relatedto,the extent to which the CCR trigger
price acts as a magnet to the secondary'market price. Options that move further from
the current market price shouldexertless'of a ‘magnet effect’, however the degree to
which this occurs cannot be quantified. Additionally, NZU prices should relate to where
abatement costs are and the timing ofiliquidity and stockpile release. Options that
make a bigger price controls range allow forrmore price of abatement discovery.

Support consistency of NZU prices withrthe level and trajectory of international emissions
prices

253. All options are improvements on the status quo as they allow prices to move further
into the rangerof anticipated international prices before controls take effect. The range
is wide, and prices vary significantly between schemes.

Inflation

254. _Alloptions/consider the risk of the emissions price signal being eroded by inflation.
Options that allow for higher prices before taking effect allow for higher prices in goods
affected by emissions pricing, with flow-on inflationary impacts. This potential impact on
inflation is unclear at this stage and is considered as part of the impacts on households
and the economy criterion.
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255. The alternative options are compared to the status quo in table 4.2.3.2 below

Table 4.2.3.2 Assessment of CCR trigger price options against the inflation adjusted and extended q
Option One — Option Three -delayed Option Four
Status Quo Option Two - ramp Commission’s ger
inflation $120, 3%+inflation rice
adjusted
0 £ - ES
Accordarymce W!th. Enables higher prices if Enables higher_pri bles higher prices if
New Zealand’s emissions —_— t —_— t
budgets, NDC and 2050 required to generate quired to generate
target sufficient emissions sufficient emissions
reductions reductions
0 z o
Higher impacts on and 2024, Significantly greater and
households and the the same as severe impacts on
economy, including S quo. households and the
Mitigation of unacceptable inflationary impacts 2025, higher economy, ir)cluding
impacts of emissions could occur before pr impacts on households inflationary impacts,
prices on households and controls take effect and the economy could occur before price
the economy ¢ including inflationary controls take effect
impacts, could occur
before price controls take
effect
0 0 0 0
Support of the proper rally similar, less Generally similar Generally similar, less
functioning of the ETS lihood of CCR being likelihood of CCR being
triggered triggered
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Option Five —
Commission’s high
trigger price

+

Enables higher prices if
required to generate
sufficient emissions

reductions

Significantly greater and
severe impacts on
households and the
economy, including
inflationary impacts,
could occur before price
controls take effect

0

Generally similar, less
likelihood of CCR being
triggered
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Option One -

Status Quo
inflation
adjusted
0
Improve regulatory
certainty and predictability
Support consistency of 0
NZU prices with the level
and trajectory of
international emissions
prices
0
Appropriately considers

inflationary impacts
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Option Two -
$120, 3%-+inflation

Reduced risk of being
triggered (resulting in
updates to settings) as
setting for 2023 is far
higher than recently
observed prices

Significant change soon
after significant change
made only last year

+

Closer to current and
expected internation

luded in criteria
sis above

Option Three -delayed
ramp

0
Generally similar

ol
los urrent and
expected international
prices
B8

Prices updated for
inflation.

Impact on inflation
included in criteria
analysis above
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trig

Option Four —
Commission’s low tri
price

Red is ng
resulting in

to settings) as
2023 is far

than recently

ig
bserved prices

gnificant change soon
after significant change
made only last year

+

Closer to current and
expected international

prices

+

Prices updated for
inflation.

Impact on inflation
included in criteria
analysis above

on Five —
sion’s high
r price

Reduced risk of being
triggered (resulting in
updates to settings) as
setting for 2023 is far
higher than recently
observed prices

Significant change soon
after significant change
made only last year

+

Above current and
expected international
prices

+

Prices updated for
inflation.

Impact on inflation
included in criteria
analysis above
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Overall assessment
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Option One —
Status Quo Option Two -
inflation $120, 3%+inflation
adjusted

0 -

O

Option Three -delayed Option Four — on Five —
ramp Commission’s low tri sion’s high
price r price

: (b, :
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256.

257.

258.

259.

There is a need for the cost containment reserve trigger price to increase for two key
reasons:

a. reduce the likelihood of the CCR being triggered at auction. Current
secondary market prices are above the status quo CCR trigger price for 2023;
and

b. attempt to decouple secondary market NZU prices from the trigger price, i.e.
to reduce or remove the magnet effect.

There is also a need for the CCR trigger price to be set at a level that supports the
environmental outcome of reduced emissions. The price needs to be set to allow the
NZU price to move within a required range without resulting in auction prices that result
in the triggering of the CCR.

Although option 2, moving to a CCR trigger price of $120 and increasing at 3% plus
inflation, appears to perform marginally better than the alternative options, this risks
being mis-leading. The options are finely balanced, and small changes in@assessment
against criteria or relative weighting of criteria could result in a changeto‘preferred
options.

As described previously, assessment of these options involves,trade-effs between the
importance of maximising emissions reductions and likelinéod of meeting, or
exceeding, emissions targets and the impacts that higher prices could have on
households and the economy.

What option is likely to best address theQproblemi®meet the policy
objectives, and deliver the highest net benefits?

Preferred option

260.

261.

262.
263.

264,

265.

As described above, the options are finelyabalanced. Option three, the delayed ramp, is
discounted as it doesn’t move.the, trigger price soon enough to reasonably expect the
CCR not to be triggered in 2023

The observed tension between emissions reductions and impacts needs to be
considered when,arriving at.a preferred option. The best option is one that allows for
prices to reach levels thatumight be required to meet emissions targets, while
minimising adverse onundesired impacts.

Additionally, price wolatility and associated regulatory certainty are important.

All alternatives tothe“status quo achieve an improvement. They allow prices to rise, if
required, high enough that the main emissions reduction response is maximised.
Althgugh prices rising to higher points would impose significant additional impacts,
these need to be weighed against other considerations.

[tisiessential to note that these settings can be updated as further or better information
becomes available.

Thedlevel of uncertainty in both the price response to changes to the trigger price, and
the emissions reductions response at various price points means that we do not
recommend any of the presented alternatives to the status quo above any others.

Consultation feedback

266.

267.

Just over half of stakeholder submissions were in support of status quo settings with
the remainder supporting the Commission’s advice on trigger price settings.
Submitters in support of Commission’s recommendations suggested that a two- tier
system at these prices supported the proper functioning of the CCR. They held that
these settings reduced the risk that the CCR would be triggered and release its volume
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of units into the market, further contributing to the stockpile. Some submitters called for
the removal of the CCR entirely to support stockpile reduction.

268. Some submitters in support of the Commission’s recommendations highlighted the
need to address the impacts of price settings through complementary policies outside
of the ETS. They also noted that the CCR being frequently triggered is counter to its
function, and that a higher trigger price will decouple it from the NZU price.

269. Submitters in favour of status quo settings noted that raising trigger prices to the level
recommended by the Commission could drive up energy and petrol prices leading to
greater inflationary impact. They further state that higher trigger prices stray from the
purpose of the CCR to contain NZU prices to an acceptable level, and ignore the speed
at which industry is able to invest in low emissions outcomes.

270. A need for stability and certainty in Government policy was cited and stakeholders
called for settings to be aligned with New Zealand’s net-zero target. Submitters also
highlighted that more significant changes to price settings adds to cost uneertainty and
risks companies postponing decisions to invest in emissions reductions.

Recommendations

271. We recommend increasing the cost containment trigger pricexfrom the status quo to a
2023 setting of between $120 and $214 (i.e. one of options;two,four, or five), and
increasing from the chosen price based on the trajectory of€agh of the option start
points presented. These options include the trigger values identified by the
Commission.
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Section 5: Delivering an option
How will the new arrangements be implemented?

272. Implementation of any updates to NZ ETS unit settings will be relative straightforward,
as they are technical changes to an existing regulatory framework. Schedule 3 of the
Climate Change (Auctions, Limits, and Price Controls for Units) Regulations 2020 will
be updated to reflect the new settings.

273. The amendment regulations will be published in the gazette in December, to take effect
from 1 January 2023

274. The published 2023 auction calendar3® will be updated to reflect the agreed auction
volumes for 2023 once decisions have been made.

How will the new arrangements be monitored, evaluated, and revieweéd?

275. Agencies will closely monitor the impacts of NZ ETS unit settings. The/Ministry. for the
Environment routinely tracks the price of NZUs and informs the Minster of this, as well
as the flow of units within the NZ ETS and the secondary market. It also,measures and
reports domestic emissions annually. This will be used to assess the impact of the NZ
ETS under the proposed settings

276. Agencies will continue to update and refine emissions projections that will be used for
future emissions budgets and informing unit limitiand price control settings. The
broader economic impacts of the proposed NZ ETS settingsiwill be monitored and
assessed by an array of Government agencies, and"publie and private institutions

277. The legislated coordinated decision-making pracess in the Act includes provision to
review the NZ ETS settings under certain circumstances. The Government is obliged to
review the settings if the price controls are used such as if the CCR is triggered

278. The Commission will continue t@:haveya role monitoring and reviewing unit limits and
price controls settings. Under section 5Z0A of the Act, the Commission must
recommend to the Minister limitsyand price control settings, including any desirable
emissions price path, each timesegulation updates are required.
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