Impact Summary: Enabling a price floor in
the NZ ETS

Section 1: General information

Purpose

e The Ministry for the Environment is solely responsible for the analysis and advice set out
in this Regulatory Impact Statement. This analysis and advice has been produced for the
purpose of informing final policy decisions on the recommendation to enable a price floor
in the NZ ETS, expected to be made by Cabinet in April 2019.

Key Limitations or Constraints on Analysis

To date, the NZ ETS has not had a price floor. This Impact Statement focuses on how a
price floor could best be enabled in the NZ ETS. This would provide the Government with the
tools to implement a price floor in the future, if considered desirable to do so.

It does not consider whether a price floor should be enabled at this time, as that is a separate
decision which would require further consultation and analysis. This impact analysis is,
therefore, limited to the high-level impacts of the options to enable a price floor, rather than
the impacts a price floor would have if implemented.

A decision to implement a price floor in the NZ ETS, if taken in the future, would require clear
evidence of the problem that the price floor would be addressing. Such analysis would be
provided in a future RIS, alongside the cost-benefit analysis that would be necessary to
support the establishment of regulations to implement a price floor.

The option recommended in this RIS requires amending the Climate Change Response Act
2002 (CCRA). The amendments will provide the framework to allow regulations to be
developed to enable implementation of a price floor through the NZ ETS auctioning
mechanism, if considered desirable in the future. This means the options analysis in this RIS
is limited to high-level options and primarily contains a qualitative assessment.
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scheme with our emission reduction targets. It requires the Government to make annual
regulatory updates, setting the supply of units into the NZ ETS on a five-year rolling basis.
This will set an overall limit (a cap) on units supplied into the NZ ETS (excluding units from
removal activities, such as forestry).

Unit supply decisions need to be considered as a package as part of the coordinated
decision-making process to reduce the risk of unintended consequences. Price control
settings, such as price floors and ceilings, influence the supply of units in the market (i.e. in
order to implement a price floor, the unit supply is restricted, which increases the price).?
Additional detail on how a price floor would be considered as part of the coordinated decision
making process is provided in the implementation section of this impact statement.

Given these developments in policy and decision-making processes for unit supply settings,
there is a strong case for providing the Government with the ability to establish a price floor
in the NZ ETS so it can respond to the Commission’s recommendations if needed. This
would give it the tools to manage extremely low prices in the scheme, if considered
necessary in the future. Importantly, it would ensure the Commission is not restricted in the
recommendations it can make to the Government. For example, if it recommends that a price
floor is necessary, then the Government should have the tools available to implement this
recommendation if it agrees.

Potential circumstances in which a price floor might be deemed necessary

The over-arching motivation for introducing price controls in the NZ ETS is to give the
Government the necessary tools to deal with unexpected impacts on the carbon price as a
result of market shocks (which can include technology breakthroughs, economic booms and
busts etc.). As part of its mandate, the Commission will determine the carbon price
trajectories that will be required to ensure that New Zealand achieves its emissions reduction
targets at lowest cost. By definition, market shocks are unpredictable and the Commission’s
price modelling may not be able to price these shocks with certainty. The primary objective of
the ETS price controls is to ensure that the ETS does not significantly deviate from the
optimal carbon price trajectories due to unexpected technological or economic
circumstances. As a consequence of this policy, the carbon price signal will be strengthened
which will provide foresters and non-forestry market participants with mandatory obligations
greater incentives to pursue low-carbon investments.

Although market shocks resulting in an oversupplied ETS would imply emissions reductions
being achieved at lower cost, this is not sufficient to ensure the cost-effectiveness of New
Zealand's low-carbon transition over the longer term. To achieve the longer term target, a
wider portfolio of low-carbon technologies/activities will need to be implemented. A low
carbon price will not create enough incentives to invest in such a portfolio, even though the
low carbon price may be consistent with breakthroughs in a single (or a few) technology. If
the Government does decide to implement a price floor, it will also need to consider what an
‘unacceptably’ low price level is. Ostensibly it would be a price that the Government would
consider unlikely to be sustainable or representative of the price necessary to achieve long

2 The mechanism by which the price floor is implemented will affect the extent to which the unit supply is
restricted in the market. Some mechanisms are more subtle in the way they affect supply. For example, the
current FPO affects supply to the extent that it replaces units that would have otherwise been removed from
the market through surrenders. An auction reserve price could affect unit supply if it is above the marginal
abatement costs of some entities; this would deter those entities from bidding, and consequently reduce the
overall number of units in circulation.
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term levels of ambition for emissions reductions.

Enabling a price floor could provide the Government with an opportunity to build confidence
in the ability of the scheme to support emission reductions. During consultation submitters
noted that a lack of confidence in the NZ ETS has impacted decisions to invest in low-
emission technologies and practices, including afforestation. Although we consider that the
root cause of this issue has been addressed through decisions to limit international units, this
may not fully address residual issues that compromise confidence in the scheme.

Decisions on how a price floor would be implemented, and the level at which it is set, would
depend on the objective the price floor is trying to achieve. We view the primary objective of
a price floor as being to support the ETS in delivering cost-effective emissions reductions
over the longer term. Market shocks that oversupply the ETS may delay emissions reduction
efforts to the future,® when these efforts will be more costly. Two primary outcomes of a price
floor is that it will.

i. provide price certainty to foresters about the minimum return they will receive through

the NZ ETS for selling their carbon credits
ii. clearly signal to all businesses what the minimum cost of their emissions will be.

The trajectory of the emissions price is important for all NZ ETS participants, and the wider
public. To facilitate long term investment and planning, businesses need early and clear
signalling on the expected cost of their emissions. Enabling a price floor would provide the
Government and the Commission with a tool to indicate the lower price bound of the price
bands that will be required to achieve New Zealand’s targets and the transition to a low
emission economy. This will provide certainty and predictability for participants and other
stakeholders.

Some external events that impact on NZ ETS prices will be able to be managed through the
safeguards provided by the price floor and price ceiling, others will not. For example, having
a price floor during an economic downturn could further restrict the economy. The
appropriate response to an external event are factors that the Government and the Climate
Change Commission will take into account when establishing the long-term trajectory for
emissions reductions and when taking annual regulatory decisions for price control levels
and unit supply. A technological breakthrough in emissions reductions is another potential
example of circumstances in which the Commission may want to reconsider, and potentially
adjust, the emissions budget. Adjustments to the emissions budget, however, would take
time, so it may be prudent to have a price floor which continues to signal the minimum
carbon price and long-term trajectory as changes are being considered and implemented.

Ensuring the NZ ETS is future-proofed and protected against such unforeseen events
supports the case for enabling a price floor. It also provides the Government with a pricing
tool to respond to changing circumstances that affect the price of NZUs, should it choose to
do so. It should be noted that as the price floor should be set a level that is unlikely to be
struck, we would not expect it to be used, except in rare circumstances.

3 e.g. due to delayed investments in low-carbon technologies that require a higher carbon price to be economic,
or due to locked-in investments in fossil fuels.
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units, which could reduce the durability of this option. It would also create a risk of
arbitrage (i.e. participants could purchase units at a cheaper price and then sell them
to the Crown for a profit.)

Preferred option: Auction reserve price (soft price floor)

This would set a reserve price when auctioning units, meaning that no units would be
sold at auction below this price, thereby restricting supply of units below a specific
price. Units in the secondary market could still be sold below the auction reserve
price.

The effectiveness of a reserve price at auction would be limited by the volume of units
that are made available to sell, (which is affected by supply decisions for other
sources, for example industrial allocation). However, it would send a signal to the
market of the minimum price the Government expects in the market. An auction
reserve price would be relatively simple to administer once auctioning has been
implemented.

There is also some difference between Options 4 and 5 relating to the Government's
financial liabilities corresponding to each option. As context, when units are not
supplied to the market (i.e. the Government retains ownership over those units), the
Government does not accrue liabilities with respect to these units on its balance
sheet, or face an expense for units that are not sold through auctions in a year, i.e.
the Government’s position is neutral with regards to these unsold units. When NZUs
are sold at auction, no expense is created and the Government receives a cash
asset, and a liability is created.

Therefore in contrast to Option 5, Option 4 could result in the Crown having to spend
cash to implement, which would have a negative impact on net debt. However, it
should be noted that withholding units from auction would mean the Crown is not
receiving a decrease in net debt as the cash asset has not increased.

No explicit price floor, but introduce other policies to promote forest planting or
low emissions technologies (non-regulatory option)

This option could be targeted towards a specific outcome (e.g. towards foresters in
particular if there is found to be a residual credibility issue that this sector has with the
NZ ETS). This option would need to be considered through a wide lens with a full
cost-benefit analysis taking into account decisions about New Zealand’'s wider
approach to climate change. It would need to be carefully considered if it were to be
used as it may have unintended consequences in the NZ ETS - it could undermine
the primary objective to support the NZ ETS to deliver cost-effective emissions
reductions over the longer term.

The criteria used to assess these options are the operational criteria used for the broader
NZ ETS improvements package. These criteria include:

A.

Integrity — consistent with the overall NZ ETS objectives of helping New Zealand
meet emission reduction targets and reduce net emissions below business as usual
levels, and assist in fulfilling the Government’s broader climate change objectives. It
will also need to support the pillars for climate change, which includes a productive,
sustainable and climate-resilient economy. Integrity in the NZ ETS includes avoiding
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mentioned previously), it is possible that between any two auctions, prices on the secondary
markets may fall below the auction reserve price, e.g. if the market structure is such that a
large sale by an entity (in need of cash) can affect the price. An auction that is cancelled due
to the reserve price not being met is also likely to depress prices on the secondary market.
Over the longer term, however, if auctions continue to clear, the price in the secondary
market would be expected to trade above the auction reserve price, due to the information
that auctions will provide with regards to market participants’ willingness to pay for the next
unit of emission.

It is administratively simple to enable the price floor through amendment to the CCRA. If the
Government considers it desirable to implement the price floor in the future, it would do so by
setting a reserve price through regulations. The coordinated decision-making process agreed
by Cabinet in December 2018 would require the Government to set the number of units to be
auctioned and the price control settings through annual regulations, looking out five-years.
The price floor settings would therefore be set through regulations, if and when the
Government chooses to do so, and no further legislative changes would be required.

Enabling a price floor in auctions will provide the Government with a new tool to manage
price controls in the NZ ETS, if it chooses to do so. It will give the Commission the ability to
make price control and price setting recommendations to the Government that would not
otherwise be available to them.

The preferred option provides the Government with a tool to manage unacceptably low
prices in the NZ ETS, providing a price signal to the market, but not intervening in the ability
of participants to trade at lower prices if sellers are willing to do so. This balances the desire
for the Government to clearly signal the trajectory of the costs of emissions whilst giving
flexibility to participants to manage their NZ ETS obligations as they see appropriate.

Option 4 is already enabled in the NZ ETS and could also provide an effective tool to enable
a price floor. It is not preferred as it is more administratively complicated and creates a
potential arbitrage risk. It would also require the Crown to seek additional funding to
implement it. However, if there is a strong case for a price floor in future the Government
may wish to implement this option in combination with a reserve price at auction. This option
should remain available in future.
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Appendix Two

Summary of floor price mechanisms in emissions trading scheme in force in other
jurisdictions®

Jurisdiction

Type of
floor

price

Details

California

Auction
Price

Reserve

Annual Auction Reserve Prices are minimum prices set
and published annually in the jurisdictions of California
and Quebec. A reserve price for the California/Quebec
joint auctions was set at USD 14.53 per unit or 2018
(NZD 21.22). Until 2020 this level is scheduled to
increase annually by 5% plus inflation. Beginning in
2021, a USD Base Reserve Sale Price will be set at an
amount equal to the annual auction reserve price, plus a
fixed dollar amount (which will equal the difference
between the highest Reserve tier price determined in
2020 and the Annual Auction Reserve Price determined
in 2020, increased by the rate of inflation).

Allowances are allocated and auctioned with calendar
year vintages.

Guangdong
pilot ETS)

(Chinese

Auction
price

reserve

Guangdong has an auction floor price.

For 2015, set at 80% of the weighted average unit price
over the previous three months. In 2016 there was no
restriction on the declared price, but a “policy reserve
price” was set as an effective price floor. In 2017 the
policy reserve price was set at 100% of the weighted
average price for allowances over the previous three
months.

A total of two million allowances are available for
auction annually. Quarterly auctions were held until the
2016 vintage while for 2017 and 2018, auctions were ad
hoc. No auction took place in 2018.

Quebec

Auction
price

reserve

Same as for California (the ETSs of these two
jurisdictions are linked, with joint auctions).

Regional Greenhouse
Gas Initiative (RGGI)7

Auction
price

reserve

The minimum auction reserve price in 2018 is USD 2.20
(NZD 3.21), increasing by 1.025 multiplied by the
minimum reserve price from the previous calendar year.

Shanghai

(Chinese

Auction

reserve

Two million tonnes from the government reserve were
auctioned in July 2018, with a floor price set at two

6 For additional information, refer International Carbon Action Partnership (ICAP) —
Status Report 2019https://icapcarbonaction.com/en/?option=com_attach&task=download&id=615

" AnETS applying to the electricity sector in nine states in the north-east of the USA (Connecticut, Delaware,
Maine, Maryland, Massachusetts, New Hampshire, New York, Rhode Island and Vermont).
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pilot ETS) price times the weighted on-exchange allowance price from
18 November 2016 to 30 July 2018—CNY 41.54
(NzD8.97).

The purpose of auctions is not to allocate allowance but
to provide compliance entities with additional supply to
meet their compliance demand.

United Kingdom (EU | Top-up fee, only | Thermal power generators must pay a top-up fee over
ETS) levied on the | and above their EU ETS obligations to deliver a
electricity sector minimum carbon price of £18 (NZD 30.60) per tonne.
The UK has unilaterally applied this on its electricity
sector to drive investment in low-carbon generation. It
does not apply elsewhere in the EU, although in
October 2017 the Dutch government announced its
intention to introduce a similar national carbon price
floor, and President Macron of France advocated for an
EU-wide version.

1. Some other emission trading schemes have price stabilisation procedures allowing the
regulator to intervene in the market by buying back units if unit prices are below a certain
level. These jurisdictions include Korea, and the Chinese regional pilot ETS’ in Beijing,
Chongging, Hubei, Fujian, Shenzhen, and Tianjin. There is limited information available
in English about these mechanisms, but it is unclear whether they target a specific price
level and so may not be price floors per se. For example, in Shenzhen the regulator may
buy-back up to 10 per cent of total units allocated, and in Korea potential market
interventions to stabilise price include reducing the amount of borrowing (of units from
future years’ free allocation) or offset units that participants can use.

2. A hard price floor is a feature of the Beijing pilot ETS: if the price is lower than CNY 20
(EUR 2.67) per ton for ten consecutive days, the government can (but is not required) to
buy from the market at a fixed price. Shenzhen, Shanghai, Tianjin, and Hubei have
similar policies, but without specific operational guidelines (For more details, see ICAP &
PMR, 2016).

3. China launched a national ETS politically in December 2017, with a three-phase
roadmap that will see allowances for spot trading for compliance purposes roughly
starting from 2020. Adjustment mechanisms to prevent abnormal price fluctuations will
be developed, but details are not yet available.
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Appendix 3

Decision

Considerations for making unit supply decisions

Rationale

1.

International
unit limit

Decisions must generally not be inconsistent with:

the relevant emissions budgets set under the CCB

the relevant NDCs for the purposes of the Paris
Agreement

In addition, the Minister must have regard to:

New Zealand’s projected emission trends, including as
measured in our NDC, for the relevant five year period

the greenhouse gas emissions to which the NZ ETS
applies
the proper functioning of the NZ ETS

agreements and arrangements for access to
international emission reductions

the forecast range of abatement costs that may be
needed in order to deliver New Zealand’s emission
reduction targets

recommendations of the Commission, including a
desirable carbon price path

international emission reductions purchased for
subsequent auction into the NZ ETS as an equivalent
number of NZUs

any other matters that the Minister considers relevant

This decision would determine the number of
international units that participants may
purchase. This decision will factor in the
abatement required to meet the relevant NDC
compared with the domestic abatement that will
be necessary in order to meet the relevant
emissions budget.

In effect, the international unit limit would reflect

the additional abatement required above the
emissions budget to meet the NDC.

2.

Allocating the
domestic
budget

As per the considerations above, plus:

the limit on the number of international units that a
participant may surrender
the number of NZUs expected to be allocated (through

free allocation or under negotiated greenhouse gas
agreements)

The domestic budget that is unallocated (for
example not allocated through free allocation or
non-NZ ETS sectors) will be auctioned into the
NZ ETS as NZUs. This will include equivalent
NZUs representing international units that the
Government has purchased for subsequent
auction into the NZ ETS.

It should be noted that (as per current settings)
free allocation levels are not prevented from
exceeding the overall limit, because allocation is
intensity based and changes with production
volumes.® However if the overall limit is
exceeded, no further NZUs would be auctioned.

3.

Price controls

As per considerations in 1 and 2, plus:

the impact of emissions prices on households and the
economy

the level and trajectory of international emission unit
prices (including price controls in linked markets)

inflation

The trigger price for price controls and volume
of NZUs available via the cost containment
reserve are ‘safe guards’ to manage the risk of
prices reaching unacceptable levels. Therefore,
additional factors need to be considered.

8 The decision-making process for phasing-down free allocation will be made through a separate provision.
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