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Climate change policy is undergoing significant changes, which
will shape the carbon investment landscape over the next 10-
30 years. The latest proposals include structural changes to
the Emissions Trading Scheme (ETS) which will determine price
direction over the short-to-medium term.

While the changes are just proposals at this stage the market
has already reacted with pricing spiking to $29.2/t following
their release. On face value the proposals suggest pricing upside
for carbon in the medium-term but there could also be greater
volatility with a number of factors to determine the supply/
demand balance of NZU’s within the scheme and participants
specific obligations.

Under the proposals the primary drivers of the NZU price are

to be: emissions budget settings, volume of NZUs available to

be auctioned by the government, allocation of free units to
emitters, ability to use international units, the requirement to
use a proportion of the emission units that have been stockpiled
and emitters ability to reduce emissions. While that is a lot to
digest there will also be additional measures to manage the NZU
price within a proposed band of $20 to $50/t. This providing ETS
participates with some investment and cost certainty.
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There are a range of important changes being
proposed to the ETS. They all suggest a higher
medium price (next 10-15 years) to lower domestic
emissions. This view is also clearly stated in the ETS
consultation document - ‘it is the Government's
intention to allow NZU prices to increase in order for
abatement opportunities to become economical'.

The main future drivers of prices under the
structural reforms are:

1. Annual and future emission budgets that

determine the overall cap on units within the ETS.

This will interact with the actual emissions the
economy is producing and specifically emitters
obligations within the ETS.

2. Volume of units available to be auctioned by the
government. The proposal requires six steps to
determine these: the setting of the NZ ETS cap,
technical adjustments, allocation of free NZU's to
emitters, required reductions in stockpiled units
and allowance of international units.

3. There are additional price control measures to
manage the NZU price within a proposed $20
to $50/t range. They include a fixed price option
through to 2021, an auction reserve price floor
and a cost containment reserve involving a price
trigger (essentially a price ceiling).

Following public feedback these changes are

set to become law sometime in 2020 (likely mid-
year). However, the Climate Change Commission
(“Commission”) is set to provide more detailed advice
in early 2021 that may include different advice on
some settings, such as the emission budgets and
different price floors and/or ceiling settings.

These proposals and feedback from the Commission
will inform carbon price direction through to 2025,
but there will be annual reviews of the upcoming
5-year period that is likely to involve smaller
adjustments to many parameters. Larger annual
adjustments to key settings would cause higher price
volatility, which is something the government is likely
to want to avoid unless necessary (meaning more

structural changes, such as is occurring now, are likely

to occur less frequent but could cause step shifts in
prices).
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The market reaction to the proposals and government
intent has seen NZU prices break through the

current fixed price option for emitters to meet their
obligations of $25/t. On face value this appears to be
jumping the gun but appears to signal strong forward
buying by emitters (with good liquidity) to meet future
obligations and hedge this future cost.

Figure 1: NZU carbon price direction
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There are a range of parameters that will be set by the
government that will determine the carbon price over
coming years. Figure 2 below gives a general overview
of how these settings come together to form the
supply/demand balance of NZU’s within the ETS over
the next five years.

Figure 2: Proposed NZU supply within the
provisional emissions budget for New Zealand.
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A brief description of each key element is
provided below:

Setting ETS budget and cap

The new national budget and auction approach to
the NZ ETS is a structural change to how units are
supplied and the replacement of the option for
emitters to meet their obligation through paying a
fixed price ($25/t). On an annual basis budgets are to
be set/adjusted for 5 years ahead (i.e. rolling 5-year
approach with more flexibility applied to latter years).

The main aim of the budget is to drive net emissions
toward New Zealand's long-term commitments
made under international agreements. This making
sure New Zealand transitions at an appropriate
pace, but also manages the government's fiscal and
international obligations.

Under the provisional settings annual emissions
reductions have been initially set at an approximate
straight-line trajectory from 2022 to the 2050 target
of net zero emissions. This will be superseded in 2021
after advice from the Climate Change Commission.

The discussion document hints at a slower start as
the economy initially adjusts but then speeds up (i.e.
technology requirements, investment lifecycle for
companies, adoption timeframes for new technology
etc).

After the provisional emissions budget is set, several
connected steps must be taken to reach the proposed
volume of NZUs that will be available to auction
annually within the NZ ETS.

The first step is to determine the total volume of
emissions that fall under the NZ ETS cap. This is
calculated by removing emissions that are not
currently required to surrender units within the
scheme from the total provisional emissions budget
volume. This includes agriculture, some of the waste
sector, some of the forestry sector and gases covered
by the synthetic greenhouse (SGG) levy. Together
these account for around 57% of total New Zealand
emissions.

Technical adjustments

After determining the NZ ETS cap there are a range of
technical volume adjustments that can be undertaken
including:

1. adjustments where NZ ETS participants have been
non-compliant or accounts have closed

2. voluntary offsetting (the retirement or cancellation
of NZUs to reduce or offset emissions)

3. differences in accounting internationally and
within the NZ ETS

4. uncertainty in projections of emissions that are
not covered by the NZ ETS

5. forestry accounting misalignment
6. uncertainty in projections of forestry emissions.

Currently, there is no proposed technical adjustments
to be made, but future developments and policy
decisions could change this.
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Allocation of free NZU's

Some emitters receive an allocation of free NZU'’s
that need to be excluded from auction volumes. Free
allocation is the provision of NZU's to companies that
are trade exposed and carry out eligible industrial
activities. The purpose of them is to reduce the risk of
emissions leakage.

Emissions leakage could occur if New Zealand
businesses were to lose market share or shift
overseas as a result of emissions pricing in New
Zealand. It is an important consideration because
of its potential economic and employment impacts,
as well as the risk that it would increase total global
emissions due to production moving to countries
with less stringent emissions constraints and lower
emissions efficiency.

In total there are 26 activities eligible for industrial
allocation because they are both emissions-intensive
and trade-exposed. Ten are highly emissions-intensive
and receive an allocation equivalent to 90% of their
exposure to NZ ETS costs. Sixteen other activities are
moderately emissions-intensive and receive a level

of assistance of 60%. Most of this free allocation is to
be phased out at an increasing rate over the next 30
years, or as advised by the Commission.

Reduction of stockpiled NZU’s

Previous settings within the NZ ETS have led to
considerably more NZU's accumulating in private
accounts than is needed for participants to meet
their obligations. This has resulted in an oversupplied
scheme with a large ‘stockpile’ of NZU's. The total
stockpile is currently 132 million NZU’s which is
approximately four times the number surrendered in
2019.

The main factor that contributed to building the
stockpile was when the NZ ETS was fully open to
international markets under the Kyoto Protocol and
participants were able to purchase and surrender an
unlimited volume of international emissions units at a
lower cost than NZUs. Participants were then able to
use these international units to meet their obligations
and bank any NZU'’s they earned through forestry or
free allocation. The NZ ETS was subsequently closed
to international units in 2015.

This is problematic as participants can use these
units to meet future obligations, surplus units are
an overhang on incentivising emissions reductions
and the excess units represent a fiscal cost to the
government.

FARM'

INVESTMENTS

While participants need to be able to bank NZU's to
manage future carbon costs and it helps reduce price
volatility there is also a limit to this for New Zealand
to be able to hit its reduction targets. Thus the need
to clean-up the current stockpile caused by previous
settings.

The Government proposes that the stockpile is initially
addressed by reducing the number of NZU's that

go onto the NZ ETS market via auctioning. Over the
period 2021-25, the current thinking is to reduce the
auction amount by 27 million NZU's.

Allowance of international units

Using international units could mean New Zealand
and other linked countries find the lowest cost way to
reduce emissions.

Under the Kyoto Protocol, the NZ ETS was fully
integrated into international carbon markets.
However, this led to a significant price drop due to the
oversupply of low-cost units, reducing the incentive
for emitters to reduce their own emissions. There
were also issues with the environmental integrity of
some units and whether they accurately represented
genuine emissions abatement.

At this stage the limit on the volume of international
units that can be used in the NZ ETS over the 2021-25
period is to be set at zero. If a decision were made

to open the NZ ETS to international markets, only
international units approved by the Government
could be eligible for use under the NZ ETS. Any
international units used would be required to meet
high standards of environmental integrity.

Auction volumes available for emitters to purchase

The final step in reaching the proposed unit supply
volume is to combine all the previous considerations
into a final calculation to reach the remaining annual
NZU auction volumes.

Because there will be no NZUs available for purchase
by auction for the majority of 2020, the fixed price
option is required to remain in place for 2020
emissions. This is to ensure participants will be able to
meet their surrender obligations, despite not having
the ability to purchase NZU's at auction throughout
the year. Although NZU'’s would technically be
available to purchase through the secondary market
from participants already holding NZUs within their
accounts, this creates the risk that these participants
could have significant control over NZU supply and
prices for 2020 emissions surrenders.

FEBRUARY 2020 | 4



An appropriate volume of NZU's available via auction
aims to:

1. drive sufficient abatement to align New Zealand's
emissions trajectory with the agreed national
targets,

2. reduce the stockpile of NZU's,
3. avoid severe price volatility.
Price controls

There are proposed price controls to address the risks
associated with emissions budgets being set too high
or too low. This provides participants cost certainty on
the topside and promotes investment certainty with a
price floor.

Price floor

The Government proposes to introduce a NZU price
floor that will work by placing a reserve price below
which NZU’s will not be sold at auction. The current
proposal is to set this at $20/t for the 2020 to 2025
period but could change following advice from the
Commission.

A price floor is proposed to help ensure prices do not
drop below a level required to meet the emissions
budget through investment in low emissions
technologies and practices. It will also help provide a
level of assurance to participants looking to invest in
forestry or low-emissions technologies and practices.

Price ceiling

The Government proposes to implement a new price
ceiling mechanism known as a cost containment
reserve. The new price ceiling mechanism to replace
the fixed price option will be implemented through
the use of a cost containment reserve. The cost
containment reserve works by releasing additional
NZU's into the NZ ETS market if the trigger price is hit,
thereby increasing the supply of NZUs and reducing
the pressure on price.

The current proposal is to set this at $50/t for the
2020 to 2025 period but could change following
advice from the Commission. As an interim measure,
the Government proposes amending legislation to
increase the fixed price option from $25 to $35 for
surrender obligations arising from 2020 activities.
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The cost containment reserve is designed to be set
at an unexpectedly high NZU price outside of the
predicted price path, and therefore only released in
extreme circumstances.

The NZU reserve comes from outside of the NZ

ETS cap, but must be ‘backed’ by other legitimate
emissions reductions. The proposal for the volume of
NZUs available within the cost containment reserve is
based on the estimated difference between projected
emissions forecasts and the volume of NZUs being
supplied to the scheme.

For more information regarding investment opportunities in the carbon sector visit our website: www.myfarm.co.nz
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