Climate Change (Emissions Trading and Renewable Preference) Bill 

National Minority Report
1. Introduction
Global climate change is the most important environmental challenge of our time. National has consistently advocated a well designed, carefully balanced Emissions Trading Scheme (ETS) as the best tool for efficiently reducing emissions.

The National Cabinet in 1999 decided that an ETS was the right way forward on climate change policy.  We expressed concern when the ETS approach was dropped in favour of a carbon tax when the current Government took office.  We promoted an ETS in our Bluegreen Vision document in 2006.  We supported the Government’s decision, in principle, in favour of an ETS last year and voted for the first reading of this Bill.  However, the rushed legislative process has resulted in a Bill that has major deficiencies.  

The importance of getting this legislation right cannot be overstated.  This Bill represents the most significant economic reform since the deregulation of the economy in the late 1980s.  The NZIER analysis indicates that the ETS in its current form will cost 22,000 jobs and a loss of $900 million to the economy by 2012 and a loss of $5.9 billion in GDP by 2025.  The Government’s own analysis by Infometrics concludes job losses of 50,000 from the scheme. 

Getting this Bill right is also important for the environment.  New Zealand’s recent history has repeatedly seen poorly thought through climate change policy failing with the result that emissions have grown unabated.  Poor policy can also have unintended adverse environmental consequences such as the record levels of deforestation in 2007.  

2. Process Concerns 

The legislative process has been rushed and inadequate given this Bill’s complexity and significance.  The public has not had adequate time to examine and submit on the Bill, and it is evitable that serious mistakes will be made that will adversely affect New Zealanders.  
We are also disappointed that the Government has chosen not to engage with National given our clearly stated support for an ETS and the finely balanced nature of the current Parliament.  We wrote to the Climate Change Minister inviting such a process in December 2005 but received no response.  There was no consultation with National over the ETS proposal or the Bill.

National has attempted to constructively engage at Select Committee level with Government members and officials.  Our concerns over rushed submissions have been ignored.  The NZIER was given a totally inadequate length of time to present their 100-page economic analysis.  Concerns from submitters such as Temperzone who said they were “summoned to appear in a group with non-affiliated parties.  We wonder why we were not consulted on this forcible grouping.  We had to shorten our submission to 5 minutes.  We had no time to present and debate the issues”.  
Our members have repeatedly been shut down in pursuing legitimate questions over important details of the Bill in the haste to advance it.  Significant policy changes have been made by Government midway through the Select Committee process without any consultation with the Committee or opportunity for submitters to comment.  Further policy changes were introduced by the Minister in the last week of consideration.
The Select Committee consideration and deliberation process has been rushed and reckless.  Only approximately 12 hours of the Committee time was allocated for considering the 483 page departmental report and 60 supplementary departmental reports on specific issues.  Committee members received over 1000 amendments to this 237 page Bill only three days prior to its final deliberation.  There has been no serious engagement by Government members on the critical issues to New Zealand in this Bill, as evidenced by the 24 different Government members that have subbed onto the Committee throughout the process.  National members, in querying important issues, have repeatedly been told that things are a certain way simply because it is Government policy. 

This process has not been conducive to getting such an important Bill right nor in getting the cross-party support needed to ensure the stability and longevity of New Zealand’s ETS.
3. National’s Major Concerns

3.1 Balancing Environmental and Economic Interests

National’s first concern with the Bill is the cost to New Zealand families and businesses of being a world leader in emissions trading and in reducing greenhouse gas emissions.  The problem is well illustrated by the submission by global cement giant Holcim, which operates 151 manufacturing plants worldwide.  They note that despite only operating one moderately sized plant here, the proposed New Zealand ETS will cost more in carbon emissions than the 23 plants operated within the EU ETS.  These high cement costs will be passed onto New Zealand families and businesses through the increased cost of housing and building community infrastructure. 
New Zealand accounts for just 0.2% of global emissions.  Our unusual emissions profile is going to make the task of reducing emissions very challenging.  Agriculture contributes 50% of emissions but the sector has very limited technologies for emissions reduction.  We already have one of the highest proportions of renewable electricity.  Transport emissions are more difficult to reduce in a thinly populated country like New Zealand.  The ETS should be designed around the more modest goal of ensuring New Zealand does its fair share in reducing global greenhouse gas emissions.  
That is why National has advocated, in contrast to the Government’s goal of carbon neutrality, a 50% reduction in New Zealand’s 1990 greenhouse gas emissions by 2050.  This goal is in line with that of the new Australian Government which is committed to a 60% reduction in emissions from 2000 levels by 2050, and that proposed by US presidential candidates.  National believes our -50% by 2050 goal should be included in the purpose clause of the Bill.
3.2 Windfall Profits to Government
National’s second concern is the windfall profits to the Government from the way this ETS is designed. Officials have advised the committee that the scheme will generate an estimated $21 billion in revenue to the Government from the sale of emission permits.  This is double that provided in the Budget 2008 tax reductions. There are also additional indirect windfall gains to Government from its electricity State Owned Enterprises.  Meridian has advised the Committee of an increase of $750 million in its valuation as a consequence of the ETS.  Including Mighty River Power, the windfall gain to the Government from it SOEs will be in excess of $1 billion.  This is significantly greater than the latest projection of New Zealand’s Kyoto liability at $481.6 million.
Climate change is not an excuse for the Government to profit at the expense of businesses and consumers who are already under budgetary pressure.  The scheme can and should be redesigned to be fiscally neutral by transparently returning any windfall profits from the ETS to consumers and taxpayers.
3.3 Alignment with Australia’s developing ETS
National’s third concern with the Bill is in rushing to pass this legislation before seeing the proposed design of an Australian ETS.  There are real advantages for New Zealand in aligning our ETS as closely as possible with Australia given the free trans-Tasman movement of goods, people and investment.  The Australian Government is proposing to release a green paper on its ETS design in July with legislation being introduced to their Parliament in December.  The decision by Government here to defer the entry of liquid fuels by two years until 2011 and the delay in forestry regulations that means forest owners will not get credits until mid-2009 gives a window of opportunity to consider the Australian design features before finalising New Zealand’s ETS legislation. 

3.4 Industry Incentives to Exit New Zealand
National’s fourth concern is the perverse incentives in the Bill to export jobs and emissions offshore.  The ETS in its current form would encourage major industries like cement, steel, aluminium and agricultural products to progressively relocate offshore where, in most cases, this would result in increased global emissions.  
The impact is practically illustrated by the Holcim Cement submission.  The company has resource consents, subject to appeal, for a new $500 million plant in Oamaru.  Emissions per unit of product will be approximately 50% less as a consequence of replacing the old wet technology process of their Westport plant with a new dry technology process.  Overall emissions in New Zealand will be 200,000 tonnes greater because of increased production to offset imported cement currently being manufactured offshore.  Despite producing fewer emissions globally, the New Zealand investment is not viable under the ETS as designed.  Holcim goes further stating it would be virtually impossible to sustain their existing businesses in the medium term under this ETS.  Submissions from other energy intensive industries made similar sobering statements. 

The incentives should be for industries to be located globally where they will be most efficient and to drive investment in new technologies that will minimise emissions. It is well documented that New Zealand produced aluminium and dairy products have less emissions than those from competitor countries, and to inadvertently shift new or existing production offshore is doing nothing for the global climate.  The Bill needs an improved process for dealing with industry allocations to ensure this does not occur.

3.5 Importance of Small and Medium Enterprises (SMEs)
National’s fifth concern is that the Bill discriminates against SMEs that will not be eligible for free allocation of emissions units.  New Zealand is very dependent on SMEs for its economic strength and the design of the ETS needs to better recognise them.  The initial proposal of a 50,000 annual tonne threshold would eliminate all but New Zealand’s largest emitting industries.  The Committee discussed a lower threshold but no decision was made and the question has been left to regulations.  This issue is too important to the successful functioning of New Zealand’s ETS to be deferred.  Parliament needs to take a direct interest in the competitiveness and survival of our SMEs.
3.6 Unilateral Phasing Out of Industry Support
National’s sixth concern is that the Bill rigidly sets a timetable for phasing out industry support through to 2030 without reference to progress in international negotiations.  The five-yearly review provisions do not allow changes in the phase out of emission allocations, which are fixed in legislation.  The justification that this provides business with certainty is misplaced.  The most important consideration for business is not the absolute allocation but how it may affect their international competitiveness.  A better approach would be to provide for a more flexible phase out regime that reduces the allocations to industry in line with New Zealand’s major trading partners.
4. Major Sector Issues
There are major impacts of this legislation on sectors that also needs further consideration, particularly in respect of the impact of the ETS on New Zealand’s primary industries.

4.1 Agriculture

Agriculture is New Zealand’s most important industry and any policy that puts it at risk puts the entire New Zealand economy at risk.  New Zealand is the first country to attempt to include the emissions from farm animals into an ETS.  Care needs to be taken that it does not compromise New Zealand agriculture’s international competitiveness. 
The Bill fails to resolve the issue of how to deal with the uncertainties in the estimate of animal emissions that officials advised may vary from 50% above or below estimates.  A market cannot function efficiently with this level of estimate uncertainty.  The Bill fails to resolve the issue of whether the point of obligation is to be at farmer or processor level.  This is a fundamental design issue that needs resolution by Parliament rather than being deferred to regulations.  It is as though New Zealand wants the international accolades for a comprehensive ETS when it is just a shell with none of the necessary machinery to make it function.  It is all very well in theory to have agriculture included in the ETS but the detail needs to be worked through so Parliament can be confident it will work in practice.  

National does not believe the agricultural sector can or should be excluded from this Bill, as it is such a large contributor to New Zealand’s emissions.  However, the purpose of including any sector in the ETS must be to provide incentives to lower emissions.  A scheme that crudely imposes average costs on farmers regardless of their farm management decisions will achieve nothing other than encourage them to reduce stock numbers.

The most important priority for addressing methane emissions is in boosting the research and development effort in respect of these emissions from farm animals.  The second priority must be in providing incentives for farmers to reduce nitrous oxide, which accounts for 20% of farm emissions.  National wants to work with the agricultural sector to explore options, including the earlier entry of nitrous oxide to the scheme, so as to encourage better use of modern fertiliser technologies that are available and would reduce emissions.  There are also strong water quality arguments for advancing this work. 
4.2 Forestry
Forestry is one of New Zealand’s critical exporting industries and has enormous potential to contribute positively to New Zealand’s carbon balance.  The reversal from fifty years of very significant new forest plantings every year to significant deforestation over the past four years is the principle reason New Zealand is now set to fall short of its Kyoto targets.  Confused public policy over carbon credits has contributed to this reversal.  This should have acted as a caution about the potential unintended consequences of how carbon credits in the forest sector are treated. 
The scheme is the first internationally that attempts to include forestry.  The situation is more difficult than agriculture that enters the scheme in 2013 in that the provisions are designed to take effect retrospectively from the beginning of 2008. 

The Bill as introduced makes the artificial distinction between pre-1990 and post-1990 forests with hugely different financial implications for landowners.  The redrafted Bill makes a further distinction between those pre-1990 forests purchased prior to 2002, those purchased after 2002 and those forestlands involved in future Treaty of Waitangi settlements.  These arbitrary distinctions are not well justified and raise serious inequities over property rights that cannot be dismissed lightly.

The Bill reinforces arbitrary definitions from the Kyoto Protocol that are inconsistent with the real carbon cycle of plantation forestry.  It is a fallacy to legislate that all the carbon is released into the atmosphere at the time of forest harvest and discounts the ongoing benefit of carbon stored in timber products.  It is also erroneous to legislate that the same land must be replanted to avoid deforestation liabilities when the atmospheric concentrations of greenhouse gases are not dependent on where the trees are planted.  The revised Bill defers the questions over the forestry offset proposal to beyond 2013 (and then only if countries agree to changes) leaving landowners with forests due for harvest in the intervening years facing severe penalties for activities that would have no net effect on emissions.
The Bill also contains arbitrary provisions, like those in Section 162 that gives perverse incentives for unintentional negative consequences.  A pre-1990 forest owner is able to significantly reduce their deforestation liabilities by initially replanting and then deforesting once the trees are eight years old.  National is aware of significant forest owners planning to progressively bulldoze forests of this age class for no return.  An analysis of the land values and deforestation costs makes this commercially sound, despite it being a gross waste of productive land and of no benefit to the environment.  
The benefits of the Bill to the forestry sector from carbon credits for post-1990 forests have been significantly devalued by the decision to defer entry of liquid fuels until 2011.  This has reduced the buyers for New Zealand Units by 40 million tonnes.  These credits cannot currently be sold internationally as the only other Kyoto-compliant ETS, in Europe, does not accept forestry carbon credits.  There is also a problem in selling the large numbers of forestry units internationally in respect of the Kyoto Protocol’s Commitment Period Reserve that requires New Zealand to hold a minimum of 90% of our AAUs in our registry.

It is abundantly clear to National that the forestry provisions of this Bill are seriously deficient.  It will not restore confidence to this sector nor reverse the very damaging recent deforestation.  There is an urgent need for a fresh process of engagement with the forestry sector to develop a far more sound and practical approach to greenhouse gas emissions and plantation forestry.

4.3 Fishing
New Zealand’s fishing industry exports 92% of its output, earning $1.3 billion per annum.  It is an energy intensive sector with fuel making up around 40% of the operating costs of vessels.  The Bill provides for an allocation of units to sectors such as dairy, meat, cement, steel, forestry and aluminium, but excludes the fishing industry.  This arbitrary exclusion does not seem well justified.

A further concern is the incentive to use foreign fishing vessels that will not face the cost of the ETS for imported fuel.  The 1980s and 1990s saw a decline in the use of foreign fishing vessels and crew to New Zealand’s advantage.  This has reversed over the last five years.  This Bill may inadvertently encourage ongoing job losses for New Zealanders and the replacement by foreign vessels.  The last minute amendments to address this problem are inadequate.

The fishing industry is under substantial pressure as evidenced by the recent 320 redundancies announced by Sealord.  No other country is imposing these costs on their fishing industry.  This industry should be considered trade exposed and receive appropriate allocations.   
4.4 Refrigeration and Air Conditioning Industry 
National is seriously concerned about the implications of this Bill for New Zealand’s refrigeration and air conditioning industry through the provisions that include the refrigeration chemicals HFCs and PFCs.  These gases make up 1% of New Zealand’s greenhouse gas emissions.  The ETS has huge cost implications for the sector that will cost tens of millions of dollars and which could put thousands of jobs in both the export and domestic industry at risk.  That this sector was first consulted by officials in May 2008, and then only at the insistence of the Select Committee, is an appalling way to treat successful New Zealand businesses like Fisher & Paykel, Temperzone, Skope and McAlpines.

Although refrigerant gases only impact negatively on climate change if released, the Bill imposes the cost at importation.  The Australian Government has approached this issue by extending their regulatory system for collecting ozone-depleting chemicals to these particular greenhouse gases.  The New Zealand industry also believes this approach would have better environment outcomes than by inclusion in the ETS.

The “all gases, all sectors” approach should not be a mantra that overrides a focus on outcomes.  This sector has proved that the collection approach can work successfully with its responsible approach to ozone depleting chemicals.  National believes that if this small sector can show it can better manage emissions of these gases at less cost through its alternative approach, they should be given the opportunity to do so before being included in the ETS in 2013.

5. Moratorium on Thermal Generation
Electricity is a sector in which the Government’s climate change policies have failed.  Far from moving New Zealand towards the goal of 90% renewables, the proportion has fallen from 72% in 1999 to 66% in 2007.  The Government’s interventions in the electricity industry have been contradictory.  Renewable developments like Project Aqua and the Dobson Hydro Project were stopped by Government decisions.  Thermal projects like the new oil powered Whirinaki Power Station have been directly funded by a consumer levy and the massive new 385 MW E3P Combined Cycle Gas turbine built by Genesis was unusually underwritten by the Government.  Of the new generation built by this Government, 75% has been thermal and so the moratorium proposed here represents a radical shift in policy.

National’s first concern is security of supply.  Many submitters from industry believed the moratorium would put this in jeopardy.  That these provisions are being advanced in the middle of a winter power crisis defies common sense. 
National’s second concern is the effectiveness of the proposed moratorium.  It is a very blunt instrument that does not seem to be part of any coherent policy.  There is no guarantee that it will reduce emissions as it only affects new builds.  The trebling in emissions from the existing Huntly Station between 1999 and 2005 would be unaffected.  The moratorium may increase emissions in preventing the substitution of old dirty technology with new efficient gas technology that produces less than half the emissions per unit of electricity produced. 
The distinction in the Bill between new power stations being either base load or peak load is nonsensical.  Ironically, New Zealand’s biggest greenhouse gas emitter, Huntly, was built as a peak load station in 1987, and technically another could be built under the exemptions in this Bill.  National sees no place in New Zealand for any new coal generation until such time as carbon sequestration technology becomes viable. 
The smart way to provide an incentive for renewable energy over thermal generation is through the price signal of an ETS.  That is why we have consistently advocated that electricity be the first sector to be introduced to an ETS.  It provides a signal every day to the electricity sector to favour renewable over thermal, and not just when building.  It avoids the artificial distinctions between peak and base load stations.  The ETS will encourage substitution for more efficient thermal generation where possible, and for the earlier retirement of old, dirty technology.  It is noteworthy that renewable generator Meridian and the Parliamentary Commissioner for the Environment have rejected the moratorium. 

National supports the 90% renewable energy target.  We have confidence that the pricing signal of the ETS, as well as National’s proposed reforms of the Resource Management Act, will give the impetus to new renewable generation without the arbitrary and inefficient moratorium proposal in this Bill.  

6. Conclusion
This Bill requires substantial amendment if New Zealand is to have a workable emissions trading scheme.  National cannot support it in its current form.  The Government decision to defer implementation by two years means there is time to get this legislation right without having to delay implementation.
It is not a satisfactory process for Parliament to defer the many significant design issues raised in submissions to regulations to be determined in the future.  Issues such as where the point of obligation is for agriculture, whether there will be an industry allocation for new entrants, where the threshold will be for trade exposed industries, whether the allocations will be intensity based, and whether forestry will be allowed an offset provision are fundamental to the success of the ETS. 

The correct way forward is for the Government to table a substantive amending SOP in Parliament to address the major concerns with the Bill.  These amendments should be sent alongside the existing Bill back to the Select Committee for submissions, careful analysis and final deliberation.  The Bill should then be advanced through its second and third readings.  It would be possible to conclude this process prior to the General Election but it is more likely to be done properly in the less politically charged post election period.
National will proceed with an ETS amended in line with this minority report if we are successful at this year’s general election.  We would work as co-operatively as possible with other political parties to achieve this.  Our objective is a widely supported and robust ETS that will deliver on New Zealand’s ambitions for a responsible approach to climate change and a strong economy. 
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