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vulnerable to leakage if there was a high emission price and competing jurisdictions 
did not have comparable climate policies.  

 
As indicated in the Impact Analysis section of this RIA, for some EITE activities a too-rapid 
phase-out of allocation could result in a credible threat to their competitiveness simply on the 
basis that the net cost would be high enough to offset their profit margins. As highlighted by 
the reports cited above, this simple accounting approach might over-estimate the real risk. 
The exchange rate will adjust in response to the effects of emission pricing, and individual 
firms can adapt in response to new costs. In addition, the level of risk varies between 
activities and changes over time.  
 
In its 2018 report on transition to a low-emissions economy, the Productivity Commission 
recommended that the Government should progressively withdraw industrial allocation over 
a twenty to thirty year schedule, which indicates phase-down rates of 0.03 or higher. The 
Commission also recommended the Government retain flexibility to slow the withdrawal rate 
if, on independent advice, it finds that major competitors are not ‘actually or imminently’ 
facing comparable emission prices.  
 
Industrial allocation in the CCRA  
 
Industrial allocation was introduced with the NZ ETS. It was always expected that levels of 
industrial allocation would be reduced over time as other countries introduced their own 
emission reduction programmes and domestic industries adapted to a price on emissions.  
 
A phase-down rate of 0.01 was part of the policy package that set up the allocation regime in 
2009, and was confirmed as a recommendation in the 2011 statutory review of the NZ ETS. 
The phase-down was legislated to start in 2013, but a further amendment to the CCRA in 
2012 put it on hold. The CCRA now allows for a phase-out at a rate of 0.01 to be introduced 
at any time by Order in Council. An amendment to the CCRA would be needed to phase 
down allocation at any other rate.   
 
The counterfactual  
 
If the Government makes no decisions on industrial allocation, the allocations will continue at 
the current levels for all eligible activities. With no amendments to the current legislation as it 
affects industrial allocation, the Government will retain the option of introducing a phase-
down at a rate of 0.01 by regulation at any time.   
 
However, maintaining current levels of industrial allocation creates risks for: 

• New Zealand meeting its CCB budgets and Paris Agreement obligations; 
• the over-allocation of NZUs to EITE participants; and 
• linking with emissions trading schemes in other countries.  

 
2015/16 Review of the NZ ETS 
 
The NZ ETS Review asked for submissions on the conditions, timing, and rate for a phase-
out of industrial allocation. The Review found that: 
• a lack of clarity on the timing of a phase-down is a source of regulatory uncertainty; 
• industrial allocation has both direct cost and opportunity costs for the Government; 
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• as carbon pricing coverage spreads globally, industrial allocation levels are increasingly 
likely to be more generous than necessary to protect against emissions leakage; 

• as emissions intensity improves, it is increasingly likely that the value of allocation will 
exceed the activity’s real exposure to NZ ETS costs (referred to as over-allocation); and 

• current levels of allocation will use up an increasing share of New Zealand’s NDC carbon 
budget and will put pressure on future carbon budgets. 

 
Following the Review, the Government opted to maintain current industrial allocation settings 
until the end of 2020. It committed to further public consultation on the conditions, timing and 
rate for a phase-down of industrial allocation. Cabinet re-affirmed this decision after the 2017 
election.  
 
Consultation on Improvements to the NZ ETS 
 
In August and September 2018, the Ministry for the Environment conducted public 
consultation on proposals designed to improve the NZ ETS. One section of the Ministry’s 
consultation related to proposals to improve how decisions on a phase-down of industrial 
allocation should be made, including: 
• setting a test or a condition that would trigger a phase-down during 2021-2030; 
• establishing a decision-making process to determine industrial allocation rates over time; 

and 
• an upfront decision to start phasing-down industrial allocation from 2021.  
Feedback was sought on phase-down rates from 0.01 to 0.03.  
 
Tranche 1 and 2 amendments to the CCRA 
 
In December 2018, Cabinet agreed to a first tranche of proposals to improve the NZ ETS. A 
second tranche of proposals – which includes changes to current industrial allocation 
settings – are under consideration. This RIA provides analysis for this process. All tranche 
one and two decisions will result in one set of changes to the CCRA, scheduled to be 
presented to Parliament in mid-2019.  
 
International connections 
 
It will be important in the future for New Zealand to have access to international units with 
environmental integrity. The Government has agreed to retain the option to use international 
carbon markets after 2020, as high-integrity international units may play an important role in 
New Zealand meeting its NDCs.  
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As other countries price emissions, the amounts that are allocated currently will be higher 
than needed to meet the purpose of mitigating the risk of emission leakage. However, 
emission leakage remains a risk for some ETS participants. There is a continuing need for 
some level of industrial allocation to mitigate the risk.   
 
The real cost of the ETS for industry is likely to decline slowly over time, due to 
improvements in efficiency and lower-carbon fuels and process inputs. Eventually over-
allocation would lead to windfall gains and turn the ETS into a net subsidy for EITE firms.  
 
Over-allocation would also be a major impediment to linking with other emissions trading 
schemes, because it is seen as a fundamental problem for environmental integrity.    
 
Overall we think that the objective for a phase-down should be to:   

Ensure that the levels of assistance which determine industrial allocation provided to EITE 
participants in the NZ ETS are set in a way that aligns the NZ ETS with New Zealand’s 
domestic and international commitments, while continuing to minimise the risk of emission 
leakage.   
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4. Support regulatory certainty and predictability; and 

5. Minimise administrative burden and complexity. 

The alignment and emission leakage criteria (1 and 2 above) are the most important and will 
have most weighting in all policy decisions. These two criteria will determine whether 
allocation continues to meet its purpose, and whether the phase-down meets the objective 
given above.   
 
There is clearly a tension between these two criteria but we do not know whether, or when, 
this will become a matter of trading them off against each other. If possible, the Government 
would aim to achieve the objective above by both:   

• Managing allocation in line with New Zealand’s emission budgets and commitments; 
and  

• Ensuring there is no substantial risk of emission leakage.   

It will become a trade-off between these criteria if the pressure of domestic and international 
budgets, and the availability of international units, mandate reductions such that it becomes 
impossible to mitigate the risk of leakage.   
 
It is essential to avoid over-allocation, both for domestic reasons and to ensure that 
allocation is not a barrier to linking with other trading schemes. Over-allocation is a significant 
risk under the status quo; however, over time if allocations are reduced enough to meet the 
other criteria over-allocation will be unlikely.    
 
The other two criteria (4 and 5) are important for the efficient operation of the ETS but not 
central to meeting the objective.   
 
The identifiable monetary costs of a phase-down will comprise:   

• Increased costs for the firms that receive progressively fewer units over time, and 
need to either buy units or reduce emissions; and 

• An ongoing cost to the Government for the CCC to carry out analysis and to advise 
on decisions about allocation rates.    

There is a benefit to the Government in allocating fewer units over time. This will result in a 
lower fiscal cost so at the margin other industry sectors and consumers will pay less in taxes 
or in ETS obligations.  
 
These costs and benefits are not critical to the choice of a preferred option. Differences in the 
costs or benefits are not significant for the broad choice of a longer-term policy approach, 
which focuses on non-cost related issues as indicated in the analysis section below.  
 
In a preferred option involving the CCC advising on activity-specific changes to allocation, we 
anticipate that it will become possible to bring sector-specific economic analysis, modelling 
results, and an informed analysis of costs and benefits to bear on these decisions.   
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Our overall assessment is that the Government should make a clear decision that there will be a 
phase-down. There is a significant risk of over-allocation under the no action or no phase-down 
options. Clearly, any phase-down has potential to create some added risk of emission leakage, but 
depending on the rates of phase-down (see Decision 3 below) this risk will be small. Ultimately, the 
risk of emission leakage can be managed through the industrial allocation phase-down rate.  
 
The option of deferring any decision would be significantly worse than the status quo because it 
would perpetuate and even increase uncertainty for EITE firms, with no corresponding benefit for the 
other criteria. A bright line test, such as the 70% of competitors test recommended by some 
submitters, could be the basis of a deferred decision to start a phase-down. However, such a test 
would only compare net costs at a point in time. We think that the decision to start a phase-down 
should also consider the other issues listed above.   
 
Key: 

++   much better than doing nothing/the status quo 

+   better than doing nothing/the status quo 

0   about the same as doing nothing/the status quo 

-  worse than doing nothing/the status quo 

- -  much worse than doing nothing/the status quo 

 

Decision 2:  responsibility and process for a phase-down 
 
This assessment is also qualitative as we are setting a framework rather than deciding on rates. As 
before, the no action option is the status quo with the existing provision for a 0.01 phase-down in 
the CCRA but no up-front decision made to start the phase-down.   
 
A consideration here is that there is a wide range in emission-intensity between eligible activities 
(see below). If only a flat rate is available, ultimately it must either create a significant risk of leakage 
for the most emission-intensive activities, or result in over-allocation for others.   
 
Activity-specific rates cannot feasibly be brought into use until the CCC is established and has done 
the necessary analysis and consultation – therefore effectively the ‘activity-specific rates only’ option 
means the status quo, or no phase-down, will apply for the first CCB budget period. For the same 
reason the ‘flat base rate plus activity-specific rates’ option will mean in practice that only the base 
rate can apply for 2021–25.   
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commitments, and be implemented in the context of broader decision-making processes being 
established under the CCB.  

Emission leakage – more comprehensive analysis 

The simple accounting described in Decision 3 above only tells us when costs will be high enough to 
create conditions in which potentially leakage might occur. It does not recognise that product 
markets will respond to price changes, or that the firms themselves can innovate and adapt. A more 
comprehensive economic analysis could indicate the presence – or absence – of any risk of 
emission leakage more accurately.  

The prices of many EITE products are set internationally, limiting the ability of firms to raise their 
prices for exports or in the domestic market.  However, it is not a given that all EITE businesses are 
simply price takers. They may have significant ability to pass on cost increases to consumers. Pass-
through is more likely for the domestic market, but may also occur internationally if a New Zealand 
producer has significant market share.  

Emission pricing and other climate-change mitigation policies that place costs on producers in other 
countries will reduce the risk of emission leakage over time. Monitoring these policies would be an 
important input for activity-specific analysis.  

New Zealand’s commitments and emission pathways 

Over the long term, allocations will need to be reduced to assist in meeting New Zealand’s emission 
budgets set under the CCC, as well as international commitments. The process and its outcomes 
will need to enable a phase-down that meets this requirement, while continuing to manage any risk 
of emission leakage.  

Preferred option 

Our preferred option is to establish an activity-specific approach to phasing down industrial 
allocation, including:   

• Establish an ability in legislation for the Minister of Climate Change to make regulations that 
will set activity-specific phase-down rates from 2026; and  

• Task the CCC with assessing the risk of emissions leakage and other relevant factors, as 
well as advising on rates before such regulations are considered.  

Specific phase-down rates would be determined in advance for each five-year CCB budget period, 
and may apply to any one or more activities that are at lower risk of emission leakage.  

The CCC would be tasked with preparing advice on proposed activity-specific rates, and providing 
the Minister with a report detailing its recommendations. The Government would then implement the 
phase-down(s) by regulation, in advance for each budget period and with indicative rates for the 
following budget period. The Minister would be required to table a report on any decisions that differ 
from the CCC’s recommendations.  

In making decisions, the Minister would be required to:   

• Be satisfied that the overall effect of allocations for an upcoming budget period is consistent 
with meeting New Zealand’s budget for that period 

• Consider factors including the following when advising on activity-specific rates:   

o New Zealand’s targets and indicative future emission budgets and NDCs 

o The risk of emissions leakage on an activity-specific basis, including:   
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 Emission pricing and other climate policies in competing jurisdiction, their 
cost, any assistance such as allocation, and its phase-out 

 The markets for products traded internationally 

 Any ability of EITE participants carrying out eligible activities in New Zealand 
to pass on increased costs to customers 

o Any risk of over-allocation 

o Other sources of supply into the NZ ETS, including international units 

o The availability of low-emission technologies related to each activity 

o New Zealand’s relevant international obligations  

This whole process will have to have timeframes that allow enough time for consultation and making 
regulations prior to the start of the budget period. It will be important to make decisions as early as 
possible to provide certainty for EITE participants who receive an allocation. This will mean that the 
CCC makes its recommendations at least a year before the start of each budget period.     

The CCC would consult on activity-specific phase-down rates before making its recommendations.  
The Minister for Climate Change would consult with affected parties on any decisions that are not in 
line with the Commission’s recommendations or not covered by consultation carried out by the CCC.  

Activity-specific phase-downs may be revisited under exceptional circumstances, but only if this is 
recommended in advice from the CCC. These circumstances would be:   

• The relevant budget has been revised, so that decisions made on the basis of the expected 
budget amount should be revisited; and 

• The factors that the Minister had regard to have changed and need urgent reconsideration, 
for example if there is a substantial and imminent risk of emission leakage or over-allocation.  

 

Possible inclusion of a test 

We have not included the 70 per cent of competitors test, or any single bright line test, as a 
mandatory part of these assessments. A simple test is inconsistent with criteria 2 and 3 as it would 
encumber the Government and CCC, and potentially prevent a phase-down necessary to ensure a 
level of assistance that aligns the NZ ETS with New Zealand’s emissions budgets, as well as 
prevent the over-allocation of units.  
 
In addition, a test would risk being too prescriptive and so failing to indicate the risk of leakage. It is 
simplistic to assume that the percent coverage of competitors is necessarily the best indicator of 
risk. Rather than mandate such a test, we prefer to allow the CCC the freedom to estimate risk using 
the best economic measure(s) that it can identify at the time.  
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