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In-Confidence

Office of the Minister of Climate Change
Office of the Minister of Agriculture

Cabinet Economic Development Committee

Consultation on Government’s proposed pricing system for agricultural
emissions

Proposal

1 This paper seeks Cabinet's agreement to publicly consult on alsystém to price
agricultural emissions by 2025, as an alternative to the NewZealand
Emissions Trading Scheme (NZ ETS).

Relation to government priorities

2 On 2 December 2020 the Government declared a elimate emergency that,
“demands a sufficiently ambitious, urgentyand gbordinated response across
government to meet the scale and coniplexity of the challenge” [CBC-20-MIN-
0097 refers].

3 Reductions in agricultural emissionssare required to siow the rate at which
Aotearoa New Zealand contributeso élimate change. The amount that
agricultural emissions need to reduee by is expressed via:

3.1  Aotearoa New Zealand's Nationally Determined Contributions (NDC)
set under the Paris, Agreement’;

32  the domestic emission reduction targets laid out in the Climate Change
Responge Act 2002 (CCRA)?; and

3.3 thelagridultural sub-budgets set in the domestic emissions budgets
fecently agreed by Cabinet [CAB-22-MIN-0152].

4 Emissions’pricing has been the primary policy for reducing emissions in every
settor of the economy, except agriculture, since 2008. Pricing agricultural
emissions by 1 January 2025 is a key action in the Government's Emissions
Reduction Plan released in May 2022.

5 The mechanism chosen for pricing agricultural emissions will need to align
with the Crown’s obligations under the Treaty of Waitangi and the

' Aotearoa New Zealand has committed to an updated NDC under the Paris Agreement of a 50
percent reduction of net emissions below our gross 2005 level by 2030. NDC1 does not distinguish
between greenhouse gases
: The CCRA contains the following domestic emission reduction targets:
e Net zero greenhouse gas emissions (other than biogenic methane) by 2050;
«  Reduction of biogenic methane by 10 percent below 2017 levels by 2030; and 24 — 47 percent
by 2050.
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Government’s wider environmental and economic priorities. This includes the
Essential Freshwater package and the primary sector roadmap, Fit for a
Better World.

Achieving the purpose and goals of the CCRA (as amended by the “Zero
Carbon Act”) is a key area of cooperation between the Labour and Green
Parties.

Executive Summary

7
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Pricing agricultural emissions by 2025 is a fundamental part of the
Government’s climate change response. It will contribute to the emissions
reductions needed to meet Aotearoa New Zealand's NDC, emissions targets
and emissions budgets.

Other sectors of the economy have progressively faced amemissions price
through the NZ ETS since 2008.

The Government and sector are both committed to| priCinlg agricultural
emissions to ensure their reduction from 2025. This agréement is a significant
milestone for Aotearoa New Zealand and thesfinternational response to the
climate crisis. There is a strong consensus onsthe need for action and on
much of the detail between the Govefnment and'the Sector Partnership.

Aotearoa New Zealand'’s agricultural seetor will be the first to respond to this
challenge. The previous Government’s decision to defer this discussion has
lost time and made the transition iarder.

A split-gas farm-level pricing system that is enhanced over time will:
11.1  support agricultural"emissions reductions that meets our targets;

11.2  strengthen'our export brand and supports a viable and strong
agricultural seetor; and

11.3 create,alow emissions, climate resilient and high wage economy more
than the NZ ETS.

Customers around the world are demanding higher levels of sustainability in
the products they buy, so there is the potential for real competitive advantage
ifwe can get this right and continue moving to sustainable farming systems
that are ready to respond to a warming world.

Farm-level pricing puts emissions at the forefront of investment decisions and
other important farm business considerations. It also gives farmers and
growers the autonomy and flexibility to determine the most efficient, cost-
effective mitigation practices for their farms. Farm-level pricing puts emissions
at the forefront of investment decisions and other important farm business
considerations. It also gives farmers and growers the autonomy and flexibility
to determine the most efficient, cost-effective mitigation practices for their
farms.
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14  The Interim Climate Change Committee (Interim Committee), the Climate
Change Commission (the Commission), and the He Waka Eke Noa — Primary
Sector Climate Action Partnership (the Partnership) all concluded that a farm-
level emissions pricing system, outside of the NZ ETS, would be the best
approach to incentivise farmers to reduce agricultural emissions.

15  This paper seeks agreement to consult on a framework for pricing agricultural
emissions. This framework builds on the Partnership’s recommendations and
advice from the Commission, and is informed by public consultation and
expert advice over the past few years.

16  The proposals include:

16.1 a core split-gas farm-level pricing and incentive system to commence
in 2025 with enhancements to improve effectiveness built in,over time;

16.2 an interim processor levy as a transitional step if th¢ farm-Ievel pricing
system is not ready in 2025;

16.3 options for how emissions from the application‘ef synthetic nitrogen
fertiliser could be priced (within the farm,level'pricing system or via the
NZ ETS);

16.4 recognition for sequestration from ripariap margins and management of
indigenous vegetation as an adjacent contractual system, with the
long-term goal of integration of new Vegetation categories into the NZ
ETS; and

16.5 a post-implementation review in 2030.

17  The proposals incorporéate key elements of the Partnership’s
recommendations. Tiis includes split-gas farm-level pricing using incentives
as a proxy for assistancé: However, we propose changes to the price settings,
oversight of the/pricing=€ystem, emissions reporting, and sequestration
components.

18  We propose to consult on the following key design elements:

18.1 fammn business owners above a set fertiliser use or stock number
threshold have the legal responsibility to report emissions annually
using a single calculation engine and simple reporting method;

18.2 separate levy prices are set for long-lived gases and methane;

18.3 long-lived gas prices are set annually and linked to the New Zealand
Unit (NZU) price, discounted and phased down over time;

18.4 biogenic methane levy prices are reviewed periodically, based on
progress against emissions targets and advice from the Commission;

18.5 incentive payments are funded through revenue raised and available
for a range of mitigation technologies and practices to reduce
emissions. These incentives will act as a proxy for assistance and
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provide an opportunity to offset liabilities owed through the pricing
system. Detailed reporting and a wider range of mitigations will be
introduced over time;

18.6 any revenue raised from the pricing system, once incentive payments
are netted off, would be used for administration, and remaining funds
would be subject to the revenue recycling strategy;

18.7 a proposed pathway for how sequestration from on-farm vegetation
could be recognised in 2025 and in the medium to long term via the NZ
ETS;

18.8 an advisory body (or bodies) is in place consisting of Maorf and.sector
representatives to advise on the use of system revenug.and funding to
support Maori landowners and agribusinesses. MinistersWill be
accountable for how the revenue is spent.

19 A summary of operational requirements for the pricingssystem is also included
for consultation. These include cost recovery, audit and verification, and
penalties and offences.

20 The Minister of Climate Change has concernsthat the proposal:

20.1  does not provide sufficient cértainty"that Aotearoa New Zealand will
achieve its climate change targets;

20.2 is not consistent or equitable with the approach taken to emissions
pricing for all other segtors;

20.3 creates risks thatiemissions reduction targets will be traded off against
other considerations,when price-setting decisions are made.

21 The Minister of Climaté Change is seeking Cabinet's direction about whether
consultation of @, methane market should also occur, where:

21.1 updeénthis-alternative pricing system, total allowable methane
emissions would be set annually with reference to the methane target;

212 ‘farmers would calculate their methane emissions and surrender
equivalent Methane Units, received via auction, free allocation, or by
purchasing from a secondary market;

21.3 other features of the key design elements of the farm-level pricing
system could remain the same.

22 In addition, the Minister of Climate Change proposes a mechanism for the
agricultural sector to contribute to the cost of abatement in the event its
emissions do not meet targets.

23 The Minister of Agriculture notes that a simple farm-level pricing system
should achieve the Government’s goals of an effective, practical and equitable
system to reduce our greenhouse gas emissions, subject to regular price
adjustments.
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24  Subject to Cabinet agreement, the appended discussion document will be
released for public consultation between October and November 2022 for a
period of six weeks.

25  In December, we will publish the CCRA section 215 report that outlines a
system to put a price on emissions from agricultural activities as an alternative
to the NZ ETS. This report will provide direction on policy design and, together
with consultation responses, will inform final advice to Cabinet.

26 We will report back to Cabinet no later than February 2023 seeking
agreement to draft the necessary legislation to implement the agricultural
pricing system.

Background
Developing a pricing mechanism for agricultural emissions started.in, 2019

27 The analysis presented in this Cabinet paper incorporates advice and
decisions on agricultural emissions pricing since 2019. This includes:

27.1 recommendations from the Interim Committeein 2019 to price
agricultural emissions in the NZ ETS at(a progessor level in the interim
and transition to a farm-level levy system'in-2025 [ENV-18-MIN-0042
and CAB-19-MIN-5042 refers];

27.2 Cabinet disagreeing with the Interim‘Committee’s recommendation and
instead agreeing to establish.& formal sector-government agreement
(the Partnership) to support the transition to farm-level emissions
pricing from 2025,[CAB-19-MIN-0480 refers];

27.3 amending the CCRA to legislate agricultural emissions pricing via the
NZ ETS as théfegulatory backstop in the event farm-level pricing in
2025 was not feasible [CAB-19-MIN-0480 refers];

27.4 advice from the Commission in 2022 on assistance® (free allocation)
and’assessing progress towards agricultural emissions pricing®;

27:5. ‘recommendations delivered to Government in May 2022 from the
Parinership for farm-level pricing as an alternative to agriculture
entering the NZ ETS [CAB-22-MIN-0215 refers].

The He Waka Eke Noa - Primary Sector Climate Action Partnership has
recommended a preferred agricultural emissions pricing system

28  The Partnership, made up of 13 partners from government, the primary sector
and the Federation of Maori Authorities, was established to support the

! Climate Change Commision|He Pou a Rangi. May 2022. Agricultural Assistance Retrieved from
https://www.climatecommission.govt.nz/our-work/advice—to-government-topic/agricuItural-emissions/
ag) (Accessed 15 September 2022)

4 Climate Change Commision|He Pou a Rangi. June 2022. Agricultural Progress Assessment
Retrieved from https://www.climatecommission.govt.nz/our-work/advice-to-government-topic/
agricultural-emissions/agricultural-progress-assessment/ (Accessed 15 September 2022)
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transition to farm-level emissions pricing from 2025 through a five-year work
programme.

29 The Partnership recommended that a farm-level split-gas levy system is
implemented, where farmers would:

29.1 report on and pay for their emissions annually;

29.2 pay one levy price for their short-lived greenhouse gas emissions
(methane from livestock);

29.3 pay a separate levy price for long-lived greenhouse gas emissions
(nitrous oxide from livestock and synthetic fertiliser and cafbon dioxide
from urea);

29.4 receive an incentive payment for uptake of approved actions that
reduce emissions, such as use of a methane inhibitor;

29.5 receive a payment or credit for on-farm sequestration, including
vegetation which is not eligible for registration.inthe NZ ETS.

30 Under the Partnership’s proposal, revenue raisédffrom agricultural emissions
pricing would be ringfenced to fund in€entive payments and sequestration, as
well as some of the administration ¢osts/ofthis system and support further
research and development.

31 The Partnership concluded that'it would not be possible to implement a full
farm-level system by 2025. They therefore proposed to start with a simplified
farm-level system in 2025 that would transition to a more comprehensive level
system in 2027. This inéludessmore detailed reporting of emissions, and
recognition of a widerrange of sequestration and approved mitigation actions.

The Climate Change Cemmission has provided advice on agricultural emissions
pricing

32  The Commisgionfreviewed the progress of the Partnership towards
milestenes set out in the CCRA and also assessed farmer readiness and
barriers to'edmply with agricultural emissions pricing.

33 The Commission indicated that even the Partnership’s recommendations for a
simplified farm-level system could not be practically implemented by 1
January 2025°. However, they did find that progress toward the primary sector
commitments was sufficient to prepare for a more basic form of a farm-level
system by 1 January 2025.

34  The Commission recommended not including sequestration in a farm-level
emissions pricing system due to inter-sector equity issues and to reduce the
complexity of farm-level pricing and®. It also raised questions about

* Climate Change Commision|He Pou a Rangi. June 2022. Agricultural Progress Assessment
Retrieved from https://www.climatecommission.govt.nz/our-work/advice-to-government-topic/
agricultural-emissions/agricultural-progress-assessment/ (Accessed 15 September 2022)

¢ Ibid
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implications for meeting emissions budgets if types of sequestration are
counted and rewarded on-farm but not in formal emissions accounting.

35  The Commission also recommended pricing synthetic nitrogen fertiliser at the
processor-level through the NZ ETS to achieve a more broad, eqmtable and
cost-effective coverage of emissions from synthetic nitrogen use’.

36 The Commission also advised that the Government preserve full marginal
prices for emissions (using free allocation):

36.1 the Commission concluded that a detailed farm-level system with a full
marginal price incentive on emissions would most effectively
incentivise on-farm emissions reductions;

36.2 they recognised that this was not possible in 2025, and that.the
Partnership’s proposal for a simple farm-level pricingsystem with
incentives would be appropriate in the short term ta helpjincentivise
actions other than reducing output and land-use-ehange®.

The Government needs to consider the Partnership and,the, Commission’s advice
before publishing a report outlining an alternative gagrictltural emissions pricing
system to the NZ ETS by the end of 2022

37  The CCRA currently legislates the NZ'ETS'@sthe default pricing mechanism
for agricultural emissions. Without a decision on an alternative farm-level
pricing system and legislative change, agricultural emissions would need to
be paid for via the NZ ETS from {1 January 2025.

38 The CCRA sets out an abligation for the Ministers of Climate Change and
Agriculture to prepare andimake publicly available a report that outlines a
system to put a price onemissions from agricultural activities as an alternative
to the NZ ETS.

39 The report must considér certain matters, including advice provided by the
Commission on dssistance, as detailed in section 215 of the CCRA. This
report will infofm Cabinet decisions and must be made public by 31 December
2022. Therefore;

89.1) we'are using the attached discussion document (Appendix One) to
serve as a draft of the alternative system design before the final report
is prepared;

39.2 the section 215 report will provide direction on policy design in some
key areas, based on officials' ongoing policy advice to Ministers
alongside the consultation;

39.3 the section 215 report and analysis of consultation responses will
inform final advice to Cabinet in February 2023.

7 1bid
* Ibid
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40 Due to the challenges in meeting the statutory timeline in December we are
seeking agreement from Cabinet to delegate authority to approve publishing
the final report to the Ministers of Climate Change and Agriculture and the
Prime Minister. We are now seeking Cabinet's agreement to consult on an
alternative agricultural pricing framework to the NZ ETS. This framework
incorporates elements of both the Partnership’s recommendations and the
Commission’s advice, as well as suggested amendments to better meet the
objectives of reducing agricultural emissions in Aotearoa New Zealand.

Decision-making principles

41 The general principles for agricultural emissions pricing, as recommended by
the Commission and adopted by Ministers®, are:

41.1 Practical: able to start pricing emissions from 1 January2025 in a way
that encourages active participation and can be enférceds

41.2 Broadly supported: has sufficient buy-in fromsthe,sector and is seen as
reasonable by New Zealanders, and has,political Gurability;

41.3 Efficient: avoids unnecessary administfation‘and aligns with existing
systems and processes as far agspossible. If emissions pricing were
used to raise revenue to fund@ broader$et of emissions activities, it
should be considered against other forms of revenue raising.

41.4 Equitable: acknowledges the varied circumstances facing different
agricultural activities and participants, and the implications for the
broader economy and futuregenerations. This includes recognising the
land tenure restrictions and specific challenges faced on Maori
collectively-ownedand; as well as the broader impacts on iwi / Maori.

41.5 Effective: ofeates elear long-term incentives through independent
pricing features that support investments and changes to deliver
emissionsreductions in line with meeting statutory targets. Methods of
calculating emissions must be able to capture changes on farm that
reésultin emissions reductions. Policy seeks to avoid emissions
reductions in Aotearoa New Zealand resulting in increased global
emissions.

41.6 Comprehensive: recognises and encourages, where possible,
emissions reductions which count towards meeting domestic and
international targets from changes to farm management practices,
production and land use.

41.7 Well-aligned: creates a system that supports and is actively aligned
with other climate policies, non-climate environmental policies, and
other social and economic policies. Does not duplicate, undermine, or
conflict with, the incentives for emissions reductions created by the NZ

? Climate Change Commision | He Pou a Rangi. June 2022. Agricultural Progress Assessment
Retrieved from https://www.climatecommission.govt.nz/our-work/advice-to-government-topic/
agricultural-emissions/agricultural-progress-assessment/ (Accessed 15 September 2022)
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ETS. Reinforces co-benefits and avoids perverse outcomes that may
undermine the intent of the system.

41.8 Adaptable: performance should be monitored and evaluated so that the
policy can be adjusted to ensure it continues to meet its objectives. The
policy is adaptable to take account of future changes in domestic
targets, international context and developments in mitigation options for
agricultural emissions.

41.9 Transparent: puts clear and predictable processes in place for how
decisions to adjust the policy will be made.

42 For the purposes of the Regulatory Impact Statement, officials used the
following criteria™:

42.1 Effective — in incentivising emissions reductions which,contribute to
achievement of our emissions reduction targets.

422 Practical — in being able to be implemented within'statutory timeframes
and established, operated, and modified in a,cost-effective manner.

42.3 Equitable — within the agricultural sectof; bétween the agricultural
sector, other industries and the bfoader ecortomy; and in terms of the
impact on Maori agribusiness and Maerieverall, including Maori
aspirations.

Proposal

We propose to consult on the agriculturahemissions pricing framework to commence
in 2025, outlined below

43 In this paper and the aftaghed discussion document (Appendix One) we
outline a framework/which Would see agricultural emissions priced in 2025.

44 The frameworK largely adopts the Partnership’s recommended proposal. This
includes split-gag farm-level pricing using incentives to provide a strong price
signal to reduce emissions through the uptake of mitigation technologies.
Howevér, the framework proposes changes to the price settings, oversight of
the pricing system, emissions reporting and sequestration components.

45 Thése changes simplify the Partnership’s design, while improving its
effeetiveness, enabling emissions pricing to commence in 2025. It also
incorporates aspects of the Commission’s advice and recommendations.

46 The proposed agricultural emissions pricing framework includes:

46.1 a core split-gas farm-level pricing and incentive system to commence
in 2025 with enhancements to improve effectiveness built in over time
(section one);

v These criteria are consistent with the nine general principles for agricultural emissions pricing
proposed by the Commission in the Agricultural Progress Assessment report.
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an interim processor levy as a transitional step if the farm-level pricing
system is not ready in 2025 (section two);

options for how emissions from the application of synthetic nitrogen
fertiliser could be priced either within the farm-level pricing system or
via the NZ ETS (section three);

a proposed pathway for how sequestration from on-farm vegetation
could be recognised in 2025 and in the medium- to long-term via the
NZ ETS (section four).

47 The proposed outcomes of this framework are:

471

47.2

47.3

47.4

47.5

47.6

47.7

pricing agricultural emissions in 2025 via the farm-level pricing system
or the interim processor levy;

achieving agricultural gross emission reductions in line.with Aotearoa
New Zealand’s domestic targets and achievings.net reductions in line
with international targets;

alignment with the split-gas targets legislated.in the CCRA;

recognition and incentivisations®f the uptake of farm practice, system,
and land-use changes that résult.ifvemissions reductions;

recognition of sequestration from the most permanent forms of on-farm
vegetation that sequestef carbon and have environmental co-benefits;

a pathway to enhance thepficing system over time to improve its
effectiveness; and

support for farmers and growers to transition to low emission practices,
systems, and land uses over time.

48 However, the Minister of Climate Change has concerns that this proposed
agriculturahemissions pricing framework:

48.1

48.2

48.3

does not provide sufficient certainty that Aotearoa New Zealand will
achieve its climate change targets;

is not consistent or equitable with the approach taken to emissions
pricing for all other sectors;

creates risks that emissions reduction targets will be traded off against
other considerations when price-setting decisions are made.

49  To address these concerns, the Minister of Climate Change also proposes
consultation on pricing methane emissions via a methane market rather than

alevy:

49.1

A methane market would integrate with many of the aspects (reporting,
sequestration etc) of the split-gas farm-level pricing system described
below.

10
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49.2 The key difference is how methane prices would be set — being set by
farmers through a market mechanism rather than by Ministers and
Cabinet.

49.3 A methane market is described in more detail below.

Section one: A core split-gas farm-level pricing system to commence in 2025,
with enhancements to improve effectiveness built in over time

Summary of the proposal

50  We agree with the Interim Committee, the Commission, and the Partnership
that that the NZ ETS is not well designed to incentivise farmers to redtice
agricultural emissions:

50.1 The NZ ETS was developed during the era of the Kyoto'Pfotacol as an
economically efficient, whole-of-economy policy, designed 16 hit a
single target for net reductions using a carbon dioxide equivalence
measure.

50.2 Under the Paris Agreement, there is now.a,policy move towards
different reductions targets and pathways fordifferent gases, and
clearly defined gross reductions térgets as,well as net removals
targets. The different targets odtlined+inithe CCRA are a step in this
direction.

50.3 The NZ ETS is not able tositimultiple targets for different gases and
incentivises net rather than@ross reductions (Aotearoa New Zealand’s
methane target is.for.gross rather than net reductions).

50.4 The NZ ETS is désighed for corporate emitters of carbon dioxide.
Whilst it couldWworkwell at the processor level, it is poorly suited to
work on 23,000 farms.

51 Despite the obvigus eomplexity of designing a system for 23,000 farms rather
than around"80. protessors, it is felt that emissions pricing should be at the
farm-level rather than the processor-level.

52 Farm:level pricing puts emissions at the forefront of investment decisions and
other important farm business considerations. It also gives farmers the
autenomy and flexibility to determine the most efficient, cost-effective
mitigation practices for their specific farms.

53 We are proposing to consult on a modified version of the Partnership’s split-
gas farm-level levy where eligible farmers and growers:

53.1 report their emissions annually using a single calculation engine and
simple reporting method;

53.2 pay an annual split-gas levy for their methane and long-lived gas
emissions;

11
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receive an incentive payment for the uptake of a range of mitigation
technologies and practices to achieve emissions reductions and
provide a price signal (as a proxy for assistance);

receive payment for eligible sequestration to help offset the cost of their
levy payment, initially through an adjacent contractual system from
2025, and in the longer term by allowing new categories of
sequestration in the NZ ETS.

Key design elements of the farm-level pricing system for consultation

Participation in the pricing system

54

55

56
57

58

The legislation needs to establish which farming and growing busirfesses are
included in the pricing system and who is legally responsible!

We are proposing an approach similar to that recommefdediby the
Partnership, where farm business owners that meet the pfoxy emissions
thresholds are legally required to:

55.1

55.2

55.3

55.4

Initially register in the system by recording relevant farm data
(ownership, farm address, farm type/$ize, farming enterprise, stock
type and numbers, fertiliser purchased (ifincluded at farm-level), farm
map and GST number(s));

Annually report their emissions by‘entering simple farm information
including farm size (hectares), annual stock reconciliations, and farm
production by output ip a8ingle calculation engine to estimate
emissions;

seek approval ffomiandowners for any sequestration being
recognisedand

pay fortheiremissions.

They wouldhalse be able to opt-in to report as collectives (when enabled).

The threshelds for emissions reporting are a proxy for annual emissions of
200 tonnes of carbon dioxide equivalent (CO2-e; or 150 t CO2-e for dairy
caftle) and include business owners who:

5

57.2
573

have over 550 stock units (inclusive of sheep, cattle, and deer:
calculated on a weighted annual average basis); or

over 50 dairy cattle; or

apply over 40 tonnes of nitrogen through synthetic nitrogen fertiliser.

We are proposing that minor emitting sectors (ie, swine, poultry, goats,
llamas, alpacas and asses) which currently make up less than 0.5 per cent of
agricultural emissions are initially excluded from the system.

12
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The Partnership and the Commission recommended different options for
pricing emissions from the application of synthetic nitrogen fertiliser (i.e.,
within the farm-level levy and in the NZ ETS). We are proposing to consult on
both these options.

If the emissions from the application of synthetic nitrogen fertiliser are priced
in the NZ ETS, the threshold for synthetic nitrogen fertiliser would be excluded
from the farm-level system definition above. This is discussed in section three.

The farm business owner would hold ultimate legal responsibility for reporting
and paying for emissions with the option for the business owner to delegate to
a person or entity e.g., a farm advisor or chartered accountant, to act as an
agent on their behalf.

This arrangement incentivises emissions reductions within the farming
business operation. It provides recognition of on-farm actiops,directly to the
person making decisions about stock management and feftiliser application.

Practical transitionary approaches may be necessary foralternative types of
ownership and business structures, such as Crownsleased land, land
administered by Te Tumu Paeroa and Crown PasteralLease.

Enabling collective reporting

64

65

66

67

Reporting and payment obligations for collectives are an important feature of
a farm-level pricing system:

64.1 Farmers and growers (including Maori landowners) expressed a desire
to be able to form,collectives, to reduce the administrative burden on
governance structutes IAvelving multiple landowners, as well as to
access sequestration ‘or offsetting opportunities.

64.2 The important role of collectives to support M&ori landowners to benefit
from seglestration from on-farm vegetation was recognised by the
Federationt of Maori Authorities and the Commission.

The Partnership recommended that business owners should be able to opt-in
togacollective.

Wefare looking into workable ways to enable collective reporting for Maori
agribusiness, iwi, hapt and whanau groups from 2025;

66.1 Enabling collective reporting will recognise Maori landowner structures
and allow farmers who own several businesses to report and pay for
their obligations as one entity.

66.2 This could potentially increase compliance while also reducing the
number of participants in the farm-level pricing system.

We also recognise the potential of other collectives. However, we consider
that the policy issues are too complex for a wide group of collectives to be
included in the pricing system from 2025. We are therefore proposing to

13
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explore enabling a broader range of collectives as a future enhancement to
the pricing system.

How are the emissions prices set?

A split-gas approach

68 The pricing system needs to establish how the levy prices for long-lived gases
and methane are set.

69 The Partnership recommended a split-gas approach where long-lived gases
and methane have separate prices.

70 We support this recommendation as applying the same price to gages/for

which we are pursuing different emissions reduction outcomés weuld not
make sense. Prices for long-lived gases and biogenic methane will therefore
be set separately.

Overview of price setting

71

72

73

74

75

Levy prices would be set via regulations. This.means that the ultimate
decision over levy prices must be taken by Ministers.

The Partnership recommended a callabofative governance approach to
setting levy prices, with the sector havifig a key role in advising Ministers on
the appropriate levy prices. Ministers would have to follow this advice, or else
explain why. A range of legislatéd factors would need to be balanced against
one another both by the sectoriadvisory group and by Ministers.

The Commission recommended that independent and transparent processes
are needed when setting the levy prices, to enable emissions prices to
change in line withsstatutory targets.

We are therefore propdsing a transparent, rules-based process for setting
levy prices. The’Commission will provide independent advice on the methane
price instead of\the sector advisory group proposed by the Partnership.

This@ppreaeh will minimise the complexity of decision-making, and tie levy
prices t@ progress against domestic emissions reduction targets. Meeting
these targets will make a significant contribution towards meeting our NDC for
2021-30.

Setting the long-lived gas price

76

77

Long-lived gases from agriculture are subject to the 2050 net-zero target
because the Government has not set a specific gross reduction target for
long-lived gas emissions.

We are therefore proposing that the simplest and most transparent way to set
the long-lived gas price is to link it to the average New Zealand Unit (NZU)
price. Officials propose to adopt the Partnership’s proposal to apply a 95 per
cent proportional discount that phases out by one per cent each year to this
price. This 95 per cent discount is based on the legislation, which currently
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states that, if agriculture comes into the NZ ETS, it will do so at 95 per cent
discount.

For other sectors, Industrial allocation in the NZ ETS phases out at 1% per
annum to 2030, 2% per annum to 2040 and 3% per annum to 2050.

The Minister of Climate Change disagrees with this recommendation and
proposes to consult on aligning it to the phase out rate in the NZ ETS for all
other sectors of the economy. This would be fairer to other sectors and be
more effective at driving emissions reductions. As the proposal is an
alternative to the NZ ETS he does not agree that the legislated rate applies.

As this is a relatively straightforward technical exercise, we proposethat the
long-lived gas price is updated annually to maintain alignment with the
prevailing NZU price and allow for annual phaseout of the discount: The
Minister for Climate Change proposes consulting on matching, the phase out
rate for long -lived gases to the standard ETS phase out rates.

Setting the methane price

81

82

83

84

We propose that the methane price would follow'aseparate price pathway,
based on progress towards emissions reductionargets.

Periodically, Ministers would need to assessWhether agricultural emissions
were on or off-track regarding emissions targets. If emissions are over or
under-achieving, Ministers could update the methane price.

When determining a new pricef Mihisters would need to be satisfied that the
new price would be sufficieat to:achieve our emissions reduction targets.
Ministers could also censider other factors such as socioeconomic impacts,
but these factors would be sécondary to the main consideration of ensuring
targets are achieved.

Ministers would'alSe bé required to seek the advice of the Commission each
time the methané price was reviewed and could be required to publish and
table befofe Parliament, alongside regulations setting the new price, a report
explainifig any deviation from the Commission’s advice.

Frequéncy of methane price updates

85

86

Wenare considering whether the methane price should be updated annually,
or every three years.

In short, an annual process will allow the price to respond more quickly to the
trajectory of the sector’'s emissions but may require a new price to be set
before the impact of the current price can be properly assessed. Updates
every three years will allow for better assessment of the impact of the current
price and enable additional rigor and transparency to be built into the process
but may limit the ability of the pricing system to respond quickly.
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We intend to use the consultation to further develop our understanding of the
trade-offs between these options, to support final Cabinet decisions in
February 2023.

Updating the methane price annually would allow Ministers to adjust the price
more rapidly if there were evidence that emissions were not reducing fast
enough, or if the price were driving unintended behaviour (for example
excessive land conversion to plantation forestry rather than uptake of lower-
emissions farming practices on farm). A responsive system is likely to be
particularly important in 2025-2030, as the pricing system beds in and we
approach our first set of emissions targets.

However, one year may not be enough time to observe the sector’s're§ponse
to the current price. For example, one year is not enough timéfor the'sector’'s
response to be captured by our national inventory. Ministers wéuld instead
rely on more timely but less definitive leading indicators o 2ssésS progress in
reducing emissions and inform their decisions. In years where there is
insufficient evidence to change the price, Ministers/€ould. eléct to leave it
unchanged.

Setting a new levy rate based on historical perfermarce against targets using
the process outlined above is likely tosfake atleast 12 months. This means
that the new levy rate would be setfased en.data from two years prior.

Updating the methane price every three Years would allow more time to
observe the sector’s response t6"the current price, and for this response to be
reflected in our national inventary'béfore the price is updated again.

However, three-yearly updates pose a particular challenge to achieving our
2030 targets — if the'initiahprice is set in 2025 and only updated every three
years, this only provides,oné opportunity (in 2028) to adjust.

A three-year update,cycle could also make it difficult to respond to events that
affect emissions. For example, in 2008 a widespread drought resulted in a 5
per cent reduction in agricultural emissions.

Updating'the‘methane price is likely to be a complex and contentious process.
A'threegyearly cycle would allow time for additional procedural steps to be
built into'the process to provide rigor and transparency.

Officials are assessing options and will provide further advice to support final
Cabinet decisions, but this could include mechanisms such as requiring
Ministers to set an escalating price pathway for a three-year period (as
opposed to simply setting a flat rate for the entire period), requiring Ministers
to publish independent modelling supporting their decisions, or providing for
additional Parliamentary scrutiny and debate.

If the price is updated every three years, officials recommend that Ministers
are given the ability to update the price out of cycle by exception. Exceptions
could include if there was a significant risk that targets would not be achieved,
or if the price was causing significant economic disruption.
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Methane market

97

Under the Minister of Climate’s proposed methane market, the price for
methane would be set on an ongoing basis by farmers trading in the market,
thereby eliminating the need for a price-setting process.

Transitional support

98

99

100

101

Agricultural emissions pricing will have an impact for some rural and Maori
communities as businesses respond to the increased cost from emissions
pricing.

There is a case for some form of transitional support for rural and Maori
communities impacted by the introduction of an agricultural emissions-pricing
system. Both the Partnership and the Commission recommendéd seme type
of support, although the Commission were unable to provide specific
proposals

The Commission did provide some guidance that,could inform the further
work needed to develop the design of transitional suppertin more detail,
including identifying those impacted.

To support Cabinet decisions in Februafy 2023, effiCials will need to provide
further advice on the likely need for transitiomaksupport, and options for how it
could be delivered. In this context, it is werth noting that a split-gas farm-level
levy with a relatively low price, as the Partnérship recommended, does
provide a high degree of assistancetoaffected parties.

How will the revenue from the levy.be used?

102

103

104

105

106

The pricing system needs to'establish how the revenue raised from the levy
will be used (referredto asirevenue recycling’).

The Partnership’récommended that revenue raised from the levy would be
used to drive furthen emission reductions, and to support farmers and growers
to reduce theiriemissions.

Wessupport tHis proposal. Funding is required to administer and run the farm-
Jevelpricing system. Revenue from the levy would be used for administration
Whére it is appropriate, and remaining funds would be subject to the revenue
recycling strategy. The recycling revenue strategy will need to include details
of the ring-fenced funding for Maori landowners and agribusinesses and other
priority areas for investment.

Incentive and sequestration payments (if included in the farm-level system)
would be an integral part of the levy which will affect the amount of revenue
available for other uses.

This means that the farm-level pricing system:

106.1 first calculates the levies due for long-lived gases and biogenic
methane; then
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106.2 makes deductions from that amount for on-farm mitigation technologies
and practices that reduce emissions.

The levy is expected to raise significant revenue at the prices and levels of
uptake that have been modelled, sufficient to cover incentives for mitigation
technologies and practices, with a surplus of $100 million to $140 million
remaining. It will also cover the costs establishment of the system, estimated
at $87 million, and ongoing operating costs, estimated at $32 million per
annum.

How is the system governed?

108

109

110

111

112

113

114

In contrast to how the price for energy and industrial carbon dioxide€missions
is set through supply and demand within the NZ ETS, the Pagnership’s
proposal is that the price for agricultural emissions be set by Mifiisters with a
significant role for the sector in advising on the price.

A crucial component of the pricing system, thereforgyis,whowill provide
advice and make decisions about the price and,other@spects of the system.

The Partnership recommended a collaboratiy€ governance role in the pricing
system with sector representation and.an.independent Maori Board.

We are proposing a more streamlined, géveffiance system than that
recommended by the Partnership.

Under our proposed system, Ministers are responsible for the policy and price
settings, including reviewingland updating the levy rates, and are accountable
for how the levy revenue.s spent.

Two key functions have been identified that would benefit from advice from
the sector and from Maoki# These are:

113.1 advise/Ministers on the strategy for the use of system revenue;

113.2 agdvice onsthe strategy for use of dedicated funds to support Maori
landowners and agribusinesses.

A new advisory body could be established to undertake these functions, or an
existing body (for example the Centre for Climate Action on Agricultural
Emissions) could be utilised.

Incentive payments to encourage and reward emissions reductions

115

The Partnership proposed a combination of low marginal prices and high
incentive payments to achieve the target. Modelling commissioned by officials
expects that the price that is required to achieve the gross biogenic methane
target may be low, compared to that needed to achieve the net long lived
gases target:

115.1 according to the modelling, the Partnership’s recommended price of 11
cents per kilogram of methane is expect to be sufficient to meet the
targets;
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115.2 this price is equivalent to $3.93 per tonne of CO-e, much lower than
current prevailing prices in the NZ ETS of $85 per tonne CO:-e.

Note that both officials’ and the Partnership’s modelling suggest that the
Partnership's recommended price of 11 cents per kg, together with the effect
of other policies could be sufficient to meet the targets. Though a low price
might drive emissions reductions, without an accompanying incentive to
uptake mitigation practices or technologies on-farm, these reductions largely
come from lower production and land-use change from sheep and beef
farming to forestry or scrub. This is because even relatively low biogenic
methane prices could have a significant impact on pastural land use, driving
sheep and beef land to forestry and scrub.

There are advantages to achieving emissions reductions throughsuptake of
mitigation technologies and practices on-farm, rather than land=use"ehange.
The disruption involved in our transition to a low-emissionss&eenomy is
reduced and the prosperity and competitiveness of Aotearoa/New Zealand’s
agriculture sector is maintained.

As such, the Partnership proposed to use incentive payménts to encourage
the adoption of mitigation technologies.

The Commission advised a detailed farm-level system with a full marginal
price would most effectively incentivise en*farm emissions reductions. They
also advised that structured assistance (i.&;, free allocation) could be offered
to soften the impact of a high prices

The Commission’s report on structured assistance concluded that an output-
based measure (e.g., efissiens per unit of production) would be the most
effective system for alloeating assistance.

As noted previously; the Paftnership was unable to come to consensus on an
allocative systemythat could underpin structured assistance. They proposed
instead to set léviesilow enough that any further assistance would not be
required by.any sector.

Official$ are.of the view that structured assistance is too complex to
infplement by 2025 and that it would take considerable time to work through
the challenges related to distributional impacts across the agricultural sub-
sectors. Therefore:

122.1 officials have commissioned modelling of only one type of structured
assistance as part of the proposed system, assistance based on land-
use class;

122.2 this resulted in increases in emissions relative to the baseline as the
assistance amounted to a payment to continue farming and generated
land-use change into pastural agriculture to claim the assistance.

However, as noted above, officials may need to develop some form of
transitional support.
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124 We are proposing that the pricing system include incentive payments
because:

124.1 Incentive payments encourage and reward farmers and growers who
adopt approved mitigations practices and technologies to reduce their
emissions.

124.2 Incentive payments will work by attaching a value to approved
mitigations.

124.3 Farmers and growers will be able to offset their emissions liabilities and
receive a deduction for eligible mitigation actions they uptake.on their
farm.

125  This approach aligns with our Emissions Reduction Plan for agriculture which
focuses on supporting producers to make changes and a€eelerating new
mitigation technology. Incentive payments place a strongef ineentive on
achieving mitigation through adoption of technologieS"and practices.

Methane market

126  Under the Minister of Climate Change’ssproposed methane market, incentive
payments would not be required. Farmers would be rewarded for emissions
reductions at the full marginal price (the/cost'6f biogenic methane, as set by
the market). However, a programme of structured assistance would be
required to complement the marginal price.

Enhancing the core farm-level pficig _system to improve its effectiveness and
practicality

127  The Partnership recognised,that a full farm-level pricing system would not be
able to be impleménted by'2025. They proposed a simplified system to be up
and running by 2025 and a more complex system to be running by 2027.

128  Officials and'the Commission are of the view that even the Partnership’s
proposed simplified system will not be able to be implemented by 2025.
Officials‘have proposed further simplifications, with a backup interim
processor-level system in case the proposed simplified farm-level system is
not operational by 2025.

129  Itwill therefore be important to be able to build enhancements into the core
farm-level pricing system to improve its effectiveness and practicality over
time and support the agricultural sector to transition to lower emissions
systems and practices.

130 We are proposing that the pricing system should allow for future
enhancements, such as recognising a wider range of mitigations as they
become available, and more detailed reporting.

Consultation on a Methane market
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The Minister of Climate Change is concerned the proposed farm-level pricing
system described above, and set out in the attached discussion document,
will not provide sufficient certainty that Aotearoa New Zealand will achieve its
climate change targets:

131.1 The proposed farm-level pricing system is for a low marginal price and
no overall cap on emissions. Prior to our Government's reforms last
term, the history of the NZ ETS shows that a low marginal price and no
cap on emissions were ineffective at reducing emissions.

131.2 Further, under a farm-level pricing system, Ministers and Cabinet will
need to update the levy rates periodically to ensure the system is
effective. The Minister of Climate Change is concerned this pfocess will
allow meeting emissions reduction commitments to be traded,off
against other considerations.

Accordingly, the Minister of Climate Change also proposes consulting on a
methane market as an alternative way of pricing biogenic. méthane emissions
within a substantially similar split-gas farm-level systém,This would mean that
the emissions price would be set by farmers and grewersthrough a market
mechanism.

Under this alternative pricing system:

133.1 Total allowable methane emissions,would be set annually with
reference to the methane target.

133.2 Farmers would calculate théir methane emissions and surrender
equivalent Methape Units, received via auction, free allocation, or by
purchasing from other participants in a secondary market.

The price on methap@emissions results from a cap being placed on the
supply of units:

134.1 Farmers would be able to trade through a secondary market to sell
surplusiunits.

1342 “They'eduld also buy units to cover any shortfall to meet their surrender
obligations, in combination with free allocation and the sale of units at
auction.

134.3 This ability to sell units would create an additional revenue stream for
farmers who are able to sufficiently reduce their emissions.

This system would result in a strong marginal price on methane emissions, so
farmers would have a price-driven incentive to reduce their greenhouse gas
emissions, as doing so would result in significant cost savings. A strong
marginal price signal was identified by the Commission as being important to
driving behaviour change and helping achieve Aotearoa New Zealand’s
targets.
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136 A methane market would be able to integrate with many of the aspects of the
Partnership’s proposed farm-level pricing system (and the modified version of
the farm-level pricing system described above). The system could also
operate on a farm-level basis, with the minimum stock level thresholds and
the same process for calculating emissions. The Partnership’s
recommendations around collectives could also be enabled.

137 A methane market would also be compatible with enhanced recognition of on-
farm sequestration, either through the NZ ETS or in the shorter-term through
a transitional arrangement. It would have significant capacity to raise revenue
to direct towards research and development, to cover administrative costs,
and provide support to farmers. As under the farm-level pricing system, the
sector and iwi / Maori could play a role in advising the government on the
priorities for, and use of, this revenue.

138 Some key advantages and disadvantages of a methaneMarketdre
summarised in table 1 below. The Minister notes that congultation on a
methane market could assist to further understand some ofthe
disadvantages, such as how farmers view the Price-gértainty and compliance
implications of such a system.

Table 1: Advantages and disadvantages of asfiethane market

Advantages Disadvantages

Effective in meeting methane
targets as allowable methane

emissions are limited to a set/quétal Officials are of the view that

structured assistance is too complex

Strong marginal pricé provides a to be implemented by 2025.

strong incentive for'farmers to

reduce emissions, . :
Reduced price-certainty and some

costs associated with participating in

im ri nse.
Timely price JagNggs the market.

Economically efficient levy, as
trading/likelyiresults in least-cost
emissionyreductions.

The methane market is unlikely to be
implementable by 1 January 2025.

The price of methane emissions is | -OWer sector support.

Set independently by farmers
through the market.

139  The Minister of Agriculture’s view is that a simple farm-level pricing system
should achieve the Government's goals of an effective, practical and equitable
system to reduce our agricultural greenhouse gas emissions, subject to
regular price adjustments.

Implementation of a pricing system by 2025

140  The CCRA sets a date of 1 January 2025 for agricultural pricing to commence
via the NZ ETS, aligning with all other sectors and calendar year Greenhouse
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Gas Inventory reporting. The Government is committed to this date for
commencement.

141  The Partnership's proposal included a ‘quarter three’ 2025 start date with
mandatory reporting of 2024/2025 emissions, and pricing beginning for
2025/2026 emissions. Meanwhile, the Commission advised it was unable to
assess whether a basic farm-level system could be implemented by 1 January
2025.

142

Operational framework and agency
143  The implementation agency/agencies will need to be i in legislation

@he interim

to administer the farm-level pricing system and (ifine
processor-level levy.

144

145

146

147 nctions are required to implement an agricultural pricing system.
ystems may need to be developed if an interim processor-level levy is

required to come into force in 2025.

148 The functions fall into three categories:

148.1 Product and Service Delivery: levy payer management, verification
services, and enforcement require the capability to directly engage with
farmers and the greenhouse gases emitted from their farm systems in
detail. Some of these functions align with existing government
agencies. Rural accountants, advisors and the wider agricultural
industry could support aspects of levy payer management and
verification functions by the implementation agency.
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148.2 Delivery Support: comprises payment management and processing,
and the IT system build (consisting of payment systems, data
interoperability systems, and the emissions calculator) and
management.

148.3 Operational and Technical Policy: this includes stakeholder
management, regulation development, technical guidance and
decisions, emissions methods and tools, and methods to measure the
success of the policies.

We are proposing to consult on the following functions that are an integral part
of the operational framework:

149.1 Cost recovery: The legislation enables the costs of the administering
the system to be recovered from participants in line with'the
Government's cost recovery principles (in additiortéthespayment of
the levy).

149.2 Verification and auditing: Audit and verification’processes are cost
effective and aligned with other existing and plafined farm audit
systems as far as practicable for on-farm audits (e.g., Industry
Assurance Programmes or Freshwater'Farm Plan audits).

149.3 Penalties and offences: A propertionate penalties and enforcement
regime that includes provisions for infringement offences to be set by
regulation and a model torealculate penalties for a set of specific
offences via an automatedfofmula.

Cost Recovery from individuél participants

150

151

152

153

154

Funding is required to-administer and run the emissions-pricing system. The
Government is prgposing'that the system is self-funded.

While the levy may raise money that could be used to fund the system costs,
other uses for that money may be identified in future and, for some services,
fees to individual participants rather than general levy funding may be more
appropriate which means cost recovery may be required.

We are proposing to include a provision in legislation which could enable the
régulator to recover some costs of running and administering the pricing
system from individual participants in future. If cost recovery is implemented, it
would be subject to further consultation, when regulations with the operational
details (e.g., fees for services) are developed.

Cost recovery would be assessed against the four principles of: transparency,
justifiability, efficiency, and equity. These principles are the same as those
that have been used effectively in other legislation, which are recommended
by the Office of the Auditor-General.

The intention for the pricing system is for those responsible to pay for
functions within the system where appropriate, whether that is through the
levy or through cost recovery. Officials anticipate that it will be appropriate for
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participants to pay for a large majority of system costs, but this is subject to
more scoping of functions, costs and options for funding.

Audit and Verification

155

156

157

158

Monitoring and verification processes will need to be developed that monitor
the reporting system and provide quality assurance as to the validity of the
data being used. Monitoring and verification of the payment system will also
be required.

We are proposing a cost-effective system that:

156.1 sets clear expectations around the evidence to be gathered andheld
for a seven-year time-period,;

156.2 has minimal annual reporting requirements in addition to'the @missions
number and approved incentives;

156.3 contains a random audit function that is linked fo an_exception reporting
system, but with the implementation agencyyretdining discretion to
audit as it requires;

156.4 has proportionate penalties for nen-cempliance (failure to report, false
reporting and non-payment).

We propose to align with other existing andiplanned farm audit systems to the
extent that it is practicable for on#farm audits (e.g., Industry Assurance
Programmes, National Animalddentification and Tracing (NAIT) programme,
or Freshwater Farm Plan audits).

We are considering third paty auditing and verification, similar to that widely
used in the food andsrelated,systems. This will provide data integrity and
assurance on how emissions targets are being met.

Penalties and offences

159

160

161

We are proposing a penalties and offences regime similar to that already
established'under the CCRA. This includes provisions for infringement
gffences'to be set by regulation and a model to calculate penalties for a set of
spefific offences via an automated formula. The offences and the penalty
formula would be legislated and should be stringent enough to ensure
compliance.

We also propose that any offence committed by an employee / agent shall be
deemed to have been also committed by their employer (the point of legal
responsibility).

More details on the penalties and offences will be needed in the development
of the pricing system, which will be consulted on when secondary legislation is
developed. In particular, this will require working with the Ministry of Justice
and ensuring that penalty values are proportionate and consistent to similar
offences.
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What the proposal is expected achieve and its impacts

162  Limiting global warming to 1.5°C is essential to Aotearoa New Zealand's
social, economic, environmental and national security.

163  The agriculture sector itself faces significant costs as it is highly exposed to
the impacts of climate change. These include increasingly frequent and
severe storms and flooding, longer and deeper droughts and biosecurity
threats such as invasive insects and changing disease vectors.

164 Reducing agricultural emissions will require communities, landowners, the
government to make choices and trade-offs on how to undertake a just
transition to a low-emissions, climate resilient, high wage future.

165 These choices include progress towards our climate change targets, impacts
on the economy, the agriculture sector and subsectors, rural communities and
Maori.

166  There is evidence of demand for carbon neutral préducts in Aotearoa New
Zealand agriculture’s international markets™','2, ") and,this may be reflected in
price premiums for exports that are perceivedt@be'carbon neutral:

166.1 For example, it is estimated that there is«a'positive impact of 11-25 per
cent on the profits of dairy farms that'supply carbon neutral product.

166.2 Meeting this demand with additional supply of carbon neutral Aotearoa
New Zealand product will ameliorate the impacts estimated here.

166.3 Note that this proposal for farm-level emissions pricing does not aim for
carbon neutralityaHowever, agricultural businesses may choose to go
beyond the farm-level pricing system to voluntarily achieve carbon
neutrality. Those that do may be able to receive commercial benefit for
doing so.

167  Modelling by officials suggests that the proposed farm-level levy option might
achieve guriegislated target of a 10 per cent reduction in biogenic methane
emissions by 2030. The modelling also suggests that the proposal may
contribute 16 the emissions reductions necessary for meeting the agriculture
seclor'sisub-target of our first emission budget, and indicative sub-target of
our second.

"' G Lucci, W Yang, S Ledgard, G Rennie, G Mercer and M Wang. (2020). The added value of value-
add: brief synopsis of findings.
hitps://ourlandandwater.nz/wp-content/uploads/2021/05/OLWResearch FindingsBrief_Consumers-
WTP .pdf
2 Cubero Dudinskaya E, Naspetti S, Arsenos G, Caramelle-Holtz E, Latvala T, Martin-Collado D,
Orsini S, Ozturk E, Zanoli R. European Consumers’ Willingness to Pay for Red Meat Labelling
Attributes. Animals. 2021; 11(2):556. Retrieved from https://doi.org/10.3390/ani11020556 (Accessed
20 September 2022)
** Wei Yang, Grant Rennie, Stewart Ledgard, Geoff Mercer, Gina Lucci, Impact of delivering ‘green’
dairy products on farm in New Zealand, Agricultural Systems, Volume 178, 2020,
https://www.sciencedirect.com/science/article/abs/pii/S0308521X 19304093
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168 The modelling uses farm data from a range of different farms to generate
estimates of methane and nitrous oxide emissions and carbon sequestration:

168.1 Farm systems modelling has been completed on these farms looking at
opportunities to reduce emissions from via reductions in farm inputs
(e.g. nitrogen fertiliser use, supplementary feed and stock numbers).

168.2 Several mitigation technologies were assumed to be available in 2030,
including low methane genetics for sheep and cattle and methane and
nitrous oxide inhibitors.

168.3 Land use data from 2020 was used to form the baseline, which officials
consider to be a sufficient equivalent to the 2017 baseline uséd to
assess the biogenic methane target.

169  Prices are a key difference between the processor level NZEIS option and
the farm level levy. The Partnership’s recommended price{of/11\¢ents per
kilogram of methane equates to $3.93 per tonne COz-g=his,is'much less
than the NZ ETS price (after 90 per cent "*free allocation’ini2030) of $10.86
per tonne CO»-e. A $50 per tonne rate of incentive payment was adopted as it
delivered the greatest level of emission reduction. SeevTable 2 below for

policy pricing scenarios.

Table 2: Policy pricing scenarios

. Processor-level | Processor-level
2030 scenarios NZ ETS levy Farm-level levy
$10.86
. . $2.86 (low)
Methane price ($108.62 with .
($ per tonne CO»-e) §,90%, free $3.93 gggg E;’;egl)um)
allocation) ) 9
8 cents (low)
Methane price 11 cents
(cents per kg CHA) 30.41 cents 11 cents (medium)
14 cents (high)
$10.86
Nitrous oxidesprice | ($108.62 with
($ per tonne COz-¢) | 90% free $10.86 $10.86
allocation)
Rate of incentive
payment
($ per tonne COz-e $106.62 350 $50
mitigated)

170  Within the farm level levy option, even these lower prices could be sufficient to
achieve our legislated target of a 10 per cent reduction in biogenic methane,
below 2017 levels, by 2030.

4 As the modelling represents 2030, 90% free allocation is used i.e., 95% free allocation with five
years of phase out at 1% per annum.
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171 The high price farm-level levy scenario is might also just achieve the
agriculture sector’s indicative sub-target of our provisional second emissions
budget of 191 Mt CO.-e.

172 The processor-level levy option modelled includes an incentive payment
system for adoption of mitigation technologies and practices. The interim
processor-level levy proposed in this paper does not include these incentive
payments and is therefore not likely to achieve the level of emissions
reductions modelled here.

Table 3: Emissions reductions in 2030 compared to 2020

Farm-level |evy
Processor- Processor- ; =
level NZ ETS | level levy qu Mgdlum ngh
price |(pric& price
r“gztuh;;is 18% 10% 1208 IN3% 15%
g;rjgtfo‘r’";'de 10% 5% 3%, "' 5% 5%
Total agricultural
greenhouse gas 16% 9% 10% | 11% 12%
reductions in 2030
Emissions Budget
Two (2026-2030) | 187 197 195 193 191
Mt CO.-e A

173 Compared to dairy, the sheep and-beef sector emits more greenhouse gases
relative to the sector’'s’overall het revenue. This means the impact of
emissions pricing is'greater for the sheep and beef sector.

Table 4: Changes in sector net revenue relative to 2030 baseline

Processor- | Process | Farm-level levy

level NZ or-level : Medium , :

ETS levy Low price price High price
Dairy 1~10% —6% —6% —6% —7%
XN | -32% 7% | -18% _21% 249,
Other 1% —-1% 1% -1% 0%
Total —6% —4% —4% 5% —5%

174  Therefore, across all options modelled, the sheep and beef sector is expected
to have the largest reductions in emissions. This is because of reductions in
stock numbers, and reductions in production, due to reduced revenue and
retirement of land.

175 Another portion of emissions reductions comes from both dairy and sheep
and beef adopting emissions mitigation technology and farm systems change.
This adoption of mitigation technology is greater under the farm-level levy
policy option.
28
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Risks of emissions leakage

176 As Aotearoa New Zealand is a large exporter of dairy and meat products, any
reductions in Aotearoa New Zealand production will have an impact on
agricultural trade patterns. Other producers may increase their production to
fill the gap left by Aotearoa New Zealand and in the process increase their
emissions. This is known as emissions leakage. All evidence and modelling
on emissions leakage is highly uncertain and has a high margin of error.

177  The Organisation for Economic Cooperation and Development (OECD) has
found that emissions pricing (i.e., a carbon tax) always lowers global
greenhouse gas emissions from agriculture, even when it is applied in a small
group of countries, provided that producers facing the tax can make/use of
greenhouse gas abatement technologies.

178 This suggests that mitigation policies should be considered in conjupction with
investments in research and development on abatement pragtices and
technologies. When a small number of countries adopt.a cafrbon tax, about
half of the direct reduction in emissions in adopting counfies is offset by higher
emissions in non-adopting countries; the rate of carbon leakage declines as
the group of countries implementing a carbon tax expands.'®

179 The Commission also considered emissions leakage in their report on
agricultural assistance, and similarly found'thatit is highly uncertain.

180 Under the processor-level NZ ETS option, officials have modelled that 84 per
cent of the reductions in Aotearod New Zealand emissions might leak to other
jurisdictions.

181 Modelling expects that théfarmrlevel levy option could perform better, with
only 65 per cent of Aotearoa'New Zealand’s emissions reduction possibly
replaced by additional emissions from trade competitors:

181.1 This is bécause'there is greater uptake of mitigation technologies
under thisfoption. Domestic uptake of mitigation technologies and
praétices is'Critical to avoid emissions leakage.

1842 ‘Generdlly, sheep meat is more prone to emissions leakage, as
Aotearoa New Zealand sheep meat production is much more
emissions efficient compared to overseas competition.

181.3 Rates of leakage from dairy are lower, with beef falling between these
two.

182 There are several other factors that will have an impact on whether the results
of this modelling will play out in the real world:

s Organisation for Economic Cooperation and Development. October 2021. Implications of Carbon
Taxes on Agricultural Emissions. Retrieved from https://www.oecd.org/environment/global-
assessment-of-the-carbon-leakage-implications-of-carbon-taxes-on-agricultural-emissions-fc304fad-
en.html (Accessed 22 September 2022).
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182.1 If Aotearoa New Zealand introduces agricultural emissions pricing, we
would set a precedent for other countries to follow, which would limit
the risk of emissions leakage.

182.2 If mitigation technologies and practices developed in Aotearoa New
Zealand are adopted overseas, this will contribute to global emissions
reductions.

182.3 Consumer preferences in our export markets are evolving.

182.4 Climate policy on agriculture is continuing to develop internationally.
Other countries are beginning to look more seriously at agricultural
emissions, now that the low-hanging fruit from other sectofs has
already been addressed. Greater agricultural emissions.redlctions and
uptake of mitigation internationally will reduce the emijssions leakage
resulting from Aotearoa New Zealand domestic poligy.

182.5 The modelling expects that within the agricultural pricing system itself,
there may be a surplus of revenue (after administration and other
costs). Combined with incentive and sequestration payments, there
may therefore be an additional opportunity toyreinvest in additional
incentives, sequestration, or relief.payménts, or to bolster funding
toward research and developmient of mitigations for sheep.

Impacts on Maori

183 Itis estimated that Maori operaté up to 25 per cent of Aotearoa New
Zealand'’s sheep and beef farmland. A high methane price would therefore
likely significantly and dispropartionately impact Maori sheep and beef
farmers. This is due to;

183.1 the structural barriers to developing whenua M3ori;
183.2 limited a€cess to capital and advice;
183.3_less productive land use capability;

183.4 “the limited emissions mitigation options available to sheep and beef
farmers, compared to dairy farmers.

184  Land-use changes resulting from an emissions pricing policy are also likely to
have a flow on effect on the Maori economy and communities. For example,
approximately 28 per cent of the meat processing workforce are Maori. Any
reduction in Aotearoa New Zealand's sheep and beef sector has the potential
to disproportionately impact Maori employment.

185 Some respondents to Federation of Maori Authorities engagement considered
that a farm-level levy is the only viable option that would recognise the
kaitiakitanga role of mana whenua.
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186 Some submitters also considered the ability to operate at a collective level as
a Treaty right, including measuring and mitigating emissions as iwi/hapt
collectives.

187 The Government is taking into account feedback from Maori in the
development of a pricing system, including proposing a farm-level system with
collectives. Further engagement with Maori is planned as part of public
engagement.

Impacts on rural communities

188  Pricing of agriculture emissions will likely lead to significant change in farming
practice in Aotearoa New Zealand. This will present both challenges and
opportunities to rural communities:

188.1 Potential challenges could include a change in spending power across
rural communities and of quality of life.

188.2 Potential opportunities could include new jobs @nd retraining
opportunities arising from alternative land uses:

Section Two: An interim processor-level levy as-atransitional step if the farm-
level system is not ready in 2025

Description of proposal

189 Implementing a farm-level pricing System in 2025 and meeting the legislated
deadiine relies on a tightly,séquenced series of events. The key components

required are:

189.1 policy decisidns of a preferred option and governance/ownership of
implementation;

180.2 FEGIREICH™

189.3 «the design and build of the IT system;
189.4 S 9@)(M)(iv)

190 S9AOW)

191  To address this, we propose to consult on an interim processor-level levy
option as a transitional step if farm level pricing is not possible in 2025. Key
components include:

191.1 Agricultural processors paying for their emissions associated with the
volume of product produced through an interim split-gas levy. For
emissions associated with livestock, this is the processor of the animal

product (meat or milk).
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191.2 Separate levy prices applying for methane and long-lived gases.

191.3 Revenue being recycled to fund administration and R&D, the set-up
costs of the farm-level pricing system and supporting on-farm changes
through existing funding mechanisms.

Agricultural processors already report their annual emissions to the
Environmental Protection Authority via the New Zealand Emissions Trading
Register. This system could continue to be used to record emissions but
instead of trading NZUs, processors would pay a levy.

The management of the interim processor-level levy will leverage current
systems and processes, likely requiring only minor changes to eXisting | T
systems. This provides a simple and cost-effective approach for this.interim
arrangement.

Implementation of this option does not require a detailed bisiness case and is
distinct from the business case required to implementthe farm-level pricing
system,

This option is considered a better option thap"processors entering the NZ ETS
as it includes separate levy prices and revenué recycling.

Proposed approach for triggering the impleméntation of an interim processor-level

levy
196

197

198

199

The interim processor-level leviy would only be triggered as a transitional step
if the farm-level pricing systeim i§ not ready to be implemented in 2025.

Primary legislation would set'out a framework enabling the Minister of Climate
Change and the Minister of|Agriculture (the Ministers) to recommend the
making of regulations forboth a farm-level pricing system and a processor-
level levy system.

We propose that, ifiit is not possible to implement the farm-level pricing

system i 2025, Ministers could, recommend to Cabinet that a processor-leve!
levy system gome into force in 2025, as an interim step.

o,
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s 9(2)(f)(iv)

~&

This approach clearly signals Government's intention to have a fafmslevel
pricing system in place in 2025 to the sector and public, and i additional
legislative process is required to ‘switch on’ farm-level if it'is feady to be
implemented.

As the interim processor-level levy is only a transitional'step to farm-level, it is
unlikely to be in place for any longer than two years_ Work to implement the
farm-level system would continue to be pfogresged as a priority.

What the proposal is expected to achieve and'its impacts on the sector and Maori

204

205

Officials believe that a processor-level levy can be implemented by 2025. As
we are not proposing the same degfeé of farm-level incentives to accompany
the processor-level levy it may not'meet the targets. An interim processor-
level levy would result ifadditional costs for agricultural processors. Some of
these may include bothisetup and wind-down administrative costs to respond
to payment of a levy:.

204.1 Farmers_.and growers are likely to be financially impacted if processors,
and implortérs,and manufacturers of synthetic nitrogen fertilisers (if
included in the system), choose to pass on the costs of the levy.

204.2 .The'interim processor-level levy option could lead to reductions in
payments for farmers’ products. In the case of synthetic nitrogen
fertiliser, farmers and growers could face increased product prices.

20413 Alongside this, farmers and growers would also be preparing to shift to
a farm-level pricing system in future. This could have flow-on effects for
consumers.

As the point of obligation is with processors, there would be no mandatory
administrative burden on farmers:

205.1 There may be limited farm-level incentives arranged by the government
under the interim processor-level levy, but processors would be able to
arrange their own incentive systems that suit their suppliers.
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205.2 Applying for incentives is optional and not directly related to levy
payment obligation, so this may not encourage farmers and growers to
reduce emissions as much as a farm-level pricing system would.

206  Aninterim processor-level levy would also allow more time to work with, and
support, Maori farmers, growers and landowners to participate in the future
farm-level pricing system. However, this interim option may not be preferred
by many Maori landowners as it does not support them to make decisions or
recognise their actions on-farm as much as a farm-level system would.

Section Three: Options for pricing emissions from synthetic nitrogen fertiliser

Description of proposal

207 We propose consulting on two options for the treatment of nitre@®ioxide and
carbon dioxide from the application of synthetic nitrogen fértilises

207.1 Option 1: Pricing emissions associated with thesapplication of synthetic
nitrogen fertiliser emissions via the farmslevel pricing system.

207.2 Option 2: Pricing emissions associatedWith the application of synthetic
nitrogen fertiliser at processor-level in thie NZ ETS.

Option 1: Pricing synthetic nitrogen fertiliser. efmisSsions at a farm level via the farm-
level pricing system

208  Nitrogen fertiliser directly contributes to around six per cent of agricultural
emissions™. Fertiliser has a dire€t impact on pasture growth. Reducing and
optimising the use of syntheti¢ nitrogen fertiliser therefore also reduces enteric
methane emissions @andnitrotis oxide emissions from dung and urine
deposited on pastures, The,Partnership recommended pricing all agricultural
emissions, including those’arising from synthetic nitrogen fertiliser, at the
farm-level. This is'because farmers should have a better understanding of
their emissionis profile and how they can change their use of synthetic
nitrogen fertiliser to'reduce emissions (j.e., through mitigation technologies or
farm-level practi€es).

Optiong24Prieing Synthetic nitrogen fertiliser at the processor level in the NZ ETS

209 " Ihe Commission proposed pricing emissions from synthetic nitrogen fertiliser
use within the NZ ETS alongside other sources of long-lived gases. This was
on the basis it achieves more broad, equitable and cost-effective coverage of
emissions from synthetic nitrogen fertiliser use.

210  The Commission noted the Partnership’s farm-level system excluded some
users of synthetic nitrogen fertiliser. For example, it would exclude all
horticulture, as well as other users of synthetic nitrogen fertiliser, for example,
golf courses, home gardens and many orchards and vineyards and would
only include around 80 arable farms that use a significant amount of synthetic
nitrogen fertiliser.

' Of the remaining agricultural emissions, 90 per cent come from ruminant livestock and 4 per cent from the
application of lime and burning of crop residues.
pp g p
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211 Processor-level pricing of synthetic nitrogen fertiliser would therefore enable a
broader and more equitable coverage of emissions from synthetic nitrogen
fertiliser application However, analysis shows that 94 percent of synthetic
nitrogen fertiliser use is captured by the proposed farm-level thresholds.

212  We see the rationale for both options. We propose feedback is sought via the
consultation to determine how emissions from synthetic nitrogen fertiliser
should be priced.

Section Four: Options for how sequestration from on-farm vegetation could be
recognised

Recognition of sequestration

213  We have heard from farmers that if they are to pay for livestock’emissions,
then they should be recognised for carbon removals currently net captured in
the NZ ETS that occur on their farms as well.

214  Sequestration is important to farmers, growers and Maori and'they see itas a
complementary component to the agricultural emissions pricing framework.
The Government is committed to recognise additienal,on-farm sequestration
from 2025.

215 The Partnership recommended a two‘phasédwapproach:
215.1 In 2025, vegetation is recognised that is part of existing programmes.

215.2 In 2027, a wide scope of vegdetation would be integrated into the
emissions calculator and levy:

216  The Partnership also ré€ommended that the NZ ETS be improved and
updated to allow marewegetation categories to be included and the
registration and reparting processes to be simplified.

216.1 They recommended to prioritise research on improving estimates for
the carbon.séquestration potential in eligible categories and potential
future categories (e.g., farm practices to improve soil carbon).

216.2) As\a part of Budget 2022, the Government has invested in research
through the MaxCarbon research programme that aims to support
updates to our carbon accounting in pre-1990 and post-89 forests.

217 The Commission strongly advised against integrating on-farm vegetation into
a farm-level emissions pricing system. Concerns include that it:

217.1 increases the complexity of the pricing system and would create
implementation challenges for farmers, government, and the wider
sector;

217.2 creates inconsistencies with the split gas target and weakens efforts to
reach emissions targets;
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217.3 would not effectively incentivise additional vegetation and carbon
sequestration beyond what is already occurring on farms;

217.4 produces significant inequity. There are councils, businesses,
iwi/Méori, and other landowners with significant amounts of He Waka
Eke Noa eligible vegetation that face emissions pricing via the NZ ETS,
but who would be unable to claim financial reward for their
sequestration under the proposal.

218 The Commission was supportive of tools being developed to further
incentivise additional removals from on-farm vegetation either within or
outside of the NZ ETS.

The NZ ETS with international backing as the long-term geal for recognising
sequestration

219 We consider the NZ ETS — with full international bdcking— is the most
appropriate mechanism to reward all forms of sequéstration from vegetation.
Having one system that recognises sequestration inAotearoa New Zealand is
a more coherent, efficient, and equitable. approach.

220  As part of this work on the NZ ETS;we propese to investigate an innovative
system to reward sequestration in the fang term. There is a burden of proof
for including new categories of vegetation'into the NZ ETS and Aotearoa New
Zealand’s greenhouse gas repérting.and accounting. This proposal could
leave the burden of proof to lie With those willing to invest or co-invest with the
Government in the negessary science and measurement, with independent
third-party verification ofithe Seience.

221 Using the NZ ETSstG'recegnise on-farm sequestration directly addresses
some of the Commission’s concerns related to fairness and credibility. Al
eligible landowners €6uld earn NZUs that could be sold within the NZ ETS.
However, the' NZ ETS currently penalises any deforestation that occurs on all
pre-1990 forestiland. Clearance or degradation of vegetation in any additional
categeries could similarly be penalised for the removal of carbon stock.

222 £ Giyen the timeframes required to deliver some additional sequestration
recognition, a short-term solution for recognising of on-farm vegetation is
reguired for 2025,

Recognising sequestration in 2025

223  The Partnership recommended a simplified sequestration scheme as an
interim option that rewards sequestration in existing programmes such as
QEIl, Nga Whenua Rahui, Maori Reservation land, and relevant Regional
Council-funded indigenous vegetation on farmland:

223.1 These programmes were set up with purposes not aligned with
achieving carbon sequestration. Therefore, the proposal somewhat
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arbitrarily includes and excludes appropriate participants from being
eligible for the recognition.

223.2 However, we will investigate the extent to which existing programmes
could potentially support recognition of sequestration in 2025.

Instead, a simple system could be developed and implemented by 2025 that
sits adjacent to the levy and pays farmers for sequestration via contracts.
Only additional sequestration would be considered for recognition, as
recommended by the Partnership. Additional sequestration is defined as
greenhouse gas removals that would not have occurred under a business-as-
usual situation.

This system would reward additional sequestration arising from riparian
margins and the ongoing management of indigenous vegetatiof. Officials
support recognition of these two forms of vegetation because they tend to be
the more permanent forms of vegetation and provide wider environmental
benefits.

Our clear intent is to proceed with recognising these twe forms of vegetation
in the farm-pricing system from 2025, and it is intended to signal this in the
consultation document.

There are however a number of issuesithat fieed to be resolved before a final
decision on this can be made (e.g., approaches to calculating changes in
carbon, determination of minimum.area thréshold, resolving any equity issues
associated with landowners whofareg not farmers but own similar forests —
especially Maori owners of indigenous forests).

Levy participants would néed to-apply for their eligible vegetation to be
recognised from a fund provided for by levy revenue. Successful applicants
would enter in a confract with the implementation agency for a set number of
years.

Sequestration would be rewarded based on the additional management
actions, sych as stock exclusion. Following the end of the contract, there
would b ne ongoing liability associated with maintaining the vegetation as
refuiredyto receive the initial recognition.

Thé ability to offset liabilities with sequestration is seen as a critical
component of the pricing system for the sector and Maori, which will not be
fully realised if some applicants are not able to receive a sequestration
payment.

Sequestration would be paid by the levy, with a set allocation of money set
aside. Because these vegetation types are being paid by the levy, it would

only be available to levy participants, and therefore has equity concerns for
non-levy paying landowners.

Officials will seek to ensure consistency and explore cross-over between this
option and biodiversity incentives being developed in relation to the National
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Policy Statement for Indigenous Biodiversity exposure draft and Te Mana o te
Taiao, the Aotearoa New Zealand Biodiversity Strategy.

233  This partially responds to the Commission’s concerns about integrating
sequestration payments into the farm-level system, while still providing
farmers with some recognition of on-farm sequestration. Measures can be put
in place to provide a transition pathway towards these additional categories of
sequestration being recognised through the NZ ETS.

Section Five: The Minister of Climate Change’s proposed additional
consultation points

Mechanisms to ensure contribution to achieving targets

234  The Minister of Climate Change also proposes a mechanisnd forthe
agricultural sector to contribute to the cost of meeting Aotearda New
Zealand's emissions reduction commitments with offshdre abatement if its
emissions do not fall sufficiently.

235 In the event Aotearoa New Zealand does not meet its legislated targets and/or
domestic components of its NDC, the Government'will face choices about
how to make up the shortfall:

235.1 Sectors covered by the NZ ETS génerate revenue for the Government
which is currently recycled backiinto climate change initiatives through
the Climate Emergency Response'Fund (CERF).

235.2 Emissions covered by,the’NZ ETS are capped. If agricultural emissions
remain outside the NZ'ETS, without a cap, and all revenue after
administration costs iswecycled into on-farm incentives, this will need to
be taken into account.

236 This approach would balance placing trust in the sector that its preference for
a farm-level pricing system will deliver modelied outcomes, with clear
accountability in'the- event agricultural emissions do not respond sufficiently.
This meghanism«Would act as a backstop, providing an enhanced incentive for
the sector to meet its emissions reduction targets, and mean the agriculture
sector would be required to contribute to the fiscal cost of abatement.

237, Under this proposed mechanism, the agricultural sector would be able to emit
up to its sub-sector target in the emissions budget for 2026-30 (which is
provisionally set at 191 Mt CO2-e). If the sector had or was expected to have
emissions higher than this, then a portion of the revenue raised from the levy
would be diverted to offset the fiscal cost of purchasing abatement.

238 If, for example, agricultural emissions between 2026-30 totalled 200 Mt CO,-e
and the agriculture sub-sector target was 191 Mt CO,-e, the cost of 9 Mt of
abatement would need to be diverted.

Long-lived gas proportional discount
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239 The Minister of Climate Changes proposes consulting on matching the
proportional discount phase out rate for agricultural long-lived gases to the
industrial NZ ETS allocation phase out rates. This would be fairer to other
sectors and be more effective at driving emissions reductions.

Mechanism to promote equity across sectors

240 The Minister of Climate Change recommends that the new system also
returns $338.7 million allocated to the Centre for Climate Action on
Agricultural Emissions to the CERF, over time. This is because CERF
revenue comes from industrial and energy emissions and not agricultural
biological emissions.

241 The Minister of Climate Change considers that the principle of re g
revenue into reducing emissions should be applied evenly be it is unfair

to spend revenue from energy and industry emissions on

biological emissions reductions when (a) agricultural biologi issions did
not contribute to the CERF and (b) energy and indus i s reductions
can't be paid for from any agricultural levy reven\@

Implementation and Review
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247  Officials will also continue to carry out the work necessary to enable the ETS
backstop to be operational should Cabinet decide in February 2023 not to
progress with an alternative pricing system. Officials consider that the ETS
backstop can be implemented by 1 January 2025 should this be Cabinet's
preferred approach.

Increasing farm and sector readiness in implementation
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248  Implementation planning will need to address how the capability and capacity
of the agricultural sector will increase to support farms to meet requirements,
and to ensure the implementing agency can enforce requirements. It is
unlikely that the sector currently has the capacity to support all farms to meet
requirements under the proposed farm-level pricing system scheme. It’s also
unlikely there is an available workforce to audit a subset of farms in each
year.

249  Training the advisory workforce to have the skills and capacity to support
farmers is crucial to the implementation of the farm-level pricing system.
Several initiatives are already underway to address this including:

249.1 Introductory training courses on greenhouse gas emissions andiclimate
change have been running for two years. More in-depthetraining
modules intending to move advisers from being knowled@eable to
being ‘expert’ are now part of the CERF extensiop"Werk4programme.

249.2 Exploring the level of expertise in climate chafige and greenhouse gas
emissions reduction to understand the dvailabilitylof skilled advisers
(which is anecdotally very low) and developing'along term (5-15 year)
advisory workforce capability model.

249.3 Growing the number of farm advisers of'the ground through MPI’s
Careers Pathway Scheme whighfhas training tailored to the individual
and may include a greenhouse gas component in the future.

249.4 Direct engagement withfasmers and growers led by sector bodies who
are running workshopg and.engaging with farmers and growers as part
of the Partnership4e,ensure farmers and growers know their emissions
and have a plan to,manage these. With the roll out of CERF initiatives,
the scale of the extension programme to support emissions reduction
will increase.

Review

250  We propose @ post implementation review in 2030. This would provide the
opportunity to ensure the farm-level pricing system design is still appropriate.
The review could consider, among other things:

250.1 the extent to which agricultural emissions have reduced:
250.2 projected future emissions from the sector;

250.3 opportunities to improve the effectiveness of the farm-level pricing
system (for example, through the adoption of a marginal pricing
model);

250.4 the social and economic impact of the levy to date.

251 The review would also be an opportunity to assess the level of support
provided to the sector, such as the speed at which the proportionate discount
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for the long-lived gas levy phases out and the extent to which revenue raised
is recycled back to the sector.

252 The Minister of Climate Change notes the long-lived gas levy phase down
rate discussed above (one percentage point per year) is inconsistent with the
industrial allocation phase-down rates (which will increase from 1 to 2
percentage points per year from 2030, and will increase again to 3 percentage
points per year from 2040). This raises another question of fairness between
the agriculture sector and all other sectors.

253  The Minister of Climate Change also notes the Commission has advised that
policies to reduce emissions in line with Aotearoa New Zealand's targets will
impose costs and create opportunities, and that there will be changés &cross
all sectors as part of the transition. As more is known about these,costs.and
opportunities, it is appropriate the Government review the farm=level pricing
system design.

Financial Implications

254 |nitial work to develop an agricultural emissions pricing system received $6.28
million in Budget 2022. This provided funding fér the development of a
detailed business case ($2m), a pilot of afarm-€vel system ($3m), and
reporting methodology development ($1.28m).

o555 9WN) \
R\
LA

256 A(b.()

Legislative Implications

257 <A bill and regulations will be needed to implement a farm-level pricing system
(with or without an interim processor-level levy). Regulations would be needed
to implement the NZ ETS option.

258 The implementation of an alternative farm-level pricing system for all
agriculture emissions will make existing legislative provisions and processor
reporting within the NZ ETS redundant:

258.1 The CCRA provisions for agriculture will need to be revoked to stop the
NZ ETS backstop coming into force as currently legislated.

258 2 S 9(2)(f)(iv)
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258.3 This will ensure two systems don't exist in parallel, and that there is at
least always one pricing system in legislation.

258.4 If an alternative system is progressed, agricultural participants will need
to be removed from the Emissions Trading Register.
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Te Tiriti o Waitangi Implications

262

263

264
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268

Te Tiriti o Waitangi obliges the Crown to work together with iwi and hapi in
good faith to ensure our climate emergency response recognises Maori tino
rangatiratanga, kaitiakitanga and the kdwanatanga of the Crown.

Maori play a significant role in the primary sector. Maori own an estimated
1.51 million hectares of land. Maori landowners have a substantial primary
sector asset base including $8.6 billion in sheep and beef farming; $4.9 billion
in dairy farming and $2.6 billion in other agriculture (including horticulture).
There are 19,170 Maori employed across these sectors.

Maori landowners face multiple barriers to managing and developing their
land, including land ownership and governance structures, access te/capital
and advice, and land with less potential for productivity. These/Same factors
will likely impact Maori landowners’ ability to respond to an emissions pricing
policy.

An emissions pricing system is likely to dispropogtionately disadvantage Maori
landowners with flow on effects for Maori more broadly, particularly if there is
no assistance in place to mitigate some of the impacts, Draft modelling shows
the price of methane emissions will driveJand-usé change, which will in turn
drive emissions reductions. Most of thig' land-uséwehange will likely occur in
the sheep and beef sector.

Changes in land-use in the sheep_.and beef'sector, will impact the Maori
economy due to the large proportiop of sheep and beef assets, and could
potentially impact employment of Maeri in the meat processing workforce,
where 28 per cent of the werkforce identify as Maori.

It is important to work with M&ori landowners to understand how we can
manage these impatts, to slipport a transition to a low-emissions, climate-
resilient future.

The Government is considering feedback from Maori in the development of a
pricing systemyP6tential options to alleviate disproportionate impacts of an
emissighs-pricing system have been proposed, including ringfencing revenue
to'Suppert Maori landowners and agribusinesses and recognising
sequestration. These mitigations have been informed by earlier engagement
with Maori and the input of the Federation of Maori Authorities in the
Parthership.

International implications

Trade policy considerations

269

s 9(2)(h)

There will be a high level of international interest in the design, efficacy, and
environmental integrity of Aotearoa New Zealand’s agricultural emissions
pricing system, presenting an opportunity for Aotearoa New Zealand to build a
reputation as a global leader on sustainability.
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270

271

Impact Analysis @

Regulatory Impact Statement

272 Aninterim Regulatory Impact Statement (RIS) has bee%ed for the

proposed pricing systems. This will be updated followi ultation to
incorporate feedback. @

273  The Quality Assurance Panel has provided nt indicating that this
RIS ‘partially meets’ the Treasury stan ulatory impact
assessment,

274

275 The QA Panel’s stat as follows:

“A quality assurange panel with members from the Treasury, the Ministry for
the Ministry for the Environment has reviewed the
pact Statement, which is supporting a discussion

nel considers that it partially meets the Quality Assurance

RIS usefully assesses a range of feasible options for pricing agriculture
emissions against a set of key objectives and criteria, and sets out the costs
and benefits of the different approaches relative to the status quo. It would be
strengthened by an assessment of different combinations of options. As the
RIS notes, one limitation is considerable uncertainty about the impacts of the
different options on rural communities and Maori.

In the final RIS, the implementation, monitoring and review sections should be
developed further, given the complexity, challenges and risks associated with
implementing the system by 2025. The results of consultation on the
discussion document should also be incorporated. We recognise the He
Waka Eke Noa consultation process has developed one of the options, but
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the analysis does not yet draw strongly on the views of stakeholders across
all the options.

s 9(2)(9)(i)

Climate Implications of Policy Assessment

276

277

278

279

280

The Climate Implications of Policy Assessment (CIPA) requirement applies to
this proposal as it is expected to have a significant emissions impact.

All three pricing options (farm-level pricing system, processor-lével levy and
NZ ETS) are modelled as able to meet the 2030 biogenic methane emissions
reduction targets. This is due to the land-use change that©ccurs at even a
moderate price on agricultural emissions and, in the farm-levellevy, uptake of
mitigation technologies and practices, in combination‘with existing incentives
for forestry through the NZ ETS.

Compared to the processor-level NZ ETS, the préceéssor and farm-level levies
result in less emissions reduction but igfstill estimated to be able to achieve
more than a 10 per cent reduction in emissionss(both total greenhouse gases
and methane). The levy at farm-level withya sequestration incentive option is
estimated to result in similar emissions outcomes.

Modelling of different options and§cenarios has indicated that the emissions
price is a very strong driving,factor of the level of emissions reductions that
are likely to be achieved, through'pricing agricultural emissions, regardless of
which option is implementediThe actual emissions reductions achieved will
also be dependent gh effestive implementation of the chosen option and
farmer decision-making.

The CIPA team Has reviewed the results and analysis at a high-level, and
considersidhem to"be reasonable for providing indicative relative emissions
impacts’between the different options and scenarios modelled. Expected
emfissions impacts will continue to be assessed and disclosed where
appropriate as proposals are advanced.

Population Implications

281

The proposed emissions pricing framework in this paper is expected to impact
on the population groups outlined in Table 8. Significant impacts are
summarised below and provided in more detail in the assessment of the
proposals above.

Table 8: The potential impact of the proposed emissions pricing framework on population

groups
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Population
group

How the proposal may affect this group

Farmers and
growers

Compared to the NZ ETS backstop where approximately
80 processors will be required to pay for emissions (and
pass costs back through to farmers and growers), 23,000
farmers and growers will be required to pay for their
greenhouse gas emissions under the farm-level pricing
system.

Preliminary economic modelling suggests this will cause
a significant reduction in output from the sheepsand beef
sector and reduced output from dairy, (resuiting in
significant impacts to outputs from the aggieultural‘Sector.

Modelling is limited to using data to.prédict outcomes,
and it cannot quantify number of pgsitive,impacts for the
agricultural sector and Aotearoa New(Zealand as a whole
that result through pricing ((in€luding reputation in
international markets and “avoided cost of abatement
above NDC).

The pricing systemWill also be supported by a network of
advisory service$. Indime this will create primary sector
opportunities through jobs, services and administration.

Rural
communities

Pricing of gaggiculture emissions will likely lead to
significant €hange in farming practice in Aotearoa New
Zealand “\that=" will present both challenges and
opportimities to rural communities. Potential challenges
couldyinclude a change in spending across rural
eommunities and of quality of life, while opportunities
could include new jobs and retraining opportunities
arising from alternative land uses.

The Government and sector partners are promoting
programmes to maximise these opportunities by helping
farmers, growers and other rural people to manage
pressure. These measures focus on reducing the risk of
widespread financial hardship, improving farm systems,
for instance through extension services/programmes, and
creating other opportunities for land use.

Maori

Discussed in Te Tiriti o Waitangi implications section.

Households and
individuals

A pricing system that is delayed or ineffective in reducing
emissions is likely to increase expectations for other
sectors to reduce emissions, including potential increases
in the NZ ETS unit prices. This will impact household
costs for energy and fuel. There would also be a greater
reliance on offsetting to enable Aotearoa New Zealand to
meet its budgets, targets and NDC. These costs will
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Population How the proposal may affect this group
group

ultimately be transferred to the broader population or
come at the expense of other government services.

Human Rights

282 The proposals in this paper are consistent with the New Zealand Bill of Rights
Act 1990 and the Human Rights Act 1993.

Consultation
Departmental consultation

283 The Department of Conservation, Department of Prime Minister and Cabinet,
Environmental Protection Authority, Inland Revepue, Lapd Information New
Zealand, Ministry of Business, Innovation and Employthent, Ministry of
Foreign Affairs and Trade, Ministry of Justice, Privacy,Commissioner, Public
Service Commission, Te Arawhiti, Te Puni Kokiri/and Treasury were
consulted on this paper.

284 The Treasury provided the following comment for inclusion.

“The Treasury strongly supports the introduétiam of pricing for agricultural emissions to share
the cost of emissions reduction across the'eéonomy and to remove the implicit subsidy that
agriculture receives due to its exclusion frem the NZ ETS.

However, while modeliing indicates the proposals in the consultation paper may meet our
2030 targets, we are concerneg. that proposals will not be sufficient to deliver the emissions
reductions that are required to aghieve our longer-term emissions reduction targets past
2030. This could have widerimplications for the costs of our climate change transition. We
also think the proposed appreach could lock-in a pathway that has limited opportunities for
future improvements:

We also note(that the combination of uncertain demand for incentive payments and
sequestration as,well as low levy prices, generates a fiscal sustainability risk for the system.

In our View' the consultation paper could better explore alternative options for key design
elements that could help inform final policy decisions, which will be important if changes are
deemed necessary post-consultation.

The Treasury recommends that the following options be incorporated in the paper:

« Using the emissions price as the primary driver of abatement, rather than relying on
incentive payments. If incentive payments are adopted, these should be considered
as a use of levy revenue and applied on a targeted basis.

e Setting the methane levy on advice from the Climate Change Commission, and this
be done in parallel with its advice on the NZ ETS unit supply and price settings and
with consideration of New Zealand’s domestic and international targets, to allow a
whole-of-economy approach to be taken. This is a modification to the option
contained in the paper.
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Decoupling sequestration from pricing and committing to investigate expanded NZ
ETS eligibility criteria to ensure that if genuine sequestration benefits are found, they
are available to all landowners.

Finally, we think that Ministers should seek visibility of the planning for implementation
(through the indicative business case) at the earliest possible opportunity so that the viability
of the implementation pathway can be tested before final policy decisions are taken”.

Political consultation

285

286

287

288

289

290

291

292

The Green Party was consulted on this paper. The Green Party supports the
Minister for Climate Change'’s efforts to implement a robust, effective, and fair
emissions pricing system for agriculture, as soon as possible. This system
should operate on the same principles as emissions pricing inthe rest of the
economy, with a sinking lid on total emissions volumes alignedWith targets
under the CCRA Climate Change Response Act.

The Green Party notes that farm-level pricing is segfias likely to be more
effective to support on-farm changes to reducetemission$ than pricing at
processor level. However, it is concerned that the'eomplexity involved to
implement an effective farm-level system cre@ates risks that a pricing system
could be further delayed.

The Green Party supports retaining flexibility to implement a processor-level
system, including through the ETS, should a farm-level system prove too
complex with further work.

The Green Party’s view is that independent price setting such as through a
tradable methane marketor.the ETS, closely linked to emissions targets,
would provide a more effective mechanism than a levy set by Cabinet.

The Green Party gpposes‘proposals for a collaborative governance approach
involving the sectorto set levy prices, which would risk transparency and
independencé of process.

The Greén Party supports scientifically sound recognition of on-farm
emissions, sequestration. However, the Green Party notes that providing a
Wigherprice for sequestration than will be charged for emissions will, in the
absence'of a volumetric cap, likely lead to an increase in gross emissions,
rather than a decrease as is required in the legislation.

Further, the Green Party notes that recognition of sequestration must be
consistent with Aotearoa New Zealand’s Greenhouse Gas Inventory,
domestic targets, and NDC. It queries proposals for work to recognise riparian
margin sequestration, and suggests initial work should be focused on larger
areas of indigenous vegetation, such as extensive shrublands and restoration
of wetlands.

The Green Party supports advice being provided on use of systems revenue
by the Commission, or the existing Centre for Climate Action on Agricultural
Emissions, rather than a new advisory body being established. The
preparation of that advice should include consultation with Maori landowners.
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The Green Party holds concerns regarding proposed incentive payments,
which could result in unintended and duplicative subsidisation when
considered alongside the range of supports already available to farmers.

Purpose of consultation

294

295

296

Given the consultation that has already occurred as part of the 2019 Action on
Agriculture consultation process, the purpose of this consultation is not to
consult on a farm-level pricing system compared to the NZ ETS backstop.

The purpose of this consultation is to gather feedback on the designelements
for legislation (i.e., levy setting and updating, point of obligation, goverhafice)
of the proposed alternative pricing system, particularly where itds different to
the design elements consulted on by the Partnership. This feedback will
inform final proposals and the decision whether to use the/NZ ETS or an
alternative system to price agricultural emissions from 2025¢

It will also be important for the discussion document todnform farmers and
growers and the wider community what the entire,priging system could look
like (not just the elements that sit in legislation). Thig will support their
understanding of the impacts and prepafation of.submissions. This means
details that sit in regulations or operationsillsbe highlighted, but not be the
only focus of the discussion document.

Consultation process

297

298
299

300

301

We propose consultation opens,on™0 October 2022 and runs for a period of
six weeks. Officials will take a'mixed-model approach to consultation
comprising;

297.1 a traditional discu§sion document with targeted questions;
297.2 targeted online meetings and workshops;

297.3 some in-person meetings and workshops as appropriate for the
audience, for example iwi/Maori.

The/Partnérship will be engaged prior to public consultation being announced.

The Crown has a commitment and responsibility to engage early and
meaningfully with iwi/Maori. Engaging inclusively and effectively will also
produce the best outcomes for the agricultural emissions pricing system.

Early conversations have occurred with Nga Pouwhiro Taimatua and two
online hui open to wider M&ori were run in January/February 2022. These hui
were valuable in identifying the barriers for Maori that would impact their
ability to respond to a pricing system, and potential mitigations for these
issues.

We need to continue to engage across the spectrum of Mdori communities.
This is inclusive of our Treaty partners including iwi, hapt, Maori landowners
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and Maori agribusiness. These conversations will need to be tailored to
different audiences. Engagement will be in person if the particular group being
engaged wishes to do so.

We are engaging to test and improve our policy with Maori so that we can
reach mutually beneficial solutions. We are also hoping to strengthen
relationships to inform the implementation stage.

Communications

303

304

305

Subject to Cabinet agreement we will issue a media statement announcing
the release of the discussion document and consultation process.

The discussion document will be published on both the Ministry. fof Primary
Industries and the Ministry for the Environment’s websites.

There is likely to be high interest in this proposal from iii/M&exi, the primary
sector, environmental NGOs and other industry sectors that have been
exposed to emissions pricing since 2008.

Proactive Release

306

Following Cabinet consideration, we ifitend to eensider the release of this
paper on the Ministry for Primary Industries'and Ministry for Environment
websites in whole or in part, subject to ‘appropriate redactions.
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Recommendations

The Minister of Climate Change and the Minister of Agriculture recommend that the
Cabinet Economic Development Committee:

The Government needs to consider the Partnership and the Commission’s advice
before publishing a report outlining an alternative agricultural emissions pricing
system by the end of 2022

1. Agree that the appended discussion document serve as a draft of the
alternative system design as required for the Climate Change Response Act
2002 (CCRA) section 215 report, with a final report to be prepared and
published following consultation.

2. Agree to delegate authority to the Ministers of Climate” Change and
Agriculture, and the Prime Minister, to approve publishing the final report
required under Section 215 of the CCRA outlining an agriculiural emissions
pricing system as an alternative to the New Zealand Emissions Trading
Scheme (NZ ETS) before 31 December 2022.

A core split-gas farm-level pricing system to commeneesin 2025 with enhancements
to improve effectiveness built in over time

3. Agree to consult on the proposed cofe,desigmef a split-gas farm-level pricing
system as an alternative option for pricing, agricultural emissions in 2025. This
includes the following key design elements:

e the business owners above a fértiliser use or stock number threshold have
the legal responsibility, to) report emissions annually using a single
calculation engine andisimple reporting method;

e separate levy prices are set for long-lived gases and methane;

e long-lived gas pricesjare set annually and linked to the New Zealand Unit
(NZU) prices discourited and phased down over time;

e methaneslevy prices are reviewed periodically based on progress against
emissions targets and advice from the Climate Change Commission (the
Commission);

¢ incentive payments are funded through revenue raised and available for a
fange of technology uptake and practice changes to reduce emissions.
These incentives will act as a proxy for assistance and provide an
opportunity to offset liabilities owed through the pricing system. Detailed
reporting and a wider range of mitigations will be introduced over time;

= any revenue raised from the pricing system, once incentive payments are
netted off, would be used for administration where it is appropriate, and
remaining funds would be subject to the revenue recycling strategy;

e a proposed pathway for how sequestration from on-farm vegetation could
be recognised in 2025 and in the medium to long term via the NZ ETS;

e an advisory body (or bodies) is in place consisting of Maori and sector
representatives to advise on the use of system revenue and funding to
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support Maori landowners and agribusinesses. Ministers will be
accountable for how the revenue is spent.

Consultation on a methane market
4. Note the Minister of Climate Change's concerns regarding uncapped

emissions, a low marginal price, and the risk of emissions reduction targets
being traded off against other considerations when prices are set.

5. Note the Minister of Agriculture’s view that a simple farm-level pricing system
should achieve the Government’s goals of an effective, practical and equitable
system to reduce our agricultural greenhouse gas emissions, subject to
regular price adjustments.

6. EITHER

6.1 Agree to also consult on a proposal to implement a miethare’market as an
alternative to a levy, with other core features of sthe“overall system
remaining the same (Minister of Climate Change’s fecomimendation).

OR
6.2 Agree to only consult on the farm-level 8plit-gas farm-level pricing system
(Minister of Agriculture recommen@ation).
An interim processor-level levy as transitiondl step if the farm-level system is not
ready in 2025

7. Agree to consult on a proceSsef-level levy as an interim step if it is not
possible to implement farm-level pricing by 2025.

Options for pricing synthetie.fertiliser

8. Agree to consult off two eptions for the treatment of nitrous oxide and carbon
dioxide from synthetic nitrogen fertiliser:

* pricing emissions associated with the application of synthetic nitrogen
fertilisér emissions via the farm-level pricing system; and

* pricing,emissions associated with the application of synthetic nitrogen
fertiliser at the processor level in the NZ ETS.

Pathway'for how sequestration from on-farm vegetation could be recognised

9. Agree to consult on the NZ ETS with international backing as the long-term
goal for recognising sequestration.

10.  Agree to consult on an interim system to ensure farmers are rewarded for
sequestration from 2025.

The Minister of Climate Change’s proposed additional consultation points
11.  Agree that officials investigate whether the principle of revenue recycling

should be applied equally between energy and industrial emissions and
agricultural emissions and Climate Emergency Response Fund (CERF)

54

5n156gstz0u 2022-10-10 18:53:08



12

13.

[IN-CONFIDENCE]

appropriations to agricultural emissions programmes be recovered from
agricultural emissions pricing as revenue allows.

Note that if Aotearoa New Zealand does not meet its emissions reduction
targets and/or Nationally Determined Contributions (NDC), the Government
will have choices about how to recoup resulting costs across economic
sectors.

Agree to also consult on a mechanism for the agricultural sector to contribute
to the cost of abatement in the event its emissions do not meet targets.

Implementation and review

14.

15.

16.

17.

18.

Note the Minister of Agriculture and the Minister of Climate Change will
explore options to monitor gross emissions reductions in a moré regular and
timely manner including through data collected by processors.

Note that a decision on the lead implementation agency / agencies and
governance structures is needed this year to deliver an emissions pricing
system in 2025.

Note that Ministers have not yet received any advice'on options for the lead
implementation agency, supporting &gepcies _or any new institutional
arrangements. Officials will provide ddvice.to Ministers on these issues, in
parallel with the consultation process.

Agree that the Climate Respofise Ministerial Group make in-principle
decisions on the lead implementdtion agency / agencies and governance
structure before December 2022 té"progress the development of the detailed
business case needed to implement the pricing system.

Agree that the Ministers of Agriculture and Climate Change will report back to
Cabinet in 2030 With ¢a post-implementation review of the agricultural
emissions pricing'system.

Political consultation

19.

20.

s 9(2)(h)

Note tHat the.Green Party was consulted on the proposals in this paper and
stippertsythe Minister of Climate Change's recommendations. The Green
Rarty believes agricultural emissions pricing must be fair compared to other
sectors of the economy, with a sinking lid on total emissions aligned with
targets under the CCRA. The Green Party is concerned about the time that
farm level emissions pricing will take to implement. The Green Party’'s
preference is for emissions prices to be set independently, rather than by
Cabinet.

Note that the Cooperation Agreement between the Labour and Green Parties
does not restrict Green Party Ministers from noting where Government
decisions differ from Green Party policy, including in areas where they hold
Ministerial responsibility.
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21.

Consultation strategy

22.  Agree that the appended discussion document be released for public
consultation between October and November 2022.

23.  Authorise the Ministers of Climate Change and Agriculture to make decisions

on any subsequent minor amendments to the discussion ent not
inconsistent with the Cabinet's approvals before its release.

24. Invite the Ministers of Climate Change and Agncultu %ort back to
Cabinet in February 2023 following consultation with fi proposals to
inform the drafting of legislation needed to imple ricultural pricing
system. @

Authorised for lodgement

Hon James Shaw

Minister of Climate Change 56

Hon Damien O’Connor 0

Minister of Agricult%
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Appendix One: Discussion document
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