Possible design for a national greenhouse
gas emissions trading scheme:
Final framework report on scheme design
A report prepared by
the National Emissions Trading Taskforce

December 2007
The Final Framework Report has been prepared by State and Territory officials from the
National Emissions Trading Taskforce. It should be noted that the report and its
recommendations have not been adopted by State and Territory Governments and should
not be taken as representing the formal policy positions of those Governments. Premiers
and Chief Ministers have agreed to the report being released on this website as an input into
the ongoing consideration by the Garnaut Climate Change Review and the Commonwealth
Government of issues relating to an Australian emissions trading scheme.

Contents

Contents
Key messages .......................................................................................................................... vii
Executive summary.................................................................................................................. xi
1

Designing a national emissions trading scheme for Australia ......................................1
1.1
1.2
1.3
1.4
1.5

2

Coverage ....................................................................................................................... 7
2.1
2.2
2.3
2.4
2.5
2.6
2.7
2.8
2.9
2.10
2.11

3

Introduction ............................................................................................................................ 7
Definition of ‘coverage’......................................................................................................... 7
Australia’s national greenhouse gas emissions, 2005 ........................................................ 8
Taskforce’s 2006 Discussion Paper proposals................................................................... 9
Prime Ministerial Task Group proposals ......................................................................... 10
Extension of Taskforce terms of reference ..................................................................... 10
Coverage by emissions source............................................................................................ 11
Coverage by greenhouse gas type ...................................................................................... 25
Thresholds for coverage...................................................................................................... 26
Future changes to scheme coverage.................................................................................. 29
Conclusion............................................................................................................................. 31

Scheme cap ..................................................................................................................33
3.1
3.2
3.3
3.4
3.5
3.6
3.7
3.8

4

Policy settings and priorities ................................................................................................. 1
The need for action................................................................................................................ 2
Objectives of scheme design ................................................................................................ 3
Framework for scheme design ............................................................................................. 4
Outline of this report............................................................................................................. 6

Setting the scheme cap ........................................................................................................ 33
Criteria for cap setting ......................................................................................................... 33
Duration of the cap.............................................................................................................. 41
Level and trajectory of cap and gateways ......................................................................... 44
Relationship between the cap and other scheme design features................................. 45
Adjusting the cap.................................................................................................................. 46
Process for cap setting and extensions ............................................................................. 46
Conclusion............................................................................................................................. 48

Permits and permit allocation .....................................................................................49
4.1
4.2
4.3
4.4
4.5

Permits and permit allocation............................................................................................. 49
The nature of permits .......................................................................................................... 50
Objectives for permit allocation ........................................................................................ 53
Assistance for firms suffering disproportionate loss ...................................................... 55
Permit allocation for TEEIIs ............................................................................................. 69

iii

Contents
5

Auction arrangements ................................................................................................. 97
5.1
5.2
5.3
5.4
5.5
5.6
5.7
5.8
5.9

6

Compliance................................................................................................................ 109
6.1
6.2

7

Governance and implementation issues ......................................................................... 163
Commonwealth Government proposal.......................................................................... 164
Scope for interjurisdictional cooperation ....................................................................... 164
Institutional arrangements ................................................................................................ 167
Scheme reviews................................................................................................................... 172
Stakeholder involvement................................................................................................... 174
Compliance process ........................................................................................................... 174
Conclusion........................................................................................................................... 175

Emissions monitoring, reporting and verification .................................................... 177
9.1
9.2
9.3
9.4

iv

Introduction ........................................................................................................................ 129
Role of offsets in emissions trading schemes ................................................................ 130
Rationale for including offsets in the NETS ................................................................. 130
Key design considerations................................................................................................. 132
Priority areas for the development of domestic offsets rules ..................................... 152
Extension of eligible offsets: methodology-based offset projects.............................. 158
Administrative issues ......................................................................................................... 160
Including international offset credits .............................................................................. 161

Implementation ......................................................................................................... 163
8.1
8.2
8.3
8.4
8.5
8.6
8.7
8.8

9

Firms’ compliance with their obligations under the NETS......................................... 109
Penalty .................................................................................................................................. 116

Offsets........................................................................................................................ 129
7.1
7.2
7.3
7.4
7.5
7.6
7.7
7.8

8

Auctions ................................................................................................................................. 97
Stakeholder views ................................................................................................................. 98
Advantages of auctioning permits ................................................................................... 100
NETS auction objectives .................................................................................................. 101
International experience with emissions trading auctions ........................................... 101
Recommended features of the NETS auction .............................................................. 102
Discussion of selected design features............................................................................ 104
Finalising the auction design............................................................................................. 107
Conclusion........................................................................................................................... 108

Introduction ........................................................................................................................ 177
Monitoring, reporting and verification for the NETS.................................................. 178
National greenhouse and energy reporting system ....................................................... 180
Emissions measurement in different sectors ................................................................. 183

Contents
10

Transition of existing measures into the NETS........................................................ 185
10.1
10.2
10.3
10.4

11

Linking with international schemes .......................................................................... 197
11.1
11.2
11.3
11.4

12

Introduction ........................................................................................................................ 197
Bilateral linking ................................................................................................................... 198
Bilateral linking of an Australian NETS ......................................................................... 201
Unilateral linking ................................................................................................................ 202

Complementary measures and strategies..................................................................209
12.1
12.2
12.3
12.4
12.5
12.6
12.7

13

Introduction ........................................................................................................................ 185
Queensland Gas Generation Scheme ............................................................................. 187
NSW and ACT Greenhouse Gas Reduction Scheme .................................................. 188
Conclusion........................................................................................................................... 195

The need for complementary measures.......................................................................... 209
Research and new technologies ....................................................................................... 211
Complementary measures for sectors covered by the NETS..................................... 213
Complementary measures for non-NETS sectors........................................................ 220
Complementary measures to assist households ............................................................ 222
International engagement and negotiations ................................................................... 225
Conclusion........................................................................................................................... 225

Accommodating multiple objectives .........................................................................227
13.1
13.2
13.3
13.4
13.5
13.6
13.7
13.8

Objectives ............................................................................................................................ 227
Weighing the priorities ...................................................................................................... 228
Environmental integrity .................................................................................................... 228
Economic impact ............................................................................................................... 230
Investor certainty................................................................................................................ 232
Flexibility ............................................................................................................................. 235
Equity ................................................................................................................................... 236
Conclusion........................................................................................................................... 237

v

Contents
Appendices............................................................................................................................. 239
A

Submissions in response to the Discussion Paper.................................................... 241

B

Lessons from the European Union Emissions Trading Scheme.............................. 245

C

Auction arrangements ............................................................................................... 251

D

Offsets........................................................................................................................ 263

E

Existing Australian government climate change measures...................................... 277

F

Compliance process timing....................................................................................... 289

G

Phasing ...................................................................................................................... 295

H

Comparison with report of the Prime Ministerial Task Group on
Emissions Trading .................................................................................................... 301

Abbreviations ......................................................................................................................... 307
Glossary.................................................................................................................................. 309

List of figures
Figure 2-1: 1990 emissions (547 Mt CO2-e)..................................................................................... 8
Figure 2-2: 2005 emissions (559 Mt CO2-e)..................................................................................... 9
Figure 2-3: National and stationary energy emissions, 2005 (559 Mt CO2-e)........................... 12
Figure 2-4: Fugitive emissions sources, 2005 (31 Mt CO2-e) ...................................................... 15
Figure 2-5: Domestic transport sector emissions, 2005 (80 Mt CO2-e)..................................... 17
Figure 2-6: Industrial process emissions, 2005 (29 Mt CO2-e) ................................................... 20
Figure 3-1: Relationship between scheme caps and the economy-wide emissions
reduction target .................................................................................................................................. 37
Figure 3-2: Cap and gateway extensions......................................................................................... 43
Figure 4-1: Emissions intensity of Australian non-energy industries......................................... 74
Figure 4-2: Top 20 emissions-intensive non-energy industries (direct emissions and
electricity only) ................................................................................................................................... 75
Figure 6-1: Indicative timeline for setting and reviewing the penalty ...................................... 122
Figure 9-1: Scope and quality of verification requirements ....................................................... 179
Figure 10-1: NGAC creation by rule type, January 2003 to August 2007............................... 190
Figure 10-2: Projected NGAC creation under GGAS Rule 2 — Generation, 2010 ............. 190
Figure 12-1: Steps in the innovation chain................................................................................... 212
Figure F-1: GGAS annual reporting and compliance timeline ................................................. 290
Figure F-2: MRET annual reporting and compliance timeline ................................................. 290
Figure F-3: EU ETS annual reporting and compliance timeline .............................................. 291
Figure F-4: NETS key events timeline.......................................................................................... 293

vi

Key messages

Key messages
Policy environment
There is now unanimous agreement among the Commonwealth Government and the state and
territory governments to introduce a national greenhouse gas emissions trading scheme. This
marks a considerable change in the policy landscape in Australia since the Taskforce released
its Discussion Paper in August 2006.
It is essential that the Commonwealth, state and territory governments work collaboratively
through the Council of Australian Governments to develop and implement an effective national
emissions trading scheme.
Emissions trading will be the central pillar in Australia’s strategy to reduce greenhouse gas
emissions. However, emissions pricing alone will not be enough. The problem is too large, too
widespread and too complex — other policy measures will be required to complement the
emissions trading scheme.
Australia faces a unique opportunity for cooperation among all levels of government to deliver
a comprehensive, coherent and streamlined national climate change strategy. Current
arrangements involve gaps and overlaps. A major review of existing programs is required to
develop an effective and efficient multijurisdictional approach to addressing climate change. In
many cases, the states and territories will be best placed to implement appropriate
complementary policies.
Objectives
The objectives guiding design of a national emissions trading scheme are:
•

environmental integrity

•

minimisation of impacts on the economy

•

promotion of investor certainty

•

flexibility

•

equity.

Timing
Action on stabilising and then reducing Australia’s greenhouse gas emissions should not be
postponed. Leaving the emissions reduction task too late risks being forced to make abrupt,
disruptive adjustments at a later date. A smoother adjustment path will be more manageable
and less costly.
Information on emissions caps and gateways, and the ways in which permits are to be
allocated, needs to be provided to the market as soon as possible — at a minimum, a range for
firm caps should be set during 2008.
A broad-based scheme
This report proposes a scheme covering sectors beyond the stationary energy sector. The
result would be an emissions price that would apply to virtually the whole economy. This would
be a major change in the way that businesses plan, operate and invest.
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Permit allocation — balancing equity and incentives
As proposed in the Taskforce’s 2006 Discussion Paper and in the report of the Prime
Ministerial Task Group on Emissions Trading, there should be three tranches of permit
allocation:
•

a free, once-off allocation of permits to those electricity generators or other firms that
would otherwise be disproportionately adversely affected by the introduction of the
scheme

•

a free annual allocation of permits to trade-exposed, emissions-intensive industries
(TEEIIs), until such time as competing nations face commensurate emissions
constraints (ongoing eligibility for assistance should be reviewed regularly by an
independent body)

•

the auction of remaining permits.

These permit allocation arrangements strike a balance between the need to treat firms
equitably in the face of a change in circumstances, and the need to encourage them to move to
international best practice in greenhouse emissions abatement.
This report sets out detailed proposals about the information to be taken into account when
allocating permits.
The report also sets out a detailed framework for the auctioning of permits, building on the
latest developments in theory and international practice. This framework could be used as the
basis of a more detailed auction design and implementation plan.
Equity
Equitable treatment for those adversely affected by the scheme requires looking beyond firms,
to households, regions and potentially groups of workers.
The impacts of the NETS are unlikely to be evenly distributed across regions. These impacts
should be examined carefully, and, where disproportionate disadvantage to particular regions
is found to exist, transitional assistance should be provided.
As a priority, assistance arrangements for low-income households (including energy-efficiency
measures) should be reviewed.
All levels of government should work together to identify adversely affected groups and
regions, and to decide how best to distribute auction revenue.
Banking
Unlimited banking of permits is proposed. Any limits on banking would be counterproductive to
the objectives of the scheme. Even with a ‘safety valve’ on compliance costs in the early years
of the scheme, environmental objectives can still be achieved with unlimited banking.
Compliance
A penalty, or emissions fee, should be set at a level that is above the estimated cost of
compliance. The penalty should rise over time, and be subject to review in line with reviews
and extensions of scheme emissions caps and gateways.
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Offsets
Domestic offsets from non-covered sectors should be included in the scheme. No quantitative
limit should be placed on the use of offsets for compliance by covered parties. However, the
supply of offsets should be limited by rules requiring the demonstration of abatement beyond
‘business as usual’.
The use of international offset credits from the Kyoto Protocol flexibility mechanisms (the Clean
Development and Joint Implementation mechanisms) should be allowed. However, a limit
should be applied to the use of such credits because of uncertainty about their supply and
price in the future and because of the need for Australia to make structural changes in its own
economy to prepare for a carbon-constrained future.
Australia having ratified the Kyoto Protocol, appropriate administrative arrangements are
required to allow linking, including the establishment of a Designated National Authority (DNA)
and a registry that can be linked to the International Transaction Log (ITL), and compliance
with Article 17 of the protocol.
Essential building blocks — accurate emissions data
This report supports the urgent implementation of a mandatory national greenhouse and
energy reporting system (NGERS).
The establishment of the position of Greenhouse and Energy Data Officer and of requirements
for annual reporting by major emitters goes some way towards meeting this need, but
additional information will be needed for an emissions trading scheme.
This system will need to be robust and transparent to ensure confidence in the trading scheme.
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Executive summary
There is now unanimous agreement by the Commonwealth Government, the Federal Opposition and state
and territory governments to introduce a national emissions trading scheme (NETS). This marks a
considerable change in the policy landscape since the Taskforce released its Discussion Paper in August
2006.
Australia now has a unique opportunity for cooperation among all levels of government to deliver a
comprehensive, coherent and streamlined national climate change strategy. Existing arrangements entail gaps
and overlaps. Introducing the NETS will require a major review of existing programs to develop an effective
and efficient multijurisdictional approach to addressing climate change. In many cases, the states and
territories are best placed to implement many of the complementary policies needed to address the challenges of
climate change effectively.
It is essential that the Commonwealth, state and territory governments work together to develop and
implement an effective NETS.
It should be noted that this report details a design for a national emissions trading scheme which has been
developed by state and territory officials. The report, and its recommendations, do not represent the formal
policy positions of individual state and territory governments. Premiers and Chief Ministers have agreed to the
report being released as an input into their ongoing engagement with the Commonwealth Government and
Professor Ross Garnaut’s Climate Change Review.

Policy settings and priorities for emissions trading in Australia
This Final framework report on scheme design outlines a model design for a national emissions
trading scheme (NETS) that could be implemented in Australia. It has been prepared by the
National Emissions Trading Taskforce, which comprises representatives from all states and
territories. It builds on the work undertaken by the Taskforce in its 2006 Discussion Paper,
Possible design of a national emissions trading scheme, and the report of the Prime Ministerial Task
Group on Emissions Trading (PMTG), published in June 2007. Since it is evident that the
Commonwealth Government will implement the NETS, the Final framework report on scheme
design is itself designed as an input to the scheme’s design process. This report details scheme
design elements which have been developed by state and territory officials. The report, and
its recommendations, do not represent the formal policy positions of individual state and
territory governments.
In the past year, the landscape of Australian public debate on climate change in general, and
emissions trading in particular, has been transformed. There has been a sea change in public
awareness of climate change issues, and there now appears to be widespread support for
further action.
Since the Taskforce released its Discussion Paper, a number of factors have altered the
policy background, including the release of the Stern Review and the publication of the
Fourth Assessment Report of the Intergovernmental Panel on Climate Change (IPCC). The
commitments by all Australian states and territories in February 2007 to implement
emissions trading by the end of 2010 if there were no commitment from the Commonwealth
to implement such a scheme reflect this change.
At the federal level in Australia, the PMTG finalised its report in May 2007. The
Commonwealth Government is now proceeding to implement such a scheme by the end of
2010, and has confirmed its support for a long-term emissions reduction target of 60%
below 1990 levels by 2050.
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Finally, the Garnaut Climate Change Review was commissioned by Australia’s state and
territory governments on 30 April 2007. The Commonwealth Government is joining in this
process. The review will examine the impacts of climate change on the Australian economy
and recommend medium- to long-term policies and policy frameworks.
The need for action is clear. Public support is widespread. Commitments have been made at
all levels of government.
Today’s priorities are practical — filling in the details of high-level policy concepts to a point
where they can be implemented. The design of the NETS involves myriad small decisions,
which — taken together — will ultimately determine its success. This report contributes
more detailed design considerations to the implementation process.
Emissions trading will be the central pillar of Australia’s strategy to reduce greenhouse gas
emissions. However, emissions prices alone are not enough. The problem of reducing
greenhouse gas emissions is too large, too widespread and too complex — other elements
are required.
A comprehensive and coherent national climate change strategy is needed. As the Council
for the Australian Federation stated on 9 February 2007:
[G]overnments must work together to deliver a national response to the widespread economic challenge
of climate change.
Climate change represents the ‘greatest and widest ranging market failure ever seen’ and therefore
necessitates government intervention. While the challenges presented by climate change are great, they
are not insurmountable if governments work together. It is the responsibility of all Australian
governments to work collaboratively across their respective jurisdictions.1

The need for action
Climate change is already occurring, and continued warming trends are expected to have
significant adverse consequences for Australia and the rest of the world.
The IPCC’s Fourth Assessment Report sets out updated scientific evidence of climate
change, concluding that:
•

there is unequivocal evidence that the world is warming

•

most of the observed increase in global temperatures since the mid-20th century is
‘very likely’ due to the observed increase in anthropogenic greenhouse gas
concentrations

•

continued greenhouse gas emissions at or above current rates would cause further
warming and many changes in the global climate system during the 21st century that
would ‘very likely’ be larger than those observed during the 20th century.2

1

Council for the Australian Federation, communiqué, 9 February 2007, p. 14.

2

Intergovernmental Panel on Climate Change (IPCC), ‘Summary for policymakers’, in Climate change 2007:
the physical science basis (Contribution of Working Group I to the Fourth Assessment Report of the
Intergovernmental Panel on Climate Change), S Solomon, D Qin, M Manning, Z Chen, M Marquis,
KB Averyt, M Tignor & HL Miller HL (eds), Cambridge University Press, Cambridge and New York,
2007.
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From a domestic perspective, there are several reasons why Australia should adopt a NETS
in response to the threats of climate change:
•

If Australia’s emissions are to be reduced substantially by the middle of the century,
we need to start reducing emissions now if we are to avoid major disruptions to the
economy in the future.

•

There is a need to reduce the uncertainty faced by investors, particularly in energy
markets and in emissions-intensive industries. Most investors regard a price on
emissions as inevitable, but uncertainty about when such a price would apply and
how high it would be reduces their ability to make informed decisions.

•

Taking domestic action gives Australia a more credible international negotiating
position when encouraging other countries to reduce their emissions.

•

Emissions trading will create an incentive to deploy zero- or low-emissions
technologies.

Objectives of scheme design
Each design element of the NETS involves choices between multiple options. When making
these choices, the Taskforce has been guided by the same objectives that guided the
proposals set out in the Discussion Paper:
•

Environmental integrity. The purpose of the emissions trading scheme is to reduce
greenhouse gas emissions. The environmental integrity of the scheme is therefore of
central importance in scheme design.

•

Minimising impacts on the economy. Constraining greenhouse gas emissions will create a
significant economic change that must be managed carefully. Economic impacts will
be minimised if the NETS is as efficient as possible, promotes least-cost reductions
in emissions, and caps the cost of compliance. Also, until there is widespread
international action on emissions reductions, the competitiveness of Australian
trade-exposed, emissions-intensive industries (TEEIIs) must be protected.

•

Investor certainty. Reducing greenhouse gas emissions while maintaining our economic
prosperity requires a huge investment effort over the coming decades. Creating an
environment of predictability and certainty in relation to policy settings will assist
this process.

•

Flexibility. The future is uncertain. The NETS needs to be flexible in the face of new
information emerging from climate change science, international obligations, and the
unknown costs and nature of new technologies.

•

Equity. Like any large policy change, introducing the NETS will create winners and
losers. It is important to take the equity implications into account when designing the
scheme and, where necessary, to assist those who would be most adversely affected
by it.

This report explains how these objectives have been taken into account, and Chapter 13
summarises how the various elements of the scheme design strike a balance between them.

Framework for scheme design
This report is consistent with the proposals set out in the 2006 Discussion Paper. Responses
from stakeholders confirmed that the basic framework was sound — the major concern they
expressed related to scheme coverage, which most saw as being too narrow. Apart from the
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proposed scheme coverage, the recommendations of the PMTG Report were also broadly
consistent with the design framework recommended by the Taskforce.
As the design was further developed, the Taskforce’s analysis was greatly assisted by the
written submissions of 130 stakeholders and numerous public consultation meetings. The
Taskforce also built upon the analysis in the PMTG Report.
This report confirms most key elements of the initial design framework set out in the
Discussion Paper, and advances its level of detail.
It is clear that the Commonwealth Government, rather than the states and territories, will
introduce and administer the NETS. This is consistent with the long-standing position of the
state and territory governments, which have consistently called on the Commonwealth to be
involved. A state and territory NETS was to be implemented only in the event that the
Commonwealth failed to introduce such a scheme.

Governance arrangements
Given that the Commonwealth Government will be implementing the NETS, there are
three roles for states and territories:
1. Collaborate on scheme design: A collaborative arrangement through the Council of
Australian Governments (COAG) is required. Such an example of cooperative
federalism would build on more than three years of consistent work through the
Taskforce, including extensive stakeholder consultation. The states and territories
have developed considerable expertise in this area of policy. Some jurisdictions, such
as NSW and the ACT, have practical experience of implementing an emissions
trading scheme through the NSW and ACT Greenhouse Gas Reduction Scheme
(GGAS). The states and territories have close relationships with key sectors that may
be affected by the NETS, and have a detailed understanding of how the scheme
would affect those sectors and how the impacts could be managed. In addition,
states and territories will need to work with the Commonwealth to identify and
address issues faced by groups — such as particular communities or regions — that
may be particularly affected by the NETS.
2. Develop a coherent and comprehensive national climate change strategy. All levels of
government need to work together to harmonise and streamline existing programs to
eliminate duplication or to remove redundant policies. Gaps in current policies will
also need to be addressed — cost-effective strategies for energy efficiency and
emissions from transport and agriculture are obvious areas for further investigation.
The most appropriate policy levers need to be identified, whether they be at the state
and territory or Commonwealth level.
3. Contribute to analysis of suitable emissions reduction trajectories. States and territories have
direct commitments to and responsibilities for emissions reduction efforts. While
this report does not make firm recommendations for scheme cap levels, the states
and territories have agreed that the NETS should place Australia on a path towards
reducing national emissions by 60% by 2050, compared with 2000 levels.
The Taskforce recognises that other processes — the Garnaut Review and the Commonwealth Treasury Department analysis — are tasked with recommending emissions cap
trajectories for Australia to achieve a long-term emissions reduction target.

xiv

Executive summary

Scheme coverage
The most significant change in the proposed design framework from the Discussion Paper
relates to scheme coverage. The terms of reference for the Taskforce initially focused on the
stationary energy sector. Based on feedback from many stakeholders and findings from
continued analysis, the state and territory governments amended the Taskforce’s terms of
reference in July 2007 to allow it to consider a scheme with broader coverage.
Consequently, this report considers a scheme which includes sectors beyond the stationary
energy sector, including transport, industrial process emissions and fugitive emissions, and
recommends further consideration of fugitive emissions from open-cut coal mines and
waste.
The recommendations of the Taskforce in this report are broadly consistent with the
recommendations of the PMTG Report on scheme coverage.

Scheme cap
The scheme cap will set a limit on the number of tonnes of greenhouse gas emissions that
can be emitted by the covered sectors in Australia without incurring a penalty.
Determining the duration, trajectory and level of the cap is a fundamental design decision.
The cap defines the magnitude of the abatement task and therefore influences the likely
costs of the scheme.
A number of considerations need to be taken into account in setting the cap for the NETS,
such as:
•

achieving a meaningful reduction in national greenhouse gas emissions, and putting
Australia on the path to reaching a long-term emissions reduction target

•

quantifying the ability of sectors to reduce emissions over time (for example, in the
electricity sector there is only a limited set of technologies that can be deployed in
the short term; the pace of expected emissions reductions under the NETS should
not outstrip the ability of sectors to deliver those reductions, or jeopardise the secure
supply of energy in the short term)

•

providing an incentive to reduce emissions through deployment of lower emissions
technologies or activities

•

promoting investor certainty

•

facilitating a smooth transition to a carbon-constrained future

•

ensuring the capacity to respond flexibly to new information from scientific
understanding of climate change, future international action, and experience with the
scheme as it functions in practice

•

managing the costs of achieving an emissions cap.

Consistency between firm annual caps, the range of possible future caps (‘gateways’) and the
long-term emissions reduction target is vital. There is no point in introducing a scheme that
does not contribute to an adequate reduction in greenhouse gas emissions. The NETS
should place Australia on a path towards meeting a long-term aspirational target for
greenhouse gas emissions.
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In the shorter term, the number of years in advance for which caps are set (the cap period)
must strike a balance between providing investor certainty and providing flexibility for
governments to respond to future developments.
The Taskforce proposes that firm annual caps be set for the first 10 years of the scheme and
a gateway for possible future caps be set for the second 10 years of the scheme.
The PMTG Report describes the purpose of the upper and lower gateways as follows:
The upper bound of the gateway could be interpreted as the emissions reduction Australia is prepared
to undertake unilaterally to:
•

Help the economy make the transition to an emissions-constrained future

•

Ensure that adverse economic impacts are manageable

•

Establish a credible international negotiating strategy for moving towards a workable global
scheme.

The lower bound of the gateway could be interpreted as the maximum contribution Australia would be
prepared to make, based on sufficient progress towards an effective international agreement and the
expected commercial deployment of known and anticipated low-emissions technologies (PMTG
Report, p. 105–106).

The Taskforce supports this conceptual framework for setting gateways.
The Taskforce is undertaking more detailed analysis of emissions reduction trajectories as an
input into the Garnaut Review.

Permit allocation
At the heart of any emissions trading scheme is the tradeable permit to emit. This report sets
out the proposed approach to permit allocation, and describes how the relevant efficiency
and equity considerations have been taken into account.
Three broad tranches of permit allocation are recommended:
•

Free allocation to generators and others. A once-off, up-front, allocation of permits free of
charge should be made to existing electricity generators or other firms that would
otherwise be disproportionately adversely affected by the introduction of the
scheme.

•

Free allocation to TEEIIs. An annual allocation of free permits should be made to
existing and new TEEIIs to offset the impacts of the scheme. This annual allocation
would vary in line with each firm’s energy and direct compliance costs and output.
Free permit allocation to TEEIIs would be phased out when competing nations are
subject to equivalent emissions constraints.

•

Auctions. The remaining permits would be auctioned.

This report proposes a national approach to permit allocation, which would be managed
centrally by the scheme regulator according to an allocation plan set out in legislation and
regulations. There should be no differences between jurisdictions in the approach to permit
allocation.
The Taskforce proposes that permits take the form of short-term (annual) permits to emit
one tonne of carbon dioxide equivalent (CO2-e). Each permit would be ‘date stamped’ with
the first year in which it becomes valid (its ‘vintage’).
Permits would take the form of property rights. If the government wanted to reduce the
number of permits in circulation, it would need to buy back excess permits that had already
been issued to the market, rather than cancel them without compensation.
xvi
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As noted in the Discussion Paper, the way in which permits are allocated has important
implications for the efficiency with which the NETS operates. Key areas of interest relate to:
•

incentive effects

•

market power

•

transaction costs

•

the provision of clear, transparent price signals.

However, the equity impacts of permit allocation are the most pervasive. Equity
considerations are central to the Taskforce’s permit allocation proposals. They are also,
inevitably, the most controversial: there are many different views of what is ‘fair.’
The allocation challenge is to meet governments’ equity objectives in a way that does not
significantly compromise the efficiency of the scheme.
For existing electricity generators facing disproportionate losses from the introduction of the
NETS, the Taskforce recommends an up-front, once-off allocation of permits. The
estimated value of those permits should be set to equal the estimated value of the reduction
in operating profits caused by the introduction of the NETS, minus the ‘average’ level of
reductions in returns on capital in the general economy.
For TEEIIs, the Taskforce proposes that firms would need to meet four eligibility criteria
before receiving free permits:
1. Emissions intensity. This requires the specification of a threshold (an index of direct
and indirect covered emissions compared with revenues (the value of output).
2. Exposure to cost increases due to the NETS. A firm would need to demonstrate that it
would face higher costs as a result of the introduction of the scheme. This would
exclude, for example, firms subject to older long-term energy contracts that do not
allow any cost pass-through.
3. Trade exposure. Firms would need to demonstrate that they are subject to a high
degree of international competition in export markets and/or from imports (or the
threat of imports), and that the prices they receive for their goods or services are
effectively set on world markets.
4. Competition from countries facing no commensurate emissions constraints. Firms would need to
demonstrate that they face international competition mostly from firms in countries
that impose no comparable emissions constraints.
The emissions-intensity threshold is likely to be the most controversial element in defining
TEEIIs. It is essentially arbitrary, and must be selected at a point that balances the need to
protect Australia’s competitiveness with the need to ration assistance to those that are most
in need, given other competing demands for permits.
When selecting a threshold, the following principles should be taken into account:
•

The threshold must be at a level that is significantly above the level of emissions
intensity for the Australian manufacturing sector as a whole. Lower thresholds raise
the serious risk that there will be too few permits to go around, and that assistance
will be provided to firms facing very little real cost impact from the NETS.

•

The threshold must be set on a basis that can be readily calculated and transparently
demonstrated by firms applying for assistance as TEEIIs.
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Allocations of permits to TEEIIs should be made annually, according to a prespecified
formula. Allocations should be related to the firm’s output in Australia.
All permits that are not allocated free of charge to existing electricity generators or to
TEEIIs should be auctioned.

Equity
Consistent with the equity objective that assistance should be provided to those most
adversely affected by the NETS, permit allocation needs to look beyond firms to
households, regions and groups of workers to see whether assistance is warranted. As a
priority, the need for assistance for low-income households should be reviewed and the
most effective and efficient means for providing such assistance should be determined. The
need for assistance for particular regions or groups of workers should also be examined.
Auction revenues provide a potential source of funding for such assistance.
The impacts of the NETS are unlikely to be distributed evenly across regions. The impacts
of the NETS on regions should be examined carefully, and, where disproportionate regional
disadvantage is found to exist, transitional assistance should be provided.
All levels of government should work together to identify adversely affected groups and
regions, and in deciding how auction revenue should be used.

Compliance
At the end of each compliance year, covered parties would be required to calculate their
emissions and surrender to the scheme regulator an equivalent number of compliance
certificates. Approved compliance certificates would be:
•

NETS permits

•

NETS offset credits

•

approved international offset credits, such as Certified Emission Reduction units
(CERs) or Emission Reduction Units (ERUs), subject to limits on the total number
that could be used for compliance.

The Taskforce recommends that NETS permits and offset credits have no expiry date. That
is, they could be used in the year of their vintage or banked for use in any later year. There
should be no limits on the ability to bank permits.
Also, a small number of permits (up to 1% of a firm’s liability) with a vintage of the
following year could be used for compliance. This would provide a small degree of
additional administrative flexibility in relation to compliance.
If the covered party fails to surrender sufficient permits for compliance, then a penalty (or
‘emissions fee’, according to the PMTG Report terminology) would be applied for every
excess tonne of carbon dioxide equivalent emitted.
It is recommended that there not be a ‘make-good’ provision during the first 10 years of the
NETS, during which firm caps and the penalty level would be set. Environmental certainty
can be promoted through means other than a make-good provision, as long as the following
prerequisites are met:
•
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Penalty levels are set at a high enough level, with an adequate margin above the
estimated costs of compliance, taking into account the uncertainties associated with
estimates.
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•

Penalty revenue is used to fund greenhouse gas abatement activities outside the
covered sectors. Where administrative costs of purchasing abatement exceed the
value of the abatement, penalty revenue should be aggregated and added to auction
revenue.

Offsets
The term ‘offset’ is used to describe a reduction or removal of greenhouse gas emissions that
counterbalances emissions elsewhere in the economy. Offsets allow low-cost abatement
outside the covered sectors to be recognised and used for compliance under the NETS. This
improves the efficiency of the scheme and reduces the overall cost to the economy of
achieving the same level of abatement.
Various issues have been considered in designing the broad architecture of an offsets regime,
including consistency with international frameworks, ‘additionality’, measurement, transaction costs, baseline setting and monitoring, and the types of offsets that should be eligible
under the NETS.
The priority areas for the development of offset rules are:
•

carbon sequestration via afforestation and reforestation activities

•

destruction of methane emissions from waste

•

carbon sequestration via forest management, grazing land management, cropland
management or non-forest revegetation.

Methodologies for other areas could be approved on a case-by-case basis.
The offsets framework should:
•

ensure consistency with the Kyoto Protocol Joint Implementation Mechanism

•

set baselines and determine additionality in accordance with Kyoto Protocol
guidelines

•

set the project establishment eligibility date at 3 June 2007 for all projects other than
afforestation/reforestation, for which the eligibility date remains 1 January 1990

•

specify maximum crediting periods for offset projects of 10 years with a nonrenewable baseline or 7 years with a baseline that can be renewed twice, subject to a
reassessment of baselines

•

establish a seller liability framework for the maintenance of abatement underpinning
the creation of offset credits

•

require appropriate monitoring and record keeping as a condition of offset project
registration

•

avoid double-counting by excluding renewable energy and energy-efficiency projects
from offset credit creation, as such projects displace emissions from covered parties

•

allow only abatement that occurs after the commencement of the NETS to be
credited

•

allow the use of international offset credits created under the Kyoto Protocol Clean
Development and Joint Implementation mechanisms for domestic compliance (other
approved international offset credits could be considered where the scheme
developer is satisfied as to their integrity)

•

allow unlimited use of domestic offset credits for compliance, but limit the quantity
of international offset credits allowed for compliance, subject to review.
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Carbon capture and storage would not be treated as an offset. Instead, entities providing
carbon dioxide to geosequestration sites, such as electricity generators, would relinquish
responsibility for those gases at the point of handover to the geosequestration service
provider. Thereafter, the service provider would be responsible for the gas. In the event of
leakage from the geosequestration site, the service provider would be liable as a covered
source of emissions. The duration of this potential liability needs to be agreed as part of the
overall framework for long-term liabilities for geosequestration.

Implementation
Preparation is required before the NETS can commence. New legislation must be passed,
and new institutions created.
Three institutions would be required to develop and oversee the NETS:
•

A ministerial council, under the auspices of COAG, should make high-level policy
decisions on scheme design parameters, including scheme caps and gateways.

•

A scheme developer should provide policy advice to the ministerial council on all areas
of the scheme, including the extension of caps and gateways, reviews of penalty
levels and extensions of coverage.

•

An independent scheme regulator should monitor compliance and issue penalties for
non-compliance, manage permit allocations according to the principles and plans set
out in legislation and regulations, manage the registry, and accredit offset providers.

This institutional design separates regulatory powers from policy advice, which has been a
key lesson from microeconomic reform processes in many other sectors. It vests major
decision-making power on policy issues with elected officials, rather than with unelected
officers.

Monitoring, reporting and verification
The NETS will require liable firms to monitor their emissions and report those emissions to
the scheme regulator. The scheme regulator will compare a firm’s emissions reports with
surrendered permits to assess a firm’s compliance.
An effective, credible and efficient emissions monitoring, reporting and verification system is
required to underpin the NETS. Market participants need to have confidence in the quality
and reliability of emissions data reported.
The National Greenhouse and Energy Reporting Act 2007, passed by the Commonwealth
Parliament in September 2007, establishes the office of the Greenhouse and Energy Data
Officer, who will collect much of this information for entry into the National Greenhouse
and Energy Register. Firms registered under the Act are required to report each financial
year on their greenhouse gas emissions, energy production and energy consumption. Firms
also have the option of reporting greenhouse gas reductions, removals and offsets resulting
from projects during the year.
The information collected by the Greenhouse and Energy Data Officer will be vital to the
Taskforce’s proposed national greenhouse and energy reporting system (NGERS), which
will underpin the introduction of the NETS. Obviously, there should be no requirement for
double reporting to the Greenhouse and Energy Data Officer and to the scheme regulator,
who should be authorised to use the information supplied in firms’ annual reporting.
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However, additional data will be needed in some areas to support the NETS. These areas
relate to:
•

monitoring and reporting of imputed emissions for ‘upstream’ liable parties

•

‘netting out’ emissions where a ‘downstream’ party is liable for part of what would
otherwise be an ‘upstream’ party’s liability

•

verification of emissions data

•

accreditation of verifiers.

Transitioning to a NETS
The Taskforce proposes that the NSW and ACT GGAS and the Queensland Gas
Generation Scheme transition into the NETS when the national scheme is introduced.
Appropriate arrangements will be required to ensure that those who have invested in good
faith in the state and territory schemes are not disadvantaged by the transition.

Linking with international schemes
The introduction of the NETS in Australia and the ratification of the Kyoto Protocol raise
the possibility of linking the scheme with similar schemes overseas.
The creation of linkages between emissions trading schemes is generally viewed as an
effective means of increasing the availability of greenhouse gas abatement options and
reducing compliance costs for scheme participants.
There are two ways in which the NETS could be linked to other schemes: bilaterally and
unilaterally.
Bilateral linking involves the mutual acceptance of permits between two schemes. This
increases the range of mitigation options available to market participants and allows the
aggregate emissions cap of the two schemes to be met at a lower cost, with a common
emissions price. While immediate bilateral links are not considered or proposed in this
report, the scheme design has taken the possibility of future bilateral links into account.
Alternatively, the NETS could link unilaterally with overseas schemes. This would allow
firms in Australia to purchase permits from other schemes around the world and use them
to meet their obligations under the domestic scheme. There would be no need for the
overseas schemes to recognise permits created under the NETS. The two markets would
remain separate, and a single permit price would not necessarily emerge.
In the short term, unilateral links to the flexibility mechanisms under the Kyoto Protocol are
recommended. The benefits of such links would include incorporating the Australian carbon
market into the international carbon market and helping to facilitate the transfer of
technology from developed to developing countries.
Currently, the Taskforce sees no need for qualitative limits to apply to the acceptance of
CERs or ERUs (that is, all CERs or ERUs could be used for Australian NETS compliance),
other than a ban on the use of temporary credits issued under the Clean Development
Mechanism for afforestation and reforestation projects.
A quantitative limit should apply to the acceptance of international offset credits for an
interim period until future international permit price pathways, permits prices under the
NETS and their implications become clearer. The Taskforce recommends that the limit be
established by the scheme developer.
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In order to allow imports of Kyoto units, Australia would need to need to be compliant with
Article 17 of the Kyoto Protocol and have its registry linked to the International Transaction
Log (ITL).

Complementary measures
The NETS will cap emissions and create an explicit emissions price in the sectors covered by
the scheme. The Commonwealth, state and territory governments and many stakeholders
believe that an emissions price alone will not be sufficient to drive Australia’s transition to a
low-carbon economy. Complementary measures will be required in a number of areas:
•

Driving emissions reduction in sectors not covered by the NETS. In the initial stages of the
NETS, it is proposed to exclude the agriculture sector and the land use, land use
change and forestry sector, with decisions still to be taken on open-cut coal mines
and waste. Efforts should still be made to identify and drive emissions reductions in
these sectors through alternative policy tools, to ensure that they contribute to longterm emissions reductions in a cost-effective manner.

•

International negotiations. Australia alone cannot affect the rate of climate change. We
must contribute effectively in international negotiations to help bring about
meaningful international action to reduce global greenhouse gas emissions.

•

Research, development and demonstration of new technologies and abatement opportunities. New
technologies will be needed to achieve emissions reductions. Policies will be required
to support innovations in Australia and to participate in international efforts to lower
their costs and hasten their deployment.

•

Areas where non-price barriers predominate. In some areas, the barriers to emissions
reduction are non-monetary. For example, in the field of energy efficiency, price
incentives may be insufficient to overcome the barrier of poor information.
Additional policy measures will be required to overcome such barriers.

•

Informing, educating and persuading individuals to respond to climate change. Outreach and
education activities are required to explain the need for action and demonstrate
simple and practical ways individuals can tackle climate change.

•

Implementing strategies to adapt to the impacts of climate change. Even if no greenhouse gases
were emitted from tomorrow, the momentum behind climate change would ensure
that global mean temperatures would still continue to rise over the next 30 to 50
years. Therefore, measures are needed to adapt to the unavoidable impacts of climate
change in Australia.3

A separate but related set of policies will also be needed to help people and organisations
adjust to the NETS. As noted above, two potential areas in which complementary policies
may be needed are:

3
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•

assistance for households, in particular low-income households, to manage higher
energy prices as a result of the NETS (a wide range of measures should be
considered, including energy-efficiency measures)

•

assistance for particular groups of workers or regions disadvantaged by structural
changes to the economy driven by the NETS.

N Stern, The economics of climate change: the Stern Review, Cambridge University Press, Cambridge, 2006
pp. 319, 345, 346.
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The auction of permits under the NETS will generate revenue that could be used to fund
complementary measures. While recognising that it is not desirable to link auction revenue
directly to funding complementary measures, the PMTG stated:
… there is merit in the broad principle that revenues raised are best directed to meeting the abatement
challenge that has prompted Australia to consider adopting emissions trading. (PMTG Report, p. 118)

The Taskforce agrees that auction revenue could be directed towards assisting parties
adversely affected by the introduction of the NETS and to complementary emissions
reduction measures.
Commonwealth, state, territory and local governments already operate a range of greenhouse
gas emissions reduction measures. All other greenhouse programs and policies should
complement the NETS, and the Commonwealth Government intends to review all
greenhouse programs in 2008 to ensure that they do.4 The Taskforce agrees that the
implementation of the NETS will require a cooperative and comprehensive review of
existing programs to ensure that the NETS is able to operate effectively as part of a coherent
and streamlined package of national greenhouse measures.
Effective complementary policies will:
•

address market failures that are not overcome by an emissions price alone

•

be the most cost-effective means of addressing market failure, compared with all
alternative policy options

•

be subject to review and evaluation from time to time.

A national ‘one size fits all’ response would be inappropriate. Sensible complementary
measures will vary between states and territories because of differences in jurisdictions’
natural resource endowments, the composition of their industrial bases, the nature of their
energy markets, their climatic conditions and their energy consumption patterns.

Accommodating multiple objectives
A well-designed NETS must strike a balance between a number of priorities. From an
environmental perspective, it is necessary to ensure that the scheme achieves meaningful
reductions in greenhouse gas emissions and makes a significant contribution to Australia’s
response to climate change. It will also be important to ensure that emissions reductions are
achieved efficiently. The NETS design must recognise the possible implications of an
emissions price for Australia’s international competitiveness and, where possible, introduce
measures to limit any negative effect on economic growth. Emissions reductions need to
occur within a stable framework that gives firms the necessary certainty to invest. The
scheme needs to be flexible enough to ensure that it can adapt to changes in international
obligations, developments in abatement technologies, and future developments in the
science of climate change. Finally, the scheme needs to produce equitable outcomes among
affected parties and throughout the community.

Environmental integrity
The primary objective of the NETS is to reduce greenhouse gas emissions. Therefore, the
scheme design feature that is most important for environmental integrity is the stringency of
the scheme cap.

4

Australian Government, Australia’s Climate Change Policy: Our economy, our environment, our future, July 2007.
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However, other elements of the scheme design have an impact on the environmental
integrity of the scheme, including:
•

breadth of scheme coverage

•

robust emissions monitoring, reporting and verification

•

the setting of a penalty for non-compliance that is above the estimated marginal cost
of abatement

•

the stringency of the offset regime

•

a permit allocation methodology that does not have the effect of weakening the
scheme cap or creating incentives to continue to emit.

It is also important to note that initiatives which emerge as part of the NETS may generate
important co-benefits or dis-benefits for the environment, beyond their impact on
emissions. For example, forestry initiatives that emerge as part of an offsets framework may
have implications both for biodiversity and for water resources. It will be important that
such impacts are taken into account in broader policy settings. However, the NETS will not
be the appropriate policy tool to address all such impacts. Accordingly, there will be a role
for other environmental policy instruments in managing these issues.

Minimising the economic impact of the scheme
The basic rationale for introducing the NETS is that it will enable society to achieve a
desired reduction in emissions at least cost. This has two broad components: developing an
efficient scheme and minimising adverse economic impacts from transitioning the economy.
One key advantage of a NETS is that its permit trade mechanism allows the market to
identify the least-cost way to achieve a given emissions reduction target. It does not rely on
government or bureaucratic direction to identify activities that should be targeted for
emissions reductions.
Any policy that restricts greenhouse gas emissions will create changes in the economy, and
these need to be managed carefully to minimise adverse impacts. Transition costs can arise
when the NETS commences (as stakeholders adjust to the introduction of the new scheme)
or during its operation (for example, if there are shocks to international offset markets that
cause price volatility). Two key areas where transition costs will need to be managed are
TEEIIs and offsets.

Investor certainty
For many investors, climate change (or, more specifically, the response of governments to
climate change) is an important source of uncertainty. This is particularly true for
investments that would emit greenhouse gases directly (such as some types of electricity
generators), or those that would rely heavily on inputs that emit greenhouse gases during
production (such as aluminium producers). These investments are typified by large up-front
capital costs and assets with long productive lives. Long-lived investments are more
vulnerable to uncertainty for two reasons. First, the longer the life of the investment, the less
information there is about variables that may influence its profitability further into the future
(some of which are mentioned above). Second, uncertainty raises the rate of return that
investors require to undertake an investment (the so-called ‘hurdle’ rate of return).
Of course, investors routinely deal with risk and uncertainty in a range of areas. Almost
every aspect of a business’s costs and revenues is subject to some level of uncertainty. Wage
rates may be uncertain beyond the end of the current agreement; interest rates may change,
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affecting the cost of debt; prices of raw materials fluctuate in world markets; and product
prices may be affected by competition or the development of new technologies.
The decision by the Commonwealth Government on scheme caps will be an important
determinant of the environmental and economic impact of the scheme. The Taskforce
considers that it is imperative that information on scheme caps and gateways be provided to
the market as soon as possible. At the least, ranges of firm caps for the first 10 years of the
scheme should be announced in 2008.
In addition, to encourage investors to make the required long-term investments in a manner
that increases Australia’s capacity to achieve large future reductions in emissions, a range of
features has been included in the proposed NETS to promote investor certainty. Those
features include:
•

establishment of a long-term aspirational goal of a 60% reduction in national
emissions compared with 2000 levels by 2050

•

agreement on permit allocation rules before scheme commencement

•

periods of notice before significant changes to the coverage of the scheme

•

allowing permit banking

•

limits on the use of international offset credits

•

a set penalty level (or ‘emissions fee’).

Flexibility
The proposed design for the NETS allows a flexible response to developments as they arise.
Advances in technology and the science of climate change are likely to continue into the
future. A future Australian Government may commit to international obligations for
greenhouse gas emissions reductions.
The need to maintain flexibility is a key reason for committing to firm caps for no longer
than 10 years, which would otherwise be desirable for various reasons. Flexibility will be
achieved partly through the use of gateways that allow scope for caps to be adjusted in the
face of change.
The PMTG Report proposed a flexibility mechanism to respond to possible future changes
in climate change science. The PMTG noted that there could be a case for holding back part
of the auction revenues in case it becomes necessary for the government to re-enter the
market to purchase permits if an emissions caps settled now turned out to be too high (due
to changes in climate change science).5
While it is important to maintain flexibility in relation to possible permit transactions by
government, the Taskforce considers that this is best achieved through normal budgetary
processes, rather than strict hypothecation of auction revenues for a purpose that may or
may not eventuate.

5

Prime Ministerial Task Group on Emissions Trading (PMTG), Report of the Task Group on Emissions Trading,
Department of the Prime Minister and Cabinet, Canberra, May 2007, p. 118.
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Equity
The Taskforce’s NETS design proposes to address equity objectives for industry and
households through a number of mechanisms, but principally through permit allocation. The
guiding principle for permit allocation should be to assist those who would otherwise be
most adversely affected by the introduction of the scheme. For firms, this can be achieved
through a direct allocation of free permits. For other groups, potentially including
low-income households, regions or groups of workers, auction revenue provides a possible
revenue source to provide assistance, which could take a variety of forms.

Next steps
This report seeks to make a contribution to the ongoing design of the NETS.
It is recognised that the Commonwealth Government will — and should — be responsible
for the design and implementation of the scheme. However, there is a role for the states and
territories in contributing to this work beyond the publication of this report.
There is a clear need for all levels of government to work together to create a
comprehensive, coherent and streamlined approach to climate change. This will require
consultation and cooperation. The appropriate forum for developing a truly national policy
approach to climate change is COAG.
The Taskforce is continuing to undertake additional modelling of possible scheme caps, with
the aim of identifying caps that will place Australia on track to achieve a 60% reduction in
national emissions levels compared with 2000 by 2050.
With the completion of this report and that additional modelling, the Taskforce will have
fully addressed its terms of reference.
The Taskforce has played a useful role in allowing the states and territories to work together
to identify common goals, concerns and solutions. A similar forum may be needed to
provide consolidated input to future Commonwealth-led processes.
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Designing a national emissions trading scheme
for Australia

The public debate on climate change and emissions trading has moved considerably since the Taskforce
released its Discussion Paper in August 2006. There is widespread public support for action to reduce
greenhouse gas emissions, which has been translated into commitments on emissions trading by the state and
territory governments, the Commonwealth Government and the Federal Opposition. The challenge now is to
give flesh to those commitments.
This report makes a contribution to the next stage of work — the detailed design and implementation of a
national emissions trading scheme. Emissions trading on its own will be insufficient to meet the challenges
presented by climate change. A broad suite of measures is needed. This requires a comprehensive, coherent
strategy agreed by all levels of government.
It should be noted that this report details a design for a national emissions trading scheme which has been
developed by state and territory officials. The report, and its recommendations, do not represent the formal
policy positions of individual state and territory governments. Premiers and Chief Ministers have agreed to the
report being released as an input into their ongoing engagement with the Commonwealth Government and
Professor Ross Garnaut’s Climate Change Review.

1.1

Policy settings and priorities

This Final framework report on scheme design outlines a model design for a national emissions
trading scheme (NETS) that could be implemented in Australia. It has been prepared by the
National Emissions Trading Taskforce, which comprises representatives from all states and
territories. It builds on the work undertaken by the Taskforce in its 2006 Discussion Paper
(Possible design of a national emissions trading scheme) and the report of the Prime Ministerial Task
Group on Emissions Trading (PMTG), published in June 2007. Since it is evident that the
Commonwealth Government will implement the NETS, this report is designed as an input
to the scheme design process. This report details scheme design elements that have been
developed by state and territory officials. The report, and its recommendations, do not
represent the formal policy positions of individual state and territory governments.
In the past year, the Australian public debate on climate change in general, and emissions
trading in particular, has been transformed. There has been a sea change in public awareness
of climate change, and there now appears to be widespread support for further action. Since
the Taskforce released the Discussion Paper in August 2006, a number of factors have
altered the policy background:
•

The Stern Review highlighted the urgent need for action to reduce emissions, and
estimated the costs of inaction.1

•

The Intergovernmental Panel on Climate Change (IPCC) released elements of its
Fourth Assessment Report.2

•

In February 2007, all state and territory governments committed to introducing a
NETS by the end of 2010 if the Commonwealth Government failed to commit to
such a scheme. The Council for the Australian Federation also agreed that the NETS

1

Stern, The economics of climate change.

2

See http://www.ipcc.ch
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should put Australia on a path to reduce national emissions by 60%, compared with
2000 levels, by 2050.
•

In May 2007, the PMTG released its report recommending that Australia adopt a
NETS.3

•

The new Commonwealth Government has committed to implementing a NETS by
the end of 2010, after having confirmed its support for a long-term emissions
reduction target of 60% below 1990 levels by 2050.

•

The Garnaut Climate Change Review was commissioned by Australia’s state and
territory governments on 30 April 2007. The review will examine the impacts of
climate change on the Australian economy, and recommend medium- to long-term
policies and policy frameworks. The Prime Minister will bring the Commonwealth
into the review.

The need for action is clear. Public support is widespread. Commitments at all levels of
government have been made.
Today’s priorities are practical — filling in the details of high-level policy concepts to a point
where they can be implemented. The design of the NETS involves myriad small decisions,
which, taken together, will ultimately determine its success.
This report contributes more detailed design considerations to this process.
Emissions trading will be the central pillar of Australia’s strategy to reduce greenhouse gas
emissions. However, emissions prices alone will not be enough. The problem of reducing
emissions is too large, too widespread and too complex — other elements are necessary.
A comprehensive and coherent national climate change strategy is required. As the Council
for the Australian Federation stated on 9 February 2007:
Governments must work together to deliver a national response to the widespread economic challenge
of climate change.
Climate change represents the ‘greatest and widest ranging market failure ever seen’ and therefore
necessitates government intervention. While the challenges presented by climate change are great, they
are not insurmountable if governments work together. It is the responsibility of all Australian
governments to work collaboratively across their respective jurisdictions.4

1.2

The need for action

The Discussion Paper highlighted scientific conclusions that anthropogenic greenhouse gas
emissions are influencing the climate, and that this is expected to have significant adverse
consequences for Australia and the rest of the world.
The IPCC’s Fourth Assessment Report sets out updated scientific evidence of climate
change, and concludes that:
•

there is unequivocal evidence that the world is warming

•

most of the observed increase in global temperatures since the mid-20th century is
‘very likely’ due to the observed increase in anthropogenic greenhouse gas
concentrations

3

PMTG Report.

4

Council for the Australian Federation, communiqué, 9 February 2007, p. 14.
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•

continued greenhouse gas emissions at or above current rates would cause further
warming and changes in the global climate system during the 21st century that would
‘very likely’ be larger than those observed during the 20th century.5

The PMTG Report also highlighted the risks associated with global warming:
While there remains uncertainty about the precise scale and consequences of climate change, there is a
general agreement that it poses a threat to global development and living standards as we move further
into this century.
The potential impacts of climate change are significant. Changes in rainfall patterns, ongoing water
security problems and changes in ecosystems all appear possible. Although the impacts will vary in
scope, intensity and geographical spread, the IPCC … suggests that average global sea levels will rise
and polar ice areas will continue to retreat. Many countries and communities, including in our region,
will face particularly severe problems. (pp. 15–16)

From a domestic perspective, the Discussion Paper highlighted several reasons why
Australia should adopt a NETS in response to the threats of climate change:
•

There is a need to reduce the uncertainty faced by investors, particularly in energy
markets and in energy-intensive industries. Most regard a price on emissions as
inevitable, but uncertainty about when such a price would apply and how high it
would be limits investors’ ability to make informed decisions.

•

If emissions are to be reduced substantially by the middle of the century, we need to
start reducing emissions now if we are to avoid major disruptions to the economy in
the future.

•

Taking domestic action gives Australia a more credible international negotiating
position when encouraging other countries to reduce their emissions.

•

Emissions trading creates an incentive to deploy zero- or low-emissions
technologies.

The PMTG Report also acknowledged most of these benefits:
After careful consideration, the Task Group has concluded that Australia should not wait until a
genuinely global agreement has been negotiated. It believes that there are benefits, which outweigh the
costs, in early adoption by Australia of an appropriate emissions constraint. Such action would enhance
investment certainty and provide a long-term platform for responding to carbon constraints. Combined
with Australia’s existing domestic and international work on technology development and cooperation,
including the Asia–Pacific Partnership for Clean Development and Climate, it would position us to
contribute further to the development of a truly comprehensive international framework. (p. 6)

1.3

Objectives of scheme design

This report sets out recommendations for the design of a cap-and-trade emissions trading
scheme (see Box 1-1 for an outline of the scheme).
Each design element of the NETS involves choices between multiple policy options. When
making these choices, the Taskforce has been guided by the same objectives that guided the
proposals set out in the Discussion Paper:
•

5

Environmental integrity. The purpose of the emissions trading scheme is to reduce
greenhouse gas emissions. The environmental integrity of the scheme is therefore of
central importance in scheme design.

IPCC 2007, ‘Summary for Policymakers’ in Climate change 2007: the physical science basis.
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•

Minimising impacts on the economy. Constraining greenhouse gas emissions is a
significant economic change that must be managed carefully. Economic impacts will
be minimised if the scheme is constructed as efficiently as possible, promotes leastcost reductions in emissions, and caps the cost of compliance. Also, until there is
widespread international action on emissions reductions, the competitiveness of
Australian trade-exposed industries must be protected.

•

Investor certainty. Reducing greenhouse gas emissions while maintaining our economic
prosperity requires a huge investment effort over the coming decades. Creating an
environment of predictability and certainty in relation to policy settings will assist
this process.

•

Flexibility. The future is uncertain. The scheme needs to be flexible in the face of new
information emerging from climate change science, international obligations, and the
unknown costs and nature of new technologies.

•

Equity. Like any large policy change, introducing a NETS will create winners and
losers. It is important to take equity into account when designing the scheme and,
where necessary, to assist those who would otherwise be most adversely affected
by it.

Many elements of the scheme design set out in this report affect these objectives. The report
explains how the objectives have been taken into account, and Chapter 13 (‘Accommodating
multiple objectives’) summarises how the scheme balances them.
Box 1-1: How does a cap and trade emissions trading scheme work?
The essential elements of an emissions trading scheme are:
•

Emissions are capped at some level in each period.

•

Permits to emit greenhouse gases are issued for each period.

•

There is a penalty for non-compliance; the penalty underpins a value for emissions.

•

Participants can trade permits among themselves.

The price of permits is not set by governments; rather, it emerges from the market, subject to
any upper limit (the penalty) set by governments to constrain economic impacts.
Firms are likely to be willing to pay for permits if their internal costs of abatement are higher
than the price of permits.
Firms would be willing to sell permits if the revenue received from selling permits exceeds the
profits from using them.

1.4

Framework for scheme design

This report is consistent with the proposals set out in the Discussion Paper in 2006.
Responses from stakeholders confirmed that the basic framework was sound. The
recommendations of the PMTG Report were also consistent with the design framework
recommended by the Taskforce.
As the Taskforce developed the design further, its analysis was greatly assisted by the written
submissions of 130 stakeholders and numerous public consultation meetings. The Taskforce
also built upon the analysis contained in the PMTG Report.
This report confirms the key elements of the initial framework, and advances its level of
detail.
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The most significant change in the proposed design framework relates to scheme coverage.
The terms of reference for the Taskforce initially focused on the stationary energy sector.
Based on feedback from many stakeholders, and findings from continued analysis, the state
and territory governments amended the terms of reference in July 2007 to allow the
Taskforce to consider a scheme with broader coverage. Consequently, this report considers a
scheme which includes sectors beyond the stationary energy sector, and discusses the
potential for a scheme to have economy-wide coverage.
A state and territory NETS was to be implemented only if the Commonwealth Government
failed to introduce such a scheme. It now seems clear that the Commonwealth, rather than
the states and territories, will introduce and administer the NETS. This is consistent with the
long-standing position of the state and territory governments, which have consistently called
upon the Commonwealth to be involved.

1.4.1

Governance arrangements

Given that the Commonwealth Government will be implementing the NETS, there are
three roles for state and territory governments:
1. Collaborating on scheme design. A collaborative arrangement through the Council of
Australian Governments (COAG) is required. Such cooperative federalism would
build on the more than three years of consistent work through the Taskforce,
including extensive stakeholder consultation, that has assisted the states and
territories to develop considerable expertise in this area of policy. Some jurisdictions,
such as NSW and the ACT, have practical experience of implementing an emissions
trading scheme through the NSW and ACT Greenhouse Gas Reduction Scheme
(GGAS). States and territories have a close relationship with key sectors that may be
affected by the scheme, and have a detailed understanding of how a scheme will
affect those sectors and how the impacts could be managed. The states and
territories will also need to work with the Commonwealth to identify and address
problems faced by groups — such as particular communities or regions — that may
be particularly affected by the introduction of the NETS.
2. Developing a coherent and comprehensive national climate change strategy. All levels of
government need to work together to harmonise and streamline existing programs,
to eliminate duplication and to remove redundant policies. Gaps in current policies
will also need to be addressed — cost-effective strategies in relation to energy
efficiency, transport and agriculture emissions are obvious areas for further
investigation. The most appropriate policy levers need to be identified, whether they
be at the state and territory or Commonwealth level.
3. Contributing to analysis of suitable emissions reductions trajectories. The states and territories
have direct commitments to and responsibilities for greenhouse gas emissions
reduction. While this report does not make firm recommendations for scheme caps,
the states and territories have agreed that the NETS should place Australia on a path
to reduce national emissions by 60% by 2050, compared with 2000 levels.
The most important element to take into account when considering caps and gateways is
their contribution to the achievement of a long-term emissions reduction target. There is no
point in introducing an emissions trading scheme that does not contribute to a significant
reduction in emissions.
The Taskforce recognises that other mechanisms (the Garnaut Review and the
Commonwealth Treasury Department analysis) are tasked with recommending emissions
cap trajectories for Australia to achieve a long-term emissions reduction target.
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1.5

Outline of this report

The remainder of this report is structured as follows:
Chapter 2

discusses the proposed coverage of the NETS, taking into account the
likelihood of much broader coverage than stationary energy, as proposed in the
Discussion Paper.

Chapter 3

contains a discussion of the scheme emissions cap — its form, the criteria that
should guide its level, mechanisms for extending the cap over time, and
preliminary guidance as to its settings.

Chapter 4

expands on the Discussion Paper’s proposals for permit allocation.

Chapter 5

discusses the design parameters for auction arrangements for permits that are
not allocated free of charge.

Chapter 6

discusses compliance issues, including banking and penalty proposals.

Chapter 7

contains proposed arrangements for offsets.

Chapter 8

discusses a range of implementation issues, including the proposed role of state
and territory governments, now that the Commonwealth has indicated that it
will introduce the NETS.

Chapter 9

discusses aspects of emissions monitoring, reporting and verification.

Chapter 10 sets out proposed transitional arrangements for GGAS and the Queensland
Gas Generation Scheme.
Chapter 11 discusses the way the NETS will link to schemes operating internationally and
the practical implications of such links.
Chapter 12 considers the complementary non-NETS measures that will be needed to
reduce Australia’s emissions cost effectively and equitably.
Chapter 13 summarises the way in which the design proposed in this report can meet the
scheme’s multiple objectives.
Appendices provide further detail on public submissions in response to the Discussion
Paper, lessons learned from the European Union Emissions Trading Scheme,
auction arrangements, offsets, complementary measures, compliance timing
and phasing, and a comparison of the recommendations of this report with
those of the PMTG Report.
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2

Coverage

It is assumed that the coverage proposed by the Prime Ministerial Task Group on Emissions Trading in its
May 2007 report will be the coverage of a future NETS in Australia.
This chapter analyses the proposed coverage of the NETS and sets out the key issues associated with covering
each category of emissions, including which gases would be covered under the scheme.

2.1

Introduction

This chapter takes as its starting point the broad proposals for scheme coverage contained in
the Report of the Task Group on Emissions Trading, published by the Prime Ministerial Task
Group on Emissions Trading (PMTG). The PMTG’s proposed coverage is broader than
that proposed by the Taskforce in its 2006 Discussion Paper. This chapter identifies the
implications, issues and further decisions required for implementation of the NETS
coverage proposed by the Commonwealth Government.
The Commonwealth Government may opt to commence the NETS before 2012 (for
example, in 2010). Appendix G sets out how a phased scheme introduction could operate,
based on the availability of emissions reporting data required for the inclusion of a sector in
the NETS.
This chapter:
•

defines scheme ‘coverage’ (Section 2.2)

•

describes the context of Australia’s national greenhouse gas emissions and changes in
sectoral contributions (Section 2.3)

•

summarises the Discussion Paper proposals, stakeholder feedback, the PMTG
proposals, and the Taskforce’s findings on broader coverage (Sections 2.4 to 2.6)

•

analyses the sources proposed for coverage in terms of points of liability, accuracy of
emissions monitoring and issues particular to each source (Section 2.7)

•

analyses the proposed coverage by greenhouse gas type (Section 2.8)

•

analyses proposed thresholds for coverage of facilities (Section 2.9)

•

proposes a process (in conjunction with the processes outlined in Appendix F) for
the expansion of coverage to additional emissions sources (Section 2.10).

2.2

Definition of ‘coverage’

The coverage of an emissions trading scheme is the range of parties that the scheme will
require to:
•

monitor, report and verify their greenhouse gas emissions

•

acquit sufficient permits to cover those emissions at the end of a compliance period,
or otherwise pay a penalty.

These parties are referred to as the ‘covered parties’ under the scheme. The point at which
monitoring and reporting of emissions is required (and which forms the basis of the
subsequent permit acquittal liability) is called a ‘point of liability’ under the scheme.
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Individual businesses would most likely be the covered parties under the scheme, in
accordance with their responsibilities under the national greenhouse and energy reporting
system (NGERS — see Chapter 9 for further detail). They would be required to monitor
and acquit permits for emissions of specified gases arising from each of their facilities, or
from their facilities in aggregate, where the total emissions met or exceeded the threshold for
emissions liability.
Box 2-1: Hypothetical example: coverage, covered party and points of liability
A major company owns a coal-fired baseload power station and an underground black coal
mine. If scheme coverage included stationary energy and fugitive emissions, the company
would have the responsibility to report carbon dioxide, methane and nitrous oxide emissions
from both the power station and the mine, if both emitted above a threshold of 25,000 tonnes of
carbon dioxide-equivalent emissions per year.
There would be two points of liability for the company: one at the power station and one at the
coal mine.
The power station would be required to monitor, report and acquit permits for its carbon
dioxide-equivalent emissions from burning coal for electricity generation, plus any other direct
on-site emissions that occurred at the power station premises.
The mine would be required to do the same for its total carbon dioxide-equivalent emissions
arising from its direct fuel use at the mine site, and carbon dioxide emissions from its methane
capture and destruction technology (if installed).

2.3

Australia’s national greenhouse gas emissions, 2005

Australia emitted 559 million tonnes (Mt) of greenhouse gases, measured as carbon dioxideequivalent (CO2-e) emissions, in 2005. This is 102.2% of the 1990 emissions level of 547 Mt
CO2-e. However, the aggregate masks significant subsectoral changes, as shown in Figure
2-1 and Figure 2-2.
Figure 2-1: 1990 emissions (547 Mt CO2-e)
Waste, 3%
Land use, land use
change and forestry,
24%

Fuel combustion –
stationary energy,
36%

Agriculture, 16%

Industrial processes,
5%

Fugitive emissions
from fuels, 5%

Fuel combustion –
transport, 11%

Source: Australian Greenhouse Office, National Greenhouse Gas Inventory 2005: Accounting for the 108% Target, p. 1.
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Figure 2-2: 2005 emissions (559 Mt CO2-e)
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Source: Australian Greenhouse Office, National Greenhouse Gas Inventory 2005: Accounting for the 108% Target, p. 1.

Waste, agriculture, fugitive and industrial process emissions have changed relatively little
since 1990. In contrast, land use, land use change and forestry (LULUCF) emissions have
fallen by 95 Mt CO2-e (73%) over that time, mainly in the early 1990s, while fuel combustion
emissions have increased in aggregate by 102 Mt CO2-e (40%) over the same period.1
These two effects (falling LULUCF emissions and rising fuel combustion emissions) almost
offset each other between 1990 and 2005. However, on current projections there is little
remaining scope for further reductions in net LULUCF emissions, which are expected to fall
by only another 9 Mt CO2-e by 2010 and stabilise thereafter. In contrast, fuel combustion
emissions are projected to continue to increase another 33 Mt CO2-e by 2010, and another
100 Mt CO2-e by 2020. The Australian Greenhouse Office projects total national emissions
to reach 702 Mt CO2-e (127% of 1990 levels) by 2020.

2.4

Taskforce’s 2006 Discussion Paper proposals

The focus of scheme coverage investigation and analysis for the Discussion Paper was on
stationary energy emissions and to a lesser extent on fugitive emissions, as fugitive emissions
are an integral part of the stationary energy fuel cycle.
The details of the Discussion Paper coverage proposals are in Appendix G of this report. In
summary, the Discussion Paper set out a preferred option of a phased introduction of
coverage for a NETS as follows:

1

•

commencement with coverage of electricity generators only

•

expansion of coverage within five years to include all remaining stationary energy
sources, small gas use (via coverage of retailers) and gas transmission and distribution
fugitive emissions, when emissions data became available.

Stationary energy 83 Mt, or 43%, and transport 18.5 Mt, or 30%. Australian Greenhouse Office, National
Greenhouse Gas Inventory 2005.
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The Discussion Paper also set out an alternative option under which all the sectors listed
above would be covered from the time of scheme commencement.
Given the terms of reference for the Taskforce at that time, the Discussion Paper did not
propose coverage of other sectors, although it suggested a process for possible expansion of
scheme coverage over time to sectors such as transport and industrial processes and to cover
remaining fugitive emissions.
Many stakeholders commented on the Discussion Paper’s scheme coverage proposals. The
key messages arising from submissions were that:
•

there was a widely held preference for broader coverage at commencement than that
proposed in the Discussion Paper — at the very least, all stationary energy needed to
be covered from the start

•

there should be a legislated timetable for a rapid expansion of scheme coverage
beyond the emissions sources covered at commencement

•

if a phased expansion of coverage were to be undertaken, the phasing periods
needed to be shorter than the five years proposed — no more than 18 months to
three years.

Overall, there was limited support for the Discussion Paper’s preferred option of phased
coverage. There was greater support for the alternative option (coverage of all stationary
energy from scheme commencement), but a clear preference for coverage broader than
stationary energy.

2.5

Prime Ministerial Task Group proposals

The PMTG proposed that the NETS should cover all energy, industrial processes and
fugitive emissions from commencement. Agriculture and LULUCF would be excluded until
measurement issues were resolved. The PMTG recommended that the practicality of
covering emissions from the waste sector and from open-cut coal mines be investigated
further during the detailed design phase.
The proposal forms the basis of the remainder of this chapter.

2.6

Extension of Taskforce terms of reference

As noted above, stakeholder feedback was strongly in favour of considerably broader
coverage than proposed in the Discussion Paper.
The Council for the Australian Federation amended the Taskforce’s terms of reference in
2007, directing the Taskforce to examine and make recommendations on coverage broader
than that proposed in the Discussion Paper.
The Taskforce considered both broad initial coverage and broad coverage via expansion in
one or more phases. Phasing is potentially a very complex process, which would require the
assignment of considerable resources to the development of a suite of transitional coverage,
offsets and emissions accounting rules. Those rules would then apply for a relatively short
time before the non-covered sectors were phased in.
The Taskforce formed the view that it would be more efficient to have the NETS
commence with broader coverage than that proposed in the Discussion Paper, and so avoid
the complexity of the phasing arrangements that would otherwise be required.
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2.7

Coverage by emissions source

The key elements that enable an emissions source to be included in the coverage of an
emissions trading scheme are:
•

the availability of suitable points of liability

•

the availability of emissions monitoring and reporting systems

•

the capacity to undertake low-cost and accurate monitoring, reporting and auditing
of emissions.

This section first examines the development of a national greenhouse and energy monitoring
and reporting scheme, and then examines each proposed covered sector in terms of:
•

point of liability

•

accuracy of measurement or estimation

•

other issues, if any, particularly relevant to the sector’s coverage under the NETS.

2.7.1

National greenhouse and energy reporting system

The availability of monitoring and reporting systems has changed significantly since the
initial coverage proposals were prepared. With the passage of the National Greenhouse and
Energy Reporting Act 2007 in September 2007, the beginnings of comprehensive, mandatory
national greenhouse and energy reporting system (NGERS), will in place by 1 July 2008.
Once the emissions reporting system is in place, the effect of an emissions trading system is
simply to assign a permit acquittal liability to the emissions monitored and reported. The
NGERS will meet the need for a monitoring and reporting system, but will not necessarily
supply the capacity to undertake low-cost and accurate monitoring.
The NGERS will not make emissions monitoring methodologies any more accurate per se,
but its establishment in conjunction with a clear signal that an emissions trading scheme is to
be put in place will create strong incentives to improve existing methodologies or develop
new ones.
Related to this, the establishment of the NGERS will also result in a set of consistent data,
across all covered sectors, that can be used to improve projections of future emissions levels
and thereby inform cap and gateway setting. However, the Taskforce also considers that, if
early years’ data from the NGERS are subject to teething problems (as were experienced
with the National Pollutant Inventory and the NSW Load-Based Licensing Scheme), this
could delay or adversely affect cap and gateway setting. The Taskforce strongly encourages
the commitment of significant resources and the accelerated development of the NGERS to
avoid or minimise this risk.
Currently, it is not clear that the NGERS can accommodate ‘upstream’ liability, as proposed
for coverage of transport emissions and sub-threshold stationary energy emissions. This is
discussed further in the following sections.

2.7.2

Stationary energy emissions

Stationary energy contributes 50% of Australia’s total greenhouse gas emissions, and has
been the fastest growing source of emissions since 1990. Emissions from stationary energy
to 2020 are projected to grow faster than those from all other sectors, apart from industrial
processes. Electricity generation emissions form the largest component of stationary energy
emissions, at 70% (or 35% of total national emissions in 2005). Figure 2-3 gives more detail
on the breakdown of stationary energy emissions.
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Figure 2-3: National and stationary energy emissions, 2005 (559 Mt CO2-e)
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Source: Australia's National Greenhouse Accounts online, http://www.greenhouse.gov.au/inventory/index.html.

2.7.2.1

Point of liability

The PMTG recommended coverage of all stationary energy sources emitting more than
25 kt CO2-e per year, along with upstream coverage of sub-threshold sources via liability
placed on gas suppliers and coal suppliers.
The point of liability in the stationary energy sector can be set at the facility where fuel
combustion occurs and results in emissions greater than the 25 kt CO2-e threshold
(thresholds are discussed in more detail in Section 2.9). Appropriate boundaries of corporate
control for facility-level reporting are being developed under the NGERS process. It is
expected that the introduction of the NETS will involve assignment of permit acquittal
liability to those reporting entities based on the NGERS boundaries.

Sub-threshold petroleum-based fuel use
A small proportion of stationary energy sector emissions arises from ‘mobile sources’2 or
from stationary combustion of petroleum-based fuels. These can be covered either at the
facility where total emissions exceed the 25 kt CO2-e threshold (e.g. diesel-fuelled mining
equipment at a mine site where emissions exceed this threshold) or via an upstream point of
liability (e.g. for vessels, farming and forestry equipment) under which the permit acquittal
liability lies with the fuel supplier. As these fuels are supplied by transport fuel providers, the
upstream point of liability for sub-threshold emissions arising from petroleum-based fuel use
should be set at the same point as for transport fuel emissions. (This is addressed in more
detail in Section 2.7.4.1, which examines an upstream point of liability for transport fuels.)

2
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These are mobile emissions sources that are not classified as ‘transport’ and are therefore not included in
the transport sector emissions, such as lawnmowers, fishing boats, and farming and forestry equipment.
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A protocol should be developed to minimise transaction costs and ensure that there is no
double counting of emissions arising from the use of petroleum-based fuels at abovethreshold stationary energy facilities. (This is discussed in more detail in Section 2.7.4.)

Sub-threshold natural gas use
Setting the point of liability for natural gas coverage is more complex. In line with prevailing
views in stakeholder submissions, the Discussion Paper adopted the principle that the point
of liability should be set as close to the point of emission as possible (which resulted in a
‘hybrid approach’).
A hybrid coverage system with partial coverage at the point of emission and partial upstream
coverage must be able to identify accurately which upstream gas providers are supplying
which above-threshold downstream gas users. This is required to ensure that a ‘net-out’
occurs and to avoid emissions liability being assigned twice. In practice, this makes it difficult
to set a point of liability for natural gas at either the level of the natural gas processing plant
or at the level of natural gas transmission/distribution companies.
At the level of the processing plant, it may not be possible to identify the physical supplier of
gas used by a downstream covered party, thereby making it impossible to net out the
downstream emissions.
Natural gas transmission and distribution pipelines are natural monopoly infrastructure to a
large extent, and so are subject to tariff regulation in many cases. To ensure that the correct
signals were sent, downstream regulators would need to allow companies to pass their cost
of compliance on to customers. To do this, the transmission company and the regulator
would need to agree on the correct level of costs to be passed on. Because such
determinations apply over a multi-year period once finalised, this would be likely to further
complicate the regulatory process and impose additional compliance costs on industry.
The Taskforce therefore recommends that natural gas retailers be established as the
upstream point of liability for the natural gas industry. It will be necessary to amend the
NGERS to require retailers to report their imputed emissions arising from downstream gas
use.

Sub-threshold non-industrial coal use
The PMTG also proposed an upstream model for sub-threshold coal use:
The Task Group’s preferred approach is to combine coverage of direct emissions from large emitters so
they can directly manage their entire emissions liability, with upstream coverage of fuel suppliers
(principally non-industrial coal, gas and liquid fuels) for other energy emissions. (p. 107, emphasis added)

To cover sub-threshold gas and liquid fuel use but not sub-threshold coal use creates a
perverse incentive: the relative price of coal, the most emissions-intensive fuel, would be
lowered in relation to the price of less emissions-intensive alternatives. Data from the
Australian Bureau of Agricultural and Resource Economics and the Australian Greenhouse
Office suggest that non-industrial coal use is small in Australia, particularly in comparison to
gas and liquid fuel use. The main upstream supply is of briquettes. These account for
2.8 petajoules (PJ) of non-industrial coal use in Australia. Black coal accounts for another
1.4 PJ (or 7.0 PJ if marine transport use is also included).
At sub-threshold scales of operation, coal is unlikely to be a fuel of choice, as it is not
generally fit for purpose, except possibly in briquette form. The Taskforce recommends that
the question of an appropriate upstream point of liability for non-industrial coal be further
investigated and coverage compared with other options, such as regulation of the point of
end use of sub-threshold coal volumes.
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2.7.2.2

Scope for accurate emissions measurement

Stationary energy emissions are estimated by applying highly accurate energy content and
combustion percentage estimates to the quantities of fossil fuel used. In some cases, the area
of greatest uncertainty in emissions measurement of stationary energy can be the quantity of
fuel used. Overall, the National Greenhouse Gas Inventory3 estimates uncertainty for the
‘energy industries’ component of stationary energy at ±5%. Therefore, there can be
reasonable confidence of high accuracy and relatively low administrative costs for coverage
of stationary energy emissions.
One issue that will need to be addressed for an upstream liability (and must also be
addressed for transport fuels, as described in Section 2.7.4.2) is downstream non-fuel use;
that is, the situation in which sub-threshold downstream users of the fossil fuels do not use
them as fuels but instead use them as chemical inputs without greenhouse gas emissions. An
emissions price will have been paid via the pass-through of costs from the upstream point of
liability. Options to address this are described in Section 2.7.4.2; no option is wholly
satisfactory, and the Taskforce recommends that further work be undertaken in this area.

It is recommended that:
• the point of liability for stationary energy sources emitting more than 25 kt
CO2-e per year be set at the point of emission
• the point of liability for sub-threshold liquid fuel emissions be placed at the
point of liability used for transport fuels
• the point of liability for sub-threshold natural gas use be placed upon
natural gas retailers
• liability for sub-threshold emissions from non-industrial coal use be
investigated further, and compared with the alternative of regulation of fuel
use or emissions at the point of end use
• further work be undertaken to avoid or rebate the cost pass-through from
upstream points of liability to downstream fossil fuel users who do not burn
the fuel, but use it in chemical processes with no resulting greenhouse gas
emissions.

2.7.3

Fugitive emissions

‘Fugitive’ emissions arise from the production and transport of fossil fuels. The primary
sources are flaring during oil and gas extraction, venting and flaring during gas processing,
leaks from transmission and distribution pipeline systems, and waste methane released
during black coal mining. Fugitive emissions comprise 5% (31 Mt CO2-e) of national
emissions. A more detailed breakdown of fugitive emissions sources is shown in Figure 2-4.
2.7.3.1

Point of liability

The point of liability can be set at the facility level for oil and gas production, gas processing
and coal mining fugitive emissions. The point of liability for fugitive emissions from pipeline
systems could be placed on pipeline systems as defined by operational control of the physical
infrastructure, such as pipes, valves and compressor stations.

3
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Figure 2-4: Fugitive emissions sources, 2005 (31 Mt CO2-e)
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Source: Australia's National Greenhouse Accounts online, http://www.greenhouse.gov.au/inventory/index.html.

2.7.3.2

Scope for accurate emissions measurement

Fugitive emissions can be measured or estimated in most cases, but to varying degrees of
accuracy. The accuracy of oil and gas fugitive emissions estimates can in some cases reach
that of fuel combustion emissions, while the accuracy of coal fugitive emissions estimates is
lower.
It is possible to monitor fugitive emissions from gas venting, oil and gas flaring and
underground coal mining ventilation air by measuring gas throughput. However, collection
systems for underground coal mining are not 100% efficient, and there are higher levels of
uncertainty about the volumes of gas that avoid the collection systems.
Fugitive emissions from pipeline systems are not monitored, but estimated via emission
factors. Emissions from transmission pipelines are considered to be very low due to the
relatively young age of the transmission infrastructure, the system of isolation valves,
operation and maintenance processes that minimise pipeline blowdowns, and compressor
station safety monitoring that has historically revealed little fugitive methane. The Australian
Greenhouse Office applies an emission factor of 0.005% of throughput.
Estimates from natural gas distribution systems are less accurate, and rely on the application
of an emission factor to estimate unaccounted-for natural gas lost from the distribution
system. The emission factor has been as high as 90% in the past but has recently been scaled
back to 55%.4
The most problematic areas are coal mines, where emissions estimates to date have been
based on generic emission factors. The National Greenhouse Gas Inventory identifies the
accuracy of national-level emissions from underground mines as ±21%, while for open-cut
mines it is ±17%.

4

Australian Greenhouse Office, Australian methodology for the estimation of greenhouse gas emissions and sinks 2005
— energy (fugitive fuel emissions), Department of the Environment and Heritage, Canberra, 2006, p. 32.
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However, discussions with industry and government stakeholders about underground coal
mine fugitives have suggested that measurement difficulties can be overcome. The
abatement of emissions from such mines remains an area of ongoing technological
development. Measurement of emissions from open-cut mines remains challenging.
The Australian Coal Association Research Program has undertaken significant work over the
past decade in the areas of ventilation air methane destruction and improved fugitive
emissions measurement methodologies, including research into determining mine-specific
emission factors. While improved monitoring methodology appears possible, results to date
suggest that the development of mine-specific emission factors for open-cut mines may
prove costly.
Nonetheless, if a significant fossil fuel source is excluded from coverage for its fugitive
emissions while other sources (including alternative sources of the same fuel) are included,
investment and production distortions are likely to arise. This would create incentives for
domestic coal purchasers to favour open-cut rather than underground coal mine supplies. At
the margin, this would favour the development of open-cut over underground mines and
even increase the attractiveness of open-cut coal compared to gas, potentially favouring coalfired rather than gas-fired developments.
In principle, open-cut mines should be included in the NETS coverage unless it is
demonstrated that measurement cannot be carried out to a meaningful level of accuracy and
the use of generic emission factors would give rise to distortions or significant inequities.
Decommissioned coal mines provide a different type of challenge. Such mines are no longer
producing coal, and control of the mine changes upon the cessation of a mining lease.
Measurement may be problematic: the mines still produce methane, but according to a decay
curve which varies depending on the degree of flooding in the mine. The Taskforce
recommends that coverage of decommissioned coal mines be further investigated.

It is recommended that:
•

fugitive emissions from natural gas processing, oil and gas flaring, natural
gas transmission/distribution and all coal mining (excluding emissions
from decommissioned coal mines, subject to further investigation) be
included in the scheme’s coverage where these exceed relevant scheme
thresholds

•

coverage of open-cut coal mines be further investigated to ensure that
emissions can be estimated to a level of accuracy acceptable for the NETS

•

coverage of decommissioned coal mines be further investigated.

2.7.4

Transport emissions

Transport is a broad and diverse sector, covering road passenger and freight transport, rail
passenger and freight transport, domestic maritime transport and domestic aviation. Most
transport sector emissions in 2005 arose from road transport (88% of 80.3 Mt CO2-e; see
Figure 2-5), with 6% from domestic aviation and minor contributions from rail and domestic
shipping. The fastest growth in emissions in recent years has been in domestic aviation, light
commercial vehicles and trucks. The largest individual component remains cars (54%).
The NETS should include all domestic transport emissions but should not include emissions
arising from the use of international bunker fuels (that is, it would not include international
aviation or shipping), as these are not currently included in Australia’s National Greenhouse
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Gas Inventory or in emissions reduction targets under the United Nations Framework
Convention on Climate Change (UNFCCC) or Kyoto Protocol.5
Figure 2-5: Domestic transport sector emissions, 2005 (80 Mt CO2-e)
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Source: Australia's National Greenhouse Accounts online, http://www.greenhouse.gov.au/inventory/index.html.

2.7.4.1

Point of liability

As for the stationary energy sector, the point of liability for transport emissions should be set
at a particular place along the transport fuel chain. All other things being equal, the point of
liability should be set so as to minimise transaction costs. Possible points of liability include
fuel producers, fuel refiners/importers, fuel distributors, retailers and transport operators.
The large number of sources of transport emissions (including over 13.5 million motor
vehicles and over 11,000 powered aircraft) makes it impractical to set a point of liability at
the point of emission.
Any point of liability upstream from transport operators would mean that transport
operators would face an end-use price signal on their transport fuel, rather than a
requirement to monitor emissions and acquit permits. Transport operations are the source of
emissions, so transport operators have the ability to reduce emissions. By contrast, setting
the point of liability upstream reduces the capacity to influence the level of end-use
emissions other than by a fuel price signal.
Placing a point of liability on fuel producers is impractical. Australia imports most of its
transport fuels. Overseas producers are beyond the reach of an Australian NETS, and

5

In accordance with the IPCC Guidelines for the preparation of greenhouse gas inventories and the UNFCCC
reporting guidelines on annual inventories, emissions from international aviation and maritime transport
(also known as ‘international bunker fuel emissions’) should be calculated as part of the national
greenhouse gas inventories of parties, but should be excluded from national totals and reported separately.
These emissions are not subject to the limitation and reduction commitments of Annex I parties under the
UNFCCC and the Kyoto Protocol.
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placing liability on domestic producers would simply create a category of trade-exposed,
emissions-intensive industry with free permit allocation and no downstream price signal.
A workshop of transport experts convened by the Taskforce in June 2007 suggested that the
point of liability for transport emissions would most appropriately be placed at the point of
liability for the collection of fuel excise (or equivalent customs duty). This appears viable,
given that liquefied petroleum gas, liquefied natural gas and compressed natural gas are to be
brought into the excise regime from 1 July 2011, and the excise system is structured around
payment of excise with specific businesses eligible for fuel tax credits, rather than direct
exemptions.
Wholesalers pay excise on all purchases of refined fuel. In practice, this covers refineries and
fuel importers, with gas processing plants likely to be included in future in respect of
automotive gas sales. Refineries and gas producers would also face liability for their own
direct emissions. They already have sophisticated product sales information as part of their
commercial operations and for the purpose of calculating fuel excise payments. Therefore,
the addition of a liability for downstream (‘Scope 3’)6 emissions of transport fuels by end
users may add a relatively small amount to these facilities’ administrative costs of monitoring
and reporting (as distinct from permit compliance costs), depending on the final emissions
calculation methodologies adopted.
Adoption of the point of excise as the point of liability will require the covered parties to net
out any emissions imputed from fuel sales to other downstream covered parties.
Assuming that netting-out is possible, the Taskforce recommends further investigation of
providing businesses whose direct emissions exceed a 25 kt CO2-e threshold (see
Section 2.9) the option (but not the requirement) to opt out of upstream emissions coverage
if they wish to manage their own liability for transport fuel emissions.
If netting-out is not possible, or proves to be too administratively complex, it is
recommended that downstream covered parties instead not be held liable for their emissions
from combustion of fuels supplied by an upstream covered party. The current system of fuel
excise provides for reporting to enable fuel excise credit claims across a wide range of fuel
uses, although this is only for diesel fuel and the level of record keeping and audit appears
problematic. However, subject to the development of improved audit provisions, a similar
approach may be possible under the NETS, whereby the fuel used could be declared as
having no further liability for emission permit acquittal.7
The Taskforce recommends that the point of excise be set as the point of liability, with
further detailed analysis to ensure that this will not give rise to loopholes or double counting
of emissions.
2.7.4.2

Scope for accurate emissions measurement

Imputed emissions arising from fuel sales can be estimated accurately based on upstream
covered parties’ knowledge of the fuel volumes supplied, the energy contents of the various
fuels, and likely oxidation factors.

6

‘Scope 3 emissions’ is terminology used under the World Resources Institute / World Business Council for
Sustainable Development Global Reporting Initiative. Emissions are divided into three scopes. Scope 1
emissions are direct emissions from a source. Scope 2 emissions are imputed emissions arising from
electricity or steam consumption. Scope 3 emissions are all other emissions not covered by Scopes 1 or 2.
These include emissions arising from downstream sale and use of a company’s products.

7

Note that the range of activities which are eligible for fuel tax credits differs markedly from that for which
emission permit liability might be excluded, as most tax credits are given for fuel combustion outside road
transport. Combustion would still attract an emission permit liability under the NETS.
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In some cases, petroleum-based products might not be used in combustion but instead be
embodied in chemical products or plastics, resulting in a different level of emissions. Given
that emission permit costs would be passed through to downstream users by fuel suppliers, it
may be necessary to establish an auditable system by which plastics and chemicals
manufacturers (including sub-threshold emitters) are able to declare the proportion of
petroleum product embodied and thereby avoid either the permit price pass-through or
emissions liability. The latter method (avoiding direct liability) would be relatively
straightforward. However, for a sub-threshold emitter it may be more complex and rely on a
declaration to a fuel supplier (so avoiding pass-through) who would then make a declaration
to the scheme regulator, a system under which the regulator provided auction revenue to the
sub-threshold user, or a provision to allow a sub-threshold user to become a directly covered
party. These options will require further examination.
2.7.4.3

Verification and reporting system

The proposed NGERS places emissions monitoring and reporting requirements on
companies for their direct emissions (‘Scope 1’) and the emissions attributable to their
electricity or steam use where these are generated off-site (‘Scope 2’). The monitoring and
reporting of emissions attributable to downstream product sales is a form of ‘Scope 3’
monitoring.
As currently proposed, the NGERS would only cover refineries and refined fuel importers
for their direct and indirect electricity-related emissions, and then only if the relevant
thresholds were exceeded. The NGERS would need to be amended to accommodate
transport emissions reporting, or a separate system established. This is discussed further in
Chapter 9.

It is recommended that:
• the point of coverage for transport fuel emissions under the NETS be set in
principle at the point of excise for transport fuels, subject to further detailed
analysis to confirm that the use of the point of excise does not omit or
double count emissions
• if administratively and technically feasible:
• liability for downstream emissions by covered parties in the stationary
energy sector be netted off the upstream emissions liability assigned to
fuel suppliers
• downstream covered parties who wish to take on permit acquittal
liability for their emissions from fuels covered by an upstream liability
be allowed to opt out of upstream coverage
• if netting out of classes of downstream emissions is not technically and
administratively feasible for an upstream covered party, permit acquittal
liability for emissions from fuels with an upstream coverage instead be
removed from covered parties in the stationary energy sector
• further work be undertaken to avoid or rebate the cost pass-through from
upstream points of liability to downstream fossil fuel users who chemically
embody the supplied fuels in their outputs, rather than combust them.
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2.7.5

Industrial process emissions

Industrial process emissions are primarily emissions of greenhouse gases arising from
chemical reactions other than fuel combustion. They also include emissions and releases of
the synthetic gases sulfur hexafluoride (SF6), hydrofluorocarbons (HFCs) and perfluorocarbons (PFCs) from any source. In total, industrial process emissions contribute around 5%
of Australia’s national greenhouse gas inventory, with around one-fifth of these emissions
being reported on a confidential basis.
The largest individual source categories are iron and steel making (27.7%), cement and lime
making (19.1% of this class of emissions), consumption of halocarbons and SF6 (16.2%), and
aluminium smelting (15.8%). Together, these sources make up 78.8% of industrial process
emissions.
It is likely that emissions from ammonia, nitric acid and magnesium production (which for
reasons of commercial confidentiality are currently not publicly disclosed in the National
Greenhouse Gas Inventory8), collectively comprise a significant proportion of the remaining
emissions.
Australia’s industrial process emissions in 2005 are shown in Figure 2-6.
Figure 2-6: Industrial process emissions, 2005 (29 Mt CO2-e)
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Source: Australia's National Greenhouse Accounts online, http://www.greenhouse.gov.au/inventory/index.html.

2.7.5.1

Point of liability

Most of the sources of industrial process emissions are large industrial facilities that are likely
to be covered parties in respect of their fuel combustion emissions, even before industrial
8
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In the National Greenhouse Gas Inventory, activity data for soda ash production and use, magnesium
production, nitric acid production, ammonia production, acetylene use, titanium production, and N2O use
in aerosols and anaesthesia are commercial-in-confidence. Due to the direct relationship between activity
and emissions, emissions estimates by gas species are also confidential. These emissions are aggregated and
reported as CO2-e emissions. Australian Greenhouse Office, National Greenhouse Gas Inventory 2005, p. 97.
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process emissions are considered. Therefore, the point of liability should be the point of
emission at large industrial facilities.
The exception to this is the ‘consumption of halocarbons and SF6’ subcategory. Halocarbons
and SF6 are not manufactured in Australia. Liability could either be placed upstream at the
importer or downstream at the point of emission, but neither option appears practical. First,
most SF6 and HFC emissions are variable and fugitive, so determining emissions to attribute
to upstream liable parties would involve unacceptably high uncertainty. Downstream, there
are too many extremely small points of emission well below the NETS threshold (for
example, individual refrigeration units), making coverage impractical.
2.7.5.2

Scope for accurate emissions measurement

Measurement of industrial process emissions is primarily via the application of emission
factors to activity data, based on known chemical formulae that enable emissions to be
determined from output data.
An exception exists for HFCs and SF6 emissions which do not depend on outputs but, as
noted above, are variable and fugitive.
2.7.5.3

Regulatory controls on synthetic greenhouse gases

The Ozone Protection and Synthetic Greenhouse Gas Management Act 1989 (Cwlth) and related
regulations require licences for the import, export and manufacture of synthetic greenhouse
gases, specifically hydrofluorocarbons (HFCs) and perfluorocarbons (PFCs) used as
alternatives to ozone-depleting substances, accompanied by a licence application fee, activity
levy and reporting obligations.
In 2003, the Commonwealth Government introduced controls on the handling of
halocarbons under the Act. The controls were intended to significantly reduce the volumes
of synthetic greenhouse gases released by handling, particularly in air conditioning and
refrigeration.
However, these gases are only regulated where they are used as an alternative to ozonedepleting substances. ‘Non-Montreal Protocol industries’, which use the gases for other
purposes, are not subject to the Act. The key non-Montreal Protocol industries include
aluminium production (PFCs), electricity supply (SF6) and magnesium production (SF6).
Therefore, the Taskforce recommends further investigation of the inclusion of HFC and SF6
emissions in the NETS. Should it be decided to exclude these emissions from initial
coverage, a review should be undertaken of the availability of alternatives and the efficacy of
the handling controls in place under the Ozone Protection and Synthetic Greenhouse Gas
Management Act.

It is recommended that:
•

the point of coverage for industrial process emissions under the NETS be
set at the point of emission

•

inclusion of sub-threshold HFCs and SF6 in scheme coverage be subject to
further investigation

•

if it is deemed inefficient or inappropriate to include HFCs and SF6 in the
NETS, a review be undertaken of the availability of alternatives and the
efficacy of the handling controls in place under the Ozone Protection and
Synthetic Greenhouse Gas Management Act 1989 (Cwlth).
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2.7.6

Carbon capture and storage

Both the PMTG and the Taskforce, in its Discussion Paper, proposed carbon capture and
storage (CCS) as a possible offset category. A number of stakeholders’ submissions to the
Discussion Paper opposed this treatment, preferring that CCS be treated as ‘abatement at
source’ rather than via a back-to-back emission and offset crediting arrangement.
For the purpose of the NETS, it makes no difference whether CCS is treated as an offset or
as an avoided emission. The same issues arise and must be addressed under both models.
Under the European Union Emissions Trading Scheme (EU ETS), it is proposed that CCS
be treated as abatement-at-source. Given this, and stakeholder feedback, the Taskforce
recommends that the operators of CCS sites be defined as covered parties under the NETS.
It is also recommended that the accounting approach proposed in the 2006 IPCC guidelines for
national greenhouse gas inventories be adopted for accounting for emissions from CCS projects.
This approach is:
•

to estimate actual emissions in the year in which they occur, consistent with the rest
of the IPCC Guidelines

•

to estimate net emissions = [potential emissions] − [amount captured]; that is, the
method makes no assumptions about the efficiency of capture or of storage sites.

Emissions are monitored (estimated or measured) in the sector where this is most easily and
accurately achieved. The IPCC Guidelines propose that this be done in four places:
1. residual emissions from the plant at which capture occurs, including emissions
resulting from the additional fossil fuels used for capture and compression
2. fugitive emissions from transport
3. fugitive emissions from injection
4. emissions from the storage site (no assumptions are made about the length of time
the gas can be stored; the method is based on detailed modelling and measurements
for storage sites9).
The UNFCCC and the Kyoto Protocol appear to have adopted a broadly similar approach
to reporting, with a decision that states:
If Annex I Parties account for effects of CO2 capture from flue gases and subsequent CO2 storage in
their inventory, they should indicate in which source categories such effects are included, and provide
transparent documentation of the methodologies used and the resulting effects.10

As noted, under this approach sequestration site operators would need to be defined as
covered parties. It is expected that nationally consistent legislation will be developed under
the auspices of the Ministerial Council on Mineral and Petroleum Resources and put in place
to assist in this task (this is discussed in further detail in Chapter 12).
Carbon capture and storage also occurs as part of a process called ‘residue carbonation’ at
Kwinana Alumina Refinery in Western Australia.11 This process, which is designed to treat
the red mud resulting from alumina refining, both reduces the alkalinity of the mud and

9

http://unfccc.int/files/meetings/workshops/other_meetings/2006/application/pdf/ccs_20060723.pdf

10

http://unfccc.int/resource/docs/2006/sbsta/eng/09.pdf

11

http://www.publish.csiro.au/?act=view_file&file_id=EC127p35.pdf
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captures carbon dioxide. Alcoa World Alumina Australia sees considerable potential in this
approach, stating that:12
The potential to progressively implement the process at Alcoa’s other refineries worldwide is currently
being evaluated. It is anticipated that residue carbonation will become the alumina industry’s best
practice benchmark for residue treatment and storage worldwide.

The company estimates the storage capacity of this process to be equivalent to 5% of
Western Australia’s alumina refinery CO2 output. Unlike the underground storage of
liquefied carbon dioxide, residue carbonation leads to a stable chemical storage with reduced
risks of liability and leakage, and a separate institutional framework is likely to be suitable for
residue carbonation as a form of CCS.

It is recommended that:
•

covered parties using CCS technology be liable only for those emissions
vented to the atmosphere; emissions sequestration would not be counted as
an offset

•

in the event that a CCS facility leaks, the operator of the facility be liable for
that leak and required to surrender permits to offset leaked emissions,
regardless of whether the sequestration was treated initially as an offset or a
reduction in liability for the covered party (e.g. a generator)

•

in the event that CCS liability is transferred to government after some
period (as may be agreed under any general liability rule applying to CCS),
government be liable to surrender permits for leaks after that time

•

standards of monitoring, identifying and measuring leaks, leakage
thresholds at which permit acquittal liability would apply, and definitions of
covered parties (e.g. owner, operator, government) refer to specific CCS
legislation specifying such matters.

2.7.7

Waste sector emissions

The waste sector emitted 17 Mt CO2-e in 2005, or 3% of net national emissions. Around
80% of the emissions arose from solid waste disposal, with the remainder arising from
wastewater handling and waste incineration. Methane emissions from organic waste are the
primary focus, as most carbon dioxide emissions from waste do not represent a net addition
to atmospheric greenhouse gas concentrations.13 Waste sector emissions are projected to fall
45% by 2020, relative to 1990 emission levels.14
The PMTG proposed that emissions from the waste sector be investigated further during
the detailed design phase of the NETS to determine whether the sector could be included in
the initial coverage of the NETS.

12

DJ Cooling, ‘Improving the sustainability of residue management processes — Alcoa World Alumina
Australia’, keynote address at Paste 2007 conference, reported in A Fourie and RJ Jewell (eds), Paste 2007.
Australian Centre for Geomechanics, Perth, 2006, ISBN 0-9756756-7-2.

13

The exception being the incineration of plastics and other non-biogenic wastes.

14

Australian Greenhouse Office, Tracking to the Kyoto target, 2006.
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2.7.7.1

Point of liability

Waste sector emissions could be readily covered by setting the point of liability at the
relevant waste facility or treatment plant. Most of the emissions from this sector come from
larger waste facilities that accept organic wastes. In most cases, these will already be regulated
or licensed by state and territory environment protection agencies.
2.7.7.2

Scope for accurate emissions measurement

Many landfills have in place gas collection systems that deliver the gas to flares or to
electricity generators. Methane volumes collected using such systems can be estimated with a
reasonable degree of accuracy. However, the systems have variable collection efficiencies
and none collects all of the gas generated by the landfill. The amount of methane emitted by
a landfill depends on a number of landfill characteristics, such as depth, surface area,
moisture levels and cover properties, as well as landfill operating practices that affect the
extent of anaerobic decomposition that occurs. Also, methane generation is not a simple
function of the quantity of organic waste disposed of at a given point in time. Landfill gas
generation rates involve a decay curve that is dependent on the volumes of organic waste
disposed of in multiple prior periods.
Despite these uncertainties, the Australian Greenhouse Office has a sophisticated landfill
emissions model, and considers that aggregate national landfill gas emissions estimates are
accurate to within ±3%.15
Discussions with state and territory environment agencies suggest that larger landfills may be
amenable to coverage by the NETS, based on assessments of the waste volume
measurement and reporting systems in place, and the level of understanding of landfill gas
management at the largest landfills.
Based on Australian Greenhouse Office factors and methods, landfills are likely to exceed
the 25 kt CO2-e threshold for NETS coverage (excluding the effect of capture systems)
where they accept between 12,000 and 22,000 tonnes per year of municipal and commercial
waste. If landfills were included in the NETS, the additional number of covered parties
would probably lie between 130 and 160, based on Waste Management Association of
Australia estimates of landfill size.
Should landfill gas generation estimates prove accurate, these emission sources in the waste
sector could be included within the coverage of the NETS. The Taskforce recommends
further work on this issue during the detailed design phase of the NETS.

It is recommended that further work be carried out on the potential to include
waste facilities in NETS coverage during the detailed design phase of the scheme.

15
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Australian Greenhouse Office, National Greenhouse Gas Inventory 2005, 2007, p. 206.
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2.8

Coverage by greenhouse gas type

The Kyoto Protocol covers the six key gases that contribute to climate change: carbon
dioxide (CO2), methane (CH4), nitrous oxide (N2O), sulfur hexafluoride (SF6),
perfluorocarbons (PFCs) and hydrofluorocarbons (HFCs). The gases have varying potencies,
and can be compared against each other in CO2-equivalent terms. The comparisons are
normally made using 100-year ‘global warming potentials’.

2.8.1

Proposals and submitters’ comments

It was proposed in the Discussion Paper that:
•

the NETS cover all six gases under the Kyoto Protocol

•

parties covered under the NETS be required to monitor and acquit permits for
emissions of carbon dioxide, methane and nitrous oxide only

•

offsets providers be allowed to create offsets via reductions or sequestration of all six
gases

•

the scheme’s legislation stipulate a process that must be adhered to before the scope
of gas coverage is widened or existing global warming potentials are altered.

The PMTG also recommended that all six gases be covered under the NETS.
Submitters generally supported coverage of all six gases under a scheme.16 However, WWF
Australia suggested that covered parties should only be required to monitor CO2 emissions,
due to the difficulties in direct monitoring of methane and nitrous oxide and the tendency
for emissions of the latter two gases to move in tandem with CO2 emissions (Submission 48,
p. 12)
Origin Energy supported CO2-e as the standard unit in which emissions should be reported,
while AGL suggested that only CO2-e should be reported:
The use of carbon dioxide equivalent (CO2-e) should be used to minimise the reporting burden. A
simple format should be used where standard conversions are utilised to report an aggregate measure of
emissions based upon their global warming potential. (Submission 28, p. 6)

Visy suggested that a priority list of greenhouse gas species for phased inclusion be
developed (Submission 20, p. 2)
Submitters who supported the inclusion of offsets under the scheme supported the ability to
create offsets by reductions in any of the six gases. Dr Brett Stevenson gave support to the
broad concept of including all six gases in this regard, but sounded a note of caution about
their use in creating offset credits:
… extreme caution and care in system design will be required to ensure that these are not used to create
loopholes for large amounts of ‘hot air’ reductions arising from notional emissions reductions from
dubious baselines associated with changes in industrial processes, as occurred in the UK emissions
trading scheme. (Submission 41, p. 2)

16

Submitters expressing their support included Origin Energy, TRUenergy, the Energy Retailers’ Association
of Australia, Peter Christoff, Bluescope Steel Ltd, Loy Yang Marketing Management Company,
EnergyAustralia, Hydro Tasmania, AGL, Auswind, Environment Business Australia, Renewable Energy
Generators Australia, The Griffin Group, the Plastics and Chemicals Industry Association, the WA
Sustainable Energy Association, and the Australian Industry Greenhouse Network.
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While most submitters supported the proposals in the Discussion Paper, it should be noted
that those proposals were predicated on coverage of a subset of stationary energy emissions
only, along with gas transmission and distribution fugitive emissions. With broader coverage,
the types and proportions of the emitted gases differ.

2.8.2

Emissions, by gas

Across all sources, carbon dioxide accounts for the largest share of Australia’s national
emissions (71%). Methane is the second most significant greenhouse gas (23%) on a
CO2-equivalent basis, followed by nitrous oxide (5%). The remaining greenhouse gases
(perfluorocarbons, hydrofluorocarbons and sulfur hexafluoride) together account for only
1% of national emissions.

2.8.3

Assessment

With the broader coverage that is now recommended under the NETS, it will be necessary
to include all six gases in the scheme’s reporting arrangements, with covered parties to report
emissions of each of the gases they emit. The NGERS as legislated in September 2007
requires reporting of all six gases.
The Taskforce recommends that all six gases be included in the NETS, but with covered
parties only being required to monitor and report emissions of the gases they physically
release, and with offset providers eligible to create offset credits via reductions (or
sequestration) of any of the six gases from non-covered emissions sources where these meet
offsets eligibility requirements.

It is recommended that:
•

the NETS cover all six gases for which global warming potentials have
been assigned under the Kyoto Protocol

•

offsets providers be allowed to create offsets via reductions in emissions, or
by sequestration, of any of the six gases (subject to meeting other offsets
eligibility criteria).

2.9

Thresholds for coverage

2.9.1

Proposals and submitters’ comments

The Discussion Paper proposed that electricity generation initially be covered above a
30 MWe threshold, with other facilities subject to a 25 kt CO2-e threshold. It was proposed
that electricity generators should switch to the 25 kt CO2-e threshold once the remainder of
the stationary energy sector was brought into the scheme.
Submitters were most commonly of the view that electricity generators should be subject to
the same threshold as other covered parties. Other submission points made were that:
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•

the 25 kt CO2-e facility-level threshold was too low:
- it should be set higher and gradually lowered as scheme knowledge and
experience improve
- it should be set at 100 kt instead, as 25 kt will unnecessarily involve a large
number of relatively small facilities.

•

the thresholds are reasonable, but non-grid-connected power stations should be
excluded.

Coverage
The PMTG proposed that a 25 kt CO2-e threshold should apply to all facilities covered by
the NETS from the time of scheme commencement, with upstream coverage of gas,
petroleum and non-industrial coal to cover remaining emissions.

2.9.2

Assessment

Since the Discussion Paper thresholds were released in 2006, the Council of Australian
Governments has proposed that all thresholds under the NGERS be specified in kilotonnes
of CO2-e, including a facility-level reporting threshold of 25 kt CO2-e.17
The NGERS thresholds have been set on the basis of consultation and cost–benefit analysis,
and have been agreed by the Commonwealth, states and territories. The NGERS reporting
thresholds align with the Discussion Paper and PMTG proposals for coverage of all direct
emissions sources.
The NGERS threshold does not of itself mean that entities required to report should also be
covered parties under the NETS. The clear alternative is that an entirely upstream model
could be applied to the entire economy, by placing liability on producers of coal, gas and
petroleum and relying on price pass-through.
However, submitters on the Taskforce’s 2005 Background Paper and 2006 Discussion Paper
were clear that the point of liability should be set at or as close as possible to the point of
emission, provided that transaction costs were reasonable.
As noted in the Discussion Paper, threshold levels ranging from 5 kt to 100 kt CO2-e a year
were considered in the Discussion Paper’s development, both as harmonised thresholds
across all fuels and as separate thresholds differentiated by fuel type. Threshold proposals
put forward in the Discussion Paper were informed by work on the NGERS, and thresholds
under both the Discussion Paper and the NGERS have been consulted on and broadly
supported.
The Taskforce recommends that the threshold for these sources be set at 25 kt CO2-e. This
will cover emissions from all major premises-based point sources of emissions.
The situation is less clear for upstream covered parties (suppliers of petroleum, coal and gas
to sub-threshold fuel users) and for gas transmission and distribution pipeline operators. It is
recommended that, in principle, the same 25 kt CO2-e emissions threshold should apply to
imputed emissions from upstream sources and from pipelines as for other covered parties.
These sources should be directly covered by the NGERS. Either the NGERS Regulations
should provide for such coverage, or the National Greenhouse and Energy Reporting Act 2007
should be amended.
A threshold of 25 kt CO2-e emissions is equivalent to around 480 terajoules of gas use a
year, around 10,000 tonnes of black coal, and just over 9 megalitres of oil (industrial diesel).18
The Taskforce estimates that around 350–400 land-based facilities would exceed this
threshold, giving coverage of approximately:

17

Note that the NGERS threshold is broader than the proposed Taskforce or PMTG thresholds. The
NGERS threshold includes both direct emissions from a facility (‘Scope 1’ emissions) and the imputed
emissions arising from the electricity consumed by the facility (‘Scope 2’ emissions). The Taskforce’s and
PMTG’s 25 kt CO2-e threshold covers only Scope 1 emissions for point sources. That is, more facilities
will be required to report to the NGERS under its combined Scope 1/Scope 2 25 kt CO2-e threshold than
will be covered parties under the NETS.

18

Australian Greenhouse Office, Factors and methods workbook. Department of the Environment and Heritage,
Canberra, 2005.
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•

97%–99% of electricity generation emissions

•

80% of direct emissions from other stationary combustion of fossil fuels19

•

100% of industrial process emissions

•

75%–100% of fugitive emissions.

The inclusion of upstream liability on small gas users and on transport users would involve
an additional 15–25 businesses as covered parties, providing coverage of most of the
remaining emissions from stationary combustion, and 100% of fossil fuel emissions from
transport fuel use. Overall emissions coverage would be around 73% of total Australian
greenhouse gas emissions, based on 2005 figures.

It is recommended that:
•

thresholds for NETS emissions liability of 25 kt CO2-e of Scope 1 emissions,
as reported to the NGERS, be adopted

•

provision be made in the NGERS to accommodate monitoring and
reporting of gas transmission and distribution fugitive emissions and of
imputed Scope 3 emissions attributable to upstream covered parties.

2.9.3

Aggregation

The level of aggregation that the threshold is based on could create an incentive for
operators to split companies into sub-companies to circumvent the coverage rules.
Operators might also build a number of small facilities — with even lower efficiency and
therefore higher emissions — below the threshold instead of one larger facility, or divide the
sites into sub-sites. To prevent such perverse incentives, the EU ETS uses an aggregation rule
to determine a firm’s liability. The rule states:
Where one operator carries out several activities falling under the same subheading in the same facility
or on the same site, the capacities of such activities are added together.

The use of an aggregation rule was proposed in the Discussion Paper and was generally
supported by stakeholders. Two submitters, Adelaide Brighton and the Cement Industry
Federation, suggested that an aggregation rule be aligned with that in the Energy Efficiency
Opportunities Act 2006 and/or the Fuel Tax Act 2006 (Submission 100, p. 4; Submission 60,
p. 6)
The Taskforce recommends that the scheme developer review these rules and NGERS
aggregation rules and develop an aggregation rule appropriate to the purposes of the NETS.
The aggregation rule should be aligned with the NGERS rules in the first instance, and if
possible with the other rules in order to minimise transaction costs for businesses.

It is recommended that a NETS aggregation rule (for the purpose of coverage) be
aligned with rules for the Energy Efficiency Opportunities Act 2006, Fuel Tax Act
2006 and/or NGERS rules, as appropriate.

19
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George Wilkenfeld & Associates Ltd, Cost and benefits of national greenhouse and energy reporting requirement:
Regulatory Impact Statement, report prepared for the Department of the Environment and Heritage,
Canberra. 2006.
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2.10

Future changes to scheme coverage

Changes in the sectoral coverage (and to a lesser extent, the greenhouse gas coverage) of the
scheme could create uncertainties for all those affected by the scheme, particularly for:
•

those creating offsets for activities that were previously outside the cap but are now
being brought into the cap (which would mean that the project could no longer be
counted as an offset)

•

those making investments whose costs would be affected by bringing new activities
into the cap

•

all current covered parties (and their downstream customers), if broadening of the
coverage were to result in a change to permit prices.

Therefore, the scope of the scheme must be altered only with care. The scheme must be
sufficiently flexible to allow its scope to expand over time, but reasonable notice and
certainty must be provided to affected participants.
The Discussion Paper proposed a specified or legislated process for expansion of scheme
coverage over time as required.
The PMTG did not make any detailed recommendations on the process for expansion of
coverage, although it clearly contemplated an expansion of coverage in future to the
remaining non-covered sectors (agriculture and LULUCF).

2.10.1

Stakeholders’ comments

Most submitters who commented on scheme expansion proposals considered that there
should be a legislated timetable for the expansion of the scheme to more sectors or all sectors.
These submitters included a number of those who supported the phasing and coverage
proposals in the Discussion Paper.20
Reasons for a preference for a legislated timetable included:
•

concern about impacts on the value of permits, price volatility and the viability of
commercial investments

•

related concern about impacts on investor confidence

•

prevention of efforts by non-covered sectors to avoid future coverage.

AGL submitted that if the ‘specified process’ approach were adopted, the notice period
should be at least five years, and that the timetables and caps for future covered sectors
should be set out prior to the scheme’s commencement (Submission 28, pp. 5 and 7.)
TRUenergy expressed similar concerns about permit market disruption, and suggested that
there would be benefits in investor certainty, efficiency and equity from setting out in
legislation how and when future sectoral coverage would occur. TRUenergy suggested that,
as an absolute minimum, a date of review of the non-covered status of potential candidate
sectors be legislated (Submission 93, pp. 12–13.)

20

Submitters in this group included AGL, EnergyAustralia, Origin Energy, Australian Industry Greenhouse
Network, Energy Retailers Association of Australia, Visy, Loy Yang Marketing Management Company,
WWF Australia, Climate Action Newcastle, International Power, Hydro Tasmania, Auswind, Roaring 40s
and Chamber of Commerce and Industry WA.
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IAG and the Australian Network of Environmental Defenders Offices suggested that an
ongoing program of research into scheme expansion should be undertaken (Submission 21,
p. 9; Submission 42, p. 8).

2.10.2

Recommended process for making changes to scheme
coverage

It is not clear that all sectors would or should ultimately be covered by the NETS, or that
this can necessarily be determined before the scheme begins.
A legislated date for review of inclusion of non-covered sectors has the same benefits as the
‘specified process’ proposal but with the additional advantages of focusing a work program
ahead of the date and providing a clearer indication of the potential timing of the inclusion
of other sectors under the scheme.
The core elements of submitters’ concerns relate to investor certainty, commercial risk and
permit market impacts. Other elements of the scheme, notably the rolling 10-year cap and
gateways approach, have been designed to promote certainty for investors while achieving a
balanced assignment of risks between industry and the community. The potential for
significant changes to the cap (and permit prices) at less than 10-year intervals via expansions
of scheme coverage runs counter to the cap-setting approach. As noted, the inclusion of a
timetable for coverage at the scheme’s outset would also reduce the likelihood of indefinite
delays to the inclusion of non-covered sectors within the scheme.
To achieve a balance between certainty for those affected by the scheme and flexibility over
time, the Taskforce recommends that:
1. the NETS legislation include a requirement for a review of the coverage of all
remaining non-covered sectors (and any non-covered components of covered sectors,
such as open-cut coal mines if these are initially excluded) be undertaken as part of
the first scheme review
2. a specified process be provided that must be adhered to before:
a. expanding scheme coverage to sectors beyond those timetabled
b. changing greenhouse gas coverage, or
c. altering the thresholds for coverage within the stationary energy sectors.
Elements of the specified process should include the following:
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•

Most importantly, a specified minimum period of notice must be given before a new
sector or activity is added. For example, if land use change emissions were to be
covered, a minimum period of notice of this change could be in the order of five
years (an exception to this might occur if an international agreement were reached).

•

A consultation process will be undertaken before the scope is broadened. This could
be similar to the process for the initial scheme development: a background paper
explaining why governments are considering the change, a discussion paper, and
associated submission periods and discussions with stakeholders.

•

Consideration must be given to how to minimise the potential for large, sudden
impacts on permit prices when the cap is expanded as a result of coverage being
broadened. Inclusion of a new sector would require an adjustment to future annual
cap levels (and permit numbers). This needs to be done in a way that minimises
changes to the price of permits at that time; for example, by assessing the extent of
emissions in the new sector, the opportunities for abatement in that sector, and the
cost of those opportunities.

Coverage

It is recommended that:
•

a legislated timetable be included for review of the coverage of all
remaining non-covered sectors at the time of the first scheme review

•

a specified process be provided that must be adhered to before expanding
scheme coverage to sectors beyond those timetabled, changing greenhouse
gas coverage, or altering the thresholds for coverage within the covered
sectors.

2.11

Conclusion

If the NETS were implemented today, the scheme coverage arising from these proposals
would be between 413 and 421 Mt CO2-e of Australia’s 559 Mt CO2-e national inventory
(assuming that full upstream coverage of sub-threshold emitters were possible).21 The
Taskforce’s analysis suggests that this quantity of greenhouse gas would be emitted from
around 350–400 onshore facilities (as well as a number of offshore facilities) covering about
73% of net greenhouse gas emissions in Australia.
The Australian Greenhouse Office projects that, in the absence of the NETS, the sectors
identified for coverage will account for over 80% of net national emissions by 2020.22 That
is, the sectors identified for coverage would account for a growing proportion of Australia’s
national emissions if no action were taken beyond the current measures.

2.11.1

Emission sources likely to be covered by the scheme

The types of facilities that could be covered by a 25 kt CO2-e threshold include:
•

most public electricity-generating facilities

•

private on-site electricity generation (for example, for pumps, compressors, and
crushing and grinding plant)

•

petroleum refineries, gas-to-liquids and coal-to-liquids facilities

•

manufacturing or mining facilities carrying out direct combustion of coal, gas, oil or
other fossil fuels in boilers, kilns and heaters23

•

iron and steel industry facilities for coke production, iron making, steel production,
direct heating, drying, or any other heat treatment of objects or materials (for
example, reheating furnaces, furnaces for heat treatment)24

•

oil and gas production and processing facilities and gas transmission and distribution
pipelines

21

Inclusion of open-cut coal mines (7.7 Mt CO2-e) and waste sector emissions (17.0 Mt CO2-e) would take
the total coverage to 438 Mt CO2-e, or 78% of national emissions in 2005.

22

Australian Greenhouse Office, 2006 Tracking to the Kyoto target, 2006. The NETS would cover emissions
that would otherwise reach 556 Mt CO2-e out of 702 Mt CO2-e in total by 2020 under the Australian
Greenhouse Office’s ‘with measures’ scenario in the absence of the NETS.

23

The definition of stationary energy includes diesel generators, even though they might be mobile.

24

Excluding emissions resulting from the capture and combustion of coke oven gas, blast furnace gas and
steelmaking gas. These gases, which arise from iron and steelmaking, would be counted as zero-emission
fuels in order to exclude industrial process emissions.
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•

coal mines, in respect of fugitive emissions of waste coal mine gas, as well as
emissions from energy use on site

•

aluminium smelters for anode oxidation and perfluorocarbon emissions

•

chemical industry facilities for regeneration of catalytic cracking catalysts

•

cement works for limestone calcination and the production of clinker

•

glass, brick and ceramic manufacturing facilities

•

paper industry facilities for the production of pulp from timber or other fibrous
materials, as well as the production of paper and board.

In addition, an upstream point of liability on natural gas retailers, petroleum refineries and
importers of refined fuel would mean that all electricity, natural gas and petroleum use by
sub-threshold users, including commercial and residential users, would be covered by the
scheme.

2.11.2

Emission sources excluded from scheme coverage

Sources that would be excluded from liability under the proposed scheme coverage are:
•

facilities emitting less than 25 kt CO2-e in aggregate from fuel combustion, industrial
processes and fugitive emissions (excluding emissions from decommissioned coal
mines), although sub-threshold transport fuel and gas use, and halocarbon and sulfur
hexafluoride emissions (and possibly non-industrial coal use) would be captured by
upstream liability on the suppliers of those fuels and products

•

international transport operators, as aviation and marine bunker fuels would be
excluded from coverage.

Agriculture and LULUCF sector emissions are proposed for exclusion from the scheme’s
initial coverage, with further analysis required before a decision can be made on coverage of
the waste sector. Therefore, types of emissions for which no liability would arise under the
NETS initially include:
•

methane and nitrous oxide emissions from ruminant animals, fertiliser use and soils
in the agriculture sector

•

carbon dioxide emissions from cropland or grazing land management practices, land
clearing and deforestation

•

methane and nitrous oxide emissions from waste facilities (subject to a final decision
on coverage)

•

carbon dioxide emissions from combustion of biogenic materials.

Reductions in emissions from the latter four sources, and from carbon sequestration where
it occurs, may be eligible to create offset credits, as discussed in Chapter 7.
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3

Scheme cap

This chapter describes the criteria that should be taken into account when setting scheme caps. It considers the
proposed structure of caps and gateways, and how caps should be adjusted over time.

3.1

Setting the scheme cap

The scheme cap sets a limit on the number of tonnes of greenhouse gas emissions that can
be emitted by the covered sectors without incurring a penalty. Permits (to emit one tonne of
CO2-e per permit) are issued up to the level of the cap and allocated in various ways to
scheme participants.
Determining the duration, trajectory and level of the cap is a fundamental design decision. It
defines the magnitude of the abatement task, and therefore influences the likely costs of the
scheme. The cap significantly affects most other scheme design features.
The Discussion Paper proposed that:
•

firm annual caps be set for the first 10 years of the scheme, plus a range of possible
future caps (‘gateways’) for the following decade

•

following scheme commencement, governments (e.g. through a ministerial council)
extend firm caps every year, by one year, within the gateway range; every five years,
gateways would be extended by five years

•

the level of the emissions cap should be informed by economic modelling, and take
into account a number of considerations

•

the scheme cap should set Australia on a path towards reducing greenhouse gas
emissions by around 60%, compared with 2000 levels, by the middle of the century.

This chapter:
•

identifies the criteria to be considered in setting scheme caps (Section 3.2)

•

sets out the proposed duration of the cap and gateways, noting the need to balance
flexibility with investor certainty (Section 3.3)

•

considers the level and trajectory of caps and gateways (Section 3.4)

•

discusses the relationship between the NETS cap and other scheme design features
(Section 3.5)

•

examines the way the cap could be adjusted for increased coverage (Section 3.6)

•

outlines the process for cap setting and extensions (Section 3.7).

3.2

Criteria for cap setting

The cap must seek to balance the needs of scheme participants, governments, the broader
economy and the environment.
A number of considerations need to be taken into account in setting the caps for the NETS:
•

environmental integrity, including consistency with a long-term emissions reduction
target
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•

the ability of sectors to reduce emissions over time

•

provision of an incentive to deploy abatement technologies or practices

•

promotion of investor certainty

•

the need for a smooth transition to a carbon-constrained future

•

the need to ensure the capacity to respond flexibly to new information on scientific
understanding of climate change, future international action, and practical experience
with the scheme

•

effective management of the costs of achieving an emissions cap.

These considerations are discussed below. There is a particular focus on the long-term
emissions reduction target as a critical factor to consider in setting the scheme cap.

3.2.1

Environmental integrity: driving emissions reductions

The overriding objective of the NETS is to significantly reduce greenhouse gas emissions.
There is little point in introducing an emissions trading scheme that does not significantly
lower emissions compared with their levels in the absence of the scheme.
As noted in the Discussion Paper, avoiding dangerous climate change is clearly in Australia’s
interests. Globally, this implies significant reductions in emissions. The Intergovernmental
Panel on Climate Change (IPCC) Fourth Assessment Report found that, even if the
concentrations of all greenhouse gases and aerosols had been kept constant at year 2000
levels, a further warming of the climate system would be expected, and that:
Continued greenhouse gas emissions at or above current rates would cause further warming and induce
many changes in the global climate system that would very likely be larger than those observed during the
20th century.1

The IPCC states that, to restrain projected global temperature rise to 2.0–2.4°C above preindustrial equilibrium levels, CO2-e concentrations in the atmosphere would need to stabilise
at 445–490 parts per million. To achieve this, global emissions would need to peak over the
period 2000–2015, and reduce by 50% to 85% by 2050 relative to 2000 emissions levels.2
Australia will need to play its part in the international effort to reduce greenhouse gas
emissions. This will be reflected in Australia’s choice of:
•

long-term aspirational targets for national emissions

•

short- and medium-term emissions caps and trajectories, and their outcomes for
national emissions over time.

3.2.1.1

Avoiding dangerous climate change: setting a long-term emissions
reduction target

At the meeting of the Council for the Australian Federation on 12 April 2007, all states and
territories agreed that a national emissions trading scheme should place Australia on a path
to achieve a 60% cut in national emissions, compared with 2000 levels, by 2050.3 In the
Discussion Paper, this was proposed as an ‘aspirational target’.

1

IPCC, ‘Summary for policy makers’, in Climate change 2007: the physical science basis, 2007, pp. 12–13.

2

IPCC, ‘Summary for policy makers’, in Climate change 2007: the physical science basis, 2007, p. 22.

3

Council for the Australian Federation, communique, 12 April 2007, p. 3 (available at www.dpc.vic.gov.au).
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To put this goal into international perspective, other developed countries’ national or
regional targets for emissions reductions in 2050 include:
•

United Kingdom — 60% below 1990 levels

•

Netherlands — 80% below 1990 levels

•

France — 75% below 1990 levels

•

California (United States) — 80% reduction on 1990 levels

•

New Mexico and Oregon (United States) — 75% below 2000 levels.

Stakeholders provided feedback on the aspirational long-term emissions reduction target
proposed in the Discussion Paper, and the proposal to develop policy that places Australia
on a path to achieving it. Most supported these proposals.
Generally, support for a long-term emissions reduction target was due to it being based on
the best available scientific information on emissions reductions needed to avoid ‘dangerous
climate change’. Comments such as this, from Renewable Energy Generators Australia, were
common:4
[The 60% target] is in line with current Intergovernmental Panel on Climate Change (IPCC) projections
and has now been largely acknowledged by the international community as the appropriate target to
avoid serious climate change. (Submission 73, p. 4)

Several stakeholders argued for a more ambitious emissions reduction target — in the order
of 80–90% — citing recommendations of the Stern Review and the IPCC, and examples of
more stringent targets set in Europe and the United States.5
None of the submissions disputed the need for large-scale reductions in emissions by the
middle of the century. However, some questioned whether those reductions would be
economically and technically feasible, and stated that substantial support for new
technologies would be needed in order to achieve such a target.6
During 2007, stakeholders have increasingly called for a long-term target. In July, the
National Business Leaders Forum on Sustainable Development proposed a 60% reduction
on emissions in 2050 and a 20% cut by 2020, compared to 2000 levels, citing recommendations from the Australian Business Roundtable on Climate Change.7 Environment
Business Australia has called for the same targets, relative to current levels.8
A report from the Business Council of Australia, Setting achievable emissions reductions targets for
Australia9, advocates long-term targets to provide investor certainty — although these should
not necessarily be ‘set in stone’. The report suggests that targets should be the result of
balancing five factors:
•

what prevailing science suggests emissions reduction targets should be globally

4

Similar comments were made by stakeholders, including the Business Council for Sustainable Energy, the
CO2 Group and WWF Australia.

5

Environment Business Australia, Nature Conservation Council of NSW, Climate Action Newcastle.

6

Synergy, Business South Australia, Adelaide Brighton, Rio Tinto.

7

Australian Business Roundtable on Climate Change, The business case for early action, April 2006.

8

Environment Business Australia, Targets for our future, September 2007.

9

Port Jackson Partners Limited, Establishing credible targets for greenhouse gas reduction, report for the Business
Council of Australia, 23 May 2007.
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•

real targets set internationally

•

what is technically feasible

•

the likely economic impacts of abatement efforts

•

the need for targets to ensure early success, to enhance credibility and confidence.

In the year since the release of the Discussion Paper, there has been widespread and
increasing acceptance of the need for significant reductions in greenhouse gas emissions, and
for Australia to make a contribution to international efforts.
In addition to achieving significant emissions reductions and environmental benefits over
the long term, a long-term target will offer other benefits:
•

Increased investor certainty. New investments have a long life, particularly in the energy
sector, and may still be operating in 2050, so a signal now is important to ensure that
likely future emissions constraints are taken into account when such investments are
made.

•

Facilitation of links to other schemes. A level of ambition for emissions reductions similar
to those set elsewhere is likely to facilitate linking, noting that short-term caps will be
more relevant.

In addition to the commitment by state and territory governments, the Commonwealth
Government proposes 60% emissions reductions by 2050 compared with a 1990 baseline.10,
11

The Prime Minister’s Task Group on Emissions Trading (PMTG) does not propose a longterm emissions reduction target in its report.
3.2.1.2

The role of short- and medium-term caps and gateways

The environmental integrity of the NETS is not influenced only by the long-term emissions
target — the nearer term caps and gateways also matter. It will be important to consider the
cumulative emissions which result from the emissions pathway (or trajectory) in order to judge
the environmental integrity of the NETS. It is the stock of greenhouse gas emissions in the
atmosphere at any time that is environmentally significant, rather than the level of emissions
in any particular year. The lower the cumulative emissions implied by the cap trajectory, the
greater the environmental contribution.
The 60% reduction target endorsed by the Commonwealth and state and territory
governments is an economy-wide goal, rather than a sector-specific, state-specific or policyspecific target. This means that the NETS emissions cap will be important to achieving this
target, but the target will not be met through the NETS alone. The NETS only applies to the
covered sectors. Over time, it is expected that the scope of the NETS would encompass all
sources of emissions and all sinks. However, to the extent that this does not prove possible,
the caps for covered sectors may need to reflect greater or lesser reductions than implied by
the national emissions target, bearing in mind the ability of non-covered sectors to
contribute cost effectively to the overall abatement task.
10

Australian Labor Party, 2007 National Platform and Constitution, April 2007.

11

South Australia and Federal Labor Party targets are set relative to a baseline of 1990. Due largely to major
reductions in land clearing after 1990, and consequent emissions reductions, national economy-wide
emissions were only 6 Mt higher in 2000 than in 1990. Therefore, applying emissions reductions to a
national 1990 baseline or a 2000 baseline will result in a similar economy-wide target.

36

Scheme cap

3.2.2

Ability of sectors to reduce emissions over time

Assessing the ability of sectors to reduce emissions over time will require a particular focus
on technological possibilities, as well as on likely behavioural responses. For example, in the
stationary energy sector, the availability of low-emissions generation technologies and greater
energy efficiency should be considered. The cap will need to consider the likely timeframes
for evolution and deployment of low-emission technologies, and the changing abatement
cost curve for the sector.
For example, in the electricity sector, there is only a limited set of technologies that can be
deployed in the short term, although the range of technologies to reduce emissions in this
sector is expected to increase over time. When setting caps, it will be important to recognise
the constraints on short-term abatement potential. The pace of expected emissions
reductions should not outstrip the ability of sectors to deliver those reductions, or jeopardise
the secure supply of energy in the short to medium term.
The ability of all sectors to reduce emissions affects the ability to achieve an overall
economy-wide emissions abatement target. The cap (for covered sectors) must also consider
the ability of non-covered sectors to reduce emissions. Figure 3-1 illustrates the relationship
between the NETS cap and the emissions pathway of non-covered sectors. If the emissions
of non-covered sectors were increasing, it is likely that the NETS cap would need to be
lower in order to achieve the overall economy-wide abatement target (that is, covered sectors
would need to reduce emissions below their proportional contribution to this overall target).
If non-covered sectors were reducing emissions substantially, abatement from covered
sectors might not need to be as significant to achieve the desired economy-wide target.
Figure 3-1 shows that, if non-covered emissions are expected to be large, the cap for the
covered sectors would need to be more stringent (Case A) than it would have to be if less
emissions were expected from non-covered sectors (Case B).
Figure 3-1: Relationship between scheme caps and the economy-wide emissions
reduction target
NETS caps (covered sector emissions)

Non-covered sector emissions

Long-term,
economy-wide
emissions
reduction target

Case A

Case B
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Some emissions from the covered sectors (from sub-threshold sources) will not be covered
by the NETS. Those emissions should be considered ‘non-covered’, for the purposes of
setting scheme caps. (Given the proposals for coverage discussed in Chapter 2, such
emissions are likely to account for only a very small proportion of national emissions.)

3.2.3

Providing an incentive to deploy abatement technologies or
practices

The incentive to deploy low-emissions technologies or practices will be influenced by the
level of the cap (which is a key determinant of permit prices), its trajectory over time, and the
timeframe for which caps are set. As explained by the PMTG:
… market expectation of higher prices in the future, reflected in the rising price curve, is the key lever
by which to pull forward new technology. (PMTG Report, p. 105)

The permit price is important — a cap that delivers a muted price signal will have a muted
effect. Longer-term goals are important to encourage abatement activities that may have a
longer payback period but are a more cost-effective investment in the long term. As noted
by the Deutsche Bank, if ‘the price is too low for too long … the opportunity to make the
optimal investments from the beginning of the scheme is therefore lost.’12
Carbon capture and storage (CCS) is expected to play a significant role in meeting future
abatement targets. CCS is estimated to become viable in combination with different
generation technologies and in different regions at different prices. Estimated ‘trigger prices’
for CCS are shown in Table 3-1.
Table 3-1: Permit price triggers: break-even prices for carbon capture and storage
($/t CO2-e)

Queensland

New coal
Base load

New gas
Base load

New gas
Intermediate

37

47

52

NSW

45

50

55

Victoria

28

39

44

Tasmania

50

55

South Australia

50

55

47

52

50

55

Western Australia

42

Northern Territory

Note: ‘Break-even’ prices to retrofit plant with CCS are approximately $10 more.
Source: McLennan Magasanik Associates, Technology assumptions workbook 2007.

3.2.4

Promoting investor certainty

Investor certainty is desirable because large investments in emissions abatement will be
required in the covered sectors. The cap should provide detailed and long-term information
about the required emissions reductions to give existing and potential investors the
confidence to plan and proceed with investment. This is particularly the case in the electricity
generation sector, where policy uncertainty could potentially undermine short-term security
of supply. The industry is characterised by lumpy, long-lived investments. Once built, new
generation plant is likely to last for at least 40 years.
12
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Investor certainty is relevant to setting scheme caps in relation to:
•

the length of time for which caps are set (see Section 3.3)

•

the credibility of governments’ commitment to those caps

•

the number of years’ notice that investors are given.

On the last point, the Prime Minister has stated that firm caps are to be set in 2008.

3.2.5

Facilitating a smooth transition to a carbon-constrained
future

The NETS should facilitate a smooth transition to a carbon-constrained future. Australia has
an energy-intensive economy that obtains its competitive advantage from low-cost and
abundant fossil fuels. A cap appropriately geared to the rate at which the economy can adjust
would ensure that any costs to the economy in the short to medium term were manageable,
and would help position industry and the community for potentially much larger emissions
reductions in the future.
Studies suggest that taking early action to reach an emissions reduction target is more costeffective over the long term than delaying action.13
A smooth transition, for example by gradual increases in permit prices, is particularly
important in determining the cap trajectory (see Section 3.4). International permit prices
should also be considered, as comparable prices will facilitate linking between the NETS and
other schemes.
The smooth transition from abatement activities under the NSW Greenhouse Gas
Reduction Scheme (GGAS) and the Queensland Gas Scheme to activities under the NETS
should also be considered (see Chapter 10).

3.2.6

Responding flexibly to new information

The cap should allow emissions reductions to be achieved over time in a manner that is
consistent with international developments, scientific findings, and experience of the
functioning and performance of the scheme.
The need for flexibility to respond to such changes is particularly relevant in determining the
duration of caps, the width of gateways and the cap-setting process (see Section 3.4).
3.2.6.1

Evolving scientific understanding of climate change

The cap should be able to respond flexibly to evolving scientific understanding of climate
change.
With increasing certainty, scientific research is projecting the likely impacts of climate change
and the emissions reductions needed to avoid its most serious effects. Such research (for
example, the reports of the IPCC and, in Australia, CSIRO) will continue to be updated with
better information in coming years. The latest scientific information should be taken into
consideration in setting appropriate caps throughout the life of the scheme.

13

Stern, The economics of climate change; Allen Consulting Group for the Business Roundtable on Climate
Change, The business case for early action, April 2006.
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3.2.6.2

Future international action

Given that international climate change action beyond 2012 remains uncertain, the cap
should also be able to respond to possible future international obligations. Increasingly, it
appears likely that any global action after 2012 would involve a number of national or
regional emissions trading schemes. Therefore, it seems appropriate to consider domestic
action as a necessary interim step to encourage the establishment of, and participation in, a
global scheme. Accordingly, the proposed scheme, including the cap, should be designed to
be compatible with international schemes. This is likely to maximise the potential for
linkages with other schemes, such as the European Union Emissions Trading Scheme (EU
ETS). The European Commission will consider extending the EU emissions trading
directive’s linking provisions to mandatory emissions trading schemes which have a level of
ambition (for emissions reduction) comparable to that of the EU ETS.14
Countries that have ratified the Kyoto Protocol have begun negotiating to extend
commitments under the protocol beyond 2012. Talks — for example, the Dialogue on
Long-term Cooperative Action on Climate Change — are also occurring under the United
Nations Framework Convention on Climate Change (UNFCCC), which includes non-Kyoto
ratifying countries. In the short term, negotiations will be continued at the 13th Conference
of the Parties (COP13) on Climate Change meeting in early December 2007.15 A number of
stakeholders noted the importance of ongoing engagement with proponents of international
emissions trading schemes to ensure compatibility.
Independently of these negotiations, a number of nations and regions will implement
emissions trading schemes by 2012, including New Zealand and, in the United States,
California and the north-eastern states.
3.2.6.3

Experience with the NETS: banking levels

After the NETS begins, scheme administrators will receive information about the operation
of the scheme which will influence subsequent cap setting. Arguably the most relevant
indicator will be the level of banking occurring. For example, a very high number of banked
permits will indicate that the cap is being achieved easily; in response, it may be reasonable
to set the cap towards the lower bound of the gateway, rather than towards its upper limit.
The PMTG proposal to limit banking in early years (with a ‘safety valve emissions fee’) may
distort this indicator, as the true ability to reduce emissions — and the cost of doing so —
will not be revealed.

3.2.7

Managing the costs of achieving an emissions cap

The costs of the cap must be manageable. The more stringent the cap, the more expensive
compliance will be. However, there are many other elements of the scheme design that can
be used to manage costs and impacts. The costs of an emissions trading scheme will be
influenced by a range of factors directly related to the design of the scheme, including:

14

House of Commons Environmental Audit Committee, The EU Emissions Trading Scheme: lessons for the future,
second report of the session 2006–07, 2007, p. 102.

15

In August 2007, UNFCCC climate change talks were held in Vienna to ‘set the stage’ for the December
meeting in Bali. At the Vienna meeting, the Ad Hoc Working Group on Further Commitments of Annex I
Parties (industrialised countries) officially recognised the IPCC’s indication that global emissions should
peak in the next 10–15 years, and then reduce by well below half of 2000 levels by 2050, if concentrations
are to be at safe levels. These positions are likely to be the basis for negotiations by these countries at
subsequent international discussions.
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•

the choice of caps, which can be informed by careful modelling and analysis

•

permit allocation arrangements to assist those most adversely affected by the
introduction of the scheme

•

features such as offsets and banking, which increase flexibility for covered parties.

Results from modelling help to identify a transition path to achieving deep cuts in
greenhouse gas emissions while protecting Australia’s economic interests by minimising
costs and avoiding large, sudden, negative impacts. However, there will still be costs.
Modelling is being undertaken by the Taskforce to better understand the potential impacts
of an emissions trading scheme, for example on electricity prices, fuel prices, energy users,
particular industries and the wider economy.
The ability to manage anticipated costs must be considered in deciding a scheme cap.
Scheme impacts on particular groups can be managed through other scheme design features
— especially permit allocation, offsets and banking (see Section 3.5). That is, setting a less
ambitious scheme cap is not the only way to influence scheme costs.

It is recommended that scheme caps be set taking into account the following
criteria:
•

environmental integrity, including commitment to an economy-wide longterm emissions reduction target (e.g. 60% reduction by 2050, compared
with 2000 levels)

•

the ability of covered and non-covered sectors to reduce emissions

•

the provision of an incentive to reduce emissions

•

the promotion of investor certainty

•

the need for a smooth transition to a carbon-constrained future, including
through a gradual increase in permit prices

•

the need to respond flexibly to new information, particularly:

•

•

evolving scientific understanding of climate change

•

future international action

•

experience with scheme operation

management of the costs of achieving an emissions cap (noting that setting
a less ambitious cap is not the only way to reduce scheme costs).

3.3

Duration of the cap

3.3.1

Proposed cap period

The number of years in advance for which caps are set (the cap period) must strike a balance
between providing investor certainty and providing flexibility for governments to respond to
future developments.
The Discussion Paper argued that a short cap period (such as five years) would not provide
sufficient certainty and predictability for companies making investment decisions. Investors
would prefer some decades of forward knowledge. Conversely, if a cap were set for 30 years,
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for example, there is a high risk that developments in science, technology or international
obligations would render the cap inappropriate. It is risky to set caps too far in advance,
based on uncertain information. It could result in a cap being set too loosely, requiring
governments to buy back permits (at a cost to taxpayers16), or too tightly, causing covered
sectors to incur unnecessary costs.
Consequently, the Discussion Paper proposed that firm annual caps be set for the first
10 years of the scheme. The PMTG subsequently included the same proposal in its report,
suggesting that the government set firm caps from 2011 to 2020.
Uncertainties would be increasingly problematic for the period after 2020 — particularly
uncertainty about the nature of international obligations and the availability and cost of lowemissions technology. Therefore, for the medium term, when determining appropriate caps
would be more difficult, the Discussion Paper proposed that ‘gateways’ be set — that is, a
range for future caps. Stakeholders recognised the gateways proposal as a ‘good
compromise’ and, overwhelmingly, responded positively.17 The PMTG Report also
recommended that gateways be set for the second 10 years of the scheme (2021–30).
A mix of firm caps and gateways would help to balance the needs of investors and
governments. In a period of uncertainty, gateways provide information about the range of
the future abatement task. Combined with the firm cap, this information could reduce risk
and give investors sufficient certainty to invest in low-emission technologies. Gateways
would also provide governments with flexibility; future caps would be set as new
information becomes available. This reduces the risk of governments setting unsuitable caps
and the likelihood of a large, sudden impact on the economy.
The Taskforce again recommends that firm annual caps be set for the first 10 years of the
scheme and that a gateway for possible future caps be set for the second 10 years of the
scheme.
The PMTG describes how these factors may be taken into account in setting the upper and
lower gateways:
The upper bound of the gateway could be interpreted as the emissions reduction Australia is prepared
to undertake unilaterally to:
•

Help the economy make the transition to an emissions-constrained future

•

Ensure that adverse economic impacts are manageable

•

Establish a credible international negotiating strategy for moving towards a workable global
scheme.

The lower bound of the gateway could be interpreted as the maximum contribution Australia would be
prepared to make, based on sufficient progress towards an effective international agreement and the
expected commercial deployment of known and anticipated low-emissions technologies (PMTG,
pp. 105–106).

The Taskforce supports this conceptual framework for setting gateways.

16

The PMTG Report suggests ‘there could be a case for holding back part of auction revenues in case it is
necessary for the government to re-enter the market to purchase permits’ (p. 118).

17

Adelaide Brighton, Australian Financial Markets Association, AGL, Australian Industry Greenhouse
Network, Australian Network of Environmental Defenders Offices, AusWind, Chamber of Commerce
and Industry WA, Cement Industry Federation, Climate Action Newcastle, CO2 Group, Environment
Business Australia, Energy Developments Ltd, EnergyAustralia, Energy Supply Association of Australia,
Energy Users Association of Australia, Hydro Tasmania, International Emissions Trading Association,
Insurance Australia Group, Loy Yang Marketing Management Co., Origin, Renewable Energy Generators
Australia, Roaring 40s, Santos, Shell, TRUenergy.
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3.3.2

Timing of cap and gateways

To balance the need for investor certainty with the desire to maintain flexibility for
governments, it is appropriate to set firm caps for 10 years, with gateways set for the
subsequent decade.
The following steps are proposed for setting caps and gateways:

• Step 1: Before the commencement of the scheme, governments would announce firm
annual caps for the first 10 years, plus the gateways for possible future caps for the
next 10 years.

• Step 2: After the scheme begins, a firm cap for an additional year within the bounds
of the gateway would be announced on a rolling annual basis (the firm cap for year
11 would be announced in year 1, the year 12 cap would be announced in year 2, and
so on).18

• Step 3: At the time of the first proposed scheme review in year 5 (see Chapter 8), a
further five years of gateways would be announced (i.e. in year 5, gateways would be
set for years 21–25). At that time, the gateways for years 16–20 of the scheme could
be narrowed. Subsequently, gateways would be extended by a further five years,
every five years after the first scheme review.
The rolling nature of cap and gateway setting would mean that investors would always face
period of 10 years of known firm caps, at worst a five-year period of gateways, and at best a
10-year period of gateways.

Mt CO2e

Figure 3-2: Cap and gateway extensions

Annual firm cap
extensions set in
years 1–5, for years 11–15

Gateway extended for
years 20–24, and
narrowed for years
15–19, at the time of
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set prior to scheme start
Gateway for years 11–20
set prior to scheme start
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18

As noted above, firm caps may be set outside the gateway in exceptional circumstances. In this event,
governments would issue more permits, or buy them back, as necessary.
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This concept is illustrated in Figure 3-2, and described in more detail in Section 3.7. (The
Taskforce makes no recommendations about the level of scheme caps, or the rate at which
emissions should be first stabilised and then reduced. Therefore, the shape of the trajectory
in Figure 3-2 is illustrative only.)

It is recommended that:
•

firm annual caps be set for the first 10 years of the scheme and a range of
possible future caps (‘gateways’) be set for the subsequent decade

•

in each year of the scheme’s operation, governments announce a firm cap
for an additional year (within the bounds of the gateway) on a rolling
annual basis

•

every five years, gateways be updated (narrowed) for the first five years of
the remaining gateway, and extended for a further five years.

3.4

Level and trajectory of cap and gateways

3.4.1

Balancing objectives

The Taskforce, the PMTG and the Commonwealth Government agree that the scheme cap
trajectory should be set to put Australia on the pathway to achieving a long-term emissions
reduction goal. However, any number of pathways can be taken to achieve a particular
emissions reduction target. Despite having a common end point, the varying trajectories of
short- to medium-term caps result in different cumulative emissions and economic impacts.
Decisions on how quickly emissions should be reduced must balance different objectives.
For example, a sharper emissions reduction will provide greater environmental benefits by
reducing cumulative emissions over the life of the scheme. Delaying action to reduce
emissions can exacerbate climate change, given that greenhouse gases accumulate and are
long-lived in the atmosphere. Delaying action may also cost more, as suggested by the Stern
Review19 and the Australian Business Roundtable on Climate Change.20
A more gradual cap trajectory is likely to reduce the costs of the scheme — at least in the
short to medium term — and minimise volatility in permit prices. For example, in the
stationary energy sector, a scheme cap could be achieved at a lower cost if the abatement
trajectory were set to take into account the expected need for new plant, the retirement of
existing plant, and the availability and cost of abatement options.
The PMTG has stated:
… it would be a mistake, however, to set the emissions trajectory on the basis of the actual emergence
of technologies … The medium-term gateways should, therefore, ensure that sufficient pressure is
applied to accelerate the expected pace of technology development. (PMTG Report, p. 105)

The Taskforce agrees, noting the uncertainty involved in forecasting the availability of new
technologies and the need to be realistic about how quickly abatement might be achieved.
The Taskforce is continuing further modelling of possible scheme caps and emissions
reduction trajectories as an input to the Garnaut Climate Change Review.

19

Stern, The economics of climate change, pp. xvi–xvii.

20

Allen Consulting Group for the Business Roundtable on Climate Change, The business case for early action,
April 2006.
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3.5

Relationship between the cap and other scheme design
features

Scheme objectives — such as managing scheme costs and encouraging a smooth transition
to a carbon-constrained future — can also be pursued through other scheme design features.
This section discusses the relationship between the way caps are set and other scheme design
elements.

3.5.1

Pre-scheme abatement

The PMTG Report, and the former Commonwealth Government, proposed granting credit
for early action in certain circumstances. As a corollary to this policy, the PMTG suggests
that, to maintain the integrity of the overall abatement effort, credits awarded for early
abatement would need to be taken into account in setting first period caps (that is, overall
caps would need to be reduced by an equivalent amount, although this could be spread over
the full period to minimise the impact on available permits in any given year). If credit for
early action is to be included in the NETS, the Taskforce supports the approach of lowering
caps in early years to take this into account.

3.5.2

Offsets

Offsets help to achieve an emissions reduction target at an acceptable cost. There are two
reasons why the likely take-up of offsets should be taken into account in setting caps:

• The availability of low-cost offsets will affect compliance costs. If this is not taken
into account, the potential costs will be overstated and decision makers are likely to
select a cap that is less stringent than the cap they might have selected had they been
provided with a more accurate estimate of costs.

• Caps should be selected with a view to achieving a particular economy-wide
emissions outcome. If reductions in emissions in non-covered sectors are being used
as offsets, they are ‘cancelled out’ by increases in emissions in covered sectors. This
needs to be taken into account when considering likely total national emissions
outcomes for any particular cap trajectory.
The level of offsets will also be important in setting caps for sectors added in the future. The
amount of offsets provided by a non-covered party can be viewed as a proxy for emissions
reductions currently available in that sector if it were covered by the emissions trading
scheme, and would be a useful guide for setting caps if the sector were to be covered. Note
that that low-cost abatement will always be realised first, and that marginal costs of
abatement are likely to increase in all sectors over time.

3.5.3

Banking

Allowing banking of permits in the NETS is likely to lower the total scheme compliance
costs, encourage a smoothed permit price over time, and take some of the burden of
achieving these aims off the scheme cap.
Banking behaviour is particularly relevant to making decisions about cap extensions. A very
high number of banked permits will indicate that the cap is being achieved easily. In
response, as caps are extended through the gateways, it may be reasonable to set the cap
towards the lower bound of the gateway, rather than towards its upper limit. If caps in the
early years were inadvertently set too loosely, setting tighter caps in later years could ‘soak
up’ those excess permits.
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3.5.4

Penalty or emissions fee

The level of the penalty or emissions fee should be set at a level that is above the estimated
costs of compliance for any given scheme cap. This is discussed in more detail in Chapter 6.

3.5.5

Other greenhouse policies

As discussed in Chapter 12, other measures will be required to complement the NETS, both
in covered sectors and in non-covered sectors.
In covered sectors, complementary measures, such as efforts to increase energy efficiency or
to reduce the cost of clean coal technologies, will reduce compliance costs. This needs to be
taken into account when setting caps.
In non-covered sectors, there is a relationship between complementary measures and the
eligibility of particular projects to qualify as offsets. To the extent that the complementary
measure means that the project is no longer ‘additional’ to what would have been undertaken
in any event, it would not be counted as an offset. (See Chapter 7 for more details on
proposed additionality requirements for offsets.)

3.6

Adjusting the cap

3.6.1

Adjustments for extensions of coverage

In future years, if coverage of the NETS is expanded — for example, to the agriculture
sector — the scheme cap and gateways will need to be increased to reflect the additional
emissions covered. Otherwise, the stringency and cost of the scheme could increase, because
under the expanded scheme a larger group of liable parties would be competing for the pool
of emission permits issued under the original cap.

3.6.2

Adjustments to accommodate new TEEIIs

The PMTG proposes that:
… to minimise the welfare implications on other sectors of the economy, the emissions cap under the
scheme could be adjusted upwards to account for emissions as a result of new investments in the tradeexposed, emissions-intensive sector. (PMTG, p. 116)

The Taskforce considers that the cap should not automatically be increased to accommodate
new trade-exposed, emissions-intensive industries (TEEIIS). Such adjustments would
undermine the cap and investor certainty for a relatively small increase in emissions (in the
context of a NETS with broad coverage). The entry of new TEEIIs into the market should
be viewed as a one of several factors likely to influence scheme costs that would be taken
into account when extending caps and gateways.

3.7

Process for cap setting and extensions

3.7.1

Assessment criteria for cap and gateway extensions

A process is needed to guide the scheme developer in making recommendations to
governments on the annual extension of the firm cap and on possible adjustments to caps
and gateways.
Given the nature of the task, the scheme developer should take into account a broad set of
assessment criteria, rather than a narrow ‘checklist’.
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The Taskforce proposes the following criteria:
•

the levels of the gateways — caps should only be set outside them in exceptional
circumstances21

•

criteria for consideration in initial cap setting (see Section 3.2)

•

emissions projections, including influences on the emissions profile, such as possible
changes in demand

•

actual emissions, which may differ from the scheme cap if there is not a high level of
compliance

•

abatement costs, including impacts on particular adversely affected sectors

•

permit prices (including international prices)

•

consistency with the existing cap trajectory

•

developments in technology

•

scientific understanding of climate change

•

accepted and proposed international agreements

•

the operation of the scheme (e.g. costs of compliance, reports on banking behaviour,
outcomes of five-yearly reviews)

•

stakeholder feedback

•

other matters as directed by the ministerial council.

It is recommended that the scheme developer be provided with broad assessment
criteria when making recommendations for cap and gateway extensions.

3.7.2

Gateway extensions

At the same time that a new five-year extension is added to the gateway, the remaining
existing gateway period (the second five years of the original gateway) could also be
narrowed. That is, at the first scheme review in year 5, the gateway would be narrowed for
years 16–20, and extended for the years 21–25. Narrowing the gateway within its original
bounds may be possible as new information is gathered, and will be helpful in providing
greater investor certainty and clarity for the scheme developer in recommending extensions
of the firm cap. See Figure 3-2 for an illustration of this approach.
When the scheme developer makes recommendations on a five-year extension to the
gateway — every five years — the broad criteria as outlined in Section 3.7.1 could apply
(although with a focus on longer term issues, such as the planned expansion of coverage to a
new sector), as well as the same general guidance. After considering recommendations from
the scheme developer, the ministerial council would select gateways and publish its decision
and reasons.

21

While the bounds of the gateways should be close enough together to provide guidance for investors, it is
also expected that gateways will be wide enough to avoid the need to set firm caps outside the gateways’
upper and lower bounds. This is discussed further in Chapter 4.
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3.7.3

Consultation and communication during the cap-setting
process

It is vital that stakeholders have an opportunity to provide input during cap setting. The level
of consultation and input on the annual extension of the firm cap, however, is likely to be
constrained by the fact that the scheme developer must make recommendations, and
government must make its decision, once a year. Given time constraints, the Taskforce
recommends that a stakeholder representative body (including industry, environmental and
community groups) be established, and that the scheme developer be required to consult the
group before making recommendations.
The five-yearly process for extending the gateway would necessarily be more involved,
because it sets the bounds of future caps for an additional five years. Therefore, the
Taskforce recommends that the scheme developer be required to undertake a formal
stakeholder consultation process, including the public release of a discussion paper on
options for extending the gateway, consider submissions in response, and incorporate
feedback in the five-yearly scheme review.
The process should be transparent, with the ministerial council making public the
recommendations provided by the scheme developer and the rationale for the council’s
decision on setting caps.

It is recommended that:

3.8

•

a representative stakeholder body be established to advise the scheme
developer on issues associated with the annual extension of the firm cap

•

in making recommendations on the five-yearly cap extension, the scheme
developer undertake stakeholder consultation, including the release of a
discussion paper and consideration of submissions made in response

•

the ministerial council make public the scheme
recommendations and the rationale for its decisions on caps.

developer’s

Conclusion

Determining an ‘appropriate’ level for the scheme cap is the most critical feature of the
NETS design. Uncertainties in several areas make cap setting difficult: technological change,
scientific developments, international negotiations and the ability to respond to change.
The proposed cap-setting process recognises this uncertainty, and the need for investors to
have reliable information on which to base decisions. The proposal to set 10 years of firm
annual caps and 10 years of gateways balances the need to provide investor certainty with the
need for governments to respond flexibly to new information.
The level and trajectory of scheme caps determine the abatement task and, therefore, are the
major influence on the costs of the scheme. An appropriate cap should significantly reduce
emissions at a reasonable cost to the economy. Deciding caps requires considered analysis
and modelling.
As detailed in section 3.2, a range of criteria should be taken into account in setting caps.
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4

Permits and permit allocation

Permit allocation is a critical issue in any cap and trade scheme. This chapter considers the sorts of permits
that might be included in the NETS and how they might be allocated. It recommends that permit allocation
should be the main mechanism by which assistance is provided to those likely to be most adversely affected by
the implementation of the scheme.

4.1

Permits and permit allocation

At the heart of any emissions trading scheme is the tradeable permit to emit. How permits
are initially allocated throughout the economy can have significant efficiency and equity
implications. This chapter sets out the recommended approach to permit allocation, and
describes how efficiency and equity considerations have been taken into account.
Three broad tranches of permit allocation are proposed:
•

A free allocation of permits would be made to those electricity generators and other
firms that would be expected to be disproportionately adversely affected by the
introduction of the scheme and that meet certain criteria. This would be a once-off,
up-front allocation of permits.

•

An annual free allocation of permits would be made to trade-exposed, emissionsintensive industries (TEEIIs), until their competitors in other nations face
commensurate emissions constraints. This allocation would vary according to the
firm’s output.

•

The remaining permits would be auctioned. Auction revenue could be used for
various purposes, including providing assistance for low-income households, regions
or groups of workers.

This chapter sets out a national approach to permit allocation. Permit allocation would be
managed centrally by the scheme regulator, according to an allocation plan set out in
legislation and regulations. There should be no differences between jurisdictions in the
approach to permit allocation.
Free allocations of permits to firms would be for the specific purpose of providing assistance
where the introduction of the NETS would otherwise have had a significant detrimental
impact on asset values and international competitiveness. The Taskforce has given careful
consideration to designing an allocation system that would not provide scope for windfall
gains or create perverse incentives to continue to emit.
This chapter:
•

discusses the types of permits that would be issued (Section 4.2)

•

sets out the broad objectives of permit allocation (Section 4.3)

•

describes the recommended permit allocation arrangements for electricity generators
and other firms that might meet the definition of ‘disproportionately affected’
(Section 4.4)

•

describes recommended permit allocation arrangements for TEEIIs (Section 4.5)

Recommended arrangements for permit auctions are discussed in Chapter 5, and possible
measures to assist households and other groups are discussed in Chapter 12.
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4.2

The nature of permits

It is proposed that permits be electronic, and that their ownership be logged in an electronic
registry in the same way that the ownership of Renewable Energy Certificates (RECs), NSW
and ACT Greenhouse Abatement Certificates (NGACs) and Gas Electricity Certificates
(GECs) is currently logged in their respective registries. The registry should also be designed
to be compatible with the International Transaction Log (ITL), such that linking to Kyoto
mechanisms is made technically possible.

4.2.1

Short-term versus long-term permits

Permits could take various forms. One option is for short-term, annual permits, each of
which gives the holder the right to emit 1 tonne of CO2-e in a year. Another option is for
long-term permits, each of which gives the holder the right to emit 1 tonne of CO2-e in
every year for a longer period (for example, 10 to 20 years).
The Taskforce’s 2006 Discussion Paper stated:
It is proposed that the scheme would have only one form of permit — the annual permit. Each annual
permit would be marked with the first year on which it becomes valid (its vintage). Permits may be
allocated many years in advance (up to the lower bound of established gateways). (Discussion Paper,
p. 120)

Submissions in response to the Discussion Paper supported this proposal; no stakeholder
objected to it.
The Prime Ministerial Task Group on Emissions Trading (PMTG) also recommended the
use of short-term, annual permits.
When combined with longer term setting of caps and longer term arrangements for permit
allocation, from a participant’s point of view there would be little, if any, difference between
long-term permits and annual permits.

It is recommended that only one form of permit be issued — the annual permit,
date-stamped with the first year in which it became valid (its vintage).

4.2.2

Property rights versus licences

The Discussion Paper stated that permits would take the form of property rights. If
governments subsequently wanted to withdraw a number of permits from circulation, they
could not acquire the permits without compensation.
Stakeholders responded with conflicting positions to this proposal:
•

1

50

Industry stakeholders were generally in favour of the proposal.1

Those in favour of the idea of permits as firm property rights included A3P (Submission 64), Australian
Industry Greenhouse Network (Submission 122), AusWind (Submission 39), Australian Business Council
for Sustainable Energy (Submission 62), Business SA (Submission 110), Cement Industry Federation
(Submission 60), Chamber of Commerce and Industry (WA) (Submission 90), Environment Business
Australia (Submission 107), Energy Developments Ltd (Submission 65), Energy Australia (Submission 36),
Energy Retailers Association of Australia (Submission 86), esaa (Submission 84), Energy Users’
Association of Australia (Submission 112), Hydro Tasmania (Submission 27), Insurance Australia Group
(Submission 21), International Power Australia (Submission 92), Loy Yang Marketing Management Co.
(Submission 69), OneSteel (Submission 18), Origin Energy (Submission 81), Powerdirect Australia
(Submission 56), Rio Tinto (Submission 119), Roaring 40s (Submission 35), AGL (Submission 28), Alinta
(Submission 57), and TruEnergy (Submission 93).
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•

Several environmental groups were opposed to the idea, and suggested that permits
be created as licences, the conditions of which could be changed at any time without
compensation.

Groups that opposed structuring permits as property rights included WWF Australia, the
Australian Network of Environmental Defenders Offices (ANEDO) and the Australian
Conservation Foundation. Their arguments against creating permits as firm property rights
may be summarised as follows:
•

It creates a disincentive for governments to reduce the cap.

•

It unfairly transfers from industry to taxpayers the risks of setting caps that may
subsequently be deemed too lax.

•

It is inconsistent with the approach taken in other Australian and international
schemes.

•

Compensation would not be automatically required even if permits were construed
as property rights.

These arguments are discussed below.
4.2.2.1

Disincentives to reduce the cap

The requirement to buy back permits clearly creates a disincentive for governments to alter
the cap downwards. Some groups have argued that this is a serious drawback. For these
groups, the preferred alternative is to provide no compensation if caps are subsequently
reduced.
The property rights structure does create a disincentive for governments to alter the cap, but
some constraints on government behaviour are appropriate. As discussed in Chapter 3,
setting long-term caps creates an environment of investment certainty and confidence. Such
an environment is necessary to encourage the large, risky investments needed to reduce
national emissions in the long term.
However, the need for future flexibility should be taken into account. The following
measures should be incorporated in the recommended NETS design:
•

Firm caps should not be set too far in advance.

•

Lower gateways can be set stringently (that is, low enough to accommodate at least
some unanticipated requirements to reduce emissions).

•

Permits should only be issued in advance to the lower bound of the gateway.

•

The number of banked permits from previous years should be taken into account in
extending firm caps through the gateway.

These measures would reduce the risk of needing to buy back permits, but would not
eliminate it.
The PMTG Report suggests that some auction revenue should be saved to fund permit buybacks if necessary:
Given the uncertainty about international progress on climate change frameworks and climate change
science, emissions caps settled now may turn out to be too high. There could be a case for holding back
part of auction revenues in case it is necessary for the government to re-enter the market to purchase
permits (PMTG Report, p. 118).
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The need to hold back auction revenue against this contingent liability seems questionable,
particularly if caps, gateways and future permit allocations are approached conservatively.
The PMTG Report argues against strict hypothecation of auction revenues; the Taskforce
suggests that this should also apply in relation to potential tightenings of the cap.
4.2.2.2

Unfair burden sharing

The second argument raised by some stakeholders against granting permits the status of
property rights is that liable parties, rather than taxpayers, should bear the risk of
governments deciding that emissions must be reduced faster than previously expected.
Generally, the cost of dealing with risk is minimised if it is borne by the party that is best
able to manage the risk. The risk of setting caps that are too high seems best managed by
governments, because:
•

governments set the caps, and should take a cautious approach when doing so

•

the Australian Government, rather than liable parties, is the party that consents to
accept new, internationally agreed limits on Australian emissions

•

governments control other policy levers that can be used to meet unanticipated
needs to accelerate emissions reductions, and can choose the most cost-effective
means to do so.

If liable parties were to bear the risks associated with non-firm rights to emit, this would
increase the risk associated with new investments. The greater risk would be reflected in a
requirement for greater returns, raising the prospects of higher consumer prices and delayed
investments.
4.2.2.3

Inconsistency with other schemes

That Australian permits are backed by legislation while those in other schemes are not is
unlikely to create significant problems.
The lack of property-right status in the EU ETS is not likely to create significant additional
uncertainty, because caps and allocations have been set for such short periods in advance (at
least to date). The shorter the cap/allocation period, the less likely it is that governments
would need to respond to a ‘surprise’ and need to reduce emissions more rapidly than
expected.
However, short cap and allocation periods create their own problems. The EU ETS has
been criticised for creating too little certainty for investors, the main reasons being the
relatively short periods for which caps have so far been set (three years and then five years)
and the concomitantly short allocation periods.
4.2.2.4

Compensation is not automatically required

ANEDO argued that, even if permits were construed as property rights, no automatic right
to compensation would arise if governments chose to cancel them.
This is a matter of policy choice. Any right to compensation will depend on the terms of the
legislation establishing the scheme, which is within the control of governments. The
Taskforce believes that the requirement for governments to buy back permits should be
included in NETS legislation.
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4.2.2.5

Conclusion

The concern that a requirement to compensate creates a disincentive to tighten caps is valid.
Nonetheless, the Taskforce recommends a firm property rights structure on the basis that
governments are best able to manage the risk of needing to tighten caps in the future, and
that providing greater certainty to investors is likely to reduce overall mitigation costs and to
maximise the security of energy supply.

It is recommended that permits be structured as secure property rights, and that
the legislation include a provision for appropriate compensation if permits are
bought back by governments.

4.3

Objectives for permit allocation

Permits could be allocated in a variety of different ways — sold at auction, sold for a fixed
price, or allocated free of charge. Before decisions can be made about how permits should
be allocated, it is necessary to identify the objectives that allocation is meant to achieve.
The way permits are allocated has implications for efficiency as well as for equity, as
discussed below.

4.3.1

Efficiency considerations

The implications of allocation methods for the efficiency of the NETS relate to:
•

incentive effects

•

market power

•

transaction costs

•

the provision of clear, transparent price signals.

4.3.1.1

Incentive effects

It is important to avoid methods of free permit allocation that create incentives to emit.
There are two main ways that this problem might occur. The first is through the use of an
‘updating’ mechanism in the permit allocation formula, and the second is through the use of
a ‘use it or lose it’ rule:
•

Updating mechanisms. When updating mechanisms are used, allocations are based on
emissions in a prior period, and the period is updated repeatedly throughout the life
of the scheme. During the scheme’s operation, firms face a trade-off between the
costs of emitting now (and surrendering the appropriate number of permits) and the
additional free allocation that this will engender in the future. Such a mechanism
would increase the costs of meeting any particular emissions cap. For example, if a
firm’s allocation in year 2 of the NETS depended on its emissions in year 1, then in
year 1 the firm would take not only the carbon price in year 1 into account when
making its decisions, but also the value of its potential allocation in year 2. This kind
of arrangement means that it would take a higher carbon price in year 1 to dissuade
the firm from emitting, all other things being equal.

•

‘Use it or lose it’ rules. Under a ‘use it or lose it’ rule, a firm that has been awarded free
permits must hand them back without compensation if they are not used or if the
firm closes down. Such a mechanism could create an incentive for a firm to continue
to operate and emit for longer than it would have done if it could realise the full
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value of permits by selling them and shutting down. Under a ‘use it or lose it’ rule, a
generator that had been allocated permits for the years 2015–2020, but chose to shut
down in 2016, would be required to surrender its permits for 2016–20 to the
government without compensation. This would reduce the firm’s incentives to
reduce its output or to shut down. If the value of permits is taken away upon closure,
they cease to hold their full value during production. The generator is less likely to
take the value of emissions into account when making production decisions or when
considering the appropriate time to cease production. Like an updating rule, a ‘use it
or lose it’ rule means that firms would have an incentive to emit more than they
would in the absence of such a rule. This makes achieving the cap more difficult, and
increases the costs of doing so.

It is recommended that the allocation mechanisms avoid rules that encourage
firms to continue to emit.
4.3.1.2

Market power

It is important to ensure that the market for emission permits works smoothly, and that no
firm or group of firms can monopolise the supply of permits.
The combination of a number of factors suggests that market power is unlikely to be a
problem in the NETS:
•

Broad scheme coverage, including coverage of stationary energy, transport, fugitive
emissions and industrial processes, means that no individual liable party is likely to
dominate the market.

•

Not all permits are given away free to incumbent firms.

•

A significant proportion of permits is auctioned in each cycle.

•

Some parties, such as aluminium smelters, receive permits for their indirect
emissions through their use of electricity. These firms will not use the permits
directly, and are an alternative source of permit supply for directly liable parties.

•

The use of domestic and international offsets creates further supply channels.

In addition, Part IV of the Trade Practices Act 1974 regulates restrictive trade practices.
4.3.1.3

Transaction costs

The way in which permits are allocated should be as straightforward as possible, and
designed to avoid disputation and costs. Even after permits have been allocated, it is
important to foster an efficient secondary market, so that subsequent permit trading involves
minimal transaction costs.

It is recommended that the allocation mechanisms be as simple as possible,
consistent with the need for them to be equitable, transparent and robust.
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4.3.1.4

Providing clear and transparent price signals

Auctioning permits is the mechanism most likely to provide clear, transparent price signals
to guide investment and output decisions. It is proposed that all permits not allocated free of
charge be auctioned. The design of the auction will influence the quality of the price signal.
Auction design issues are discussed in Chapter 5 and Appendix C.

4.3.2

Equity considerations

Equity considerations are central to the Taskforce’s permit allocation proposals. They are
also, inevitably, the most controversial: there are many different views of what is ‘fair.’
Like any major regulatory change, the introduction of binding constraints on greenhouse gas
emissions through the NETS would create winners and losers.
The Discussion Paper proposed that the guiding equity principle for permit allocation
should be to assist those who would otherwise be most adversely affected by the
introduction of the scheme.
The PMTG Report argues that a compensatory approach could be taken with firms that
experience a ‘disproportionate loss in asset value’.
Groups other than commercial firms may need assistance to adjust to the NETS. In
particular, the need for adjustment assistance for low-income households, or particular
regions or groups of workers, should be reviewed. Auction revenue provides a potential
source of funding for such assistance. Household assistance is discussed further in
Chapter 12.
The impact of the NETS is unlikely to be distributed evenly across regions. Regional impacts
should be assessed carefully, and, where regions are found to suffer disproportionate
disadvantage, transitional assistance measures should be provided.
The allocation challenge is to meet governments’ equity objectives in a way that does not
significantly compromise the efficiency of the scheme.

It is recommended that a key objective of permit allocation be to assist those who
are likely to be most adversely affected by the implementation of the scheme.

4.4

Assistance for firms suffering disproportionate loss

As outlined in Section 4.1, one of the three broad tranches of permit allocation is for
electricity generators and other firms that can demonstrate that they are likely to be
‘disproportionately affected’ by the introduction of the scheme.
The Discussion Paper proposed a free allocation for electricity generators that would be
adversely affected. This allocation was designed to offset for the net present value of the
reduction in operating profits (equivalent to a reduction in asset value) that the NETS was
estimated to induce.
The PMTG Report also recommended an allocation of free permits to those who would
bear a ‘disproportionate loss’ as a result of the introduction of an emissions trading scheme
(p. 116).
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4.4.1

Groups other than electricity generators

The PMTG Report suggests that groups other than electricity generators should be entitled
to apply for free permits on the basis that they are likely to suffer disproportionate loss.
However, the report did not identify any such groups.
The principal cause of loss would be the inability of a company to pass on to its customers
the increase in costs due to the NETS. For many firms, the major constraint on cost passthrough is international competition from countries without significant carbon constraints.
Australian industries without international competition are much more likely to be able to
pass costs on, since all companies in the industry face the same increase in costs.
The electricity generation sector faces no international competition.2 However, it has several
features that make it different from most other domestically focused industries. The industry
employs a range of different technologies to deliver its outputs, with strikingly different
emissions profiles, such as brown coal generators, black coal generators, combined cycle gas
turbines (CCGT), open cycle gas turbines (OCGT), and renewables. These technologies
have different balances between fixed and operating costs, and play different roles in
meeting demand — baseload, intermediate load and peaking load. The industry is also
characterised by particularly large, long-lived investments, the costs of which are ‘sunk’ —
they cannot be recouped if the business shuts down. The nature of pricing arrangements in
wholesale electricity markets means that some electricity generators will not be able to pass
on all of their costs into the market, because they are competing against other, less
emissions-intensive plant.
By contrast, most other domestically focused industries that are not exposed to international
competition do not have very large sunk costs and do not use highly diverse technologies to
deliver their outputs.
None of the analysis conducted by the Taskforce to date has suggested that any other group
likely to be significantly adversely affected would not also be likely to be classified as a
TEEII (and would therefore be entitled to assistance in any event). The Taskforce considers
that individual firms should not be presented with a choice of two routes for free permits:
up-front compensation for disproportionate loss or assistance as a TEEII.
The PMTG Report also suggests that the guiding principles of permit allocation should
include:
•

it must not provide ongoing incentives for ‘rent seeking’, or opportunities to overturn or
undermine the scheme; and

•

it must minimise the ongoing transaction costs for business and government and promote market
efficiency. (PMTG Report, p. 114)

The Taskforce considers that the best way to avoid unproductive lobbying efforts and to
minimise transaction costs is to specify additional criteria that would be applied to firms
seeking compensation for disproportionate losses.

2
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Additional criteria that should apply to firms seeking a free allocation of permits on this
basis should include the following:
•

The firm is not trade-exposed. If it is, it should seek assistance via the TEEII route.

•

The firm is emissions-intensive. The quantitative criterion for emissions intensity
used for TEEIIs should apply to this category.

•

The firm has very large, sunk capital costs.

•

The ability of the firm to pass on costs is constrained by domestic competitors that
face no commensurate increase in costs as a result of the scheme.

It is recommended that, in addition to demonstrating a likelihood of experiencing
disproportionate loss, a firm requesting assistance through this mechanism also
demonstrate that:
•

it is not trade-exposed

•

it is emissions-intensive, defined in the same way as for TEEIIs

•

it has very large, sunk capital costs

•

its ability to pass on costs is constrained by domestic competitors that face
no commensurate increase in costs as a result of the scheme.

4.4.2

The case for limited free allocation of permits to electricity
generators

As explained above, some electricity generators would be made worse off by the
introduction of the scheme. Their competitiveness in the domestic electricity market would
be altered, and their expected operating profits reduced.
There are two main reasons why some generators are likely to be worse off under an
emissions trading scheme:
•

If they were required to purchase all of their permits, their costs would rise.
However, wholesale electricity prices might not rise sufficiently to offset this increase
in costs. This is because prices might be being set by generators that are less
emissions intensive.

•

Their place in the electricity dispatch merit order is changed, and their output is
reduced.

4.4.3

Permit allocation compared with other forms of assistance

Permit allocation is not the only way in which generators could be assisted. The main
alternative would be to provide cash assistance, which could be funded through auction
revenue.
In either case, a decision on how much assistance different generators require could be made
on the basis of a detailed estimation or by using more arbitrary rules.
There are two main advantages of permits over cash as a form of assistance for generators:
•

The value of permits is correlated with the requirement for assistance. This means
that errors in estimating future reductions in operating profits will be offset, at least
in part, by errors in estimating the value of the permits awarded to the generator.
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•

The number of permits available in different years is certain, whereas auction
revenues are not. It may be easier for governments to make long-term commitments
in relation to permit allocation than to cash.

During consultations, generators generally expressed a preference for free permits rather
than cash.

4.4.4

Free allocations to electricity generators and incentives

As noted in Section 4.1, it is proposed that allocations to generators take the form of a onceoff, up-front allocation of permits.
Several stakeholders expressed concerns that a free allocation of permits to emissionsintensive generators would create direct incentives for them to emit. However, this ignores
the opportunity cost value inherent in freely allocated permits. A profit-maximising
generator would take the opportunity cost of a permit into account in the same way as it
would the cost of a permit purchased at auction. A simplified numerical example is shown in
Box 4-1.
Box 4-1: Examples of incentives using free permits and auctioned permits
A generator has an emissions intensity of 1 t CO2-e/MWh. Its original marginal cost (excluding
the cost of permits) was $20/MWh. The permit price is $20/t CO2-e, and the wholesale
electricity price is $30/MWh (with the NETS in place). The generator has been allocated 1000
free permits and is considering whether to generate an additional 1000 MWh.
The generator could continue to operate and earn profits of $10,000. However, if it shuts down
and sells its permits, it could earn $20,000: the profit-maximising decision is to sell the permits
and not generate the 1000 MWh.
This incentive does not change if all permits are auctioned. In that case, the generator will
make a loss of $10,000 if it generates the 1000 MWh, compared with making no loss if it does
not operate over the period.
Free allocation
case

Auctioning
case

Original marginal cost

$20/MWh

Emissions intensity

1 t CO2-e/MWh

Price of permits
Emissions-inclusive
cost

$20/t CO2-e
marginal

$40/MWh

Wholesale electricity price
(with NETS)
No. of permits received free of
charge

1000

0

Profits for 1000 MWh
generation

$10,000

–$10,000

Profits for exit

$20,000

0

Net result from choosing to
generate

–$10,000

–$10,000

Sell permits and
do not generate

Do not buy permits and
do not generate

Decision
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4.4.5

Treatment of generators that close down

As pointed out in the Discussion Paper, to maintain the incentives described above, it is
important that generators which close down not be required to hand back any free permits
granted to them. Otherwise, the opportunity cost of those free permits falls to zero in the
generator’s considerations about shutting down production, skewing its decision in favour of
continuing to operate when carbon price signals ought to have been indicating that shutting
down was the most profitable option.3
This position was broadly supported by stakeholders in their responses to the Discussion
Paper. The PMTG Report also recommends against a rule that requires those receiving
compensation assistance to hand back free permits in the event that they subsequently shut
down. (Both the Taskforce and the PMTG recommend a different approach for TEEIIs,
however — see Section Error! Reference source not found..)

4.4.6

Electricity generators that would not be eligible for a free
allocation of permits

Two categories of electricity generators would not be eligible to receive a free allocation of
permits:
•

generators that are likely to benefit from the scheme

•

new generators.

4.4.6.1

Generators likely to benefit from the NETS

Not all electricity generators would be adversely affected by the introduction of the scheme.
Some, particularly low- or zero-emissions generators, would be expected to benefit from
higher wholesale electricity prices. Also, due to their lower emissions intensity, their
competitiveness would improve compared with that of more emissions-intensive generators.

It is recommended that no free permits be allocated to those electricity generators
expected to benefit from the introduction of the NETS. Only generators that are
estimated to suffer a disproportionate loss in asset value should be eligible for an
allocation of free permits.
4.4.6.2

New generators

The Discussion Paper stated that new generators should not be entitled to receive a free
allocation of permits. This is because a new generator could be planned, designed and
constructed to operate profitably in an emissions-constrained environment. Investors in new
generation plant would make their decisions with the knowledge that the NETS would be in
place, and plan accordingly.

3

The Taskforce does not consider that security of supply is threatened by such arrangements. The
combination of notice provisions before closure in electricity markets and the operation of the contract
market mitigate the risk of unexpected closures and shortfalls of supply. In any event, security of supply
arrangements are best handled through electricity market rules, rather than through the NETS.
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This concept was generally supported by stakeholders, although varying definitions of a ‘new
generator’ were suggested. For example, the Energy Retailers Association of Australia stated:
Once market participants have policy certainty (and a carbon price) all ‘new’ investments in energy
infrastructure (or any other carbon-intensive process) will have the opportunity to factor-in the cost of
carbon and should therefore not receive a free allocation of permits. (Submission 86, p. 13)

Similarly, the PMTG Report argues:
After the date of announcement of an intention to proceed with emissions trading, decisions to invest
would be taken in the knowledge of the impending introduction of a price on carbon. Such investments
should not be eligible for compensation. (PMTG Report, p. 115)

The Prime Minister has since announced that ‘compensation for firms adversely affected by
the trading system will apply to those assets that were in existence on the 3rd of June 2007’.4
This date was the day on which the Prime Minister announced that the Commonwealth
Government would introduce an emissions trading scheme as proposed by the PMTG
Report.
Any cut-off date will be essentially arbitrary, and will have different implications for different
project proponents and jurisdictions. If the 3 June cut-off date is to be used, the
Commonwealth Government should clarify the definition of ‘assets that were in existence’.
One possible way to define ‘assets that were in existence’ is as ‘any generator that was
identified as a “committed plant” as at 3 June 2007’. A possible definition for ‘committed
plant’ is that used in the National Electricity Market. The Inter-Regional Planning
Committee defines a committed project as one that meets all of the following criteria:
•

the project proponent has acquired, or has commenced legal proceedings to acquire, land for
the construction of the project

•

contracts for the supply and construction of the project’s major plant or equipment (including
generators, turbines, boilers, transmission towers and conductors), including provisions for
project cancellation payments, have been executed

•

the project proponent has obtained all required planning and construction approvals and
licences, including completed and approved environmental impact statements (these include
planning and environmental approvals from duly authorised planning bodies at both State and
Federal Government levels)

•

financing arrangements for the proposal, including debt plans, have been finalised and
contracts executed

•

construction has either commenced or a firm date has been set for it to commence.5

It is recommended that, if the cut-off date for eligibility for a free allocation of
permits for electricity generators is set at 3 June 2007, this extend to all generation
projects that were committed at that time.
4.4.6.3

Possible exemptions

An exception to the general rule regarding the cut-off date for new generators could relate to
projects receiving funding approval under the Commonwealth Government’s Low
Emissions Technology Development Fund. Since the timing of ‘commitment’ may be

4

Prime Minister John Howard, address to the Australian Industry Group’s Annual National Dinner,
Parliament House, Canberra, 13 August 2007 (available at
www.pm.gov.au/media/Speech/2007/Speech24490.cfm).

5

NEMMCO, Statement of opportunities for the National Electricity Market, October 2005, pp. 1–9.
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constrained by the timing of government funding approval rounds, it may be that a
generator cannot be classified as ‘committed’ solely because the decision to proceed awaits
confirmation of government funding approval. Since the purpose of such funding is to
develop low-emissions technologies, to exclude these projects from receiving assistance —
for reasons beyond their control — may act as a disincentive for such projects to proceed.
Given the complementary role of low-emissions technology development and the NETS, it
is important that such projects be encouraged.
Possible exceptions to the general proposed cut-off may include demonstration projects that are:
•

fossil fuel-fired

•

large scale (at least 30 MW)

•

the subject of an agreement entered into by the end of 2007 with the
Commonwealth Government under the first round of funding through the Low
Emissions Technology Development Fund.

If such exemptions are granted, it may be necessary to name specific projects to be
exempted. Based on these criteria, projects possibly eligible for exemption include:
•

HRL’s integrated drying gasification combined cycle plant (Victoria)

•

ZeroGen (Stanwell) integrated gasification combined cycle with carbon capture and
storage project (Queensland) (although this project did not receive funding under the
Low Emissions Technology Development Fund, there are ongoing negotiations with
the Commonwealth Government about funding for the project)

•

the CS Energy oxy-firing demonstration plant (Queensland).6

Such plants are unlikely to be made worse off under an emissions trading scheme, and would
require only a small amount of assistance, if any, in the form of free permits.

It is recommended that exemptions from the general cut-off rule for new
generators be considered for large-scale, new capacity demonstration plants that
are:
•

fossil fuel-fired

•

large scale (at least 30 MW)

•

the subject of an agreement with the Commonwealth Government under
the first round of funding through the Low Emissions Technology
Development Fund.

4.4.7

Up-front, once-off allocations

The Discussion Paper proposed that allocations to electricity generators be made on an
up-front, once-off basis. There are three key elements to this allocation:

6

•

its up-front, once-off nature

•

the timeframe over which reductions in operating profits are to be estimated

It is unlikely that these projects would meet the definition of ‘committed’ by 31 December 2007; however,
their status is being examined further.
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•

the extent of compensation to be offered.

4.4.7.1
Benefits of this type of allocation
The major benefit of a once-off, up-front allocation is that it would not interfere with
ongoing incentives in relation to generation or emissions. It is akin to a lump sum transfer,
which does not affect incentives at the margin.
As noted in the PMTG Report, an allocation of this type reduces the prospect of ongoing
lobbying. It also gives certainty to investors, because they know their entire free allocation at
the start of the scheme.
4.4.7.2

Timeframe for calculating compensation

The Taskforce proposes that reductions in the generator’s operating profits be calculated for
a period of 20 years, or less in the case of a generator scheduled to close down before then.
The 20-year timeframe is proposed on the basis that most existing generators would
otherwise still have been in existence at the end of that period. Discounting of future
reductions in operating profits reduces their impact in net present value calculations.
There are two key difficulties associated with making up-front, once off allocations:
•

They are dependent on estimations of future outcomes, which are uncertain.

•

Estimates for reductions in operating profits over a 20-year period are complicated
by the fact that firm caps are only known for a period of 10 years, with a 10-year
period of ‘gateways’ thereafter.

While making estimations up front can be difficult, waiting to see actual outcomes would not
provide any more useful information. This is because the counter-factual cannot be known
— observing a generator’s actual profitability under the NETS will not provide information
on that generator’s profitability without the NETS.
More importantly, basing allocations on future outcomes runs the risk of:
•

skewing incentives relating to bidding and investment to take advantage of the
allocation rules

•

encouraging lobbying to revisit the rules for allocations over time.

However, making decisions for a 20-year period when there are gateways in the middle of
the period is inherently problematic. The size of the reduction in the generator’s operating
profits is likely to be related to the stringency of the cap. Less compensation is likely to be
required if caps are selected at the top of the gateway than if they are selected near the
bottom. When making a decision on allocations up front, which gateway path is to be
assumed?
There are correlations between the strictness of the cap and the value of permits allocated
free of charge. The reductions in expected operating profits for some existing generators are
likely to be larger with a stricter cap. However, the value of free permits would also be
higher under this scenario. Therefore, there is a strong element of self-correction in any
up-front allocation decisions.
The fact that permits can be banked indefinitely also provides a strong risk mitigation tool
for generators. This suggests that the shape of the stream of permits to be given away free
should be front-loaded to some extent — a higher number of permits should be given away
free in earlier years, with fewer in later years.
Compensatory allocations to generators should assume that a middle path through the
gateway is selected. However, when final gateways are chosen, the number of permits that
would be given to generators under different gateway paths should be tested. If there are
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large differences between the top and bottom of the gateways, the number of permits
granted free should be sufficient to compensate for either the middle of the gateway path or
at least 70% of the disproportionate reduction in operating profits incurred at the bottom of
the gateway, whichever is the greater. This issue should be explored in more quantitative
detail when more information is known about prospective caps and gateways.
4.4.7.3

Extent of compensation

The Discussion Paper proposed that those generators that were likely to be adversely
affected would be compensated in full for the estimated reduction in operating profits. The
estimated net present value of the permits allocated free would equal the estimated net
present value of the reduction in operating profits to be experienced by that generator,
calculated over a 20-year period.
The PMTG Report’s recommendation was slightly different — only ‘disproportionate loss’
would be compensated:
If modelling were to show that economy-wide losses amounted to 5 per cent, free permits could be
allocated to compensate for any proportion of loss in excess of this amount. (PMTG Report, p. 115)

The PMTG Report did not specify the period over which reductions in operating profits
would be estimated.
The Taskforce agrees that compensation for electricity generators should be limited to
disproportionate loss; that is, losses that exceed the estimated economy-wide level of loss.
This is likely to result in more equitable treatment of electricity generators compared with
other groups in the community.
Calculating disproportionate loss adds a degree of complication to the allocation process. A
simple way of calculating the ‘average’ level of likely loss needs to be devised.
One possible method is through the outputs of economy-wide models. For example, the
MMRF GREEN model of the Centre of Policy Studies, previously commissioned by the
Taskforce, derives estimates of the rates of return on capital for each industry in the model.
The rates of return in many industries are affected by the introduction of the NETS. In the
model, resources are eventually reallocated (after around 20 years) throughout the economy
to the point at which all industries earn a normal return on capital.
The average level of loss could be calculated as the weighted average level of estimated
reductions in rates of return on capital across all industries for the first 20 years of the
scheme, excluding those industries that would be eligible for an allocation of free permits
(i.e. electricity generators and TEEIIs). This would give the most relevant picture of
reductions in the return on capital to those industries that are not compensated for their loss.
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It is recommended that the period over which the reduction in operating profits
will be estimated, and for which compensation in the form of free permits will be
provided, be 20 years. The stream of free permits given up front to generators
should have the same estimated net present value as the stream of estimated
reductions in operating profits to be experienced by that generator as a result of
the NETS, minus the estimated level of loss experienced throughout the economy
generally.
Calculations on the number of permits to be allocated free to generators should
assume that a pathway through the middle of the gateway is chosen. If the number
of permits is found to be sensitive to the final pathway chosen, permit allocations
should be based on a pathway through the middle of the gateway, or at a level that
would provide at least 70% of estimated reductions in operating profits for the
strictest possible gateway path, whichever is the greater.

4.4.8

Shape of allocations to generators

Different streams of permits (that is, different collections of future ‘vintages’) could all have
the same net present value.
However, it is suggested that the stream of permits to be given to generators be front-loaded
to some extent. That is, more permits of earlier vintages should be provided, and fewer
longer dated vintages.
A front-loaded distribution has several potential advantages:
•

In the early days of the scheme, it places less pressure on immature secondary
markets as generators seek to cover their liabilities. However, to encourage greater
liquidity in the scheme in the early stages, no generator should have more than
around 80% of its requirements provided in the first year or two of the scheme, and
the proportion should decline over time.

•

Since permits can be banked, the risks associated with allocating too few permits to a
generator to compensate for cap paths through the gateways are reduced. (As noted
in Chapter 6, the Taskforce considers that there should be no limits on banking in
the early years of the scheme.)

•

Front-loading allows the pool of permits to be auctioned to increase more rapidly.

•

It creates more ‘headroom’ under the cap to allow for growth in the TEEII sector.
(As noted below, the Taskforce does not consider that permits for new TEEIIs
should be created in addition to the existing cap.)

It is recommended that the final shape of free allocations of permits to generators
be decided by the scheme regulator. A degree of front-loading in this shape would
be desirable.

4.4.9

Allocations to individual power stations, not portfolios

Some generation portfolios include a mixture of ‘winners’ and ‘losers’ among their
generation assets. The Discussion Paper sought comment on whether compensation for
generators should be based on individual power stations or on generation portfolios.
Of those stakeholders who commented on the issue, most were in favour of a plant-by-plant
approach. There were several exceptions, however, such as Origin Energy (Submission 81),
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Insurance Australia Group (Submission 21) and the Energy Retailers Association of
Australia, which stated:
There is a potential equity issue to consider between generation portfolios which include assets that lose
and gain under the scheme, compared to those portfolios with assets that either lose or gain under a
scheme (i.e. low emissions or high emissions intensity plant). For the former, compensation will be
reduced if the gainers are netted out against the losers before determining allocation (Submission 86,
p. 14)

The Australian Industry Greenhouse Network did not comment directly on whether
portfolio allocation was preferable to plant-by-plant allocation, but raised the possibility
(without recommendation) of taxing outright winners (Submission 122, p. 3).
The main difference between the two approaches is that fewer permits would be given to
generators free of charge under the portfolio approach than under the plant-by-plant
approach. Whether or not this is desirable should be assessed on the basis of which method
would best promote the scheme’s objectives, two of which are particularly relevant to this
decision: minimising impacts on the economy, and equity.
4.4.9.1

Minimising impacts on the economy

Two elements of this criterion are relevant:
•

minimising transaction costs throughout the economy

•

ensuring that transitional assistance can be provided where required.

It is likely that the transaction costs of a portfolio approach would be higher than costs
under a plant-by-plant approach. This is because issues such as those raised by International
Power (Submission 92) would need to be addressed — minority shareholdings, the
appropriate level of corporate structure, the treatment of multiple portfolios owned by single
governments, and dealing with ownership structures that have changed since the chosen
cut-off date. As noted by Origin Energy, plant-by-plant allocation is likely to be simpler.
Unless the cut-off date for the assessment of a portfolio is set at some point in the past,
additional costs arise from the artificial incentive to restructure portfolios to create pure
‘winning’ and ‘losing’ portfolios.
On the other hand, reducing the number of permits allocated free to generators means that
there are more permits left over to auction, which means that there is more auction revenue
available to assist those who are adversely affected by the introduction of the NETS.
4.4.9.2

Equity

Unsurprisingly, stakeholders have differing views on the fairness of the two possible
approaches.
The Taskforce has recommended assistance for ‘losing’ portfolios (that is, the provision of
free permits to those power stations within the portfolio that are expected to experience a
reduction in operating profits as a result of the NETS), while allowing ‘winning’ portfolios to
keep their gains.
Taxing gains would raise its own difficulties. Those who have invested in the past in
‘winning’ plant probably took something of a gamble on the possibility of a change in policy
to implement an emissions price, particularly if the investment was made in the past decade
or so. Taxing these gains as they are realised creates poor signals for those considering taking
such risks in the future.
If stand-alone winners are not to be taxed, the equity case for a portfolio approach to permit
allocation is weakened. Consider the owner of a coal-fired plant. If that owner had
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previously sought to diversify its portfolio and reduce its greenhouse exposure by building a
CCGT plant, the portfolio approach would mean that it would receive no benefit from
doing so. Its compensation would be reduced, and it would receive no reward for its early
action.
This discrepancy between the treatment of stand-alone winners and portfolios containing a
mixture of winners and losers is probably the main argument against a portfolio approach.
Ultimately, the taxation of profit is a matter for the Commonwealth Government.

It is recommended that allocations to electricity generators be made on a plant-byplant basis.
It is recommended that there be no attempt to claw back the gains made by
‘winning’ plants or portfolios.

4.4.10

Setting emissions-intensity baselines for generators

One of the variables that would need to be considered in compensation calculations is the
emissions intensity of each generator.
It is important that any baseline level of emissions intensity does not create a disincentive to
reduce emissions between now and when the NETS commences. Emissions-intensity
baselines based on earlier periods offer the most credit for ‘early action’ but will tend to
over-compensate generators for the actual effects of the scheme. The reverse is also true.
The Discussion Paper proposed balancing these concerns by setting emissions-intensity
baselines on the basis of emissions intensities in the years 2002–05. The Taskforce continues
to recommend this approach, which would create an incentive for generators to improve
between now and the start of the scheme.
There are three potential complications with this approach:
•

the generator was operational during this period, but accurate data are not available
for the years 2002–05

•

the generator was not operational during this period

•

the generator was operational during this period, but has since altered both its
emissions intensity and its capacity.

4.4.10.1

Dealing with inadequate data

There are likely to be many cases in which generators were operational during the years
2002–05 but accurate emissions-intensity data for that period does not exist.
In such instances, the scheme regulator would need to set an emissions-intensity baseline
based on the earliest period from which accurate data are available. This might be from a
period after 2002–05, and might be after emissions-intensity improvements occurred.
The scheme regulator should be permitted to take into account data from a range of sources,
such as:
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•

data provided to the NSW Independent Pricing and Regulatory Tribunal (IPART)
for compliance under the NSW Greenhouse Gas Reduction Scheme (GGAS)

•

data from engineering tests conducted to confirm the efficacy of plant efficiency
improvements.
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If the only information available is very recent data collected under the new national
greenhouse and energy reporting system, the scheme regulator should have discretion to
adjust that information if recent emissions intensity is unlikely to be representative of normal
emissions intensity.

It is recommended that the scheme regulator have discretion to adjust data in
cases in which generators were operational during the years 2002–05, but accurate
data for emissions intensity during that period do not exist. The regulator’s aim
should be to set a baseline that represents emissions intensity under normal
operating conditions.
4.4.10.2

Generators that were not operational during 2002–05

Some existing plant did not commence operations until after the baseline period of 2002–05.
One example is Queensland’s Kogan Creek Power Station, due for commissioning in late
2007.
For these generators, there will be no historical emissions-intensity baseline to use for the
purposes of allocation. A different baseline will be needed.
If data beyond 2007 are going to enter into compensation calculations, it is important that
no incentive is created to increase emissions intensity between now and the start of the
scheme.
There are several options for assessing a baseline for units that did not exist in 2002–05:
•

Using actual data on emissions intensity. The use of 2006 or 2007 data, if available, would
present few difficulties. However, using actual emissions-intensity data from beyond
2007 raises the risk that a generator might operate its plant in a less efficient manner
to increase its emissions intensity for the purposes of calculating its baseline. While
there would be costs associated with doing this in the short term, the costs might be
outweighed by the benefits of a greater allocation of permits calculated over a
20-year period. Therefore, a good deal of caution should be used when using actual
emissions-intensity figures to avoid creating perverse incentives to increase emissions
intensity.

•

Using audited emissions-intensity rates for generators accredited under GGAS. IPART has
recently introduced a new and more rigorous testing requirement for generators
claiming credit for reducing their emissions intensity. Data from this source would
be useful.

•

Using data on plant efficiency and emissions intensity from the unit’s environmental impact
statements. This would be particularly valuable for committed plant that has yet to
commence operations. For very new plant, actual performance in the early days of
production might not be representative of normal operating performance. In order
to be defined as ‘committed’ for the purposes of meeting the proposed cut-off, the
project proponent must have completed its environmental impact statement and
received approval.

It is recommended that, where a generator was not operational during 2002–05, the
scheme regulator have discretion to use data from a range of sources, including
actual data, GGAS emissions-intensity baselines, or data from environmental
impact statements. The regulator’s aim should be to set a baseline that represents
emissions intensity under normal operating conditions.
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4.4.10.3

Dealing with increases in capacity since 2005

Some generators have increased capacity since 2002–05 while simultaneously reducing their
emissions intensity. For example, Alinta pointed out that such a circumstance may arise from
plants which convert from peaking generation to CCGT generation, or cogeneration
(Submission 57, p. 3).
Therefore, applying historical emissions intensity to current capacity could result in overcompensation. The greater the capacity of a high-emissions plant, the more permits it would
require in compensation (all other things being equal). This is because its estimated businessas-usual output would reflect its larger capacity, but its estimated ‘damage’ under the NETS
would reflect its pre-upgrade emissions intensity.
For marginal capacity upgrades (which add less than, say, 10% to capacity), it is proposed
that the 2002–05 emissions-intensity baseline be combined with the generator’s current
generation capacity for the purposes of estimating reductions in operating profits.
When setting emissions-intensity baselines, the scheme regulator should have the discretion
to exclude data from periods that it considers were not representative of normal operating
conditions of the plant during the baseline period
Where there has been a large increase in capacity since 2005, such as through the
commissioning of an entirely new unit or a conversion from OCGT to CCGT, a separate
baseline should be created for the new or converted unit.

It is recommended that assistance for existing generators, or those which undergo
only marginal upgrades, be based on the historical baseline period of 2002–05.
When setting emissions-intensity baselines, the scheme regulator should have
discretion to exclude data from periods that it considers do not represent normal
operating conditions for the plant during the baseline period.
Where there has been a large increase in capacity since 2005, such as through the
commissioning of an entirely new unit or a conversion from OCGT to CCGT, a
separate baseline should be created for the new or converted unit.
4.4.10.4

Existing contracts with TEEIIs with no pass-through provisions

A number of generators have current contracts with TEEIIs that will not allow any passthrough of NETS-related costs. These tend to be old contracts signed many years ago,
before arrangements like the NETS were contemplated. In newer contracts, it is normal
commercial practice to include clauses that allow a price adjustment in the event that a
NETS or similar scheme is introduced.
For older contracts with no pass-through provisions, the Taskforce recommends that the
existence of such contracts be taken into account when determining the permit allocations to
generators. However, it is important to avoid creating an incentive for existing generators
and TEEIIs to enter into new contracts before the NETS commences that allow no passthrough of costs. The effect of such arrangements would be equivalent to exempting the
generator for such loads, and would provide no incentive for either the generator or the
TEEII to take the price of emissions into account in any of their decisions. Therefore, a
cut-off date for contracts with no pass-through provisions will need to be applied. The
Taskforce recommends that this cut-off date coincide with the definition of an ‘existing
generator’ for the purposes of permit allocation (proposed by the Commonwealth
Government to be 3 June 2007).
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It is recommended that contracts with TEEIIs that do not allow NETS costs to be
passed through be taken into account in the permit allocation process for
generators. However, such contracts must have been entered into before 3 June
2007.

4.4.11

Process for determining free allocations for generators

Many factors affect estimates of future profits. The process of estimation is not likely to be
simple. It will inevitably involve some simplification and judgment. Factors influencing a
generator’s future levels of operating profit include:
•

the level of electricity demand

•

the timing, size and nature of new entrants in the electricity market

•

the changing shape of generation portfolios, which influences their bidding
incentives

•

the degree of transmission constraints, particularly inter-regional constraints

•

costs over time, particularly fuel costs

•

when the scheme is in place, the emissions intensity of the plant

•

the extent of wholesale electricity price increases

•

the degree to which emission permits are scarce, and hence their prices.

Several sophisticated models of electricity markets in Australia could be used to estimate the
impact of the NETS on generator profitability. However, all involve judgments, particularly
in relation to their underlying assumptions. Projecting such assumptions over long periods is
fraught with difficulty. Opinions on suitable assumptions are likely to vary among experts.
Therefore, public consultation, as well as specific consultation with relevant experts, will be
required.

It is recommended that permits be allocated by the scheme regulator, in
accordance with an allocation process set out in legislation and regulations.
Generators should receive their free permits before the start of the scheme.

4.5

Permit allocation for TEEIIs

The Discussion Paper argued that special arrangements would need to be made to protect
the international competitiveness of TEEIIs, until such time as competitors in other
countries were considered to be subject to commensurate emissions constraints. The pace of
action on reducing greenhouse gas emissions varies among nations. While many countries
are already taking action, a significant proportion are not, and may not for some time.
As noted in the Discussion Paper, the effect on global emissions from firms moving
offshore is uncertain. Firms could relocate to a country with emissions intensity of energy
supply similar to, higher than or lower than in Australia. New plants built offshore could use
energy more or less efficiently than plants in Australia. Therefore, it is impossible to draw
definite conclusions about the environmental effects of relocation of TEEIIs (see Section
4.5.2). However, the economic effects of relocation are more certain — they are likely to be
negative for Australia. For this reason, it is important to address this issue.
Stakeholders generally supported this approach.
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It is recommended that assistance be provided to trade-exposed, emissionsintensive firms to offset the increase in energy prices and the cost of direct
emissions when a NETS is introduced, in the absence of similar greenhouse gas
emissions constraints in competing countries.

4.5.1

Mechanisms for assistance to TEEIIs

Several mechanisms could be used to assist TEEIIs. The Discussion Paper discussed:
•

allocations of free permits

•

cash payments

•

exemption from the NETS

•

border adjustments (greenhouse-related tariffs or export rebates) or adjustments to
corporate tax.

Stakeholders were generally in favour of the free permit allocation approach. However, some
preferred border adjustments. The Discussion Paper did not consider this option in detail,
since state and territory governments do not have the power to implement such provisions.
However, now that there is a commitment at the Commonwealth level to implement a
NETS, greater consideration is warranted.
The advantage of border adjustments as pointed out by WWF Australia (Submission 48), is
that domestic prices for goods such as aluminium, steel or cement would be ‘emissions
inclusive’, which would promote more efficient demand patterns in the domestic market.
From an operational perspective, border tax adjustments would be no more or no less
complex than a free allocation for export industries. However, in relation to imports, this
approach is likely to be quite complex, as determinations would need to be made regarding
the emissions and energy intensity of the production process for the imported good, as
would an estimate of the emissions intensity of the relevant energy supply. This would be
complex and virtually impossible to verify. There may also be greater risks that such an
approach would attract appeals under international trade law. At least two import-competing
industries (steel and cement) might meet the criteria of trade exposure and emissions
intensity. Therefore, despite the benefits of this approach in more rational domestic pricing,
its practical drawbacks prevent it from being considered further.
The PMTG Report does not discuss alternative methods of assisting TEEIIs, and
recommends that a free allocation of permits be the means of dealing with international
competitiveness issues until competing industries in other nations face comparable emissions
constraints.
Several stakeholders raised the issue of whether a free allocation of permits would raise
problems with World Trade Organization rules. The PMTG Report notes:
While advice to the Task Group suggests that such transitional arrangements would not be inconsistent
with Australia’s World Trade Organization obligations, this advice would need to be reviewed when the
transitional arrangements were finalised. (PMTG Report, p. 118)

It is recommended that allocation of free permits be used as the primary
mechanism to provide assistance to trade-exposed, emissions-intensive firms.
The Commonwealth Government should investigate in more detail the World
Trade Organization compatibility of the final proposed permit allocation
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arrangements for TEEIIs.

4.5.2

Effect of free permits to TEEIIs on the environmental
integrity of the NETS

Providing permits to TEEIIs is not incompatible with the goal of reducing emissions in
Australia.
As long as the cap is not altered as a result of the allocation of free permits to TEEIIs, the
environmental outcomes in greenhouse gas emissions should be the same.
This is an area of difference between the recommendations of the Taskforce and those of
the PMTG Report, which suggests that additional permits be granted to new TEEIIS:
To minimise the welfare implications on other sectors of the economy, the emissions cap under the
scheme could be adjusted upwards to account for emissions as a result of new investments in the tradeexposed emissions-intensive sector. Given the time lags involved between decisions to invest and initial
production, it is likely that there would be sufficient room to accommodate these upward adjustments
within the gateways or emissions bands. (PMTG Report, p. 116)

By contrast, the Taskforce considers that there should be no automatic increase in the cap to
accommodate new entrant TEEIIs. A variety of circumstances could be envisaged when this
would be inappropriate:
•

New TEEIIs enter Australia as others exit, leaving the total demand–supply balance
unchanged.

•

Permit prices are considerably lower than originally forecast (which means that the
demand–supply balance for permits is less tight than intended).

•

Increasing the cap jeopardises either international or domestic commitments to
achieve a particular quantitative emissions cap by a particular date.

As discussed in Chapter 3, the Taskforce instead proposes that any new TEEII investments
in Australia should be taken into account as one of several factors that influence the
expected future costs of different caps. Such costs should be taken into account when
setting gateways and plotting a path of firm caps through the gateways.
Although the environmental integrity of the scheme is not diminished by the provision of
assistance for TEEIIs — assuming that caps are not increased to take them into account —
this is not to say that the costs of meeting the cap would be identical. If the existence of the
NETS in Australia were to result in TEEIIs moving offshore, or Australia failing to attract
new TEEII investments, it would be easier to meet any particular domestic emissions cap.
Demand for energy would be lower, and there might be fewer industrial process emissions.
This would tend to reduce the costs of achieving any particular emissions target within
Australia. Any mechanism that mitigates the effects of the NETS on TEEIIs and prevents a
reduction in their output would tend to raise compliance costs for other parties. This would
be the case regardless of the form of the assistance given: the more TEEII activity that
occurs in Australia, the more difficult it is to constrain emissions at any particular level.
However, the Taskforce considers that creating incentives for TEEIIs to leave Australia as a
way of reducing compliance costs for remaining sectors would be inappropriate. As noted
above, the global environmental outcomes would be uncertain — this capacity and output
would be relocated in another country, with associated emissions elsewhere. Meanwhile,
Australia would suffer the loss of the economic activity.

It is recommended that there be no automatic increase in the cap to accommodate
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new TEEIIs. Caps and gateways should be set in accordance with the criteria
identified in Chapter 3.

4.5.3

Identifying TEEIIs

As argued in the Discussion Paper, assistance should be provided only to TEEIIs that meet
certain threshold criteria. The Taskforce proposes that firms would need to demonstrate
compliance with four eligibility criteria:
1. Emissions intensity. This requires the specification of a threshold (an index of direct
and indirect covered emissions compared with revenues).
2. Exposure to cost increases due to the NETS. A firm would need to demonstrate that it
would experience higher costs as a result of the introduction of the scheme. This
would exclude, for example, firms subject to older long-term energy contracts that
do not allow any cost pass-through. Energy contracts would need to be disclosed to
the scheme regulator for this purpose.
3. Trade exposure. Firms would need to demonstrate that they are subject to a high
degree of international competition in export markets and/or from imports (or the
threat of imports), and that the prices that they receive for their goods or services are
effectively set on world markets.
4. Competition from countries facing no commensurate emissions constraints. Firms would need to
demonstrate that they face international competition mostly from countries that
impose no comparable emission constraints.
All firms requesting a free allocation of permits would need to make their case to the scheme
regulator — there should be no automatic eligibility for free permits.
It should be possible for group applications in particular industries in which firms all
produce the same product to demonstrate compliance with criteria 3 and 4 (trade exposure
and competition). Compliance with criteria 1 and 2 (emissions intensity and cost increases)
would need to be demonstrated on a firm-by-firm basis.

It is recommended that firms requesting a free allocation of permits be required to
demonstrate to the scheme regulator that they met all the eligibility criteria for a
TEEII.

4.5.3.1

Calculations at the product level

The Taskforce has considered whether the level of assistance for TEEIIs should be
calculated for the entire company, the single facility or the single product.
Applying assistance measures to the entire company structure would be unsuitable if a
company makes multiple products (particularly if some products meet the criteria for trade
exposure or emissions intensity and others do not). Likewise, some individual facilities make
multiple products. Therefore, the logical starting point for assessing trade exposure,
emissions intensity and eligibility for assistance through an allocation of free permits is at the
level of the product. Where firms have multiple facilities producing the same product,
separate baselines for that product would be calculated for each facility.
Care will need to be taken to define ‘products’ in a way that does not create perverse
incentives. For example, the emissions intensity of newsprint manufacturing depends on the
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amount of recycled product used in the process, compared with the amount of virgin pulp.
Depending on the definition of the product, the manufacturer could be over- or underallocated free permits, and could be discouraged from maximising the amount of recycled
pulp used in its products. In its submission, AP3 encouraged the NETS to define pulp and
paper as separate products:
To prevent perverse incentives for reducing Australian production of pulp it is proposed that the
production of pulp be treated as one industry and the production of paper (from pulp) as a separate
industry, even if the two processes are sometimes combined on a single site. (Submission 64, p. 2)

Given the potential for introducing perverse incentives, the scheme regulator will need a
degree of discretion in defining products. (As discussed in Section 4.5.14, the capacity to
review baselines in the case of a change in the degree of outsourcing of inputs will also assist
in reducing the incentive problems that could be created through tying allocations to a
particular product definition.)

It is recommended that compliance with TEEII eligibility criteria be assessed on a
product-by-product basis.
When defining a product, the scheme regulator must have regard to the need to
avoid creating perverse incentives to import some components, or to increase the
emissions intensity of production processes.
4.5.3.2

Threshold degree of emissions intensity

The emissions-intensity threshold is likely to be the most controversial element in any
definition of a TEEII. It is essentially arbitrary, and must be selected at a point that balances
the need to protect Australia’s competitiveness with the need to ration assistance to those
that are most in need, given competing demands for permits.
When selecting a threshold, the following principles should be taken into account:
•

The threshold must be at a level that is significantly above the general level of
emissions intensity for the manufacturing sector as a whole. Lower thresholds raise
the serious risk that there will be too few permits to go round, and that assistance
will be provided to firms facing very little real impact on their costs from the NETS.

•

The threshold must be set on a basis that can be readily calculated and transparently
demonstrated by firms applying for assistance as TEEIIs.

The Taskforce commissioned the National Institute of Economic and Industry Research
(NIEIR) to analyse the emissions intensity of different Australian industries. NIEIR’s work
shows that basic non-ferrous metal manufacture has by far the highest level of embodied
domestic-sourced greenhouse gas emissions of all industries examined at the four-digit
Australian and New Zealand Standard Industrial Classification (ANZSIC) level.
Figure 4-1 shows the tonnes of CO2-equivalent emitted by the 20 most emissions-intensive
industries per million dollars of output. The figure contains three series: emissions intensity
based on energy emissions (E) only; emissions intensity based on energy and fugitive
emissions (E, F); and emissions intensity based on energy, fugitive and industrial process
emissions (E, F, IP). The X-axis is ordered according to the (E, F, IP) intensity.
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Figure 4-1: Emissions intensity of Australian non-energy industries
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Source: Calculated from consultancy report prepared by NIEIR, 2007.

Figure 4-1 is calculated from imputed and direct emissions at the point of an industry’s
production, divided by the value of gross industry output (that is, the underlying data cannot
be summed to identify economy-wide emissions or gross domestic product, as intermediate
outputs are included). The results are equivalent to identifying embodied product emissions
divided by industry revenue, which is the appropriate indicator for identifying emissionsintensive industries.
Figure 4-1 shows that the basic non-ferrous metal and products industry has the highest
emissions intensity, at approximately 3,500 t CO2-e (E, F, IP) per million dollars of output. A
$20/t CO2-e emissions price would therefore raise industry costs by 7% of the value of
industry output.
The next most emissions-intensive industries are iron and steel, cement/lime, basic
chemicals and ceramic products, at between 2,250 and 2,900 t CO2-e per million dollars of
output.
The average across all industry sectors is 348 t CO2-e per million dollars of output, with the
largest sectors (which are service sectors) having emissions intensities well below this
average. Inclusion of the energy industries in Figure 4-1 (on an E, F, IP basis) would show
all three in the top 20, with coal in sixth place.
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As discussed above, one of the principles for setting a threshold is that it should be readily
calculated and transparently demonstrated. Unfortunately, including the embodied emissions
in all inputs — as is estimated in Figure 4-1 — would not be consistent with this principle. It
would be too difficult to demonstrate the emissions intensity of all inputs transparently. In
particular, it would require knowledge of which inputs were imported and which were
domestically produced. Even for those domestically produced, it would require making
allowances for inputs whose prices would not have been affected by the carbon price (for
example, the domestic price of aluminium is not expected to change as a result of the NETS,
but continue to be set at an export parity price).
To make the threshold more tractable, it may be possible to base the emissions-intensity
threshold for ‘emissions-intensive industry’ status on ‘direct emissions’ as described by
NIEIR; that is, emissions from fuel combustion, fugitives and industrial processes and
imputed emissions from electricity. The embodied emissions in other inputs could be
excluded from the calculations.
Figure 4-2 shows the emissions intensities of the top 20 emissions-intensive industries
according to their direct emissions plus imputed electricity generation emissions, rather than
including the emissions embodied in their non-energy inputs.
Figure 4-2: Top 20 emissions-intensive non-energy industries (direct emissions and
electricity only)
Direct energy + fugitive + industrial processes
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be a high proportion of total emissions for those industries, as they receive relatively low levels of embodied
emissions in non-energy inputs.
Source: Calculated from consultancy report prepared by NIEIR, 2007.

It should be emphasised that these estimates refer to emissions intensity only, and do not
address trade exposure.
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The following limitations apply to NIEIR’s work, used as the basis for Figures 4-1 and 4-2:
•

Individual businesses are aggregated into large sectors where their individual
emissions intensity and trade exposure may be masked within broader sectoral
averages.7

•

Industries that operate at import-parity pricing due to the threat of imports are not
shown as trade exposed in this set of calculations. The cement, lime and concrete
slurry industry is an example. (Note: Within the sector, cement appears to be more
likely to be trade exposed, whereas lime and concrete slurry are less so.)

A direct emissions threshold that includes imputed emissions from electricity use at closer to
1,200 t CO2-e per million dollars of industry revenue would capture a group of industries
more traditionally thought of as trade exposed and emissions intensive. Allowing for the
aggregation within the broad industry sectors captured by the NIEIR model, a threshold at
this level should capture the more emissions-intensive components within broad industry
sectors, while leaving the less emissions-intensive components out of the definition.
The cement, lime and concrete slurry, iron and steel, and oil and gas extraction industries
provide examples of this:
•

The cement, lime and concrete slurry industry is shown as having an emissions
intensity of around 1,000 t CO2-e per million dollars of revenue. However, cement
manufacture is considerably more emissions intensive than slurry manufacture.

•

The iron and steel industry is shown as having an emissions intensity close to 1,400 t
CO2-e per million dollars of revenue. Basic iron and steel manufacturing dominates
this industry, but the industry also includes casting, forging and pipe and tube
manufacture, accounting for 25% of industry revenue. These latter activities are
significantly less emissions intensive than basic iron and steel manufacturing.

•

The oil and gas extraction industry is shown as having an emissions intensity of
around 880 t CO2-e per million dollars of revenue. However, liquefied natural gas
(LNG) production is significantly more emissions intensive than this industry
average.

The Taskforce proposes a threshold of around 1,200 t CO2-e per million dollars of revenue
for the classification of an industry as emissions intensive, as a starting point for further
discussion. This figure includes direct emissions and indirect emissions from electricity
consumption.
As a broad indication, the types of activities that are likely to meet the criteria of a high
degree of trade exposure and emissions intensity include:

7
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•

aluminium and other non-ferrous metal smelting

•

steel manufacturing

•

cement manufacturing

•

LNG production

•

newsprint manufacturing

•

some manufacturing activities in the chemicals and plastics sector.

An example is the iron and steel industry, which is represented in the model by the three-digit Australian
and New Zealand Standard Industrial Classification (ANZSIC) category 271. However, this includes basic
iron and steel manufacture (ANZSIC 2711), a highly trade exposed sector, along with pipe and tube
manufacturing, fabricated sheet manufacturing etc. (ANZSIC classes 2712–27xx), which are less exposed.
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This list is not intended to be definitive. Individual firms within these sectors might not meet
these criteria, while some firms in other sectors may meet them.

It is recommended that:
•

the threshold for emissions intensity be set significantly above the
emissions intensity of the manufacturing sector as a whole, in order to
assist only those whose costs are most affected by the NETS

•

emissions of CO2-equivalent per million dollars of revenue be the metric for
determining emissions intensity

•

emissions be calculated as direct emissions (fuel combustion, fugitives and
industrial processes) plus imputed emissions from electricity consumption

•

1,200 tonnes CO2-equivalent per million dollars of revenue be used for
further consideration of the threshold for classification as an emissionsintensive industry for the purpose of free permit allocation.

4.5.4

Certainty about ongoing assistance

The Discussion Paper proposed that, to provide TEEIIs with sufficient certainty of ongoing
assistance through the allocation of free permits, long-term enforceable promises of permit
allocation be made.8 Several stakeholders commented on the idea of ‘enforceable promises’.
A3P wrote:
The exact form of ‘long-term enforceable promises on permit allocation’ is of great interest. This must
take the form of a legally enforceable, compensable property right. A promise that is vulnerable to
changes in Government policy without compensation would undermine the investment certainty that
the scheme design is rightly looking to establish. (Submission 64, p. 8)

Commitments encapsulated in legislation can provide the certainty and predictability
required by investors. A decision that does not appear to conform to a commitment in
legislation can be made subject to judicial review.
The Taskforce therefore proposes that the NETS legislation provide that any firm that
meets the agreed criteria will be eligible to receive assistance in the form of free permits,
according to principles and procedures set out in the legislation and regulations.

It is recommended that commitments to provide free permits to TEEIIs be
enshrined in the NETS legislation and regulations. Judicial review should be
available under limited circumstances to a firm that disagrees with a decision of
the scheme regulator.

4.5.5

Timeframes for allocations to TEEII firms

The Discussion Paper suggested that free permits be allocated to TEEII firms annually. In
contrast, the PMTG Report recommended that free permits be allocated to TEEIIs in
five-year blocks. This proposal would require the estimation of assistance required by
TEEIIs five years in advance, significantly increasing the risk of under- or over-allocating
permits to TEEIIs. It would also increase the likelihood that a number of permits would
need to be clawed back by the scheme regulator in the event that actual production is less

8

Discussion Paper, p. 137.
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than forecast production for that five-year period. Experience in the EU ETS suggests that,
if allocation decisions are based on forecasts of future output or emissions, firms will have a
natural tendency (and incentive) to overestimate.
Therefore, the Taskforce continues to propose annual allocations to TEEIIs. This will not
diminish the level of certainty of assistance for TEEIIs, which will have certainty of the level
and duration of assistance through a prespecified allocation plan, backed up by legislation
and regulations.

4.5.6

Timing of permit allocations

TEEIIs could receive their annual allocation of free permits before, during or at the end of
each year. Allocating permits during the year or after the end of the year may prevent TEEII
firms entering into contracts with liable parties (such as electricity generators) to purchase
permits. It is difficult to know whether this will be a problem in practice, given that TEEIIs
will be able to track their output throughout the year and will know in advance how many
permits they will be entitled to as a result of that output. Therefore, TEEIIs should be able
to enter into forward contracts for the sale of their free allocations of permits.
However, it is likely to be preferable to allocate permits ahead of or at the beginning of each
year. This would mean that allocations could not be based on a TEEII’s actual output for
the year. It is proposed that the allocation of permits be based on the previous year’s output
(for example, allocation in year 2 would be based on output in year 1). Where the previous
year’s output is not an accurate representation of a firm’s production, the allocation of
permits can be reconciled in the following year’s allocation. This process is discussed further
in the next section.

It is recommended that TEEII firms be provided with permits at the start of each
year, based on output in the previous year.
In the first year, the scheme regulator should have some flexibility to adjust this
figure in the event that output in the year before is highly unlikely to be
representative of output in the coming year.
4.5.6.1

True-up of allocation to TEEII firms

There will be cases when the previous year’s output will not be a good indicator of a firm’s
output in the following year.
The Taskforce recommends that there be a ‘true-up’ of allocations to TEEII firms for all
years except the first year of the NETS:
•

The scheme regulator must make a decision for the allocation of permits for year 1.
This would be based on the firm’s output in year 0.

•

The allocation for year 2 would be based on actual output in year 1 plus the
difference in output between year 1 and year 0. Where output in year 1 is higher than
output in year 0, this would result in a higher allocation for year 2. The reverse is also
true.

When a firm closes mid-year and therefore produces lower output than expected when their
allocation of free permits was calculated, there is no possibility of reconciliation in the
following year because no permits will be allocated to that firm. Therefore, a recall process
will be required for such firms to minimise the possibility of over-allocation in a particular
period. All permit allocations to TEEIIs should be made conditional on continued output,
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and permits that relate to expected output that has not occurred must be returned to the
scheme regulator.
In general, firms would be aware that a plant is to be closed down in a particular year and
could make provision for this by retaining a number of permits equivalent to the likely
number that will have to be returned. If the firm did not retain enough permits, it could buy
additional permits on the market to make up the difference.

It is recommended that:
•

up-front allocations of permits be made to TEEII firms and reconciled in
the following year according to the differences between projected and
actual output

•

if a TEEII firm closes during the year, it be required to return permits
allocated above its actual level of production in the year it closes.

4.5.7

Phasing out of assistance to TEEIIs

The rationale for assistance to TEEIIs is that not all countries are subject to equivalent
emissions constraints. Over time, it would be expected that the international scope of
emissions constraints would increase, and any competitive disadvantage from Australian
constraints would diminish.
On this basis, free permit allocation to TEEIIs would be phased out when competing
nations become subject to equivalent emissions constraints.
The Taskforce proposes that the timing of the phase-out be set according to international
progress in reducing emissions, rather than to a particular date.
The PMTG Report also suggests that the need for assistance for TEEIIs should be reviewed
regularly.
To maximise investor and market certainty, the following measures should be adopted in
advance:
•

Identify who is to conduct such reviews. This should be an independent body,
separate from the day-to-day administration of the NETS.

•

Agree on the timeframe for the reviews.

•

Develop the principles that would guide the reviews.

The PMTG Report suggests that the timing of regular reviews could coincide with other
periodic review points for the scheme. The Taskforce agrees with this approach. Some
discretion should be provided to require a review in the event of a significant change in
circumstances, such as the conclusion of a global sectoral agreement.
4.5.7.1

Additional compensation at phase-out

The PMTG Report suggested that TEEIIs could be eligible for a further allocation of free
permits at the time that assistance is phased out:
When transitional arrangements are withdrawn, trade-exposed, emissions-intensive firms would be
eligible for compensation for any resultant disproportionate loss of value in respect of assets in
existence at the announcement of the scheme. This would be the same as the treatment received by
other firms at the outset of the trading scheme. (PMTG Report, p. 117)
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The Taskforce does not consider that any additional compensation is warranted for TEEIIs
once assistance is phased out. The rationale for such assistance is that firms in competing
nations are not subject to commensurate emissions constraints, and Australian firms might
be expected to incur disproportionate losses because world prices for their competitors’
outputs do not include an emissions price component. When it is judged that competitors
face comparable emissions constraints, world prices can be expected to include such a
component.
It might be argued that Australian producers would still be at a disadvantage, because they
would still not be able to pass on their full costs of compliance into world markets. One
possible reason might be that the Australian electricity supply is more emissions intensive
than that of many other countries.
However, the likelihood of Australian firms continuing to be disadvantaged for reasons
other than their relative inefficiency compared with competitors in other countries appears
very low because:
•

the existence of the NETS is expected to result in significant reductions in the
emissions intensity of the Australian electricity supply over time

•

world prices would be expected to be set by the marginal producer of each product,
wherever that marginal producer is located (all other things being equal, it would not
be expected that the marginal producer would be in a country with an extremely low
emissions intensity of electricity supply).

The process of judging whether a TEEII would be eligible for compensation for
disproportionate loss is likely to be highly complex — even more so than for electricity
generators. It would be extremely difficult to disentangle the impacts of the NETS from the
impacts of policies of other countries to reduce greenhouse gas emissions.
Given the complexities involved and the low likelihood of such an application proving
successful, the Taskforce proposes that TEEIIs should not have a second opportunity for an
allocation of free permits when assistance for TEEIIs is phased out.

It is recommended that:
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•

the phasing-out of free permit allocation to TEEIIs occur when competing
nations become subject to equivalent emissions constraints

•

the need for continued assistance for TEEIIs (or specific categories of
TEEIIs) be reviewed regularly, at least every five years

•

such reviews have the flexibility to recommend outcomes that are sensitive
to the policy context (for example, if emissions constraints in competitor
nations are phased in over time, assistance measures to Australian TEEII
firms could be correspondingly phased out; if competitor emissions
constraints are partial compared to Australia’s, assistance to TEEII firms
could be adjusted accordingly)

•

an independent body undertake these reviews.
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4.5.8

Incentive effects and baselines

As for electricity generators, the way permits are allocated should not create perverse
incentives to continue to emit when a TEEII firm would otherwise have reduced its
emissions or closed down. For example, if the permit allocation to TEEIIs is tied directly to
energy use, firms would have poor incentives to reduce energy use in response to the
emissions price signal. This could also increase the cost of meeting any particular emissions
cap, as reducing the influence of the price signal for some firms would increase the effort
required by other liable parties to reduce emissions to achieve a particular emissions cap.
Perverse incentives could also be generated by ‘updating’ the formula for deciding the
allocation of permits to firms based on historical emissions. If the period of historical
emissions used is taken from a period in which the scheme has been operating, the firm may
choose to continue to emit more in order to increase its allocation of permits in the future.
Therefore, it is essential to ensure that the allocation of free permits is done in a way which
ensures TEEIIs still face the full emissions-inclusive energy cost and therefore still have an
incentive to seek out profitable energy-efficiency projects.
TEEII firms will face increased costs from a number of sources as a result of the
introduction of the NETS, depending on a firm’s energy sources and the scope of emissions
liable under the scheme.
Potentially, TEEIIs will require assistance for:
•

electricity consumption

•

stationary energy fuel use (coal, natural gas, diesel on site)

•

fugitive emissions, either for the cost incorporated into energy prices or for direct
emissions by the TEEII (e.g. LNG producers)

•

industrial process emissions.

It is less clear that TEEIIs would require assistance for transport emissions. Domestic
transport typically constitutes a small proportion of industry costs. An emissions trading
scheme would add only a small amount to transport fuel costs, which in turn account for
only a portion of transport costs. If an impact on transport costs proved to be significant for
particular TEEIIs, then this could be included. However, the Taskforce does not make
specific recommendations for including transport costs in emissions or energy-intensity
baselines at this stage.
Methods for calculating the allocation of free permits to offset the impacts from the sources
identified above will vary, depending on whether the TEEII firm is directly liable for the
emissions or, as in the case of electricity consumption, the TEEII firm faces higher
electricity prices due to cost pass-through by electricity generators.
4.5.8.1

Permit allocation for TEEII electricity use

As for electricity generators, calculating the allocation of free permits to TEEIIs will involve
some approximations and the use of modelling estimates. The key factors in calculating the
level of assistance are:
•

the expected increase in electricity prices in the region as a result of the NETS
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•

the expected increase in electricity price faced by each TEEII facility, based on
estimates for the regional pool price (although existing contractual arrangements will
need to be taken into account in some instances — see below)

•

the firm’s energy intensity per unit of output

•

the number of permits required to provide monetary value equivalent to the increase
in total electricity costs.

This mechanism relies on estimates of future electricity prices with and without the NETS
and of the value of permits in the future. Such estimates could prove incorrect. However, to
some extent, errors are likely to cancel one another out: if impacts on electricity prices were
underestimated, it is likely that future permit prices would be similarly underestimated. This
means that the value of permits given to a firm is likely to rise with the need for assistance.

It is recommended that, apart from instances in which certain existing electricity
supply contracts must be taken into account, assistance be provided to TEEIIs
based on the forecast increase in the regional electricity pool price resulting from
the introduction of the NETS. Assistance to the TEEII is calculated as:
Value of permits = Electricity intensity × Output × (PP2 – PP1)
Where:
PP1 = expected electricity prices in the region without the NETS
PP2 = expected electricity prices in the region as a result of the NETS
Consideration of relationship between TEEIIs and electricity generators
The Discussion Paper stated:
Several trade-exposed, energy-intensive firms have close relationships with individual generators, and
the likelihood of any price increase would be related to the increase in costs experienced by that
generator, rather than the region as a whole necessarily. Where such relationships exist, they should be
taken into account in the allocation process. Where allocations are made to both trade-exposed, energyintensity firms and electricity generators that have close supply relationships with them, it is important
to avoid over-compensating the group as a whole. (p. 132)

For example, if a TEEII firm receives an allocation of free permits equal to the expected
increase in electricity price, but does not face all of the price increase due to an existing
contractual arrangement with an electricity supplier, the TEEII firm will be over-allocated
permits.
In addition, if allocations are made to TEEII firms based on the actual emissions intensity of
the supplying generator, this would provide a poor incentive in the longer term for emissions
reductions in the generation sector. If all TEEII firms received allocations equal to the
emissions intensity of their electricity supply, it would be equivalent to exempting those
generators from the scheme for those loads.
To assess the level of assistance required by TEEIIs accurately, the scheme regulator will
need to consider whether there is an ‘existing’ contractual arrangement between a TEEII
and an electricity supplier (such as generator) which affects the pass-through of the carbon
price.

‘Existing’ electricity supply contracts with no cost pass-through provisions
If a TEEII firm has entered into an electricity supply contract with a specific electricity
generator or retailer and the contract does not allow any variation in cost for the life of the
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contract, the TEEII firm will not face any increase in electricity prices as a result of the
NETS.
Therefore, the Taskforce proposes that no assistance be provided to the TEEII firm for the
term of the existing contract.
The nature of the contract (forecast quantity and term) would need to be disclosed to the
scheme regulator before any free permits are given to the TEEII firm. (Similarly, a generator
claiming that it deserves compensation in relation to an existing contract with no passthrough provisions would need to provide a copy of that contract to the regulator.)

‘Existing’ electricity supply contracts with cost pass-through provisions
If a TEEII firm has entered into an electricity supply contract with a specific electricity
generator and the contract does allow for an increase in costs, the TEEII firm will face an
increase in electricity price as a result of the NETS.
Therefore, the Taskforce proposes that assistance be provided to these TEEII firms, for the
term of the existing contract, based on the actual increase in cost of electricity and calculated
as follows.
Cost of electricity to the TEEII in any year in the absence of the NETS:
Cost = Electricity intensity × Output × P1
Cost of electricity to the TEEII in any year, with the NETS:
Cost = Electricity intensity × Output × P2
Therefore, assistance to the TEEII would be:
Value of permits = Electricity intensity × Output × (P2 – P1)
Where:
P1 = electricity prices without the NETS
P2 = electricity prices in the region as a result of the NETS
The maximum assistance provided would be based on the emissions intensity of the generator
and the permit price in that year (that is, assuming a 100% pass-through of the permit price).
The nature of the contract (forecast quantity and term) would need to be disclosed to the
scheme regulator so that this is taken into consideration in determining the assistance that is
provided to the generator.

‘New’ electricity supply contracts for TEEII firms
TEEII firms that enter into new electricity supply contracts with generators will be able to
factor the NETS into the cost provisions in the contracts. Therefore, the Taskforce
proposes that they receive the same assistance as all other TEEII firms, without regard to
the specific contractual arrangements.
As with electricity generators, a date will need to be specified as part of the definition of an
‘existing’ electricity supply contract under the NETS. The Taskforce proposes that this
cut-off date be the same as the cut-off date for compensation for new generators (that is,
3 June 2007).

It is recommended that the following rules guide free permit allocation to tradeexposed, emissions-intensive firms facing an increase in electricity prices upon the
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introduction of the NETS:
•

existing contract with no cost pass-through provision — no assistance
provided to TEEII firm for electricity consumption

•

existing contract with cost pass-through allowed — assistance provided on
an annual basis, for the term of the existing contract, based on the actual
increase in electricity costs per MWh, with maximum assistance to be
based on the emissions intensity of the generator and the permit price in
that year

•

new contract (i.e. executed after 3 June 2007) — assistance provided as for
all other TEEIIs (i.e. based on expected increase in regional electricity
prices).

It is proposed that all electricity supply contracts entered into by eligible TEEIIs
before 3 June 2007 be classified as ‘existing’ under the NETS.
4.5.8.2

Permit allocation for TEEII direct emissions

The Discussion Paper stated that:
Permit allocation can also be used to assist those trade-exposed, energy-intensive companies that will be
liable parties in their own right (for example, in relation to their direct emissions from natural gas or
coal use). This is an inherently simpler process than for large users of electricity. In the case of direct
emissions, permit allocation could be tied to the estimated requirements for such permits, using baseline
levels of energy-intensity defined in terms of direct emissions per unit of output.

A slightly different approach is applied to providing assistance to TEEIIs for emissions for
which they are directly liable, other than for electricity consumption. Permits allocated to
TEEIIs for direct emissions would be based on output by a facility in the previous year:
⎛ tCO2 − e ⎞
⎟⎟ × output (unit output )
Volume of permits (tCO2 − e) = Direct Emissions Intensity baseline⎜⎜
⎝ unit output ⎠

The emissions intensity will be the sum of direct (liable emissions) per unit of output. The
emissions-intensity baseline will be set by the scheme regulator, and is discussed in
Section 4.5.9.
Direct emissions for which a TEEII may be directly liable may include:
•

emissions from the use of all stationary energy fuels on site

•

fugitive emissions

•

industrial process emissions.

It is recommended that TEEIIs receive assistance for their direct stationary energy
emissions based on output by a facility in the previous year.
4.5.8.3

Accounting for non-direct fugitive emissions cost pass-through

While the above proposal will provide permits to cover a TEEII’s direct emissions from use
of natural gas, coal and petroleum, it will not cover the increase in the price of those fuels as a
result of liability being placed upstream on natural gas, petroleum and coal fugitive and
processing emissions.
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This cost will be imposed on all these fuels, whether they are used for stationary energy or
industrial processes. The issues are whether this cost will be material to TEEIIs and whether
it will increase the administrative burden of calculating assistance for TEEIIs.
An indication of the proportion of upstream (fugitive and production) emissions associated
with fossil fuels can be gained by examining the full fuel-cycle emissions factors, which give
the quantity of emissions released per unit of energy for the entire fuel production and
consumption chain.
For some fuels, particularly natural gas and coal used in the steel industry, there is a
significant increase in emissions factors when the full fuel cycle is considered (up to 27% and
19%, respectively).
Therefore, the Taskforce proposes that TEEII firms receive assistance for the full fuel-cycle
emissions from the use of fossil fuels, to ensure that TEEIIs are appropriately protected
from the increase in energy prices resulting from the introduction of the NETS.

It is proposed that trade-exposed, emissions-intensive industries receive assistance
for their direct stationary energy emissions based on full fuel-cycle emissions
factors, to take account of NETS liability being placed on fugitive and production
emissions upstream.

4.5.9

Setting emissions-intensity baselines

4.5.9.1

Setting baselines for existing TEEII plants

The Discussion Paper suggested that an initial emissions-intensity baseline be set for TEEIIs
based on the emissions intensity of individual plants in the years 2002–05. Baselines would
be set for particular products. The baseline would be used to calculate the number of
permits to be allocated in the first 10 years of the scheme. Thereafter, it was proposed that a
new baseline be set, based on industry best practice.
The Major Energy Users supported the use of baselines based on multiple years’ production:
MEU agrees that existing users (causers) should be allocated permits on their historic production. This
could be a single point in time, but more equitably should be the average of a number of year’s of
production. (Submission 124, p. 20)

The Energy Retailers Association of Australia argued for earlier application of best-practice
benchmarks:
Best-practice, energy-intensity baselines should be applied to the trade-exposed sector as soon as
practicable from the point of view of optimal replacement of energy-related equipment in those
industries. It is critical that firms are not encouraged to maintain or adopt less than best-practice energyrelated equipment (given that new investment, in addition to existing investment, in the trade-exposed
sector is to receive permits each year, as suggested in the Discussion Paper). (Submission 86, p. 15)

Initial intensity baselines
Any choice of dates for setting baselines involves trade-offs. If data are taken from between
now and scheme commencement, there is little incentive to make improvements in energy
efficiency in the next three years. More distant historical data provide ‘credit for early action’,
but using more distant dates runs the risk of substantially over-compensating some plants.
Any set of dates will create perceptions of inequity, as they will favour some firms more than
others in the same industry. Although necessarily arbitrary, using data from 2002–05 could
be considered to strike a reasonable balance.

85

Permits and permit allocation

Best-practice intensity baseline after 10 years
After 10 years, emissions-intensity baselines set from 2002–05 would be out of date and
need to be revised. This is because most firms make small efficiency improvements over
time. To maintain incentives to reduce emissions, the Taskforce proposes that, after the first
10 years of the scheme, new product-specific benchmarks be set on the basis of international
best practice. If the regulator has difficulty in arriving at a benchmark for best practice in a
particular industry, the new benchmark should be no less strict than the emissions intensity
of existing Australian best-practice emissions intensity calculated over years 6 to 9 of the
scheme’s operation. This emissions-intensity baseline would apply during the second decade
of the scheme’s operation, and thereafter be updated as required on a 10-yearly basis.
This approach:
•

avoids the problems of ‘updating’, where a firm’s baseline is continually updated
using its own historical performance, which creates poor incentives to improve

•

avoids the need to construct hypothetical best-practice benchmarks, where this
proves too difficult, through the use of existing best practice in Australia (the scheme
regulator could require the provision of such information as part of the agreement to
issue free permits, if it is not automatically available through the national greenhouse
and energy reporting system).

The PMTG Report proposes moving to international best-practice benchmarks over time,
but does not specify when.
These are difficult issues to address, regardless of how baselines are set and updated.
However, on the basis of stakeholder feedback, there seems to be no reason to move from
the position proposed in the Discussion Paper.

It is recommended that, for the first 10 years of the scheme, each TEEII ‘existing’
plant have an individual emissions-intensity baseline, set on the basis of the plant’s
average emissions intensity per unit of output over the period 2002–05. This
baseline should have separate components for electricity and other fuels
After 10 years, new industry-wide (product-specific) emissions-intensity baselines
will be set on the basis of international best practice. If the scheme regulator
cannot arrive at an estimate of international best-practice emissions intensity, the
benchmark level should be set at a level that is no less strict than actual Australian
best-practice emissions intensity per unit of output in years 6 to 9 of the scheme’s
operation. This baseline will take into account best-practice fuel mix in relation to
emissions intensity.
Setting baselines for ‘existing’ plant with no output during 2002–05
Given that the initial emissions-intensity baseline for existing plants will be based on a
plant’s production during the years 2002 to 2005, an alternative process is required for
establishing baselines for existing plants that had no output during those years (see below for
the definition of ‘new’ and ‘existing’ plants).
The intention of setting the baseline for the years 2002–05 is to encourage early abatement
action between 2005 and scheme commencement. Therefore, the baseline for existing plant
with no output during 2002–05 should also aim to encourage efficiency improvements.
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It is proposed that plants that began production after 2002 but before the scheme start date
have their baselines based on the average of the earliest four years of operation before the
commencement of the scheme. For example, if the plant commenced operation in:
•

2004, its baseline would be based on its average emissions intensity over the years
2004 to 2007

•

2006, its baseline would be based on its average emissions intensity over the years
2006 to 2009.

The difficulty will be for plants which commence production shortly before the scheme start
(e.g. in 2009), where there may be too few data to accurately calculate the plant’s emissions
intensity per unit of output.
Another difficulty is that this approach does not provide incentives for a plant to increase its
efficiency before the NETS begins, as its permit allocation will be based on the emissions
intensity of output over these years.
As proposed for electricity generation projects, where a plant has been in operation for only
a short period, and where data are available from a period after 3 June 2007, the scheme
regulator should be able to take into account data from other relevant sources, including
information provided in the project’s environmental impact statement.

It is recommended that, for the first 10 years of the scheme, plants that
commenced production after 2002 but before the scheme start date have
emissions-intensity baselines set on the basis of actual data of emissions intensity
per unit of output before scheme commencement, excluding data from periods
that are not representative of normal production for that plant. Where the plant has
been in operation for only a short time, the scheme regulator should be able to take
into account other relevant information, including information provided in the
project’s environmental impact statement.
After 10 years, these plants will be treated like all other ‘existing’ plant and have
new industry-wide (product-specific) baselines set on the basis of international
best practice or, where the scheme regulator is unable to determine international
best practice, a benchmark no less strict than actual Australian best-practice
emissions intensity per unit of output in years 6 to 9 of the scheme’s operation.
This baseline will take into account best-practice fuel mix in relation to emissions
intensity.
4.5.9.2

Setting baselines for fugitive emissions

While it is proposed that assistance for TEEIIs for all direct emissions be treated uniformly,
some TEEIIs will also be directly liable for fugitive emissions, in particular LNG production
facilities and underground coal mines supplying export markets.
Underground coal mines supplying export markets (and potentially those supplying coking
coal to the domestic market) and LNG processing facilities are subject to international
competition from countries that lack emissions constraints. Therefore, it is highly likely that
firms in these industries will meet the test of trade exposure. They are also relatively
emissions intensive.
Coal mining and LNG production have both stationary and fugitive emissions. There is no
reason why the approach adopted by the Taskforce in relation to stationary energy emissions
could not be applied to coal mining or LNG production. However, the approach taken to
fugitive emissions warrants further consideration.
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The Taskforce has considered permit allocation for TEEIIs with two potentially competing
objectives in mind:
•

ensuring that the assistance provided does not dull incentives to improve energy
efficiency or reduce emissions

•

ensuring that the assistance is adequate to offset the likely full costs associated with
the scheme, at least until baselines are reset to reflect international best practice.

Preserving incentives
In the coal mining and LNG production sectors, there are three main areas where a price on
emissions could influence behaviour and where incentives should be preserved at the
margin:
•

Venting to the atmosphere. Where feasible, methane destruction activities, such as flaring
or capturing the gas for use in electricity generation or feeding into a gas pipeline,
should be encouraged in the coal industry. Currently, almost all abatement in
Australia occurs through drainage systems designed to capture methane ahead of
mining operations. This tends to occur at the gassiest of mines, where methane levels
must be reduced to produce a safe operating environment. However, large volumes
of methane can still be vented in very low concentrations in mine ventilation air. The
abatement opportunities relating to such emissions are summarised by Dr David
Williams as follows:
Mines that vent all their fugitive emissions to atmosphere have no off-the-shelf technologies
for reducing their emissions. There are two systems that are currently being evaluated for
this application. One system is being developed by CANMET, the other was designed for
fugitive hydrocarbon emissions from other industries and is known as the Vocsidizer. They
use regenerative catalytic oxidation, which are autogenic if CH4 levels are higher than 0.5%
by volume in the ventilation return air. The presence of any higher hydrocarbons helps, and
if CH4 levels are constantly around 1% or can be supplemented by a small amount of
drained gas, power can be generated, but at 50% higher cost than with the systems presented
above. Another prospective technology being developed in Australia by Isentropic Systems
is a very lean-burn gas turbine which can operate at 1.6% CH4 in air, using a Centaur
turbine.
Finally, for mines situated close to a power station, mine ventilation gas could be piped to
the air intake of the power station. This is currently being piloted in NSW, Australia.9

For LNG production, very little methane is vented. The major source of fugitive
emissions is the carbon dioxide that is stripped from the natural gas to bring it to
LNG standard. This carbon dioxide is currently vented; emissions prices could play a
role in creating incentives to sequester it

9
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•

Development decisions. Incentives influence decisions about which coal seams or gas
fields are developed, and how they are developed. For example, in the case of coal,
the amount of overburden places the development choices (i.e. underground or open
cut) at the margin. All other things being equal, the price on fugitive emissions
should encourage the development of less gassy seams or fields ahead of gassier
ones, and cause the developer to take into account the ability to collect and use or
flare the methane when selecting which coal deposits to mine.

•

Price signals. Meaningful price signals to users about the relative emissions intensity of
production alternatives encourages appropriate choices between coal and gas, and

DJ Williams, CSIRO Energy Technology (available at www.atse.org.au/index.php?sectionid=511).
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between coal or gas from different sources. In practice, until there is an international
agreement covering most sources of coal or gas, international prices for these fuels
will not incorporate an emissions price for fugitives. However, domestic fuel prices
should reflect the full emissions intensity.
The 2002–05 baseline period used for other industries also reflects a desire to provide
adequate, but not unduly generous, assistance to compensate for the effects of the NETS. In
most industries, there is a general trend towards greater energy efficiency. This means that
energy/emissions intensity is likely to be lower now than it was in 2002–05.
For coal mining, there is no general trend towards reduced emissions over time. For any
individual mine, emissions can vary significantly over the life of the mine. This means that
setting a baseline for an individual mine on the basis of its historical emission rates in 2002–
05 could significantly over- or under-compensate a mine operator for the effects of the
scheme, for reasons other than the operator’s emissions-control activities.
For LNG production, fugitive emissions vary considerably by field. The mix of fields
contributing gas to a processing facility can change over time.
To preserve abatement incentives, the 2002–05 baseline would be useful because it is a fixed
figure that is not determined by subsequent behaviour and therefore does not skew that
behaviour towards higher emissions. However, 2002–05 baselines appear problematic for
the objective of neither over- nor under-compensating firms significantly for the effects of
the NETS. Emissions per tonne of output from 2002–05 for any individual coal mine could
be significantly higher or lower than emissions during the scheme, simply because different
sections of coal with a different gas content are being mined at that time.
Similar concerns arise for LNG producers. A 2002–05 baseline could significantly over- or
under-compensate a producer simply because of changes in the fields supplying the
production facility, rather than any inherent reduction or improvement in efficiency.
Since the degree of compensation provided by a 2002–05 baseline for fugitive emissions
from coal or gas is highly uncertain, a slightly different approach is recommended.
An industry-wide benchmark for coal mining and LNG production emissions intensity also
appears problematic.
The Taskforce has considered two options in relation to compensating coal mines or LNG
producers that meet the criteria as TEEIIs:
•

Benchmark categories of gassiness. A range of benchmark baselines determined by mine or
field category, such as ‘gassy’ or ‘non-gassy’, or a finer gradation of benchmarks
based on subcategories of these general classes, could be set at average levels of
intensity for different categories. This approach is likely to deliver good incentives to
reduce emissions where possible. However, it is less likely to promote the
development of less gassy mines ahead of gassier mines, since there would be no
particular penalty associated with developing a gassier source.

•

Actual emissions plus negotiated regulation or agreements on emissions reductions. Under this
option, a firm would receive permits (in arrears) for its actual fugitive emissions in
each year. To deal with the obvious incentive problems that this would create, it
would need to be combined with either regulatory constraints on venting emissions,
or agreements negotiated with the scheme regulator requiring all abatement activities
that are possible at a cost up to the expected permit price to be undertaken. Again,
this would provide adequate assistance but would potentially be complex to
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administer. The scheme regulator would be at a significant disadvantage compared
with the covered party.

It is recommended that:
•

baselines be set for fugitive emissions from underground coal mines or gas
fields based on the class of gassiness, and that the industry’s average level
of abatement in those classes in 2002–05 be incorporated into those
baselines
or

•

allocation be according to actual fugitive emissions, but receipt of free
permits be conditional on the company undertaking all commercially
feasible abatement activities to reduce those emissions.

4.5.10

Treatment of new TEEII plants

The Discussion Paper proposed that ‘new’ TEEII plants would also be eligible to receive a
free allocation of permits. This is because the rationale for assistance — that overseas
competitors are not subject to equivalent constraints on emissions — is identical for new
plants and existing plants.
However, it is proposed that new TEEII plants be treated differently from existing plants, as
new plants are able to factor the NETS into their choice of technology, while existing plants
will have constraints on efficiency improvements due to their physical structure.

4.5.11

Definition of new TEEII plants

As with electricity generators, a cut-off date and level of operation will be used to define a
‘new’ TEEII plant.
Ideally, the definition of a new generator and the definition of a new TEEII plant should be
identical. However, in contrast to the definition used for generators, there does not appear
to be an established definition of the date at which a TEEII project is ‘committed’. There is
certainly no formal, pre-vetted list of committed projects, in the way that there is for
generators in the National Electricity Market, for example.
It may be possible to apply the same criteria for commitment as are being used for
generators. As discussed in Section 4.4.6.2, the criteria are generic. Taking those criteria as a
template, it would be possible for a company to demonstrate that it has:
•

acquired, or commenced legal proceedings to acquire, land for the construction of
the project

•

entered into contracts for the supply and construction of the project’s major plant or
equipment

•

obtained all planning and construction approvals and licences, and had
environmental impact statements completed and approved

•

finalised and executed contracts and financing arrangements, including debt plans,
for the proposal

•

either commenced construction or set a firm date for commencement.

The Australian Bureau of Agricultural and Resource Economics regularly publishes lists of
major resource and energy projects, and divides these between ‘advanced projects’ and ‘less
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advanced projects’.10 Advanced projects are those that have received relevant government
approvals and board approval, and are regarded as ‘committed.’ These projects are usually
publicly announced to the stock market under company disclosure obligations.

It is recommended that a ‘new’ TEEII plant be defined using criteria that are
consistent with those used to define a new electricity generator.

4.5.12

Setting intensity baselines for new TEEII plants

The Discussion Paper proposed that the emissions-intensity baseline for new plants be set to
reflect best-practice emissions intensity for the particular product, using commercially viable
technology. Unlike operators of existing plants, developers of new plants are able to decide
what type of technology to install. Setting the emissions-intensity baseline for new plants
equal to best practice is intended to drive new plants to be as efficient as possible.
The PMTG Report also suggests that new TEEII plants should be placed on a best-practice
baseline.
There are three stages in allocating permits according to a best-practice baseline:
•

First, some definition of a best-practice fuel mix must be established.

•

Second, the baseline must separate electricity from other fuels, since the calculations
needed to calculate assistance for increases in electricity prices are slightly different
from the calculations for direct combustion of fossil fuels.

•

Third, other non-energy direct emissions (industrial process emissions or direct
fugitive emissions) need to be incorporated.

In the first step, the purpose of setting best-practice benchmarks is to ensure that new
TEEII plants invest in the most efficient technology possible, taking into account the
emissions intensity of different energy sources. Baselines could be based on either:
•

the best-practice mix of fuels for the production of the relevant product, taking into
account the emissions intensity of those fuels
or

•

a comparison with plants using the same mix of fuels as the new plant.

Taking into account the best-practice fuel mix would:

10

•

minimise the number of free permits required to be allocated (leaving more permits
available for auction)

•

encourage plants to invest in energy mixes that will make them more likely to
continue to be viable when other countries impose commensurate emissions
constraints, and free allocations in Australia are phased out

•

reduce the demand for emissions-intensive fuels, which means that emissions caps
are more likely to be met at a lower overall cost to the community.

See, for example, Australian Bureau of Agricultural and Resource Economics, Minerals and energy major
development projects, — April 2007 listing
(http://www.abare.gov.au/publications_html/energy/energy_07/me_07listing.pdf).
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However, this approach may require modification in some instances — for example, where
‘new’ plants are at a late stage of development and location decisions cannot be adjusted.
In some cases, there will be a need to take the quality of raw materials into account. For
example, the emissions intensity of alumina refining depends on the quality of the bauxite.
Such factors may also need to be taken into consideration.

It is recommended that:
•

emissions-intensity baselines for new TEEII plants be based on
international best-practice, where this can be readily determined

•

where international best-practice benchmarks are difficult to determine,
baselines be set by reference to the plant’s actual emissions intensity,
capped at the level of existing best practice in Australia (i.e. the best
performing Australian facility prior to the new entrant’s entry)

•

baselines be appropriate to specific activities, including potentially the
grade of raw materials

•

emissions-intensity baselines for new plants be based on a best-practice
fuel mix, taking into account the emissions intensities of those fuels, where
locational decisions were not ‘locked in’ by 3 June 2007.

4.5.12.1

Treatment of plant expansions and upgrades

Given that different emissions-intensity baselines will be set for allocating free permits to
existing as opposed to new TEEII plants, a threshold is needed to establish whether an
existing plant has undertaken an upgrade or extension which would alter its emissionsintensity baseline. This would ensure that existing plants do not gain unfair advantage by
continuing to apply the ‘existing plant’ baseline to significant plant upgrades or extensions.
The options for defining plant ‘extensions’ or ‘upgrades’ include:
•

any increase in production capacity after the cut-off date for existing plant

•

a specific percentage increase in production capacity after the cut-off date for
existing plant (e.g. a 10% increase in production capacity).

The first option may create unnecessary burden for the scheme regulator, who will have to
assess whether a plant has undergone an extension every time there is an increase in output.
Therefore, it is more desirable to set a specific threshold, although the level of the threshold
is arbitrary. Once the regulator has determined that an existing plant has undergone an
extension or upgrade, the plant’s emissions-intensity baseline will need to be reassessed.
The regulator could choose from the following options for the reassessment:
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1.

Apply a ‘new plant’ baseline to the proportional increase in output, and retain the
‘existing plant’ baseline for the original level of production.

2.

Apply a ‘new plant’ baseline to the entire plant.

3.

Apply a variation of the plant’s original baseline which takes into consideration
the efficiency of the existing component of the plant and the constraints that the
configuration of the existing plant may place on the efficiency of the plant
extension.
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The purpose of altering the electricity/emissions-intensity baseline for plant upgrades or
extensions is to ensure that TEEII plants are not over-allocated free permits and are
encouraged to improve the plant’s efficiency when undertaking expansions or upgrades.
In some circumstances, Option 2 may provide plants with a disincentive to undertake any
upgrades or extensions, as their total overall compensation may be reduced — even though
they may be limited in their ability to increase the efficiency of the remaining ‘existing plant’.
Option 3 may require significant investigation and effort on the part of the scheme regulator
and the TEEII firm to determine the appropriate revision of the baseline level.
However, given that there is likely to be significant variation in the type and scale of plant
extensions and upgrades, it is difficult to determine generic rules for their treatment.
Therefore, the Taskforce proposes that the regulations provide instruction to the scheme
regulator to undertake an assessment of the nature of a plant’s extension or upgrade to
determine the plant’s revised electricity/emissions-intensity baselines.
At the commencement of the next 10-year period (i.e. 2020), the entire plant would switch
to an industry-wide benchmark with all other plants.

It is recommended that ‘plant extensions or upgrades’ be defined as any change to
an existing plant that increases production capacity by more than 10% compared
with the plant’s capacity when its baseline was first set, where that increase in
capacity becomes operational after the NETS start date.
It is recommended that the scheme regulator undertake an assessment of any plant
extension or upgrade to determine the appropriate energy/emissions-intensity
baseline for the plant following the upgrade.
From 2020 onwards, all baselines should be updated to reflect industry best
practice, even where a new baseline was awarded for a plant expansion in the
period between 2010 and 2019.

4.5.13

TEEII firms that cease production in Australia

In contrast with its recommendations relating to electricity generators, the Discussion Paper
proposed that any free allocations to a TEEII firm should cease at the time that it shuts
down production in Australia, as a continued allocation would be inconsistent with the
rationale for allocations. At the margin, allowing a TEEII to keep its free permits if it shuts
down could create an incentive to cease operations in Australia.
The PMTG Report also suggests that allocations to TEEIIs should be conditional on
continued production in Australia.
If the firm moves, this clearly makes it easier for the rest of the Australian community to
achieve its emissions cap. Less energy would be consumed, and so the community could
operate at a lower point on the domestic abatement supply curve. However, from a global
perspective, emissions might not have been reduced. Additionally, Australia may be
economically worse off.

It is recommended that any free allocation of permits to a TEEII firm cease if the
firm shuts down operations in Australia.

93

Permits and permit allocation

4.5.14

TEEII firms that outsource part of production

The proposal to provide assistance to TEEII firms in the form of free allowances will still
provide incentives for those firms to seek out profitable energy-efficiency projects, as they
will continue to face the emissions-inclusive cost of the energy they use.
Given a decision to allocate permits to TEEII firms annually, based on an emissionsintensity baseline established at the beginning of each 10-year period, there is potential for
the firms to reduce their emissions intensity of production and profit from the sale of
unneeded permits.
While this is a desirable outcome, there is also potential for a TEEII firm to reduce its
energy inputs or emissions intensity by outsourcing components of production. Under these
circumstances, the NETS would be providing ‘excess assistance’ to that firm, particularly if
the firm outsources to another TEEII firm which is also receiving assistance.
For example, a cement manufacturer may have its emissions-intensity baseline calculated on
the basis that it originally produced clinker (a high-energy input to cement). Should this
manufacturer stop producing its own clinker and instead purchase clinker from another
producer, it will still be allocated permits on the assumption that it is producing clinker. Its
emissions-intensity baseline would not alter under the proposed process, and its ‘final
output’ might not alter, so its allocation would not be reduced. If the cement manufacturer
purchases its clinker from another Australian clinker manufacturer which is receiving
assistance under the NETS, it would face no carbon price, but would be receiving assistance
as if it were. On the other hand, a firm might decrease its production of clinker because it is
making more blended cements, which would be an efficiency improvement to be
encouraged.
Therefore, it is appropriate that the emissions-intensity baseline for a TEEII firm be revised
if the firm changes its input mix or production process, just as the baseline would be revised
for plant upgrades or extensions.
The scheme regulator will need to be able to determine when a plant has made a ‘significant’
change in its production process.
Each year, TEEII firms will be required to report their energy and greenhouse gas emissions
through the national greenhouse and energy reporting scheme. Because they will be required
to report their annual production levels, the scheme regulator will be able to identify when a
firm has a significant change in output, emissions or energy use.
However, from these data, the scheme regulator will not be able to ascertain whether the
change is the result of decreased production at the plant (for whatever reason), energy
efficiency improvements, or outsourcing of production of inputs.
Given that TEEII firms will be allocated free permits, but with conditions attached to the
allocation, one option is to include a condition that the firm must provide an explanation for
significant variations in emissions, energy use or output. This would enable the scheme
regulator to assess whether the firm’s emissions-intensity baseline needs to be revised.
If the scheme regulator determines that a plant has made a significant change involving
outsourcing of a component of production, resulting in a change in its emissions intensity
and warranting a revision of its baseline, the regulator should recalculate the baseline by
removing the component.
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It is recommended that:
•

TEEII firms have their emissions-intensity baselines revised if they change
their processes by outsourcing some inputs, significantly affecting the
emissions intensity of their production

•

a condition of the receipt of free permits be that TEEII firms be required to
explain to the scheme regulator any significant (i.e. greater than 10%)
variation in emissions, energy use or output since the firm’s emissionsintensity baseline was set

•

the scheme regulator assess whether a change in energy use or emissions is
the result of an alteration to production processes which requires the plant’s
emissions-intensity baseline to be revised

•

the scheme regulator be entitled to change emissions-intensity baselines
when a change in production is due to outsourcing or a change in input or
output mix rather than to an increase in energy efficiency.
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5

Auction arrangements

As discussed in previous chapters, some permits will be allocated by auctioning, making auction design an
important part of the scheme design. This chapter discusses stakeholder feedback on permit auctioning, the
potential advantages of auctioning, and objectives for the auction process. It summarises recommended auction
design features and discusses selected features. Further detail of auction arrangements is provided in Appendix
C.

5.1

Auctions

Permit allocation is recommended to take place in three broad tranches:
•

free allocation to generators that are disproportionately adversely affected by the
introduction of the national emissions trading scheme (NETS)

•

free allocation to trade-exposed, emissions-intensive industries (TEEIIs) that meet
eligibility criteria

•

the auction of all the remaining permits.

A key rationale for auctioning permits is that auctioning will achieve a more efficient
allocation of permits (that is, it will allocate permits to the firms that value them most
highly). The auction mechanism requires bidders to reveal their true valuation of permits,
which no administrative mechanism could achieve. This approach is consistent with the
Taskforce’s 2006 Discussion Paper proposal:
It is proposed that the remainder of permits that are not allocated to generators or trade-exposed,
energy-intensive industries would be auctioned. (Discussion Paper, p. 144)

Submissions in response to the Discussion Paper suggested many possible uses for auction
revenues. The Taskforce’s views on the potential use of auction revenues are set out in
Chapter 12.
This chapter:
•

sets out stakeholder feedback about auction arrangements (Section 5.2)

•

considers the general benefits of auctioning emission permits (Section 5.3)

•

discusses auction objectives (Section 5.4)

•

sets out international experience with emissions trading auctions (Section 5.5)

•

summarises recommended qualitative auction design features (Section 5.6)

•

discusses selected design features (Section 5.7)

•

outlines further work needed to finalise design features (Section 5.8)

•

concludes by drawing conclusions about auction arrangements (Section 5.9).

97

Auction arrangements

5.2

Stakeholder views

Stakeholders expressed a range of views about the auctioning of permits. Those views were
in four categories:
•

opposition to auctioning

•

support for full auctioning (or greater auctioning than that proposed in the
Discussion Paper)

•

support for the general approach of ‘residual’ auctioning as proposed in the
Discussion Paper

•

support for further work on the design of auction arrangements.

5.2.1

Opposition to auctioning

Some stakeholders did not support the auctioning of permits.1 Their arguments against
auctioning included:
•

auctioning was a less efficient and effective way of providing compensation to
generators than free allocation of permits

•

practical challenges in organising large-scale auctions

•

strong liquidity already exists in the traded market

•

the scheme is not designed to raise revenue

•

auctioning would transfer funds away from possible investment in emissionsreduction projects towards the purchase of permits

•

participation of ‘non-physical’ players in auctions can lead to price distortions

•

if permits are auctioned, the government is effectively altering the conditions under
which an investment is permitted to operate, even though it may have been
constructed before the scheme’s commencement

•

if any revenues from auctioning are to be recycled, an allocation process would be
needed

•

the conduct of auctions had the potential to create price fluctuations in the permit
market

•

auctions must be underpinned by rigorous mechanisms to ensure that bidders can
and will pay for the allowances they bid for.

Many of these issues relate to alternative allocation methodologies, and are discussed in
Chapter 4 (Permits and permit allocation). Chapter 12 (Complementary measures and
strategies) includes a discussion of possible uses of auction revenue.
Auction design and implementation are discussed in this chapter and Appendix C.

1
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See, for example, Bluescope Steel (Submission 114, p. 13), AGL (Submission 28, p. 29), National
Generators Forum (Submission 31, p. 11), International Power Australia (Submission 92, p. 12), Shell
(Submission 116, p. 7).

Auction arrangements

5.2.2

Support for full or greater auctioning

Some stakeholders2 expressed support for the auctioning of all permits, or for greater levels
of auctioning than proposed in the Discussion Paper. They asserted that auctioning:
•

promotes the most efficient allocation of permits (that is, it ensures that permits are
allocated to their highest value use)

•

promotes the generation of a price signal

•

will encourage the development of renewable energy capacity

•

will raise revenue that can be used for purposes including the provision of
transitional assistance to workers and the most adversely affected industries, as well
as other complementary measures in sectors not covered by emissions trading

•

ensures that those firms that have already reduced their emissions are not
disadvantaged and that polluting entities do not receive windfall gains (for example,
generators that would otherwise receive free permits and also increase their revenue
through increased power prices)

•

has low transaction costs

•

is transparent

•

does not discriminate between different technologies.

Further discussion of the advantages of auctioning is presented in Section 5.3

5.2.3

Support for ‘residual’ auctioning

Some stakeholders3 expressed support for the general approach of auctioning remaining
permits after free allocation to existing generators and trade-exposed, emissions-intensive
industries (TEEIIs). Their grounds included:
•

free allocation of permits is a mechanism for the provision of compensation

•

once compensation has been provided, auctioning offers advantages in a more
accurate price signal, enhanced efficiency and lower transaction costs.

Some stakeholders also stated that permit allocation should transition from free allocation to
auctioning over time.

2

See, for example, Hydro Tasmania (Submission 27, p. 1), Australian Network of Environmental Defenders
Offices (Submission 42, p. 5), AusWIND (Submission 39, p. 8), Total Environment Centre (Submission
46, p. 3), WWF Australia (Submission 48, p. 4), Energy Developments Limited (Submission 65, p. 4),
Australian Business Council for Sustainable Energy (Submission 62, p. 7), Pacific Hydro (Submission 82,
p. 5), Alternative Technology Association (Submission 99, p. 6), Australian Conservation Foundation
(Submission 101, p. 3), Nature Conservation Council of NSW (Submission 103, p. 2).

3

See, for example, EnergyAustralia (Submission 36, p. 12) Roaring 40s (Submission 35, p. 9), Powerdirect
(Submission 56, p. 3), Origin Energy (Submission 81, p. 3), Alinta (Submission 59, p. 11), Renewable
Energy Generators Australia (Submission 73, p. 8), Energy Supply Association of Australia (Submission
84, p. 8), Energy Retailers Association of Australia (Submission 86, p. 19).
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5.2.4

Support for further design work

Some stakeholders sought greater detail on recommended auction arrangements. For
example, the Australian Financial Markets Association noted:
AFMA supports the use of auctioning to allocate at least some fraction of the permits. However, the
Discussion Paper does not provide much detail as to how such auctioning may occur, and this is one of
the most important issues where AFMA believes further work is required. (Submission 59, p. 11, emphasis in
original)

5.3

Advantages of auctioning permits

There are several potential benefits associated with auctioning permits in an emissions
trading scheme:4
•

Allocative efficiency. A well-designed auction will award permits to those bidders who
value them most highly and so facilitate efficient allocation. Conversely, an
administrative allocation procedure would not have the information needed to
allocate permits to their highest value use and would therefore be unlikely to result in
an efficient initial allocation. Administrative allocation would have to rely on
subsequent trading to ensure that permits are ultimately held by those who value
them most.

•

Price discovery. Auctioning permits (including future vintages) before the NETS
commences is a device well suited to generating early and transparent price signals
for emissions. This is likely to help firms make more efficient decisions about
investment in abatement measures.

•

Dynamic efficiency. Auctioning of permits may bring emissions management and
opportunities for abatement more acutely to the attention of firms and managers,
who might then make a more considered analysis of whether it would be more
profitable to buy permits or invest in abatement technology. This may increase the
dynamic efficiency of the NETS.

•

Auction revenue. Auctioning permits will generate revenue that can be used to offset
other sources of revenue and/or be allocated to new areas of spending. Possible
areas of spending include assistance to adversely affected parties that are not eligible
for assistance through free permit allocation, and research and development related
to new abatement options.

The larger the proportion of permits that is auctioned, the greater the benefits in these areas.
If only a small proportion is auctioned, the increase in allocative efficiency is likely to be
relatively small compared to the increase if a substantial proportion is auctioned.

4
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Residual permits (after free allocation to generators and TEEIIs) could, in principle, be either auctioned or
sold in a secondary market. In the early stages of the NETS, auctions are likely to assist the efficient
creation and operation of a secondary market, particularly in relation to price discovery. For a discussion
of the relationship between auctions and secondary markets, see Evans & Peck, Further definition of the
auction proposals in the NETT Discussion Paper, August 2007, available at www.emissionstrading.net.au.
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5.4

NETS auction objectives

The recommended NETS auction system has two broad objectives that have implications
for auction design.

5.4.1

Objective 1 — Allocative efficiency

A primary objective of the auction is to ensure that permits are allocated efficiently, meaning
that they flow to the bidders who value them most highly. To achieve this objective, it will
be important to maximise participation in the auction and minimise the potential for any
party to distort the auction outcomes unfairly in their favour (for example, through the abuse
of market power or through collusion). Therefore, the auction design and mechanism should
be simple, encourage entry, and have low transaction costs for participants and the scheme
administrator.
While generating revenue is not a primary objective, in many cases the objective of allocative
efficiency and the generation of auction revenue will be aligned; that is, allocating permits to
their highest value use will simultaneously generate public revenue.

5.4.2

Objective 2 — Price discovery

Another key objective of the auction is to generate accurate price signals. It will be helpful if
price signals can also be generated for future vintages of permits, as this will assist
participants as they make longer term decisions about investments and behaviour. Therefore,
it will be important that the auction design reveals permit prices to all participants in a
transparent manner.

It is recommended that the objectives guiding the design of the NETS auction be:
•

allocative efficiency

•

price discovery.

5.5

International experience with emissions trading
auctions

Auctions are used to buy and sell a wide range of goods and services. In environmental
markets, auctions have been used:
•

in the United States since 1993 for sulfur dioxide permits for the Acid Rain Program

•

in Virginia in the United States for 2004 and 2005 nitrogen oxide allowances

•

in 2002 in the United Kingdom Emissions Trading Scheme

•

in Ireland in 2006 for emission permits as part of the European Union Emissions
Trading Scheme (EU ETS)

•

in Hungary in 2006 and 2007 for emission permits as part of the EU ETS.

These auctions had varied objectives, design features and outcomes, and demonstrate the
importance of tailoring auction design to the specific characteristics of the emissions trading
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scheme. Further discussion of experience and lessons learned from these auctions is
available in a consultancy report prepared for the Taskforce.5
Consideration of auction arrangements is also underway for permit allocation in the 2008–
2012 phase of the EU ETS, and detailed design work has been conducted for the auctioning
of emissions allowances for the Regional Greenhouse Gas Initiative (RGGI) in the United
States. 6
There has been relatively little direct experience with large-scale auctioning of emission
permits for greenhouse gas emissions trading schemes. To date, the proportion of permits
allocated by auction in the environmental field has been relatively small, with most permits
being allocated free of charge.7 However, there are indications that auctions may assume a
more significant role in future schemes. For example, the RGGI states have agreed to
allocate at least 25% of permits by auction, and some states in the proposed RGGI scheme
have indicated that they may auction up to 100% of permits.8,9

5.6

Recommended features of the NETS auction

Auction design is an area in which practice and theory are evolving. The Taskforce’s
recommended auction design features have drawn on lessons from past auction experience
and the extensive economic literature in this field.10 The Taskforce also commissioned advice
from experts in auction design, resulting in a consultancy report.11 The recommended design
draws heavily on that advice. Auction arrangements were also the subject of comment by
stakeholders in submissions.
Table 5-1 identifies and describes key recommended auction design features, and explains
how they contribute to the auction objectives. In all cases, enhanced efficiency contributes to
revenue by allocating permits to those who value them most highly, although gaining the
maximum revenue is not a primary objective of the system.
Section 5.7 presents further discussion of selected design features drawn from Table 5-1. More
technical discussion and consideration of all recommended design features and other design
options is contained in Appendix C and in the consultancy report prepared for the
Taskforce.12

5

Evans & Peck, Further definition of the auction proposals in the NETT Discussion Paper, August 2007.

6

C Holt et al., Auction design for selling CO2 emission allowances under the Regional Greenhouse Gas Initiative: Final
report , October 2007. For an analysis of the proposed RGGI auction design, see P Cramton, Comments on
the RGGI market design, submitted to RGGI Inc. by ISO New England and NYISO, 15 November 2007.

7

For example, in the EU ETS, auctions have accounted for 0.2% of the first phase permits allocated. The
auction of allowances in the Acid Rain Program in the United States accounted for 2.8% of allowances,
and the auction of NOx allowances in Virginia accounted for 5% of allowances. (Evans & Peck, Further
definition of the auction proposals in the NETT Discussion Paper, August 2007, Chapter 4).

8

C Holt et al., Auction design for selling CO2 emission allowances under the Regional Greenhouse Gas Initiative: Final
report , October 2007.

9

D Burtraw et al., Auction design for selling emission allowances under the Regional Greenhouse Gas Initiative: Phase 1
research report (draft), 25 May 2007.

10

For a bibliography of relevant literature, see Evans & Peck, Further definition of the auction proposals in the
NETT Discussion Paper, August 2007.

11

Evans & Peck, Further definition of the auction proposals in the NETT Discussion Paper, July 2007 (available at
www.emissionstrading.net.au).

12

Evans & Peck, Further definition of the auction proposals in the NETT Discussion Paper.
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Table 5-1: Summary of recommended NETS auction design features
Recommended feature

Description

How feature contributes to auction
objectives

Simultaneous auction of
different vintages
(see Appendix C for
further detail)

Permits of different vintages are
auctioned simultaneously. For
example, if the auction is selling
permits with vintages from year 1,
year 2 and year 4, bidders will be
able to make bids on permits
from any or all of these vintages
simultaneously.

Enhances efficiency by encouraging
entry and competition through a simple
design that can be readily understood by
bidders.
Enhances efficiency by allowing bidders
to switch bids between permits of
different vintages as prices are revealed.
As a result, permits are allocated to their
highest value uses.
Enhances price discovery, as prices of
different vintages are revealed and can be
compared by bidders.

Ascending clock auction
with iterative sealed
bidding in multiple rounds,
subject to further study
and experimentation
(see Appendix C for
further detail)

Prices for permits in the auction
move from low to high (i.e.
ascending clock), bids are revealed
only to the auctioneer (sealed
bidding), and bidders can adjust
bids in response to the bids of
others (iterate) through multiple
rounds.

Enhances efficiency, as an ascending
clock is readily understood by bidders,
thus encouraging entry and competition.

Uniform pricing
(see Appendix C for
further detail)

All successful bidders pay the
same (uniform) price for permits
of a particular vintage.

Enhances efficiency, as uniform pricing
is readily understood by bidders, thereby
encouraging entry and competition.
Enhances price discovery by setting a
clear price signal, as permits of a
particular vintage sell at the same
(uniform) price.

Aggregate demand
revealed in each round
(see Appendix C for
further detail)

At the end of each round of
bidding, bidders receive
information about the total
demand from all bidders for
permits at that price.

Enhances efficiency, as more
information is available to bidders to
assist in refining bids. As a result,
permits are allocated to their highest
value use.

Allow TEEIIs and other
recipients of free permits
to sell these permits at
auction
(see Section 5.7 and
Appendix C for further
detail)

In addition to the government
acting as a seller of permits in the
auction, other holders of permits
(e.g. TEEIIs) who wish to sell
permits are also permitted to sell
in the auction.

Enhances efficiency and price discovery,
as the exclusion of TEEIIs and other
likely net sellers of permits may distort
the profile of buyers and sellers in an
auction, affecting permit prices and
allocation.

Allow intermediaries and
other buyers of permits to
purchase permits at
auction
(see Section 5.7 and
Appendix C for further
detail)

No restrictions are placed on who
can buy permits in an auction,
subject to standard financial
guarantee requirements and a cap
on the maximum proportion of
permits that can be purchased by
any one buyer.

Enhances efficiency and price discovery,
as intermediaries can play a valuable role
in bidding and buying permits for small
bidders.

Allow proxy bids to
accommodate small
participants
(see Section 5.7 and
Appendix C for further
detail)

Bidders have the option to submit
a schedule at the start of the
auction, specifying their bids at
various prices.

Enhances efficiency by encouraging
entry and competition through provision
of a low-cost mechanism for
participation, particularly for small
bidders.
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Recommended feature

Description

How feature contributes to auction
objectives

Allow intra-round bidding
(see Appendix C for
further detail)

Bidders have the option to submit
a ‘spectrum’ of bids in between
the prescribed bid increments in
the auction.

Enhances efficiency by smoothing the
clearing process, reducing the need for
rationing of permits, and accelerating the
auction process.

Reserve price
(see Section 5.77 and
Appendix C for further
detail)

Permits in the auction have a
reserve price — a minimum price
below which bids will not be
accepted.

Enhances efficiency by limiting any
abuse of market power or collusion, and
accelerating the auction process.

Internet auction platform
(see Section 5.7 and
Appendix C for further
detail)

The auction is conducted using an
internet platform.

Enhances efficiency by providing a lowcost means to accommodate
recommended design features in a way
that is readily accessible to bidders, thus
encouraging entry and competition.

5.7

Discussion of selected design features

5.7.1

Eligible participants

An important question relates to who will be able to participate in an auction, both in selling
permits and in purchasing permits.
5.7.1.1

Selling permits

A significant proportion of permits will be provided to some electricity generators and
TEEIIs free of charge. The Taskforce recommends that TEEIIs and generators be able to
sell their permits at the auction if they choose to do so. The auction will feature both buyers
and sellers, and the market price will be determined by their interaction.
TEEIIs are likely to be net sellers of permits. If they were excluded from selling their
permits in the auction, permit supply would be artificially reduced, which could hinder the
price discovery objective. Therefore, the auction format should allow all net sellers of
permits to participate.
5.7.1.2

Purchasing permits

The Taskforce recommends no restrictions on who can purchase permits at auction, subject
to the participant meeting standard financial guarantee requirements. Before an auction,
bidders would be required to lodge a cash deposit as a form of security, to demonstrate
intent, and to prevent spurious bidding. Depending on the number of permits a bidder
acquires and the price, the deposit would be either returned or deducted from the bidder’s
payment for the permits acquired. Further detailed consideration needs to be given to the
need for additional financial guarantees, including the need for bank guarantees, bidding
limits, or both. The absence of other restrictions on buyers is intended to maximise entry
and participation, which in turn will minimise the ability of bidders to abuse market power
or collude in bidding. This will enhance allocative efficiency.
Accordingly, the Taskforce recommends that participation by intermediaries, such as
financial institutions and brokers, be allowed. Intermediaries can play a valuable role in
providing bidding services (particularly to small bidders), and will also help to reduce the
likelihood of market power being abused.
While no limits are recommended on who can participate (subject to the financial guarantee
requirements), some limit on how many permits might be purchased by each participant may
be desirable. To limit any potential for abuse of market power, consideration will need to be
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given to applying a limit to the proportion of permits that a bidder could purchase in an
auction. Key considerations in setting a limit would include striking a balance between
effectively limiting abuses of market power, allowing flexibility, and not imposing a severe
restriction that might reduce the efficiency of the auction. Further quantitative work will be
needed closer to the first auction to set such parameters.

5.7.2

Proxy bids to accommodate small participants

To make it simpler for small bidders to participate in the auction, the ability to submit proxy
bids is recommended. In proxy bidding, bidders have the option to submit a single demand
schedule to be used throughout the auction, rather than participating explicitly in each
round. The auction system then bids automatically on behalf of the bidder according to this
proxy bid. Proxy bids can be updated or deleted by the bidder at any time.
Proxy bidding has no apparent disadvantages. It offers bidders additional flexibility, which
may further encourage entry and enhance competition among bidders. The use of an
internet platform (discussed below) makes such measures practical and low-cost.

5.7.3

Reserve prices

A reserve price in an auction is a price below which items will not be sold — bids below the
reserve price will not be accepted.
Stakeholders also advocated a ‘floor price’ for permits, with characteristics similar to those of
a reserve price. Insurance Australia Group suggested that:
There may be value in setting a long-term floor price for permits especially in the auction process. In
this way, the cost for permits would not slip below a minimum level as a means for further ensuring the
integrity of the NETS. (Submission 21, p. 11)

A reserve price can help to accelerate the process of an auction (and so lower costs for
participants), as the auction does not need to commence at a price of zero.
Reserve prices can also protect against collusion among bidders. For example, if bidders
collude in an attempt to reduce permit prices, they will not be able to reduce the permit price
below the reserve price.13
However, if a reserve price is set too high, it may deter entry to an auction and so reduce
competition and allocative efficiency.
The Taskforce recommends that the auction have a reserve price for permits, with the final
level to be agreed nearer to the auction date after the determination of other parameters,
such as scheme caps, and more detailed quantitative analysis.

5.7.4

Internet-based auction format

The Taskforce recommends the use of an internet bidding platform for permit auctions. The
recommended auction format is relatively simple to realise in a web application. This will
facilitate entry and reduce costs. From the bidders’ side, internet access and a standard web
browser should be the only technical requirements.

13

LM Ausubel & P Cramton, ‘Dynamic auctions in procurement’, in N Dimitri, G Piga & G Spagnolo (eds),
Handbook of procurement, Cambridge University Press, Cambridge, 2006.
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5.7.5

Auction schedule

The frequency and timing of auctions are important design considerations. This was noted in
stakeholder feedback, for example by the Energy Retailers Association of Australia:
The auction process should include a series of auctions at regular intervals rather than a single auction
of large blocks of permits, to improve liquidity and lower the costs on participants in the market.
(Submission 86, p. 19)

Both frequent and infrequent auctioning would generate a range of advantages and
disadvantages in relation to price discovery, liquidity, scope for abuse of market power,
flexibility, transaction costs and other variables (further detail is provided in Appendix C).
In an attempt to strike a balance between these advantages and disadvantages, the Taskforce
recommends the conduct of a mix of spot auctions (for vintages in the same year as the
auction or in the following year) and advance auctions (for other future vintages).
5.7.5.1

Spot auctions

To generate an early price signal, it will be important that the first auction takes place before
the start of the scheme (year 0). However, to generate a reliable price signal, the first auction
should not take place before companies have started monitoring their emissions, so that they
have a clear picture of their demand for permits.
Following an initial auction before the NETS commences, it may be desirable to hold
regular spot auctions, perhaps on a quarterly basis. This offers the advantage of diversifying
auction dates, which could help bidders to manage and adjust their purchases of permits and
assist governments to manage revenues. Regular spot auctions may be particularly useful in
the early stages of the NETS, when prices and revenues are subject to some uncertainty.
However, further quantitative analysis will be needed nearer to the starting date of the NETS
to finalise the frequency and timing of spot auctions.
5.7.5.2

Advance auctions

Advance auctions offer important benefits to the operation of the NETS by:
•

setting early price signals for the future

•

ensuring that permits are in circulation before the compliance year for which they are
valid, giving greater certainty to investors in infrastructure with long lead times and
long lifetimes.

These factors may be particularly important in an immature market where prices are subject
to greater uncertainty.
When deciding what vintages should be subject to advance auctions, key considerations
include the following:
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•

It would be difficult to auction permits for years for which a firm cap has not been
set (i.e. further than 10 years in advance), as the cap will be a key determinant of
permit prices.

•

It becomes more difficult for companies to accurately predict their future abatement
costs (and the likely abatement costs of competitors) as the time horizon becomes
longer.

•

Advance auctions of permits that are too far into the future may attract few bidders
(due to uncertainty about prices, abatement options, etc.). This could inhibit accurate
price discovery.
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Some guidance can be drawn from electricity auctions in the electricity market, in which
power generators typically buy forward three to five years. There is also evidence that time
horizons for abatement measures often have a lead time of around three years. Taking these
factors into account, it may be desirable to conduct advance auctions of emission permits
both one year in advance and up to three years in advance. For example, an auction held in
year 1 could sell permits with a year 1 vintage (spot auctions) and also permits with year 2
and year 4 vintages (advance auctions).
There is scope for further work to refine timing and frequency as detailed scheme design
progresses. In particular, consideration should be given to the different incentives faced by
bidders in relation to timing. For example, if an auction is held close to the actual vintage of
permits being auctioned, it is likely that bidders will be motivated by the need for
compliance. If an auction is held for future vintages of permits (advance auction), bidders
will likely be motivated by a desire to hedge against future risk. Experimental work in the
area of auction design can help to refine the NETS auction design to take these dynamics
into account (see Section 5.8).

It is recommended that the NETS auction design:
•

include the simultaneous auction of different vintages

•

be in the format of an ascending clock auction with iterative sealed bidding
in multiple rounds

•

include uniform pricing

•

reveal aggregate demand in each round

•

allow TEEIIs and other net sellers to sell permits

•

allow intermediaries and others to purchase permits

•

allow proxy bids

•

allow intra-round bidding

•

be conducted on an internet auction platform

•

include both spot and advance auctions.

5.8

Finalising the auction design

The recommended auction design described above is qualitative and at a relatively high level.
Translating this proposal into detailed auction rules and associated technology platforms will
take considerably more work. Experience in other markets suggests that apparently small,
innocuous changes to design parameters can create large deviations in outcomes. For this
reason, two particular areas of further investigation are recommended:
•

experimental testing of the recommended design before the first auction

•

reviews of auction performance over time, to allow the auction process to be
finetuned.

5.8.1

Experiments

Auctioning emission permits is complex, and there is relatively little experience to guide
activities. Every auction context has unique features, and it is difficult to transfer lessons
from one context to another.
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The testing of recommended auction design features in a laboratory before implementation
can be helpful in highlighting deficiencies in design. While such testing involves time and
resources, those costs will likely be low compared to the potential costs of inadequate design.
Experimentation will be particularly valuable in settings where empirical evidence is scarce,
where design choices exist, and where outcomes are dependent on human behaviour.
Appendix C notes areas in which experimentation can help make design decisions better
informed.

5.8.2

Review

Both auctions and emissions trading are relatively recent instruments in the environmental
area. Significant lessons can be expected to be learned, particularly in the early stages of the
NETS. Therefore, the Taskforce recommends that auction arrangements be subject to
review after five years of operation, in conjunction with scheme reviews, to allow lessons to
be reviewed and modifications to be made where necessary.

It is recommended that:

5.9

•

auction design be subjected to experimental testing prior to finalisation

•

auction design be subjected to review after five years, in conjunction with
scheme reviews.

Conclusion

The allocation of permits by auction offers important benefits in a number of areas. A welldesigned auction will allocate permits to those bidders who value them most highly, and so
enhance allocative efficiency. Auctioning permits also assists in generating transparent price
signals that can aid firms in making decisions about investment in abatement measures.
Auctioning also brings emissions management to the attention of managers, which could
improve dynamic efficiency. Auctions raise revenue that can be used to offset other sources
of revenue and/or be allocated to new areas of spending.
The objectives of the recommended NETS auction design include allocative efficiency and
price discovery. It is also recognised that, in many cases, the allocation of permits to their
highest value use (allocative efficiency) will simultaneously generate public revenue.
Recommended NETS auction design features include simultaneous auction of different
vintages; an ascending clock format with iterative sealed bidding in multiple rounds and
aggregate demand revealed in each round; uniform pricing; allowing TEEIIs and other
recipients of free permits to sell their permits at auction; allowing intermediaries and other
buyers to purchase permits at auction; proxy bids; intra-round bidding; setting of a reserve
price; and the use of an internet auction platform.
The analysis in this chapter is qualitative, and further work will be needed to finalise the
recommended auction design. This could include experimental testing of recommended
design features and reviews of auction performance over time.
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6

Compliance

This chapter describes how covered parties would comply with the requirements of the NETS. Flexibility is
recommended in relation to banking of permits and permitting the drawing forward a small number of
permits from the following compliance year. Compliance with the scheme can be encouraged, and enforced,
through a penalty.

This chapter:
•

considers banking of permits, borrowing and administrative flexibility in the national
emissions trading scheme (NETS) (Section 6.1)

•

examines how penalties might be applied and penalty revenue might be used
(Section 6.2).

6.1

Firms’ compliance with their obligations under the
NETS

At the end of each compliance year, covered parties would be required to calculate their
covered emissions and surrender to the scheme regulator a number of compliance
certificates adequate to cover those emissions. Approved compliance certificates would
comprise:
•

NETS permits

•

NETS offset credits

•

approved international offset credits, such as Certified Emission Reduction units
(CERs) or Emission Reduction Units (ERUs), subject to limits on the total number
that could be used for compliance (see Chapter 11).

As discussed in this chapter, the Taskforce recommends that NETS permits and offset
credits have no expiry date. That is, they could be used in the year of their vintage or banked
for use in any year thereafter. A small number of permits with a vintage of the following year
could also be used, giving an extra small degree of administrative flexibility in relation to
compliance. These flexibility mechanisms are discussed below.
If the covered party fails to surrender sufficient permits for compliance, a penalty would be
applied for every excess tonne of carbon dioxide equivalent (CO2-e) emitted.

6.1.1

Banking

Emissions from covered parties are likely to vary from year to year because economic
activity is cyclical and a party’s operations will change in response to market conditions. At
the same time, the costs of abatement may vary over the duration of the NETS. Covered
parties could better manage these issues if they were entitled to bank current permits in
excess of their needs, to use in future compliance periods.
Unrestricted banking would allow covered parties to take advantage of lower cost abatement
options in the early years of the scheme and thus avoid higher abatement costs in later years.
This has the effect of increasing permit prices in the early years, but lowering them in later
years (compared with prices in a scheme without banking). Therefore, banking increases the
flexibility of the scheme for participants, can reduce costs, and encourages early abatement
action.
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Given the benefits of banking, the Taskforce’s 2006 Discussion Paper proposed that the
NETS allow unrestricted banking. It also sought stakeholder comment on whether any limits
on banking, such as 10-year blocks, would be desirable.
6.1.1.1

Banking in other schemes

Most trading schemes currently operating around the world allow banking.
The NSW and ACT Greenhouse Gas Reduction Scheme (GGAS), the Mandatory
Renewable Energy Target (MRET) scheme and the Victorian Renewable Energy Target
(VRET) scheme all allow unrestricted banking of certificates for the life of the scheme.
Banking is also allowed under the Queensland Gas Generation Scheme, although this is
necessarily restricted as certificates are only valid for two years.1
The Prime Ministerial Task Group on Emissions Trading (PMTG) supports unlimited
banking in the NETS. It even suggests that carbon sink forests could generate credits, for
banking, before permit trading commences (see Chapter 7). However, the PMTG Report
suggests that in the initial years of the scheme, in which a low emissions fee may operate as a
‘de facto cost cap’, banking should be limited: parties that pay a penalty should be prohibited
from banking (or trading) permits from that year. Otherwise, they may have an incentive to
pay the fee and bank permits for future years, when the permits are expected to be more
valuable.2
The European Commission offers some flexibility to European Union member states for
banking under the European Union Emissions Trading Scheme (EU ETS). Banking is
allowed between Phases I and II of the scheme only if it does not lead to an allocation above
the total approved by the European Commission for Phase II, and banked allowances must
result from real emissions reductions rather than over-allocation. In practice, this has
generally resulted in banking within phases of the scheme, but not between phases.3
Under the Kyoto mechanism, banking of Assigned Amount Units (AAUs) is unrestricted.
However, Clean Development Mechanism and Joint Implementation credits (CERs and
ERUs) are treated differently; banking of these credits is limited to 2.5% of the AAUs
allocated to parties.
6.1.1.2

Stakeholder feedback

Most stakeholders commenting on the Discussion Paper proposal, from generators to
environment groups, supported unrestricted banking under the scheme for the following
reasons:4

1

Similarly, banking is unrestricted under the United States Sulphur Dioxide (SO2) scheme. The United
States Regional Greenhouse Gas Initiative also plans to allow unrestricted banking within and between its
first two phases (2010–2015 and 2016–2020). Current recommendations in the development of the
Californian Emissions Trading Scheme advocate unrestricted banking.

2

PMTG Report, p. 110–111.

3

Only France and Poland have allowed a small amount of banking between Phases I and II of the EU ETS.

4

Australian Financial Markets Association, Australian Industry Greenhouse Network, AusWIND, Babcock
& Brown, Boral, BP, Cement Industry Federation, Chamber of Commerce and Industry WA, Energy
Developments Ltd, Energetics, EnergyAustralia, Energy Retailers Association of Australia, Energy Supply
Association of Australia, Hydro Tasmania, International Emissions Trading Association, Institute of
Actuaries, Insurance Australia Group, International Power, Loy Yang Marketing Management Co., Major
Energy Users, National Generators’ Forum, NSW Generators, Origin Energy, Renewable Energy
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•

Banking may encourage early abatement action.5

•

Unrestricted banking would provide compliance flexibility — and therefore reduced
risk — and potentially reduced compliance costs for participants.6

•

Allowing unrestricted banking would be consistent with provisions of overseas
schemes.7

AGL noted that limits on banking are unnecessary, given that large-scale, long-term banking
is unlikely to occur:
… market participants are unlikely to bank permits for long periods of time. This is because there is an
opportunity cost associated with holding permits (i.e. if they were sold, the money obtained could be
used to earn interest). (Submission 28, p. 7)

Some stakeholders, such as TRUenergy (Submission 93) and Energetics (Submission 131)
explicitly warned against restrictions on banking, suggesting that restrictions would increase
the potential for volatility in the permit market at the end of banking phases.
No submissions entirely opposed banking. However, several stakeholders suggested that
banking should be restricted in its duration or in the type of permits that could be banked.8
Dr Brett Stevenson suggested that, due to doubts about the effectiveness of some offset
projects, offset credits should not be eligible for banking in the NETS (Submission 41, p. 2).
The Taskforce believes that this concern is addressed by ensuring that certification rules for
offset projects are effective, rather than by limiting banking (see Chapter 7).
The CO2 Group argued strongly that offset providers should be allowed to bank certificates:
… with respect to biological carbon sinks, which sequester carbon at varying rates across the life of the
abatement project, a capacity for permit banking is essential to provide for smooth revenue flows and
flexibility in the matching of permit availability to shifting client requirements. (Submission 90, p. 2)

6.1.1.3

Assessment

Banking provides increased flexibility to participants without detracting from the
environmental effectiveness of the NETS. As was shown in modelling undertaken for the
Discussion Paper, banking affects the time path of abatement. Assuming that a substantial
number of low-cost abatement opportunities can be exploited early, banking typically leads
to more abatement than the annual targets in early years, and less abatement in later years.
Such emissions reductions, occurring earlier than they otherwise would, can deliver an
environmental benefit.

Generators Australia, Rio Tinto, Roaring 40s, Tree Smart Australia, TRU Energy, Visy and WWF
Australia.
5

For example, AusWIND stated ‘… unrestricted banking will provide … an incentive for companies to not
only meet, but better, their required abatement targets.’ (Submission 40, p. 6)

6

Energy Supply Association of Australia (Submission 84) and International Power (Submission 92)
endorsed this rationale provided in the Discussion Paper.

7

Insurance Australia Group (Submission 21), International Power Australia (Submission 92) and CO2
Group (Submission 89).

8

The Major Energy Users called for some restrictions on the volume and duration of banking (Submission
124, p. 16) This position was reinforced by comments from others, in particular Shell, which
acknowledged the benefits of banking, but raised concerns about the market impacts of unrestricted
banking (Submission 116, pp. 2, 5).
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Banking is also likely to lower overall scheme costs. Effectively, permit prices are set by the
long-run marginal cost of the last unit of abatement in each year. Banking typically leads to
higher permit prices early (because the level of abatement is increased beyond the target) and
lower permit prices later on in the scheme (because the level of abatement each year is lower
than the annual target).
Unlimited banking is also likely to encourage stable market prices; because it provides a
safeguard for unexpected high demand for permits in the future, it tends to reduce price
fluctuations. If banking is restricted to a particular period, there is potential for significant
price volatility at the end of that period.
However, there are potential risks associated with unlimited banking. One was identified by
Shell: that participants will ‘sit’ on permits, and leave the market short of liquidity in the early
years of the scheme.
The PMTG also noted the risk of participants ‘warehousing’ permits for later years when
they are likely to be more valuable and, instead of complying, paying a relatively low
emissions fee — particularly in the early years when permit prices are low. To mitigate this
threat, the PMTG proposed that firms accessing the emissions fee in any given year not be
allowed to bank (or sell) permits relating to that year. The most significant problem with that
proposal is one of enforcement. Parties could circumvent the restrictions by banking and
trading permits; for example, a multinational could do so through a subsidiary, or a covered
party through a non-covered party (e.g. an investment bank). If this occurred during the
year, and if or when they were found to be non-compliant, there would be no way to reverse
that activity. There is great potential for ‘gaming’ of the scheme.
The Taskforce agrees that parties must not have a perverse incentive to pay the penalty, but
considers the PMTG proposal unfeasible. Instead, compliance should be encouraged
through other means (see Sections 6.2.7.3 and 6.2.7.4).
The MRET experience suggests that significant banking occurred in the early years of the
scheme, leading to much higher prices in the early days, followed by much lower prices as
those banked permits found their way to market. (Excessive banking under the MRET
scheme might also have been caused by speculation that the MRET target would be
increased after its review.)
There is always some risk that participants will hoard permits in the short term, leading to
higher prices than necessary in the early period of the scheme. Under the NETS, only two
groups would be issued with free permits — generators and trade-exposed, emissionsintensive industries (TEEIIs).
The potential risks of unlimited banking can be minimised through the following design
features:

9
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•

providing the market with regular and timely information on the likely future supply
and demand balance for permits9

•

taking banking behaviour, and incentives to bank, into account when setting caps,
and choosing a penalty that is higher than the expected cost of compliance in the
early years

Several stakeholders commented on the need for banking activity to be monitored and visible, including
EnergyAustralia (Submission 36), the Energy Supply Association of Australia (Submission 40) and Visy
(Submission 20)

Compliance
•

ensuring that covered parties that receive allocations of free permits are large enough
to have sufficient resources to participate actively in trading markets

•

ensuring that no electricity generators receive free permits in excess of their likely
liabilities for any given year

•

auctioning a reasonable number of permits in the early years of the scheme, and
designing auctions in a way that encourages price discovery and liquidity

•

allowing covered parties to acquit small volumes of future year permits to meet
compliance, thereby providing an option, other than hoarding, to manage risk (see
Section 6.1.2.3.

It should be noted that unrestricted banking could create some practical challenges when
trading systems are linked internationally. If a country builds up a large number of banked
units before linking, there is a risk that those units may not be recognised under the new
international agreement. While this should not technically prevent linking, it may increase the
administrative cost of the schemes and reduce the overall efficiency of the combined market.
If the Australian scheme were linked to an international scheme in the long term, the
banking provision would be reviewed as part of a broader scheme review. This is discussed
further in Chapter 11.
6.1.1.4

Conclusion

On balance, the benefits of banking far outweigh the potential risks.
However, it would be important for the scheme regulator to monitor and report on banking
behaviour, including banking of domestic offset credits. Information on banking behaviour
(i.e. the difference between the number of permits/offset credits issued to date and the
number surrendered) should be publicly communicated on a regular basis.
Banking behaviour should also be considered by the scheme developer and the ministerial
council when NETS operation is reviewed (five-yearly, and otherwise as necessary). The
scheme’s unrestricted banking provision should be subject to change, with an appropriate
period of notice. Five years is recommended, consistent with the period suggested for other
scheme changes.

It is recommended that:
•

unrestricted banking be allowed

•

this provision be reviewed as required, and subject to change with an
appropriate period of notice (five years)

•

the scheme regulator monitor and publicly communicate the difference
between the number of permits/offset credits issued to date and the
number surrendered for compliance.

6.1.2

Borrowing and administrative flexibility

Emissions from covered parties and the costs of abatement are likely to vary from year to
year over the duration of the NETS. Banking helps covered parties manage these variations.
Similarly, borrowing increases flexibility in achieving compliance.
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Borrowing allows covered parties to bring forward allowances from a future compliance
period to meet a compliance obligation in an earlier period. Borrowing could take either, or
both, of the following two forms:
•

having an allowance shortfall in one year which is not penalised, as long as that
shortfall is made up in the following year
or

•

surrendering permits of a future vintage (for example, surrendering a year 2 permit in
year 1).

As with banking, borrowing provides compliance flexibility and can help smooth out
volatility in permit prices. However, the potential downsides of borrowing are that emissions
reductions could be delayed and there is a greater risk of future non-compliance if the
covered party cannot repay the borrowed allowances (for example, because of company
insolvency).
The Discussion Paper proposed that no borrowing be allowed, because of the risk of default
on outstanding obligations and because it was assumed that market contracting solutions
could effectively accommodate any shortfalls.
6.1.2.1

Borrowing in other schemes

Limited borrowing is allowed in some Australian trading schemes, although it is not referred
to as such. In MRET, liable parties are given leeway of up to 10% to cover variability in the
availability of Renewable Energy Certificates. In the VRET and NSW GGAS schemes,
limited borrowing is effectively allowed. GGAS participants can carry forward up to a 10%
shortfall, without penalty, as long as the shortfall is made up in the following year (except in
2007, when to ensure that the milestone target for that year was reached no shortfall was
allowed). In VRET, certificates created prior to 31 January can be surrendered to meet the
previous calendar year’s liability (in addition to certificates created from 1 January to 31
December in the compliance year).
The PMTG does not support the inclusion of borrowing in the NETS, citing the most
significant risk of borrowing — that covered parties will use up future years’ permits and
place pressure on governments to issue more permits:
… borrowing may create an incentive to borrow from the future in the hope that any serious shortfall
between available permits and underlying emissions would be offset by intervention. This would
increase the pressure on a future government to weaken the credibility of the scheme through an
opportunistic issuance of permits in order to avoid sharp increases in the cost of permits. (PMTG
Report, p. 111)

The Taskforce agrees with this assessment.
The EU ETS allows for limited borrowing within phases of the scheme. Allowances for the
subsequent year are allocated before participants are required to surrender allowances for the
previous compliance year. Participants can use as many of the subsequent year’s allowances
for compliance with the previous year’s obligations as they wish.
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6.1.2.2

Stakeholder feedback

A wide range of stakeholders who addressed borrowing were opposed to its inclusion in the
NETS.10 Their concerns were based largely on the risk of non-compliance and its possible
negative impacts on the environmental integrity of the scheme and the permit market.
The Australian Financial Markets Association (Submission 60) and the Chamber of
Commerce and Industry Western Australia (Submission 91) also felt that borrowing was
simply unnecessary, because the proposed NETS provides other mechanisms, such as the
use of forward contracting, to manage future exposure.
No submissions supported unlimited borrowing, or even suggested large borrowing
allowances.
However, some groups, while opposed to borrowing, suggested that reconciliation dates
could be flexible. For example, TRUenergy stated:11
… TRUenergy supports no borrowing as a general rule. There must, however, be an allowance for
limited borrowing within a few months at the end of a period to provide flexibility for scheduling of
power station outages to assist in the balancing of energy supply reliability. (Submission 94, p. 15)

Several other stakeholders commented that there should be a degree of flexibility with regard
to parties’ compliance, with the possibility of being ‘over’ or ‘under’ from period to period.12
The Major Energy Users suggested that this flexibility should be limited to a certain
percentage of the company’s obligations (Submission 124); Loy Yang Market Management
Company and the NSW Generators agreed, and respectively suggested that 10% or 5% of a
party’s obligations in each compliance period would be appropriate.
International Power drew on examples from the EU ETS to argue that limited borrowing
should be allowed:
… we would support limited year-to-year borrowing … In the EU, this is effectively achieved through
the respective timings of permits being issued into an owner’s registry (beginning of each calendar year),
and the reconciliation date of the previous year’s emissions data (April) … a similar mechanism should
be provided by any emission trading system scheme for Australia. (Submission 93, p. 20)

6.1.2.3

Assessment

As noted above, there was widespread support for some degree of flexibility in annual
permit acquittal.
There are risks to borrowing: it delays emissions reductions and raises the risk of future noncompliance. This can cause negative impacts on the environmental integrity of the NETS
and the permit market. These possible negative impacts can also create a barrier to linking
with other schemes, which have different borrowing provisions.

10

Australian Financial Markets Association, AusWIND, Australian Network of Environmental Defenders
Offices, Babcock & Brown, Brett Stephenson, CO2 Group, EnergyAustralia, Energy Developments Ltd,
Energy Retailers Association of Australia, Hydro Tasmania, International Emissions Trading Association,
Renewable Energy Generators Australia, Shell, Tim Kelly, TreeSmart Australia, TRUenergy, WWF
Australia.

11

This position was endorsed by the Australian Industry Greenhouse Network (Submission 122), Cement
Industry Federation (Submission 60) and Origin Energy (Submission 82).

12

This point was made by Flinders Power (Submission 61), the Energy Supply Association of Australia
(Submission 85), Peter Christoff (Submission 113), the National Generators Forum (Submission 32) and
the NSW Generators (who had previously opposed borrowing in their 2005 submission to the Taskforce’s
Stakeholder Background Paper).
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However, such effects on the market and risk to the environment would be minimal if only a
small ‘borrowing’ allowance were permitted. That is, a limited amount of permits of vintage
year X + 1 could be used for compliance in year X.
There must be strict limits on the proportion of future vintage permits that a party can use
for compliance. The MRET scheme and the NSW GGAS allow a shortfall (in effect,
borrowing) of up to 10%; however, these markets are relatively small and 10% of permits is
a small number. The same is also true of VRET: the number of permits created in January,
which may be used for the previous year’s compliance, is likely to be low. The proposed
NETS market would be much larger and, to ensure that the potential impacts of ‘borrowed’
permits were acceptable, the NETS would need to set a much lower limit — for example,
around 1% of participants’ individual liabilities. Because not all parties will bring forward
permits in this way, the proportion of permits in the market which are used in this way may
be smaller than 1% of total permits.
Finally, the environmental threat posed by a limited amount of borrowing is small, given the
very low risk of covered parties defaulting on obligations. For example, extensive prudential
requirements apply to registered participants in the National Electricity Market; these
responsibilities and obligations provide assurance that a generator is not likely to default on
its compliance under the NETS.
The benefits of allowing a limited degree of administrative flexibility in the use of future
vintage permits are likely to be modest. As long as this practice occurs to only a small extent,
the costs and risks are also likely to be small, and it should be a negligible barrier to linking
with other schemes.

It is recommended that:

6.2

•

a limited number of permits of a future vintage (compliance year + 1) be
permitted to be used for compliance

•

the number of permits used in this way should be limited to 1% of a party’s
liability.

Penalty

Compliance with the scheme cap can be encouraged by applying a penalty if a covered party
does not have sufficient permits to cover its emissions during a compliance period.
The penalty can serve two purposes:
•

encouraging compliance, thus promoting the environmental integrity of the scheme

•

capping the cost of compliance and providing investor certainty about the cost of the
scheme.

A ‘make-good’ provision, under which scheme participants need to purchase permits to
make up any shortfall in addition to paying the penalty, adds a further cost to noncompliance. Such a provision may also provide an additional incentive to ensure that the
scheme emissions cap is achieved.
The Discussion Paper proposed that:
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•

the penalty be set at a level that caps the cost of the scheme at an acceptable level but
also encourages compliance

•

a civil penalty be applied for non-compliance

Compliance
•

the penalty be underpinned by a provision to publish the names of participants that
fail to comply

•

the scheme not include a make-good provision.

To ensure consistency with other units used in the scheme (i.e. in NETS emission permits)
the penalty should be expressed in dollars per tonne of CO2 equivalent (CO2-e) emitted for
which no permit has been acquitted.

6.2.1

Penalty objectives

In the Discussion Paper, the Taskforce proposed that the penalty would have dual
objectives: to encourage compliance, and to cap scheme costs. The PMTG agreed that the
scheme penalty should have similar objectives. However, the PMTG Report focused heavily
on the role of the ‘emissions fee’ (penalty) in capping costs, describing it as a ‘de facto price
cap’ and a ‘safety valve’, particularly in early years of the scheme.
The PMTG notes, correctly, that it is impossible to both cap the price of emissions and
ensure a specific emissions abatement outcome. Using the emissions fee as a safety valve
means that aggregate emissions cannot be controlled entirely in the short term.
Several submitters to the Discussion Paper reinforced this perspective. WWF Australia
suggested that the objectives of setting the penalty at an ‘acceptable’ level while also ensuring
compliance may not be mutually consistent (Submission 48, p. 16). The Total Environment
Centre agreed, stating that the Taskforce’s objectives in setting a penalty level are based on a
‘false premise’ that they can be achieved simultaneously (Submission 40, p. 6). Rio Tinto
called for the penalty for non-compliance to be entirely separated from the need for a price
ceiling for the scheme (Submission 119, p. 13).
It is clear that the balance will be difficult to achieve, but the Taskforce believes that initially
the penalty level should strive to encourage compliance, while ensuring that economic costs
are manageable.

6.2.2

Deciding an ‘acceptable level’

The Discussion Paper proposed that the penalty be set at an ‘acceptable level’ which
encourages compliance and caps the cost of the scheme. If the level is set correctly, both
objectives can be achieved, as demonstrated in the NSW GGAS.13
Determining an acceptable penalty level is not a simple task. The penalty is inextricably
linked to the marginal cost of abatement, which itself is uncertain, particularly over time.
The penalty is closely related to the setting of the scheme cap — indeed, it should not be set
before scheme caps are decided. As the cap is likely to change each year, so too may the
penalty level.
If the penalty is functioning as a ‘safety valve’, it would be expected to be set at a level closer
to the expected marginal cost of abatement than would a penalty designed principally to
encourage compliance. The PMTG Report calls for a the penalty level to be ‘relatively low’
in the early years — ‘somewhat higher than the expected market price of permits but low

13

The penalty level in NSW GGAS is $11.50/tonne CO2-e. The penalty levels in the EU ETS are set much
higher — €40/tonne CO2 (increasing to €100/tonne of CO2 from 2008–12).
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enough to prevent the imposition of seriously damaging costs’ — and adjusted up over
time.14
Several stakeholders have identified the inclusion of a safety valve (e.g. through a low
penalty) as a potential barrier to linking with other trading regimes, including the EU ETS
and emerging United States schemes.15 See Section 6.2.7.3 and Chapter 11 for further
discussion about linkages.
6.2.2.1

Stakeholder feedback on penalty level

Some stakeholders put forward specific figures that they believed were appropriate penalty
levels. Several environment groups suggested that the penalty should ‘reflect the real
economic costs of carbon emissions … quantified for the first time in the Stern Review as
US$85/t or AU$110/t’.16 By contrast, Visy suggested that a ‘minimalist penalty regime be
adopted … Subject to modelling, an indicative figure for CO2e emission charge within a
penalty regime is $8-$15/t’ (Submission 20, p. 3).
Other stakeholders provided more general guidance about a possible point at which the
penalty should be set. Ranging from the lowest to highest, suggestions included a level that:
•

just shadows the marginal permit price17

•

stimulates major investment in abatement projects18

•

deters companies from non-compliance19

•

exceeds the cost of technically or commercially available abatement20

•

does not generate a misleading impression of the expected costs of the scheme21

•

is at least double the permit price — expected22 or actual23

•

is consistent or compatible with penalties in international schemes24, including the
United States SO2 and NOx trading programs25 (i.e. three times the cost of a permit)
or the EU ETS26

•

is appropriate to the offence — a tiered penalty structure should impose a higher
penalty on those with large or repeated breaches.27

14

PMTG Report, pp. 100, 110.

15

International Emissions Trading Association, ‘Linking the EU ETS with emerging emissions trading
schemes’, presentation to the European Climate Change Program, June 2007; Californian Market Advisory
Committee, Recommendations for designing a greenhouse gas cap-and-trade system for California, 1 June 2007);
European Union Ambassador to Australia, ‘EU all steamed up over Australia’s safety valve’, Australian
Financial Review, 6 July 2007; and Shell (Submission 116).
Australian Conservation Foundation, Nature Conservation Council of NSW and Total Environment
Centre.
National Generators Forum.
CO2 Group, Wind Prospect.
BP; Australian Network of Environmental Defenders Offices, International Emissions Trading
Association.
Renewable Energy Generators Australia.
Australian Business Council for Sustainable Energy.
Australian Network of Environmental Defenders Offices.
Climate Action Newcastle.
Institute of Actuaries, Peter Christoff.

16
17
18
19
20
21
22
23
24
25

Environment Business Australia.

26

Bluescope Steel.
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6.2.2.2

Assessment — an ‘acceptable’ penalty level

The Taskforce recommends that the penalty level be set by governments (e.g. the ministerial
council), based on recommendations from the scheme developer (see Chapter 8). In
determining an ‘acceptable’ level, the scheme developer will make recommendations
according to assessment criteria, including consideration of:
•

the overall scheme objectives, including environmental integrity, investor certainty,
minimising impacts on the economy, and equity

•

consistency with the level of the emissions cap

•

the expected marginal cost of abatement (see Section 6.2.5)

•

the cost of technically and commercially viable abatement technologies.

Both the PMTG and the Taskforce recognise that a low penalty and/or poor compliance
would reduce the ability to link the NETS with other schemes, and suggest that the penalty
should increase over time to strengthen the abatement incentive.28

It is recommended that:
•

the ministerial council decide an appropriate penalty level, based on
recommendations from the scheme developer

•

the scheme developer’s recommendations on an appropriate penalty level
be based on consideration of factors including:

•

6.2.3

•

the overall scheme objectives

•

consistency with the level of the cap

•

the expected marginal cost of abatement

•

the cost of technically and commercially viable abatement technologies

the scheme include a provision to publicly name non-compliant parties, to
encourage compliance.

Nature of the penalty

As proposed in the Discussion Paper, it is recommended that the penalty take a civil form.
In Australia, the tradeable certificate schemes currently in operation all adopt civil penalties
for the offence of failing to surrender sufficient certificates.29 The EU ETS imposes a civil
penalty for non-compliance and requires publication of the names of those scheme
participants that are not in compliance.
The Energy Retailers Association of Australia commented that it seemed ‘incongruent’ for
the penalty to be portrayed as (or thought of by the community as) breaking the law,
precisely because it is being used as a cost-capping device (Submission 86, p. 4). While the

27

Midland Brick Co, NSW Generators, Peter Christoff.

28

Discussion Paper, pp. 91, 94; PMTG Report, p. 110.

29

In some instances, criminal penalties are also imposed for other offences; for example, providing false or
misleading information, or improperly creating certificates.

119

Compliance
PMTG did not comment on this issue expressly, this may be why the penalty is described in
its report as an ‘emissions fee’.

It is recommended that a civil penalty be applied for non-compliance.

6.2.4

Tax treatment of the penalty

The tax treatment of penalties must be also taken into account. If the penalty or emissions
fee is not tax deductible, a firm would be prepared to spend more on a permit than the
nominal penalty level — assuming that the firm were in a tax-paying position. Therefore, a
penalty which is not tax-deductible should be set at a slightly lower level than one which is.
In other emissions trading schemes, penalties are generally not tax deductible. In almost all
of the countries participating in the EU ETS, penalties are classified as non-deductible for
tax purposes. Under the MRET, VRET and the NSW GGAS schemes, the monetary penalty
imposed for non-compliance is not tax deductible.
Tax and accounting advice reinforce the proposal in the Discussion Paper that the NETS
penalty would be likely, under existing tax law in Australia, to be viewed as a non-deductible
penalty rather than a deductible tax on business activities.
Because the NETS penalty is a penalty, Commonwealth income tax legislation prevents it
being deductible for income tax purposes. However, a scheme administered by the
Commonwealth would have greater flexibility in relation to taxation treatment than a scheme
administered at a state or territory level. The PMTG Report does not suggest how its
proposed ‘emissions fee’ (penalty) should be treated for taxation purposes.
Some stakeholders, including EnergyAustralia and the Australian Financial Markets
Association (AFMA), favoured a deductible payment for non-compliance. AFMA argued
that the non-compliance payment should have the same tax status as other business cost
inputs, to allow its costs to be simply modelled and ensure that they did not vary depending
upon the income tax status of the market participant. AFMA explained that, if the payment
were not deductible, ‘it must be set lower than the intended maximum scheme cost in order
to have an equivalent effect’ (Submission 59, p. 8). This point was also highlighted by
comments from the Energy Retailers Association of Australia. By contrast, Hydro Tasmania
stated that, in order to facilitate compliance, the penalty should not be tax deductible
(Submission 27, p. 7).

It is recommended that the tax deductibility status of the penalty be taken into
account when setting its level.

6.2.5

Method of calculating the penalty

The penalty level could be either:
•

linked to actual compliance costs (e.g. 100% + X% of the average actual permit price over
a compliance year)
or

•
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set as a fixed amount (which would be set in advance, taking into account the
estimated marginal cost of abatement).
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Penalties for all existing and proposed greenhouse schemes in the Australian energy sector
(MRET, GGAS, Queensland Gas Generation Scheme, VRET, NRET) are at prespecified,
fixed levels. In existing schemes, compliance has been very high. The PMTG also suggests
setting a penalty in relation to the expected price of permits; that is, the penalty should be a
fixed amount (PMTG Report, p. 100).
A fixed, preset penalty is preferred to a penalty linked to actual permit prices for several
reasons:
•

It is more likely to be set at an ‘appropriate’ level, which caps the costs of the scheme
and also encourages compliance. Because estimates are uncertain, the penalty should
not be set too far in advance.

•

It gives greater control and flexibility for decision makers: the scheme developer and
government decide the penalty level, rather than the market.

•

It provides greater investor certainty by indicating an upper limit to compliance costs
before the scheme begins.30

•

It provides administrative simplicity, as it is based on the estimated marginal cost of
abatement and set for several years in advance. Calculating the penalty every year
following the revelation of the price by the market is likely to be difficult, and the
calculation would likely be contested.

The majority of stakeholders commenting favoured a fixed approach to setting the penalty,
generally because of its ability to provide greater investor certainty.31 Compliance behaviour
would be monitored, and the penalty would be reviewed as required and altered if necessary
(see Section 6.2.6).

It is recommended that penalty levels be fixed on the basis of modelling of specific
abatement opportunities and estimated marginal costs of abatement, rather than
specified as some multiple of future actual permit prices.

6.2.6

Updating and reviewing the penalty

6.2.6.1

Maintaining value

The real value of the penalty can be maintained through indexation to the consumer price
index (CPI), as in the VRET scheme, NSW GGAS, and United States SO2/NOx allowance
trading.
Indexing the penalty to the CPI is a way of ensuring that its value is automatically and
regularly updated, but does not preclude increases to the penalty level over time.

It is recommended that the penalty be indexed to the CPI.

30

Note that, with the proposed inclusion of a provision to name non-compliant parties, many parties will
choose to comply rather than pay the penalty — despite potentially higher costs — in order to preserve
their reputation. Therefore, there is a risk that the penalty will not play a cost-capping role, in some cases.

31

AGL, Australian Industry Greenhouse Network, Australian Network of Environmental Defenders
Offices, Energy Retailers Association of Australia, Energy Supply Association of Australia, Hydro
Tasmania, NSW Generators.
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6.2.6.2

Process for updating the penalty

Like the emissions cap, the period for which the penalty is set and plans for its review affect
investor certainty and the ability of governments to respond flexibly. Therefore, the same
timing as that selected for the cap seems most appropriate for setting the penalty. This will
maximise compatibility and consistency between elements of the scheme design and offer
administrative simplicity.
In line with the process proposed for setting caps and gateways (see Chapter 3), a suggested
process for setting and updating the penalty is:
•

Step 1: Before the commencement of the scheme, governments would announce the
penalty for the first 10 years. The penalty need not be the same for each of the
10 years.

•

Step 2: After the commencement of the scheme, a penalty for an additional year
would be announced on a rolling annual basis in conjunction with the determination
of firm caps (the penalty for year 11 would be announced in year 1, and so on).

Figure 6-1 suggests a timeframe for setting and reviewing the penalty. Note that the penalty
might not be the same for each of these years. The penalty level in Figure 6-1 is illustrative
only.
Figure 6-1: Indicative timeline for setting and reviewing the penalty
Penalty level

Step 2: Penalties extended by
one year, annually, when firm
caps are extended (e.g. the
year 11 penalty (and firm cap)
will be set in year 1)

Step 1: First 10 years of
penalties set prior to
scheme start
First scheme review
(year 5) – penalty
reviewed at this time

Year 1

Year 5

Second scheme review
(year 10) – penalty
reviewed at this time

Year 10

Year 15

Year 20
Time

Some may argue for a shorter timeframe than 10 years for setting the penalty in advance to
increase flexibility for governments, or for a longer timeframe to increase investor certainty.
However, these objectives can be achieved through other means. For example, flexibility for
government can be increased through including triggers for a review of the penalty in the
scheme design, while investor certainty may be increased by setting the penalty at an
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appropriate fixed level and providing clear principles — and possibly a limited scope — for
a review of the penalty.
The penalty will be set by governments through the ministerial council, in the same way and
at the same time as it sets scheme caps, following recommendations from the scheme
developer (see Chapter 8).

It is recommended that:
•

the penalty be set for the first 10 years of the scheme

•

the penalty need not be at the same level for the whole period

•

the penalty level be decided at a later date

•

following the commencement of the scheme, governments announce a
penalty for additional years on a rolling annual basis.

6.2.6.3

Monitoring and review

The scheme regulator should monitor compliance, including individual shortfalls, and the
proportion of shortfalls relative to a covered party’s liability.
Scheme reviews will provide a regular opportunity for the penalty to be examined and
altered if necessary. As illustrated in Figure 6-1, the penalty may be reviewed as part of the
five-yearly scheme review.
However, the penalty should be reviewed at other times, as required; for example, a review
could be triggered by significant non-compliance (e.g. 5%–10% collective non-compliance
by covered parties).
The scope of the penalty review should be clearly defined to provide greater investor
certainty. For example, regulations should clearly state the minimum period of notice to be
given before the penalty is changed, and outline the issues to be considered in relation to the
penalty during the scheme reviews, including:
•

compliance levels

•

cost of abatement (actual and predicted)

•

the cost of technically and commercially viable abatement technologies.

Finally, if the Australian NETS were linked to an international scheme, the penalty would be
reviewed as part of a broader scheme review to assess linking requirements.

It is recommended that:
•

the penalty be reviewed as required, including as part of the five-yearly
scheme review

•

there be further investigation of the need for a threshold of non-compliance
which would trigger a review of the penalty and the scheme (e.g. 5%–10%).

6.2.7

Make-good provision

A make-good provision, whereby scheme participants need to purchase permits to make up
any shortfall in addition to paying the penalty, adds a further cost to non-compliance. It
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therefore provides an additional incentive to ensure that the overall emissions cap is
achieved.
The Discussion Paper proposed that the scheme should not include a make-good provision.
6.2.7.1

Make-good provisions in other schemes

Make-good provisions are not a feature of trading schemes operating in Australia (e.g. the
MRET, NSW GGAS and Queensland Gas Generation Scheme). The PMTG believes a
make-good provision is undesirable and ‘effectively represents a double penalty’.32 However,
the PMTG Report suggests that it may be useful to revisit this option after some years’
experience with the scheme.
By contrast, the EU ETS includes a make-good provision. In addition to paying a penalty
(€40/t CO2 2005–2007 and €100/t CO2 from 2008), liable parties must surrender any
shortfall in allowances in later periods in order to ensure that the total abatement is achieved.
In the United States, the SO2 Allowance Trading and Regional NOx Trading programs are
designed to ensure that the cap is met, and have one-to-one and three-to-one make-good
provisions, respectively. The Regional Greenhouse Gas Initiative in the north-eastern United
States also proposes a stringent make-good provision: if a party does not comply, in the
following compliance period the scheme regulator will deduct from that party’s new
allocation three times the number of its excess emissions in the previous compliance period.
6.2.7.2

Stakeholder feedback

A substantial number of stakeholder submissions received in response to the Discussion
Paper raised the issue of a make-good provision.
Most of these stakeholders supported the proposal in the Discussion Paper; that is, not to
include a make-good provision.
Opposition to the inclusion of a make-good provision was largely based on concerns that it
would increase the economic uncertainty of the scheme for investors.33
A number of submissions, including those from the International Emissions Trading
Association, environmental groups and sections of the renewable energy industry, argued for
the inclusion of a make-good provision.34 Arguments focused mainly on its role in
preserving the environmental integrity of the scheme and facilitating future international
linkage by ensuring consistency with overseas schemes (e.g. the EU ETS).
Some submitters argued for its use in only some situations. For example, the Australian
Network of Environmental Defenders Offices stated:
… an emissions trading scheme should include a ‘make-good’ provision for companies to compensate
for breaches in successive compliance periods. This approach has been adopted in the EU ETS.
(Submission 43, p. 9)

32
33

34
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PMTG Report, p. 110.
Adelaide Brighton Ltd, AGL, Alinta, Australian Financial Markets Association, Australian Industry
Greenhouse Network, Bluescope Steel, Business Council for Sustainable Energy, Chamber of Commerce
and Industry WA, EnergyAustralia, Energy Retailers Association of Australia, Energy Users Association of
Australia, Loy Yang Market Management Co., Origin Energy, TRUenergy, Santos.
Australian Conservation Foundation, Alternative Technologies Association, Australian Network of
Environmental Defenders Offices, Energetics, International Emissions Trading Association, Total
Environment Centre, Wind Prospect Pty Ltd.
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6.2.7.3

Assessment

Three main issues are relevant in considering whether a make-good provision is desirable:
•

environmental integrity

•

economic costs and investor certainty

•

the ability to link with other schemes.

Environmental integrity
As noted above, a make-good provision encourages compliance and increases the likelihood
that the overall emissions cap will be achieved. However, it is possible to achieve the
objectives of a make-good provision — to promote compliance, and therefore the
environmental integrity of the scheme — through other means.
In the absence of a make-good provision, environmental integrity could be preserved by
setting the penalty at a high enough level to encourage compliance. Environmental integrity
can be further protected by setting a compliance threshold at which a review of the scheme
is triggered, and by including a provision to publicly name non-compliant parties. Using
penalty revenue to fund abatement activities will also strengthen the environmental integrity
of the scheme (see Section 6.2.8).

Economic costs and investor certainty
If a make-good provision is included, it will be impossible for governments to cap the cost
of compliance through the penalty level. This would significantly reduce the certainty
available to investors. It would also increase the risk of large, sudden impacts on the
economy. Some submitters, for example TRUenergy and the Energy Retailers Association,
argued that:
… the inclusion of [a make-good provision] would entirely defeat the purpose of using the penalty in
the way the Taskforce has proposed (which is to balance the achievement of environment outcomes
and economic considerations). (Submission 94, p. 16; Submission 87, p. 11)

Linkages with other schemes
The absence of a make-good provision could present some potential challenges to bilateral
links with existing trading schemes, including the EU ETS. Some submissions highlighted
this as an issue.35
The European Commission believes that the level and type of penalty are important issues
to consider in bilateral linking agreements.36 Linking a scheme with a make-good provision
(e.g. the EU ETS) with one that does not have such a provision (e.g. the proposed NETS)
could be problematic. If the price of permits were above the penalty level in the scheme with
no make-good provision, firms would have an incentive to sell permits (at a profit) to the
scheme with a make-good provision — thus encouraging non-compliance in the scheme
which did not require participants to make good. This is discussed further in Chapter 11.

35

36

Australian Industry Greenhouse Network, International Emissions Trading Association and some
members of the public, including academic Dr Peter Christoff. Also Centre for Energy and Environmental
Markets submission to the 2005 Stakeholder Background Paper.
Olivia Hartridge, EU ETS Unit, European Commission, ‘The EU ETS: perspectives on linking’,
presentation, 27 September 2006.
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6.2.7.4

Conclusion

The environmental integrity of the NETS can be promoted through means other than a
make-good provision. Consequently, the Taskforce proposes that no make-good provision
be included in the initial NETS, as long as the following prerequisites are met:
•

Penalty levels are set sufficiently high, with an adequate margin above the estimated
costs of compliance, taking into account the uncertainties associated with estimates.

•

Penalty revenue is used to fund greenhouse gas abatement activities.

It is proposed that there be no make-good provision during the first 10 years of the NETS,
during which firm caps and penalties are set. This would provide a good indication of
compliance levels. Further, if the Australian scheme were linked to an international scheme
in the long term, the penalty — including the possibility of a make-good provision — would
be reviewed as part of a broader scheme review.

It is recommended that the scheme not include a make-good provision for the
period for which firm caps and penalties are set (i.e. the first 10 years). However,
the need for a make-good provision could be reconsidered at the first penalty or
scheme review.

6.2.8

Penalty revenue

If the penalty level is set appropriately, and the scheme is functioning effectively, it would be
expected that no covered parties would pay the penalty. However, if penalties were paid,
there should be some guidance on how this revenue is to be distributed.
One option is for revenue from penalties to be used to fund scheme administration.
Another option is to spend according to the rules for spending revenue from the auction of
permits (see Chapter 5).
A third option is to assign penalty revenue for purposes that strengthen the environmental
integrity of the scheme, as suggested by some stakeholders.37
The third option seems reasonable, given that, if a penalty is paid, the environmental
integrity of the scheme has been undermined. The spending of penalty revenue could be
directed to greenhouse gas abatement activities; for example, it could fund offsets or be used
to purchase permits from the market to make up any shortfall under the cap. To allow
further flexibility, it could also fund related programs nominated by government, in which
case it may be useful to develop guidelines to identify priority areas for spending.
Penalty revenue can be directed towards funding abatement projects in the NSW GGAS.
The GGAS legislation states:
It is the wish of the Parliament that any greenhouse penalties payable to the Crown under this Part be
used for the promotion of greenhouse gas reduction activities and programs nominated from time to
time by the Minister. (s. 97CA(6), Electricity Supply Act 1995)

To date, the NSW minister has not nominated any programs. The penalty has been paid by
only one retailer, and this was for a shortfall of only two NSW Greenhouse Abatement
Certificates (i.e. $22 in penalties was paid). Presumably, if larger amounts of penalty revenue
were received, the minister would nominate abatement programs to be funded.

37
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AGL, Renewable Energy Generators Australia.
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This approach would help ‘make good’ a party’s non-compliance. However, there is a small
risk that such spending would not fully achieve this objective. If covered parties fail to
comply because the penalty level is set below the price of offset credits or permits, then
penalty revenue would not fully fund such make-good activities. Either less abatement would
be funded or the penalty revenue would need to be topped up with additional funds.
The PMTG does not treat the spending of revenue from the emissions fee separately from
the spending of permit revenue. It suggests that revenue from NETS fees and permits could
‘be used … to support emergence of low-emissions technologies and energy efficiency
initiatives … though the focus may shift more toward households and businesses as the
scheme matures’.38 While this offers flexibility to governments in spending, it does not
guarantee abatement and so will not necessarily enhance the environmental integrity of the
scheme.
To avoid complicated administration costs for a small amount of revenue (such as that
described in the NSW GGAS example) and to ensure that spending is cost effective, penalty
revenue should exceed a specified amount before it is directed to such a use. For example,
where the scheme regulator considers that the administrative costs of purchasing abatement
would exceed the value of the abatement, any penalty revenue should be aggregated, added
to auction revenue and disbursed accordingly. A specific threshold is not proposed at this
stage, but may be expressed as a fixed amount or as a proportion of the total value of the
market.

It is recommended that any penalty revenue be used to fund abatement activities
as specified by the ministerial council from time to time, which may include the
purchase (and retirement) of permits and offset credits. However, where the
regulator considers that the administrative costs of purchasing such abatement
would exceed the value of that abatement, penalty revenue should be aggregated
and added to auction revenue.

38

PMTG Report, p. 12.
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7

Offsets

The term ‘offset’ is used to describe a reduction or removal of greenhouse gas emissions that counterbalances
emissions elsewhere in the economy. Offsets allow low-cost abatement outside the covered sectors to be
recognised and used for compliance under the NETS. This improves the efficiency of the scheme and reduces
the overall cost to the economy of achieving the same level of abatement.
Various issues have been considered in designing the broad architecture of an offsets regime, including
consistency with international frameworks, additionality, measurement, transaction costs, baseline setting and
monitoring, and which types of offsets should be eligible.
This chapter provides an overview of the offsets regime recommended for inclusion in the NETS. It also
includes an examination of priority areas for offset activities, as well as mechanisms to expand the scope of the
offsets regime through further offsets activities in Australia.
The use of international offset credits and recognition of credits created under the Kyoto Protocol are addressed
in Chapter 11.

7.1

Introduction

This chapter sets out proposals for the management of offsets under the National Emissions
Trading Scheme (NETS). The chapter proposes that there be two groups of offset projects:
•

rules-based (or ‘top down’) offset projects — that is, abatement activities for which
specific rules should be developed as a matter of priority to minimise transaction
costs

•

methodology-based (or ‘bottom up’) offset projects — for which specific rules will
not be developed, but which project proponents may bring forward to the scheme
developer for assessment and possible approval using predetermined criteria.

The chapter proposes that the priority areas for the development of rules be:
•

carbon sequestration via afforestation and reforestation activities

•

destruction of methane emissions from waste activities (if waste is not included in
the initial coverage of the NETS)

•

carbon sequestration via forest management, grazing land management, cropland
management, or non-forest revegetation.

The chapter outlines the purpose of offsets within an emissions trading scheme and key
design considerations. The chapter contains specific proposals to:
•

ensure consistency with Kyoto Protocol Joint Implementation frameworks
(Section 7.4.1)

•

set the project establishment eligibility date as 3 June 2007 for all projects other than
afforestation/reforestation, for which the eligibility date remains at 1 January 1990
(Section 7.4.2)

•

set baselines and determine ‘additionality’ (that is, that activities provide abatement
that is additional to the level of abatement that would have occurred without them)
in accordance with Kyoto Protocol guidelines (Section 7.4.3)
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•

allow only post-commencement abatement to be credited (Section 7.4.4)

•

establish a seller liability framework for the maintenance of abatement underpinning
the creation of offset credits (Section 7.4.5)

•

allow unlimited use of domestic offset credits for compliance (Section 7.4.6)

•

specify maximum crediting periods for offset projects of 10 years (non-renewable) or
7 years (with a baseline that can be renewed twice), subject to a reassessment of
baselines (Section 7.4.7)

•

require appropriate monitoring and record keeping as a condition of offset project
registration (Section 7.4.8)

•

avoid double counting by excluding renewable energy, sub-threshold fuel switching
and energy-efficiency projects from offset credit creation, as these projects displace
emissions from covered parties (Section 7.4.9).

Section 7.8 describes the possibility of using international offset credits for domestic
compliance. That issue is dealt with in detail in Chapter 11.

7.2

Role of offsets in emissions trading schemes

Offsets are reductions in greenhouse gas emissions, or removals, that occur outside the
covered sectors of an emissions trading scheme. Activities that offset greenhouse gas
emissions can generate ‘offset credits’ when they comply with the requirements of a formal
emissions trading scheme (that is, when the offset activity is certified as complying with the
scheme’s offset rules).
Therefore, the specific rules governing offsets under an emissions trading scheme determine
the eligibility of various types of offset projects, how offset credits can be created, and the
rights and responsibilities associated with offsets (including the property rights associated
with the creation of offset credits).
Once created, an offset credit can be surrendered to make up the difference between a liable
party’s total emissions covered by the scheme and the number of permits that it holds at the
end of a compliance period.1 Offset credits therefore have an emissions value equal to that
of a permit in the emissions trading scheme; that is, one tonne of carbon dioxide equivalent
(1 t CO2-e).

7.3

Rationale for including offsets in the NETS

Offset credits are included in the design of the NETS to allow the scheme cap to be reached
at least cost. From an economic perspective, the total cost of reducing net emissions to a
specified level (the cap) will be minimised when the marginal cost of abatement across all
sources and all sinks is equal.2 This will also theoretically be equal to the cost of permits in
the market.
The inclusion of offsets in the NETS would broaden the scope of the scheme to provide an
incentive for activities that would not otherwise have been influenced by the price of
greenhouse gas emissions in the permit market. With offsets included, lower cost abatement

1

These permits may be those that the firm was originally allocated, or those that they have subsequently
purchased in the market.

2

Assuming zero transaction costs and no market power.
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options outside the covered sectors can be substituted for higher cost abatement options
inside the covered sectors. Emissions reductions from offsets activities can then be used to
‘balance out’ emissions from the covered sector, leaving net emissions unaltered.
Offsets therefore provide a way to access low-cost abatement across a broader portion of
the Australian economy, while at the same time acting as incentives for early activity in noncovered sectors that may later be covered by the scheme.
The benefits of using offsets to reduce the cost of meeting emissions targets is recognised in
the Kyoto Protocol via the Clean Development Mechanism (CDM) and Joint
Implementation (JI) provisions. These mechanisms allow emissions obligations in one
country to be met (at least in part) through reducing emissions in another country. Similarly,
offsets have been incorporated into the design of a number of current and proposed
greenhouse gas emissions trading schemes. These include the Commonwealth Government’s
proposed emissions trading scheme,3 the European Union Emissions Trading Scheme,4 the
NSW and ACT Greenhouse Gas Reduction Scheme (GGAS),5 the Chicago Climate
Exchange,6 the proposed Regional Greenhouse Gas Initiative7 and Californian Emissions
Trading Scheme8 in the United States. The Commonwealth Government also currently
operates the Greenhouse Friendly program, which provides offset credits both to
Greenhouse Challenge Plus participants and to the voluntary compliance market.
Most submitters to the Taskforce’s 2006 Discussion Paper commented on the offsets
proposals, with a sizeable majority supporting the proposal that offsets be included in the
NETS. Submitters who opposed or expressed concern about the Discussion Paper
proposals cited:
•

disincentives to invest in low-emissions technologies in the energy sector

•

difficulties proving additionality of abatement

•

uncertainty about biosequestration offsets, particularly about permanence risks

•

resistance to expansion of scheme coverage or regulation of the non-covered sectors.

While acknowledging that these issues require specific attention, the Taskforce remains of
the view that an offsets regime can be designed to have a high level of accuracy and
environmental integrity. Offsets can also provide low-cost abatement options for firms
covered under the scheme cap, as well as a useful incentive for firms that are to be covered
in the future to undertake abatement action ahead of their formal inclusion.

3

See www.dpmc.gov.au/climate_change/index.cfm and
www.dpmc.gov.au/publications/emissions/index.cfm.

4

The EU ETS, through the Linking Directive, allows certain CDM and JI credits to be used. In the first
phase of the scheme, credits obtained from nuclear power generation, land-use change activities and
forestry activities may not be used. This rule is being reviewed for the second phase of the scheme.

5

Further information on project eligibility is available at www.greenhousegas.nsw.gov.au.

6

Further detail on eligible offsets is available at www.chicagoclimateexchange.com.

7

Further detail on projects is contained in the model rule available at www.rggi.org.

8

For further information on the Californian scheme, go to www.arb.ca.gov.
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7.4

Key design considerations

In designing the offsets regime for the NETS, several factors have been addressed, including
consistency with international frameworks; additionality; measurement; transaction costs;
baseline setting and monitoring; eligibility of particular offset activities; and recognition of
offsets from other regimes. Each of these key design issues is examined in this section.

7.4.1

Consistency with international frameworks: JI and CDM

The Discussion Paper proposed that:
•

consistency with the Kyoto Protocol, and hence the details of the JI mechanism (see
box), be a key principle guiding the development of detailed rules governing offsets
under the NETS

•

approaches to facilitate the development of offset projects and the creation of offset
credits under the NETS be as consistent as possible with those emerging
methodologies, rules and frameworks being developed for the JI mechanism.

Box 7-1: Kyoto Protocol Clean Development and Joint Implementation mechanisms
The Kyoto Protocol was agreed in 1997. Since then, institutions, rules and modalities have
been put in place to make operational the protocol’s two project-based mechanisms — the
Clean Development Mechanism (CDM) and the Joint Implementation (JI) Mechanism.
Both the CDM and the JI mechanisms are means by which offset credits can be created by
undertaking project activities. These activities can be located either:

•

in developing countries (to produce CDM credits known as Certified Emission
Reduction certificates, or CERs), or

•

in developed countries that have taken on an emissions target by ratifying the Kyoto
Protocol (to produce JI credits known as Emission Reduction Units, or ERUs).

To date, 170 countries have ratified the Kyoto Protocol, cementing a broad global agreement
on the rules and modalities for international project-based mechanisms (i.e. offset projects).
Global trade in project-based credits was worth US$5.5 billion in 2006, with trades in CERs
and ERUs accounting for 99% of that value.9
Although the Australian Government has not ratified the Kyoto Protocol, it has adopted the
protocol’s methodologies for emissions accounting and for the Greenhouse Friendly offsets
program.

Decisions about NETS consistency with the JI mechanism have significant implications for
many design decisions that must be made about the scheme’s offsets regime.
Consistency with the JI mechanism is important now that Australia has ratified the Kyoto
Protocol. Ensuring that the NETS offsets regime is consistent with the current international
frameworks (at a technical level) also will better position Australia for the emerging post2012 framework.
Submissions to the Discussion Paper that supported the use of offsets were almost
unanimous in their support of proposals for international consistency, although one
suggested that strict adherence to the principle of international consistency could exclude the
use of rules and approaches from the NSW and ACT GGAS.

9
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7.4.1.1

JI Mechanism’s two-track process and the hybrid approach

Within the JI Mechanism, it has been agreed that there will be two ‘tracks’ that individual
countries can take in approving emissions reduction projects:
•

Track 1 has more stringent eligibility requirements but allows countries to develop
their own processes and procedures for offset project approvals and the issue of
offset credits. This means that the United Nations Framework Convention on
Climate Change (UNFCCC) does not have any role in the operation of the JI
mechanism within the Track 1 country. Track 1 provides maximum flexibility for a
national government in the development of rules and procedures for recognising and
rewarding abatement projects within its borders.

•

Track 2 has less stringent eligibility requirements but requires the use of UNFCCCadministered project registration and credit-issuing processes and procedures. In
practice, this means that project proponents must use auditors that have been
approved by the Joint Implementation Supervisory Committee (JISC), and need to
get formal approval by the JISC before any ERUs are issued to the project
participants.

For the NETS, consistency with the JI mechanism means making sure that approaches in
the NETS offsets regime are consistent with the JI guidance on baselines, monitoring,
additionality, project documentation, crediting periods, validation and verification. Within
these approaches, there are ‘levels’ of consistency that depend on the choice between
Track 1 and Track 2.
Consistency with JI approaches is important for the following reasons:
•

Australia may wish to participate in future international agreements that incorporate
the current set of rules for international offset projects.

•

Other countries and the participants in the international carbon market are likely to
view JI consistency as essential for the credibility of Australia’s offsets regime.

•

The international carbon market is likely to see Track 2 projects as being less risky
than Track 1 projects until the details of domestic offsets rules are clearer.

Therefore, it would be prudent for the NETS to make use of a hybrid approach which takes
advantage of the flexibility offered by Track 1 while allowing projects to use the Track 2
processes voluntarily (anticipating ratification of the Kyoto Protocol by Australia)

It is recommended that the NETS include a hybrid approach to offsets, based on
the two-track approach available under the Kyoto Protocol Joint Implementation
mechanism; that is:
•

taking advantage of the flexibility offered by JI Track 1 to prepare top-down
methodologies (rules) for offsets in accordance with Australia’s
circumstances

•

ensuring that the NETS offsets regime is sufficiently consistent with the
requirements of JI Track 2 that projects may (on a voluntary basis) be
assessed under Track 2 procedures.

7.4.2

Project eligibility dates

A project eligibility date is required as part of the process for defining an eligible offset
activity.
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A key issue in setting the date is the need to ensure that offset projects are ‘additional’ (later
dates preferred) and to provide incentives for early action (earlier dates preferred). These
requirements are in tension.
7.4.2.1
Forest carbon sequestration projects
The Discussion Paper proposed the use of the NSW and ACT GGAS carbon sequestration
framework for forest carbon sinks under the NETS. That framework uses a 1990 eligibility
date for forest carbon sequestration projects:
Forests must be on land that is eligible under Article 3.3 of the Kyoto Protocol — that is, land that was
cleared before 1 January 1990 and planted after (or on) that date. The land must also be able to have
carbon sequestration rights registered over its title. (Discussion Paper, p. 76)

For the first commitment period (2008–12), the Kyoto Protocol prescribes that eligible
afforestation and reforestation activities are those that occur on land that:
•

was not forest at 31 December 1989 (‘reforestation’)
or

•

has not been forested for the previous 50 years (‘afforestation’).

Under Australia’s National Greenhouse Gas Inventory (NGGI), forest carbon sequestration
that occurs during the first Kyoto commitment period will be counted towards Australia’s
Kyoto target where forests meet Kyoto afforestation or reforestation eligibility requirements.
Therefore, the use of a 1990 eligibility date in the NETS matches the approach taken under
the NGGI. The date is in use under the CDM and JI mechanisms, as well as for forest
carbon sequestration under the Australian Government’s Greenhouse Friendly program.
The land eligibility requirements under the Kyoto Protocol are also used by the New
Zealand Permanent Forest Sinks Initiative and by the Chicago Climate Exchange. Therefore,
there is broad international consistency in the use of the 1990 eligibility date.
In a post-2012 international framework, there is expected to be a different date for the
definition of reforestation and a different period for the definition of afforestation.
Discussions between the Taskforce and forest industry stakeholders at a workshop in
December 2006 considered the value and implications of shifting the Australian definition of
afforestation to a shorter period (perhaps 25 years). However, it was apparent in discussions
that there was a great deal of value in maintaining full consistency with the international
definitions to avoid confusion.
The Taskforce recommends that the date for reforestation projects remain at 1 January 1990,
and the period for afforestation projects remain at 50 years, until there is international
agreement on either or both.
7.4.2.2

Non-forestry offset projects

The case for non-forestry eligibility dates is less clear. The main question is whether to allow
precommencement eligibility. If so, how far back should eligibility extend? The eligibility
date for offsets needs to reward only those pre-scheme abatement activities outside the
covered sectors that have been influenced by the likely introduction of the NETS.
Other project-based schemes or schemes with offsets use a range of approaches to project
eligibility timing. Most such programs require non-forestry offset projects to be established
either:
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at the time of scheme commencement

•

a fixed number of years before scheme commencement
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or
•

from the time of a significant scheme milestone before commencement.

These approaches are consistent with stakeholders’ comments on general offsets eligibility
dates (i.e. from scheme commencement or shortly before scheme commencement).
The Taskforce considers that a project eligibility date for non-forestry offset projects should
be set between the date that the scheme is announced and the date at which it commences.
Assuming that abatement projects were undertaken on normal commercial investment
criteria, there is no rationale for an eligibility date set at any time before scheme
announcement.
Possible eligibility dates include the date of formal Commonwealth commitment to
introducing a NETS,10 or a date of legislation or regulation.
The Australian Government’s announcement on 13 August 2007 that the eligibility date for
non-afforestation/reforestation projects should be set at 3 June 2007 is consistent with the
Taskforce’s analysis.
While an eligibility date based on this milestone provides investors with certainty about
eligibility, it does not provide them with any signal of the scheme’s key parameters for
investment (i.e. penalty, caps or gateways).

It is recommended that:
•

the eligibility date for forest sequestration offset projects be 1 January 1990,
where such projects are reforestation projects, until international agreement
is reached on a new eligibility date

•

it be recognised that the Commonwealth announcement of 3 June 2007 as
the eligibility date for other offset projects is consistent with the project
eligibility window identified by the Taskforce, being:

7.4.3

•

no earlier than the date upon which there was a Commonwealth
commitment to implement a national emissions trading scheme

•

no later than the date upon which offsets rules are gazetted and/or key
permit pricing information is made available (i.e. caps, gateways and
penalty levels).

Additionality: setting baselines

A fundamental element of offset projects is that they must provide abatement that is
additional to the level of abatement that would have occurred anyway. A project’s
additionality is assessed by reference to the project’s baseline (i.e. what would have happened
in the absence of the project if business had carried on as usual).
Baseline setting is a critical aspect of any offsets program or project-based mechanism. It is
the process by which a ‘business-as-usual scenario’ is defined and quantified so that it can be
compared to a ‘with-project scenario’. The difference between the two scenarios determines
the number of offset credits that the project can produce. Hence, the process to define the

10

On 17 July 2007, the Commonwealth Government formally accepted the PMTG’s proposals, although the
Prime Minister signalled the government’s acceptance of a national emissions trading scheme on 3 June
2007.
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baseline must be rigorous, as well as consistent across projects within the system, as it is the
basis for determining the financial outcomes of the abatement activity.
The Discussion Paper proposed that baseline methodologies for offsets activities under the
NETS be established using a combination of top-down (rules-based) and bottom-up
(methodologies-based) approaches.
For Australia, it is critical that any approach that is developed for defining baselines (at the
technical level) is consistent with international frameworks, particularly the JI framework.
This consistency will improve the credibility of the Australian system while creating much
greater flexibility for future moves towards stronger integration of carbon markets across
regions and across the globe. Such scenarios could include Australia ratifying the Kyoto
Protocol, Australia integrating with a post-Kyoto framework, or Australia becoming part of
an Asia–Pacific framework for project-based carbon trading.
7.4.3.1

Baseline setting under the JI mechanism

In late 2006, the JISC published its Guidance on criteria for baseline setting and monitoring. That
document lays out detailed guidance on how baselines for JI projects should be established,
and how credits issued under the JI mechanism should be monitored.
The document divides JI projects into those that are aimed at:
1. reducing emissions by sources of greenhouse gases (emissions reduction projects)
2. enhancing net removals by sinks of greenhouse gases (land use, land use change and
forestry, or LULUCF, projects).11
The document further developed guidelines for implementation of the JI mechanism which
had been agreed by the parties to the Kyoto Protocol in Montreal in late 2005. A summary
of the JISC criteria for baseline setting is set out in Box 7-2.

11
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Box 7-2: Summary of JISC principles for baseline setting
Project boundary: The project boundary is defined case by case as the geographic boundary
of the project activity, and the greenhouse gases that are to be monitored as part of the project.
Monitoring must include all greenhouse gas emissions that are under the control of the project
participants, are reasonably attributable to the project, and are ‘significant’ in relation to total
emissions from the project. The JISC suggests a rule of thumb for defining ‘significant’ as 1%
of total annual emissions or 2,000 t CO2-e, whichever is smaller.
Leakage is the net change of anthropogenic emissions by non-covered sources of greenhouse
gases that occurs outside the project boundary, and that can be measured and is directly
attributable to the JI project. Project participants must assess the potential leakage of a project
and explain which sources of leakage will be monitored and which will be ignored. Sources to
be monitored need to be quantified using a defined procedure, and estimated in the project
documentation.
Project timing: Any project that began after 1 January 2000 and meets the appropriate offset
project rules can be considered to be eligible. The crediting period can only start on or after
1 January 2008 and on or after the first date of emissions reductions from the project, and
cannot extend beyond the operational lifetime of the project.
Baseline establishment: Baselines may be established using a ‘multi-project emission factor’,
or on a project-specific basis. Proponents are generally expected to use a ‘per unit of output’
approach to quantify abatement, rather than an ‘absolute reductions’ approach.
Baseline identification: Identifying a baseline for an abatement project is usually a three-step
process:
1. Identify plausible alternatives to the project activity (these are called ‘baseline scenarios’),
including undertaking the project without getting any abatement credits and continuing
current activities.
2. Exclude any baseline scenario that is inconsistent with regulatory requirements.
3. Assess barriers to implementation of the baseline scenarios to identify which of them is the
most likely to occur. That scenario is then identified as the baseline for the project.
The JISC requires project proponents to take into account a list of factors specified in the JISC
guidelines, and justify the choice of proposed baseline from among the scenarios developed.
Additional requirements apply to LULUCF projects.a
a

Boundaries. A project can include more than one discrete area of land, but the areas must be
geographically delineated not include areas between them. Project participants must account for all
changes in above-ground biomass, below-ground biomass, litter, deadwood and soil organic carbon.
Participants can omit one or more carbon pools, but they must provide transparent and verifiable
information that indicates that the pool is not a source.
Leakage. Only ‘negative leakage’ can be considered for LULUCF projects (i.e. only increased emissions
from sources or reduced removals by sinks outside the project boundary).
Baseline identification: In many LULUCF areas, a ‘zero baseline’ is a common assumption. This means
that the basic assumption is that, in the absence of an abatement project, the land would continue to be
used and managed in a way similar to its historical use and management. This translates to a baseline
scenario in which carbon stocks remain stable, and means that any positive changes in carbon stocks
resulting from the abatement project are recognised
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7.4.3.2

Implications for the NETS

For each of the NETS priority areas for offset projects, it is proposed that a rule be
formulated to provide ‘top-down’ guidance for calculating abatement. This means that each
rule will need to prescribe the baseline for a particular type of abatement activity (or the
specific approach to quantifying the baseline), taking into account the agreed principles for
baseline setting. The intention is that individual project participants (in priority areas) will
not then need to go through the process of applying the principles of baseline setting.
Rather, they will be able to quickly and easily identify their baseline from the rule.
Similarly, the agreed principles and adjustments to those principles will need to be a core
element of the process used to assess baselines for non-prescribed offset projects.

It is recommended that the NETS adopt the principles for baseline setting put
forward by the JISC as:
•

a basis for the development of rules for priority offset areas

•

criteria for assessing methodologies for non-priority offset areas.

7.4.3.3

Additionality

The JISC Guidance on criteria for baseline setting and monitoring requires offset project proponents
to justify their choice of a project baseline. This justification must take into account guidance
provided on additionality in Annex 1 of the JISC guidance document.
Additionality can be split into three types, each which is explored in more detail below:
•

environmental additionality

•

regulatory/legal additionality

•

financial/investment additionality (as a proxy for ‘motivation’).

All three types of additionality can be built into the structure and eligibility testing of the
offsets regime. This is made possible by the ability to reasonably assess the prevailing
economics of potential abatement activities within the Australian context.12 Clear and
prescriptive project eligibility tests, specific to Australian sectors and activities, could be used
to ensure that non-additional projects are identified and excluded from the offsets regime.

Environmental additionality
Environmental additionality is a test of whether the offsets project actually reduces
emissions. This is closely linked with the establishment of baseline scenarios for individual
projects and for project sectors, and can be effectively dealt with in the construction of
specific rules for setting baselines and monitoring project activities.

Regulatory/legal additionality
Regulatory/legal additionality is a test of whether the offsets project is being undertaken
simply to comply with existing legal and regulatory requirements, or whether it is in excess of

12
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This means that it is possible to identify the most likely activity under the ‘business as usual’ scenario in a
variety of sectors. This can be then be used to define rules that will allow only additional projects to be
eligible for offset credits. In contrast, the CDM covers over 100 developing countries and consequently a
wide variety of developing economic environments and ‘business as usual’ scenarios.
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those requirements. It is essential that existing legal and regulatory requirements be part of
the eligibility testing for offsets projects to avoid the creation of offsets by projects that are
already taking place in order to comply with prevailing laws and regulations.
Ensuring regulatory/legal additionality will involve choosing the appropriate ‘regulatory
baseline’ for different types of projects. These baselines are likely to evolve through time as
new laws are introduced and existing laws are repealed.

Financial/investment additionality
Financial/investment additionality is generally taken to mean that the offsets project would
not have taken place if revenue from the creation of offset credits were not available. That is,
the project would not be a viable investment option in the absence of credit revenue, and an
economically rational decision-making process would not have resulted in the project going
ahead.
This type of additionality is quite difficult to test on a project-by-project basis, and it has a
significant impact on the complexity of the offsets regime’s administration, as well as on the
transaction costs for project proponents.13 Having to test financial/investment additionality
on a project-by-project basis creates a situation in which the eligibility of the offsets project
depends on the project proponent’s ability to demonstrate that the project is essentially a bad
investment, or on the proponent’s reluctance to undertake the project given the various
barriers that exist.14
7.4.3.4

Discussion Paper proposals and stakeholder comments

The Discussion Paper proposed that an offsets project under the NETS should have to
demonstrate that it would reduce emissions beyond a plausible baseline, and that it would
meet specific project eligibility tests (including the regulatory and legal requirements of the
relevant jurisdiction). If the project could do this, it would be deemed to be additional.
The Discussion Paper also proposed that there be no requirement to demonstrate
financial/investment additionality on a project-by-project basis, but sought further input
from stakeholders on this issue.
Overall, the submissions to the Taskforce supported the Discussion Paper’s proposals on
additionality. Of those that supported the inclusion of offsets in the NETS, none favoured a
project-by-project financial additionality test.
7.4.3.5

Joint Implementation framework for additionality

The JI guidance on additionality states that, once a baseline has been identified, the
additionality of the abatement project can be demonstrated using one of five possible
approaches. Three involve the use of methodologies approved for use in the Clean
Development Mechanism; the final two involve the provision of ‘traceable and transparent
information’:

13

This impact has been clearly demonstrated by experience to date with the CDM. It should be noted that
the CDM’s Executive Board has been instructed by the parties to the Kyoto Protocol to thoroughly review
the use of additionality testing to improve the performance and penetration of the mechanism.

14

Experience with the CDM (which has requirements to demonstrate financial/investment additionality) has
shown that this aspect of scheme administration significantly increases transaction costs for project
proponents. It is often a matter of subjective judgment in the context of complex business decisionmaking, rather than a matter of clear and objective tests that can be audited.
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1. If a methodology from the CDM is being used for identifying the baseline,
additionality must be demonstrated in accordance with provisions of the selected
methodology.
2. If a CDM methodology is not being used, additionality can still be demonstrated by
using the ‘Tool for the demonstration and assessment of additionality’ (which has
been developed by the CDM Executive Board and is often referred to in CDM
methodologies).
3. Additionality can be demonstrated by using any other method for proving
additionality approved by the CDM Executive Board.
4. Additionality can be demonstrated by providing ‘traceable and transparent
information showing that the baseline was identified on the basis of conservative
assumptions, that the project scenario is not part of the identified baseline scenario
and that the project will lead to reductions of anthropogenic emissions by sources or
enhancements of net anthropogenic removals by sinks of [greenhouse gases]’.
5. Additionality can be demonstrated by providing ‘traceable and transparent
information that an accredited independent entity has already positively determined
that a comparable project (to be) implemented under comparable15 circumstances
would result in a reduction of anthropogenic emissions by sources or an
enhancement of net anthropogenic removals by sinks that is additional to any that
would otherwise occur and a justification why this determination is relevant for the
project at hand’.
The fourth and fifth options are the most relevant for the design of an offsets program
under the NETS.
Option 4 would be suited to the establishment of an assessment process for methodologies
for non-prescribed offset projects.
Option 5 would be suited to the development of rules (and associated project eligibility tests)
for prescribed offset areas. Essentially, Option 5 allows a precedent-based approach to be
used for determining the additionality of similar projects. This means that, if a certain type of
project is shown to be additional,16 all other similar projects are also deemed to be additional.
In contrast, additionality Options 1, 2 and 3 require a detailed assessment, on a project-byproject basis, of the investment barriers, technical barriers or other barriers that prevent the
project being part of business as usual. This assessment is required in addition to any work
that is done on identifying the most appropriate baseline scenario for the situation at hand.

15

Some guidance is also provided on what would constitute a ‘similar’ or comparable project, being:
• same greenhouse gas mitigation measure (or the same type of abatement activity)
• same country
• similar technology
• similar scale.
The JISC guidance requires that the assertion of ‘similarity’ be justified.

16

The guidelines use the phrases ‘positively determined’ by an ‘accredited independent entity’. These phrases
relate to the auditing and approvals framework that has been set up by the UNFCCC to administer the JI
mechanism. An accredited independent entity is an approved auditor, which interacts with project
developers before the project documentation is submitted to the UNFCCC. When an entity is happy that a
proposed project is compliant with all requirements, it issues a ‘positive determination’.
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7.4.3.6

Project eligibility tests for offsets in rules-based offset areas

The Taskforce has endorsed the approach of using prescriptive rules for assessing eligibility,
identifying a baseline, and quantifying the abatement within the proposed rules-based offset
areas.
Once an abatement activity type has been examined in this way, it will be possible to clearly
define a set of eligibility criteria. These criteria would then be laid out in the rule that covered
that abatement activity type. If a project met the eligibility criteria, it could be considered to
be that particular type of abatement activity and so could be established and credited in
accordance with the rule.
Some offsets rules similar to those proposed for development in Section 7.5 are already in
operation in existing (pre-NETS) schemes. Where these rules are based on eligibility criteria
without a project-specific financial additionality test, the Taskforce recommends that an
assessment of the types of projects typically established under those existing rules be
undertaken to determine whether those projects meet financial additionality criteria. If
projects typically are additional, no project-specific financial additionality test need be
required for individual projects. However, if the eligibility criteria do not lead to ‘additional’
offsets, a project-specific financial additionality test should be applied until eligibility tests
that remove the need for project-specific financial additionality testing can be devised.
The Taskforce recommends that the assessment described be completed before the NETS
commences, if possible. If this is not possible, the default position for offsets rules under the
NETS should be that a project-specific financial additionality test should be applied. The
assessment of the effectiveness of pre-existing schemes’ eligibility criteria at ensuring
additionality should be completed as soon as possible, and no later than the time of the first
NETS review.
Where there are no pre-existing similar rules for proposed rules-based offsets areas, eligibility
tests that can avoid the need for a project-specific financial additionality test should be
devised. Again, it would be preferable if such work were completed before rules are finalised
for those offset activities.

It is recommended that:
•

JISC Option 5 be adopted for the development of rules for prescribed offset
areas; that is, a precedent-based approach to additionality be adopted,
meaning that if a certain type of project is shown to be additional, all
similar projects will also be deemed to be additional)

•

an assessment be undertaken of rules-based offsets activities to determine
whether the types of projects typically undertaken under the rules would
meet financial additionality criteria, and:
•

if so, a project-specific financial additionality test not be required for an
individual project where the general category of activities appears to be
additional

•

if not, a project-specific financial additionality test be applied.

•

the assessment referred to above preferably be completed before the
finalisation of offsets rules and NETS commencement, but otherwise be
completed as soon as possible after commencement and no later than the
first scheme review

•

if the NETS commences before the assessment referred to above is
141

Offsets

completed, the relevant offsets rules include a requirement for a projectspecific financial additionality test as a default until the rule is reviewed in
the light of the assessment findings
•

7.4.3.7

where there are no pre-existing similar rules for proposed rules-based
offsets areas, eligibility tests that can avoid the need for a financial
additionality test be devised, with this work preferably being completed
before the finalisation of offsets rules and NETS commencement.
Principles and tests for offsets in non-rules-based areas

For assessing the additionality of non-prescribed offset projects, Option 4 in the JISC’s
guidelines is most relevant. This allows a demonstration of additionality via the baseline
scenario identification process and requires ‘provision of traceable and transparent
information showing that the baseline was identified on the basis of conservative
assumptions, that the project scenario is not part of the identified baseline scenario and that
the project will lead to reductions of anthropogenic emissions by sources or enhancements
of net anthropogenic removals by sinks of [greenhouse gases]’.
This means that. if a robust process to identify a baseline scenario is used and the project
scenario is not the baseline scenario, the project is deemed to be additional.
This option places a great deal of emphasis on the process for identifying the baseline
scenario. There must be an assessment of regulatory requirements during baseline
identification, and the abatement project must be included in the list of baseline scenarios
that are assessed. However, it removes any requirement to assess additionality separately
from identifying the most appropriate baseline scenario.
This requirement could be explicitly included in the process that is defined for assessing the
appropriateness of methodologies for offsets outside the priority areas.

It is recommended that JISC Option 4 be adopted for the development of
processes for the assessment of methodologies for non-priority offset areas; that is,
additionality testing should involve the provision of traceable and transparent
information showing that the baseline was identified on the basis of conservative
assumptions, that the project scenario is not part of the identified baseline scenario
and that the project will lead to reductions of anthropogenic emissions by sources
or enhancements of net anthropogenic removals by sinks of greenhouse gases.

7.4.4

Date from which abatement will be recognised and credited

The Discussion Paper did not explicitly discuss timing for recognising abatement within
Australia. It could be inferred that all aspects of the scheme would begin on the NETS
commencement date, but this was not discussed in relation to the NETS offsets regime.
Choices for dates from which to recognise abatement range from a very strict adherence to
the NETS commencement date to a more flexible view of abatement and how it contributes
to the objectives of the scheme.
Three approaches to recognising abatement within Australia are as follows.
•
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•

‘New’ abatement from ‘existing’ projects. Only abatement that occurred after the scheme’s
commencement would be recognised by the NETS offsets regime. Projects established
prior to that date could be registered as eligible projects, but any abatement that
occurred before the scheme’s commencement would not be recognised by the
NETS offsets regime.

•

‘Prompt start’ abatement from ‘existing’ projects. Abatement that occurred after some
nominated precommencement date would be recognised by the NETS offsets regime.
Any abatement that occurred before the nominated date would not be recognised.
This is the situation that exists for the CDM. Annex B parties under the Kyoto
Protocol are able to use pre-2008 CERs to meet their obligations to limit their 2008–
12 emissions. If CERs from CDM projects are accepted by the NETS offsets regime,
it is inevitable that some CERs surrendered in compliance with NETS obligations
would be from abatement that occurred before the NETS commencement date.

The PMTG proposed an offsets regime that included credit for early action, a variant of the
third approach above. Credits would be awarded for precommencement abatement that was
created by projects established between the scheme’s announcement and commencement
dates.
The PMTG proposed sensible safeguards and limits on such offset crediting, by requiring
additionality, suggesting that an eligibility date be used, proposing that precommencement
credits be deducted from post-commencement cap levels, and potentially limiting the
maximum size of the pool of early action credits available. The PMTG proposal also had
two disadvantages:
•

The absence of proposals, decisions or information on future caps, gateways and
penalty levels means that the value of the early action credits cannot be determined,
particularly at the level needed for investor certainty, making it impossible to
demonstrate investment or financial additionality against the emissions trading
scheme permit price (although it may be possible to show additionality in terms of
the voluntary compliance market).

•

In the absence of such information, the pool of genuine offset projects is likely to be
limited, meaning that the credit for early action programs may be an unproductive
diversion of resources which could be better put towards the rapid implementation
of the scheme (including early establishment of future price levels in order to create
forward signalling).

The Taskforce therefore recommends that ‘new’ abatement from ‘existing’ projects be
recognised. This would allow more time for detailed design of the NETS offsets regime,
while still enabling potential offsets providers to plan projects that could provide a stream of
offset credits upon the commencement of the scheme.
As the definition of ‘existing’ projects hinges on the project eligibility date discussed in
Section 7.4.2, abatement would need to take place after scheme commencement, from
projects that were established after 3 June 2007 (or 1 January 1990 for forest sequestration).
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It is recommended that the NETS offsets regime recognise only abatement within
Australia that:
•

occurs after the scheme commencement date, even if the abatement project
was established and began abatement before that date

•

is in compliance with the other rules and procedures of the NETS offsets
regime.

7.4.5

Liability of offset credit sellers to maintain abatement levels

The cost of developing and operating an offsets regime includes the costs of the
establishment and ongoing administration of the scheme, as well as project-related costs
arising from project initiation and the sale of credits.17
A key issue for transaction costs is ‘liability’ — whether buyers or sellers should be liable if
the emissions reduction is not real or if the sequestration is not maintained for the period
specified by rules of the offsets regime. This is essentially a question of compliance; that is,
will compliance be higher when buyers or sellers are liable for the release of carbon?
Under a ‘seller liability’ approach, regular monitoring would assess the accuracy of the
emissions reductions or the state of the carbon stock against the credits issued against that
stock. If differences arise, sellers have financial liability for the value of the abatement for
which they have been credited but which has not been realised as real emissions reductions
or increases in carbon sequestered in a sink. This is the approach that has been adopted by
GGAS.
The use of seller liability is best suited to trading schemes with compliance mechanisms that
make non-compliance very unattractive and institutions for enforcing compliance penalties.18
Because buyers bear no risk under such systems, they are more likely to seek out
opportunities to purchase cheap offsets, thus increasing the liquidity of the market and the
efficiency of the emissions trading scheme in general.
‘Buyer liability’ would result in purchasers reducing the value they place on credits from
‘risky’ projects. In addition, total transactions costs may well be higher in a buyer liability
market, since both the regulator and the buyer would need to assess the validity of projects.
Under a seller liability model, only the regulator needs to check.

It is recommended that offsets providers under the NETS be liable for compliance
with rules governing the creation of offset credits; that is, a seller liability model is
recommended for offsets under the NETS.

7.4.6

No limits on domestic offsets

The Discussion Paper raised the question of whether there should be limits on international
offsets, but did not ask the same question in relation to domestic offsets. However, several
stakeholders raised this issue in submissions.

17

These transaction costs may include search costs, costs associated with contract negotiation, and any other
duties or fees required to complete the transaction. They do not include the cost of abatement, but rather
all ‘other costs’ associated with undertaking a transaction in the market.

18

Suzi Kerr, ‘Buyer vs. seller liability: improving the credibility of Clean Development Mechanism credits’,
manuscript, Motu: Economic and Public Policy Research, Wellington, New Zealand, 1998.
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Domestic offsets allow liable parties to draw on abatement options outside the covered
sector, where those are cheaper than the options in their own sectors.
If the NETS covered all sources and sinks, there would be no scope for domestic offsets.
However, complete sectoral coverage is not proposed in the early years of the scheme.
The ability to create domestic offsets is a transitional measure until broader coverage can be
achieved. Offsets are designed to capture abatement that goes beyond regulatory
requirements in non-covered sectors. Their inclusion is meant to mimic the patterns of
abatement that would occur if the NETS coverage were broader — in which case the
cheapest abatement measures would be implemented first, wherever they were located.
Without domestic offsets, either:
•

regulation must ensure that an appropriate pattern of abatement occurs in noncovered sectors
or

•

lower cost abatement opportunities will be forgone, which would be an inefficient
way of achieving any particular abatement goal.

The ability to create domestic offsets allows governments to set a tighter cap than they
otherwise might, taking into account the likely costs of compliance. This can stimulate
abatement beyond regulatory requirements in non-covered sectors, while maintaining permit
prices at levels that would allow the deployment of new abatement technologies in the
covered sector.
However, concerns expressed about unlimited domestic offsets include:
•

reduced abatement in covered sectors, and reduced incentives to invest in long-lived,
low-emissions infrastructure

•

resistance to the further regulation of non-covered sectors (since this would remove
their ability to create offsets)

•

greater difficulty in bringing non-covered sectors into the scheme.

The amount of abatement that takes place in covered sectors relative to non-covered sectors
through the creation of offsets is a function of two factors:
•

the stringency of the cap

•

the regulations applying to non-covered sectors and the rules for creating offsets.

Both these factors are entirely within the control of governments. In relation to the
stringency of the cap, the potential scale of domestic offset creation can be taken into
account in modelling the potential impacts of future emissions caps and gateways.
To better address the concerns raised about deferral of investment in low-emissions
infrastructure, and hence delays in Australia’s transition to a low-emissions economy, the
Taskforce recommends that further work be undertaken on:
•

the potential for offsets to be developed (that is, what volumes of offsets could
become available at different permit prices over time, taking into account the
limitations on crediting periods)

•

the implications of this for investment in long-lived, low-emitting infrastructure.

Resistance to the expansion of NETS coverage is likely. Non-covered sectors that create
offsets are likely to prefer this to being covered under the scheme, and will likely lobby to
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maintain that status. However, this will be counterbalanced to some extent by the covered
sectors lobbying for expanded coverage.
It needs to be recognised and emphasised that the ability to create offsets is a transitional
measure. Governments should make clear that the scheme’s coverage is intended to become
as broad as possible as soon as technically feasible.19 In Chapter 2 (Coverage), the Taskforce
recommends that the status of non-covered sectors be reviewed at the time of the first
scheme review in 2014. Thereafter, regular reviews should occur.
Finally, the nature and extent of regulation in non-covered sectors should be considered by
all levels of government as part of Council of Australian Governments processes to develop
a nationally coherent, comprehensive package of measures to reduce greenhouse gas
emissions. It is up to jurisdictions to ensure that these processes are robust.

It is recommended that:
•

there be no restrictions on liable parties’ use of domestic offset credits to
meet their compliance obligations

•

the allowance for unlimited domestic offsets be reflected in decisions on
setting caps and gateways

•

the ability to create offsets be clearly stated, and subsequently treated, as a
transitional measure until broader scheme coverage is achieved.

7.4.7

Crediting periods and baseline resetting

Frameworks for project-based abatement generally include a crediting period. The crediting
period is the duration over which the project can use the same baseline calculations to
quantify the abatement achieved, and hence the number of credits that can be created.
Frameworks may allow only a single, fixed crediting period, or may allow a project to
continue to quantify its abatement after the end of the initial crediting period against a
recalculated, updated, or ‘reset’ baseline for the subsequent crediting period.
Decisions on the crediting period available to offsets projects under the NETS will have a
substantial impact on the economics of abatement projects. The duration of the crediting
period and the potential for the period to be extended (with a reset baseline) affect the
expectations that project developers will have for the flow of offset credits, and their
confidence in the baseline that is used to quantify the abatement.
There is a key difference between emissions reductions and sequestration (or sink)
enhancements in relation to crediting periods. Abatement in the form of emissions
reductions generally has a crediting period applied to it, while abatement in the form of sink
enhancements is bounded by concepts of permanency and required durations of storage.
The following discussion does not apply to sequestration or sink enhancements.
7.4.7.1

Key considerations and precedents from other schemes

The duration of the crediting period is influenced by a number of factors, including:

19
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•

the overriding framework of the scheme (phases, target periods, etc.)

•

the need for a period of investment certainty, during which a project investor can be
reasonably certain that a particular baseline is valid

•

the speed at which a particular sector is moving in technology adoption, regulatory
developments, and changes in patterns of behaviour or investment.

A variety of precedents have been set for crediting periods and baseline resetting.
The CDM allows the project developer to choose between two options:
•

a 10-year ‘fixed’ crediting period which cannot be extended

•

a 7-year ‘renewable’ crediting period which can be reset twice, allowing up to
21 years capacity to create offset credits — the project baseline is reassessed for the
new crediting period (see Box 7-3), which may lead to a reduction in the number of
offset credits that can be generated from the project.

The JI guidelines published to date do not prescribe how long a crediting period may be, but
state only that ‘the crediting period shall not extend beyond the operational lifetime of the
project’. There is also no guidance on the use of fixed or renewable crediting periods.
The Australian Government’s Greenhouse Friendly program allows for five-year ‘renewable’
crediting periods with the explicit requirement that baselines are reset. The program requires
projects to complete a comprehensive reapproval process every five years if they want to
continue to generate Greenhouse Friendly approved abatement. It is likely that the strict
additionality tests currently used in Greenhouse Friendly could result in many of the
registered projects (mostly involving destruction of methane from landfills) no longer being
eligible to create offset credits when they come to be reapproved.
GGAS does not specify crediting periods, although it asks project developers to identify the
expected life of the abatement project. GGAS was originally designed as a 10-year scheme,
so there was probably an acceptance of this period as being reasonable for all projects.
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Box 7-3: Baseline resetting
In the baseline resetting process, an abatement project’s baseline scenario (see Section 7.4.3)
is reassessed to allow a recalculation of the quantity of abatement that is likely to result from
the project. A change to baseline circumstances, and hence to the baseline scenario, could be
based on:
•

changing financial situations (e.g. increased energy prices making reduced use of
energy much more economically viable)

•

shifts in technology or human capacity barriers (e.g. where a certain technology has
become much more prevalent in the sector, reducing the barriers associated with
availability of expertise or experience)

•

developments in regulatory requirements (e.g. where legislation introduced during the
first crediting period requires the project to be undertaken, negating the regulatory
additionality demonstrated for the project before the start of the first crediting period).

All these factors would influence an abatement project’s ability to generate a particular volume
of offset credits after the point at which the baseline is reset. This has a significant impact on
the expected cash flows and risk profile of an abatement project when it is being designed and
evaluated by a project developer.
It is important to note that baselines should not be reset during a crediting period. This is
acknowledged by most offsets regimes in place (or being designed), which prescribe that a
baseline, once set, can be used for the whole crediting period. This ‘baseline stability’ is crucial
for the investment certainty of project developers, particularly where changes to regulations are
very difficult to predict.

7.4.7.2

Baseline stability during a crediting period

The Taskforce recommends that a project proponent have the choice of a fixed 10-year
crediting period, or a renewable 7-year crediting period. During the crediting period, the
quantity of offset credits that can be created is determined by the project baseline; that is, by
the difference between the with-project and without-project scenarios.
During the crediting period, the baseline can either be fixed for the duration of the crediting
period, regardless of any exogenous changes, or be subject to dynamic testing of
additionality (for example, it could be reviewed if regulations change).
Using dynamic testing of additionality, especially of regulatory additionality, is likely to have
a major impact on investor confidence. Essentially, it would have the dual impacts of raising
the price at which abatement projects will be undertaken, and discouraging the imposition of
new regulatory requirements concerning greenhouse gas emissions.
The Taskforce recommends that, when a NETS offset project is approved, the baseline
approved at the time of project registration remain valid for the duration of the project’s
crediting period.
It is important to recognise that baselines will change through regulatory developments,
technology advances or shifts in common practice. With the use of top-down rules for
project eligibility and quantification of abatement, it will be necessary to implement a regular
review process. The Taskforce recommends that the scheme developer review the rules and
decide whether any of the project eligibility tests or abatement quantification approaches
need to be updated.
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It is recommended that:
•

the NETS adopt the approach used by the CDM for crediting periods and
baseline resetting for abatement that involves emissions reductions; that is,
that project proponents be given a choice between:
•

selecting a fixed 10-year crediting period, with no recognition of
abatement beyond 10 years

•

selecting a renewable 7-year crediting period that can be renewed twice,
with the baseline for the abatement project reset on each renewal.

•

the crediting period not extend beyond the predetermined operational
lifetime of the offset project

•

the use of stable baselines across crediting periods be adopted, rather than
dynamic testing of additionality.

7.4.8

Measurement and reporting

Measurement and reporting of emissions and removals is a relatively new field and is made
considerably more complex because emissions are very rarely measured in the traditional
laboratory sense. Almost all quantification of emissions and removals is done via
calculations, using key inputs and emissions factors to estimate the tonnes of CO2-e emitted
(or not emitted) or removed. This process is inherently uncertain, and reducing that
uncertainty to acceptable levels is a key objective for the ongoing development of
measurement protocols.
Over the past 20 years, good progress has been made in establishing consistent, robust and
verifiable approaches to quantifying emissions and removals in a variety of sectors and
project situations. Since the coming into force of the Kyoto Protocol and the establishment
of the European Union Emissions Trading Scheme, progress has accelerated significantly.
Currently, a number of standards, protocols and rules are being used (and further developed)
to help quantify emissions reductions and removals, and it is expected that these varying
approaches will tend to converge over time.
A key challenge for the development of an offsets regime is to prescribe measurement and
reporting protocols that balance the cost and practical aspects of measurement with the need
for accurate assessment of abatement.
The Discussion Paper proposed that the measurement protocols for offsets projects under
the NETS be developed with primary consideration of the guidance provided by the
Intergovernmental Panel on Climate Change, the JISC and the Australian NGGI. The
Discussion Paper also proposed that there be further input from the International Standards
for Carbon Accounting (ISO 14064), relevant Australian Standards, the protocols developed
by the World Resources Institute / World Business Council for Sustainable Development
(the ‘Greenhouse Gas Protocol’), and the experience gained in the implementation and
operation of GGAS and the Greenhouse Friendly program.
7.4.8.1

Monitoring requirements under the JI Mechanism

The JISC Guidance on criteria for baseline setting and monitoring elaborates on high-level principles
for monitoring that were agreed by the parties to the Kyoto Protocol in Montreal in late
2005. The document discusses detailed requirements for monitoring plans, the use of factors
and methods, and quality control.
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The guidance emphasises the development and implementation of monitoring plans. There
is a clear recognition that, unless the approach to ongoing monitoring is robust, it is unlikely
that a reliable stream of abatement credits will result from an abatement project, potentially
heightening the delivery risk of credits.
In addition to general requirements for the use of indicators, constants, variables and
models, there is very detailed guidance to instruct project participants in how to monitor
abatement, as well as on providing a set of objective criteria for auditors to use in assessing
monitoring practices, the systems that are implemented and the accuracy of the outcomes.
7.4.8.2

Implications for monitoring of NETS offsets

Compared to the setting of baselines, the practice of monitoring is far better established
within the normal processes of planning and execution of infrastructure projects. This is
supported by a series of national and international standards for environmental management
systems, records management systems and quality assurance.
In the Australian context, there is currently quite a high level of competence in corporate
procedures and applicable standards that can be used by the NETS offsets regime. This
existing competence, along with the detailed guidance provided by the JISC and experience
with GGAS, should ensure that adequate requirements are put in place so that appropriate
data are collected, checked, collated and used in calculations.
Experience with GGAS has provided clear guidance in this area of scheme implementation
and administration, and the practice of designing and implementing monitoring plans for
projects is reasonably well established.
During the implementation phase of the NETS offsets regime, it will be important that there
be a focus on the design and implementation of appropriate monitoring systems by project
participants. As is the case with GGAS, it is considered best practice to include appropriate
record-keeping arrangements as a project eligibility and registration requirement.

It is recommended that:
•

the NETS adopt JISC guidance on monitoring plans, the use of factors and
methods, and quality control in determining monitoring requirements for
offsets projects

•

implementation of appropriate record-keeping be required as a condition of
offsets project registration.

7.4.9

Avoiding double counting

The Taskforce believes that energy efficiency, small-scale (low-emission) power generation
and renewable energy projects have a crucial role to play in preparing Australia for a carbonconstrained future. The economic viability of these projects is likely to receive a boost from
increases in energy prices resulting from the NETS, in addition to the assistance they receive
from the various complementary measures currently in place (or being considered) to help in
the deployment of such technologies.20
It has been well documented that, in the Australian context, energy-efficiency improvements
represent relatively cheap greenhouse gas abatement, and small-scale power generation and
20
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renewable energy projects will play important roles in a low-emissions stationary energy
sector in the future.
However, in designing an emissions trading scheme in which direct emissions from the
electricity sector are capped, there is an inherent difficulty in allowing offsets to be created in
the same sectoral scope as the liable parties. This is because any emissions reductions
associated with small-scale (low-emission) power generation, renewable generation or energy
efficiency have already been reflected in the emissions made by liable parties.21
An illustrative numerical example of double counting is provided in Box 7-4.
Box 7-4: Example of double counting
Generator X is a fossil fuel generator connected to the National Electricity Market (NEM) and
produces 100 MWh at an average intensity of 1 t CO2-e/MWh. Generator X has obtained 100
permits to cover its expected emissions (where one permit equals 1 t CO2-e).
Generator Y, a renewable energy generator, begins operation and dispatches 2 MWh to the
NEM. Generator Y’s production displaces 2 MWh of Generator X’s production in the NEM.
Generator X now produces 98 MWh and Generator Y produces 2 MWh.
Because Generator X’s production has declined, so too have its emissions and hence the
number of permits required to meet its obligation under the NETS. It has two ‘excess’ permits
that it can sell to another generator or bank for compliance in future periods.
If Generator Y were eligible to create offset credits under the scheme, the number of offset
credits it could create would be determined by the difference between its ‘baseline emissions’
and its ‘actual emissions’. Since the power produced is going to the NEM, Generator Y’s
baseline emissions would be the emissions intensity of the energy that it ‘displaces’ (that is,
1 t CO2-e/MWh). Generator Y’s actual emissions are zero, as it is a renewable energy
generator. In this situation, the renewable generator would create two offset credits for
production of 2 MWh of renewable energy.
If this were allowed (that is, if offset credits were created for the production of renewable
energy), the associated emissions reduction would effectively be counted twice, resulting in four
permits or offset credits being made available to the market as a result of the project, instead of
two. Clearly, this level of double counting would have an impact on the environmental integrity
of the NETS.
The same situation would arise if energy-efficiency projects were allowed to create offset credits
under the scheme. Suppose a large electricity user implements energy-efficient measures that
reduce the demand for electricity produced by Generator X by 2 MWh. Again, Generator X
would have ‘excess’ permits that it could sell to another generator — allowing that generator to
emit two more tonnes of greenhouse gases. If offset credits are also granted to the large energy
user, it would be able to sell those credits, allowing a further two tonnes of greenhouse gases to
be emitted. Thus, four tonnes of greenhouse gases would be made available to the market from
the one project.

There are ways to address double counting that could still allow the creation of offset credits.
However, they are complex because of the need to maintain the integrity of the cap and may
prove to be ineffective.

21

This is not the case for emissions trading schemes in which an intermediary (such as an electricity retailer)
has an emissions liability based on ‘attributable’ emissions (rather than direct emissions). In this type of
system, improvements in power generation and improvements in energy efficiency can both be recognised
as abatement without double counting.
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The Taskforce recommends that price signals in the electricity market, rather than revenue
generated via the creation of offset credits (or rewarding of emission permits), be the key
avenue through which the NETS drives investment in energy efficiency, small-scale (lowemission) power generation and renewable energy projects. An exception should be made
where such projects do not displace emissions from covered parties. For example,
conversion of remote community power supplies from (sub-threshold) diesel generation to a
mix of solar energy and diesel backup would not lead to double counting. In such cases, the
scheme regulator may allow project proposals to be eligible to create offset credits.
There are a number of obstacles to the adoption of energy-efficiency, small-scale (lowemission) power generation and renewable energy technologies that lie outside the influence of
price signals. Removing those obstacles requires targeted policies (outside the NETS) that
address the specific barriers facing individual technologies. Some of these policies are
outlined in Chapter 12 (Complementary measures and strategies).

It is recommended that renewable energy projects, sub-threshold fuel switching
and energy-efficiency projects that displace emissions from covered parties not be
eligible to create offset credits under the NETS.

7.5

Priority areas for the development of domestic offsets
rules

7.5.1

Discussion Paper proposals

The Discussion Paper identified several areas of offsets that would benefit from the
establishment of prescriptive rules:
•

forest projects, with an implication that this only include afforestation and
reforestation activities as defined under Article 3.3 of the Kyoto Protocol

•

carbon capture and storage

•

industrial processes, as a transitional measure until these emissions are covered by
the NETS

•

methane emissions from the waste sector, including emissions from landfills, sewage
treatment, manure management systems and other waste facilities (e.g. biodigesters).

In addition to these four areas, the Discussion Paper referred to the possibility of creating
rules for other areas that the Taskforce and stakeholders identified as important. These areas
included:
•

management of savanna fires

•

forest management (including avoided deforestation), soils and non-forest
revegetation activities

•

avoided methane from reduced landfilling

•

transport-related offsets

•

emissions reductions arising from fuel switching by generators that are too small to
be covered by the emissions cap.

As described in Chapter 2, transport emissions, industrial process emissions and fugitive
emissions from fossil fuel are now proposed for inclusion within the NETS emissions cap
from the time of scheme commencement. Accordingly, projects to reduce those emissions
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would not be eligible to create offset credits. Also described in Chapter 2, carbon capture
and storage by covered parties is proposed to be treated as an avoided emission at source
rather than as an offset.

7.5.2

PMTG Report proposals

In relation to offsets, the PMTG Report suggested the following:
•

An approach that recognises a wide range of offsets is highly desirable.

•

Domestically, offsets from the forestry and agricultural sectors could play an
important role in achieving abatement.

•

There is clearly scope to improve on the existing international methodologies for
offsets, and Australia could establish and demonstrate sink and offset methodologies
that work and are relevant to a range of global circumstances.

•

Of particular importance would be international trade in avoided deforestation, and
development of rigorous methodologies and governance in this area should be a
priority.

•

Simplified approaches to offset recognition could be adopted, provided that they
could demonstrate robust abatement outcomes. Inclusion of land use, forestry and
wood products and the recognition of credits for carbon geosequestration should be
priorities.

7.5.3

Recommended priority areas for domestic offsets rule
development

The Taskforce recommends that three areas be selected as priority areas for ‘top-down’ rule
development at this stage. These are the areas of potentially greatest activity or possibilities
for abatement, which have attracted a significant level of interest from possible offset
providers. As the implementation pathway for the NETS becomes clearer, this list could be
expanded to include further areas of offsets. The three areas are:
•

forest projects involving afforestation or reforestation

•

capture and combustion of methane from waste management in the waste and
agriculture sectors (landfills, sewage treatment, manure management and
biodigesters)

•

forest management, cropland management, grazing land management and
revegetation (where the vegetation cannot be considered a forest).

A possible framework for a rule for afforestation and reforestation offsets are set out in
Appendix D, along with key issues and options for the other two proposed rules-based
offsets activities.

7.5.4

Forest projects involving afforestation or reforestation

In the Australian context, forest projects are a significant source of relatively low-cost
abatement. This has been demonstrated through a variety of initiatives to abate greenhouse
gas emissions. These projects are an obvious starting point for offsets in the NETS.
The Taskforce recommends that the rules governing forest projects under the NETS be
based on the carbon sequestration framework currently operating under the NSW GGAS.
The GGAS approach seeks to strike a balance between the need to ensure the
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environmental integrity of the system and the desire to encourage sequestration in a
pragmatic and workable manner.
Key features of this framework include the following:
•

Forests must be on land that is eligible under Article 3.3 of the Kyoto Protocol —
that is, land that was cleared before 1 January 1990 and planted after (or on) that
date. The land must also be able to have carbon sequestration rights registered over
its title.

•

The project proponent must be able to demonstrate that appropriate risk
management procedures are in place for fire, disease, pests and climate variability.

•

Before project registration, the project proponent must demonstrate to the
satisfaction of the scheme regulator that it is capable of maintaining the sequestration
for 100 years (‘permanence’).22

•

The abatement created through the forest (or pool of forests) is calculated by using
the Australian Standard for Carbon Accounting, which provides for consistency with
the Kyoto Protocol.

•

Conservatism is built into the calculation of abatement through an additional
requirement for project proponents to perform an analysis of the uncertainty in their
regular estimates of carbon stocks accumulated. An adjustment is then made to their
abatement claim to ensure that it is conservative.

•

The legislation allows the scheme regulator to require the project proponent to
furnish ‘financial assurances’ (such as a bond) or an insurance policy that could be
drawn upon in the event that the sequestration is not maintained and the firm is
unable to meet the make-good provisions. This provision has not yet been used in
GGAS, but it is likely to be viable once appropriate insurance products are available
on the market.

As noted in Section 7.4.3, it is recommended that the financial additionality imposed by the
eligibility criteria under the GGAS rule, notably the 100-year rule, be examined to ensure
that projects are additional.
A major issue facing forest projects (as well as projects involving changes in agricultural
land-management practices) is whether or not the project leads to ‘permanent’ or ‘temporary’
removal of carbon from the atmosphere (that is, whether it meets the requirement for
‘permanence’). Forests, for example, can be harvested, burned or subject to attack by pests
and disease, reducing the amount of carbon that has been sequestered.
If sequestration is not maintained for 100 years, the project proponent is required to ‘make
good’ the sequestration shortfall by surrendering GGAS abatement credits from other forest
projects. This make-good requirement was built into GGAS at its outset to reduce
uncertainty about the use of forests for abatement. The Taskforce recommends that this
requirement be relaxed under the NETS to enable the surrender of any eligible compliance
unit (offset credit, emission permit, international credit) to make good a forest carbon
sequestration shortfall.

22
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One hundred years has been chosen as sufficient ‘permanency’, as this is the timeframe used to calculate
the absolute global warming potential of CO2 (the method adopted by the Kyoto Protocol to account for
total emissions of greenhouse gases on a CO2-e basis). This is the approach adopted by the NSW and ACT
GGAS scheme.
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The PMTG proposed the development of an international framework to recognise the
carbon pool stored in harvested wood products as a matter of priority. The Taskforce agrees
that this should be an area of priority for investigation and analysis. Currently, there is
insufficient information available to be able to set credible default abatement factors, and
more work is required on the life cycle of harvested wood products. There is a role for the
Commonwealth Government in leading such research. If it proves possible to develop a
rigorous methodology for counting such sequestration, then the government should take a
leadership role in seeking its international recognition.
Key issues and options for the further development of a forest carbon sequestration offset
rule are set out in Appendix D.

It is recommended that:
•

the rules governing the creation of offset credits from forest projects in
Australia be based on the carbon sequestration framework currently
operating under GGAS, modified to allow the surrender of any eligible
compliance unit in the event that the make-good of a forest carbon
sequestration offset shortfall is required

•

support be given for the investigation and analysis of the recognition of
carbon pools in harvested wood products. If it proves possible to develop a
robust methodology for counting such sequestration, the Commonwealth
Government should take a leadership role in seeking its international
recognition.

7.5.5

Destruction of biogenic methane emissions from waste

It is not clear whether methane emissions from the waste sector will be included in the initial
framework of the NETS, although agricultural sector emissions (including animal waste
management) will initially be excluded. The Commonwealth Government has stated that the
coverage of emissions from the waste sector will be investigated further as part of the
detailed design work for an emissions trading scheme. Chapter 2 of this report recommends
a similar approach, given the historical level of uncertainty in the estimates of methane
emissions from landfills, but also the potential for improvements in emissions estimation as
a result of research currently being undertaken in Australia.
The collection and use of methane from the waste sector is increasing in Australia. The
methane in landfill gas and sewage gas and from other waste streams (e.g. biodigesters) has a
global warming potential 23 times higher23 than the carbon dioxide that results from
combustion of the methane. This means that simply capturing and burning methane that
would have otherwise been directly emitted to the atmosphere creates significant abatement.
Many power generators that use waste methane in landfill gas or sewage gas are currently
participating in GGAS and creating substantial numbers of abatement certificates from these
activities.
The Taskforce recommends that, if methane emissions from the waste sector are not
included in the initial coverage of the NETS, as a transitional measure, projects involving the

23

A global warming potential of 21 is currently used in Kyoto Protocol accounting, as the higher figure was
not determined until after agreement was reached on the protocol.
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collection and combustion of landfill gas, sewage gas or methane from other waste streams24
be able to create offset credits for abatement over and above any prevailing regulatory
requirements.
Key issues and options for the further development of a biogenic methane destruction offset
rule are set out in Appendix D.

It is recommended that projects in Australia involving the collection and
combustion of methane from landfills, wastewater treatment facilities and other
waste streams be eligible for the creation of offset credits under the NETS, as a
transitional measure prior to coverage of these emissions under the scheme cap.

7.5.6

Revegetation (non-forest) and management of forests,
cropland and grazing lands

This group of offsets includes a diverse range of abatement activities and is closely aligned
with the sector described under Article 3.4 of the Kyoto Protocol. The three sub-groups are
defined as follows:
•

Projects involving avoided deforestation, sustainable forest management and forest
enhancement all fall into the category of forest management.

•

Projects involving no-till or strip-till cropping, cropland management, grazing land
management, application of charcoal to soils and enhanced pasture management all
fall into the category of soils.

•

Any project involving the human-induced revegetation of degraded lands or
conversion of cleared land to revegetated land falls into the category of revegetation
(non-forest), as long as the revegetation does not meet the thresholds of the Australian
definition of a forest.25

While these abatement activities are physically different from one another, they all increase
the carbon stocks within a particular project boundary over time. It is possible to use a
two-part framework to quantify the abatement:
•

Part 1 — the techniques used to account for carbon stocks and carbon stock change,
and the specific approaches to establishing baselines and monitoring carbon stocks
over time.

•

Part 2 — the approach to equating the carbon stock change (based on the
monitoring and accounting techniques described above) to a certain number of
credits, dealing with uncertainty, managing the ownership of the sequestered carbon,
and imposing obligations to maintain the carbon stocks for a long period of time
(‘permanence arrangements’).

Part 1 of the framework is specific to the particular abatement activity, and there is a great
deal of work underway internationally on the development of appropriate mechanisms. This
includes efforts to include avoided deforestation in the Kyoto Protocol, early attempts under

24

Biodigesters and other processes that convert waste that would normally be put into landfill (or fallow) can
also produce useful methane.

25

Under the Australian National Carbon Accounting System, a ‘forest’ is defined as having a height of
2 metres (at maturity), a crown cover of at least 20%, and a minimum area of 0.2 hectares, with a minimum
width of 10 metres.
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the Chicago Climate Exchange to quantify abatement from soil carbon, and protocols for
forest management within the California Climate Action Registry. All these initiatives are
contributing to a growing understanding of these somewhat complex abatement activities,
and it is expected that ongoing work by individuals and organisations in Australia and
overseas will continue to build confidence in the quantification of the abatement. As a first
step, priority should be assigned to further research to improve methodologies for
monitoring and quantification of abatement, prior to the development of a rule.
Part 2 of the framework is identical to the platform used for afforestation/reforestation
projects. Significant progress can therefore be made in developing a prescriptive rule for
forest management, soil and non-forest revegetation based on core elements of the rule for
afforestation/reforestation projects.
There may also be a useful precedent for this area of offsets in the sector-specific guidance
provided by the Greenhouse Gas Protocol26 in relation to land use, land use change and
forestry. When this guidance is combined with an Australian approach to uncertainty,
ownership and permanence, there are strong prospects for the development of an effective
offsets rule by the scheme developer in a reasonable timeframe.
The development of an offsets rule in this category before 2012 will be possible only if the
rule can be made workable, given:
•

a cap of zero on Australia’s allowable credit, but possible unlimited debit, towards
the NGGI from forest management under the Marrakech Accords27

•

a decision by the Commonwealth Government in 2006 to exclude other Article 3.4
measures from Kyoto accounting under the NGGI.

While there is no prospect of the Commonwealth Government revisiting the decision on the
elective use of Article 3.4,28 it may be possible for the scheme developer to design rules on
forest management, revegetation or crop/grazing land management with appropriate
accounting treatment for the post-2012 period.
The Commonwealth Government also has the option of recognising such activities for the
purpose of creating offset credits for the NETS, despite its election not to account for
Article 3.4 in the NGGI. While this may be considered risky if such offsets cannot be
credited as abatement in the agriculture or land use change sectors for the purpose of the
NGGI, the sector could potentially provide significant abatement in future years depending
on which specific activities are recognised, and provided base-year issues can be adequately
addressed.
Key issues and options for the further development of an offset rule for management of
croplands, grazing lands and forests, and non-forest revegetation are set out in Appendix D.

26

For further detail on the Greenhouse Gas Protocol’s guidance for LULUCF projects, go to
http://www.ghgprotocol.org/plugins/GHGDOC/details.asp?type=DocDet&ObjectId=MjE3NzA.

27

Appendix Decision 11/CP.7.

28

Although this is technically possible, as Australia has not ratified the Kyoto Protocol and so is not bound
by the protocol’s provisions.

157

Offsets

It is recommended that:

7.6

•

rules be established to enable the creation of offset credits for projects
involving management of forests, grazing land or cropland, or for non-forest
revegetation for the post-2012 period, and for the pre-2012 period where this
can be made consistent with the Commonwealth Government’s decision to
exclude Article 3.4 activities from the National Greenhouse Gas Inventory

•

the existing framework for afforestation/reforestation projects be used as the
basis for developing components of the rules relating to permanence,
crediting of abatement, ownership, and liability

•

resources be allocated to accelerating the progress of techniques to estimate
or measure abatement in the areas of management of forests, grazing lands
and cropland, and non-forest revegetation.

Extension of eligible offsets: methodology-based offset
projects

The areas outlined above are recommended for inclusion at commencement of the NETS.
However, considerable work is currently being undertaken by a variety of organisations to
develop robust methodologies and accounting protocols for activities beyond those
discussed above. The introduction of a market signal is also likely to encourage the
development of new and innovative low-emissions technologies and abatement activities,
many of which might not have been conceived yet or might currently be in the very early
stages of development.
The Taskforce therefore recommends that administrative processes be developed to allow
project proponents with abatement initiatives in other sectors (outside the areas
recommended as the priorities for the development of offset rules described in Section 7.5)
to submit bottom-up project methodologies for consideration by the scheme developer and
the ministerial council. These methodologies would be reviewed, taking into account such
factors as consistency with international approaches (in particular, those approved by the
JISC), data credibility and likely measurement accuracy. Projects for which the methodology
were approved would be eligible to create offset credits, provided they met all other
requirements of the offsets regime.
One example of activities that could fall into this category is the strategic management of
savanna fires, which are the largest source of emissions in the Northern Territory and a
significant source nationally. In recent years the Northern Territory Government, in
conjunction with the Cooperative Research Centre for Tropical Savannas Management and
the CSIRO, has been investigating methodologies for calculating and monitoring these
emissions. Further work to refine the methodologies is underway, and they could be
submitted to the scheme developer and the ministerial council for consideration in the
future.
Another potential area for expansion using a methodology-based process is the group of
carbon sinks that fall under Article 3.4 of the Kyoto Protocol, if general rules cannot be
developed.29 This area includes a broad category of potential abatement activities, including

29
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revegetation; rangelands grazing and cropping system management; improved agricultural
practices; and forest management practices. Although the framework developed for offsets
from forest projects could be readily adapted to these activities, reliable quantification of this
type of abatement is still a significant hurdle. It is expected that, over the coming two to five
years, robust approaches to quantifying abatement in these areas will be developed and
endorsed, and eventually submitted to the scheme developer and ministerial council for
inclusion in the NETS offsets regime.
Avoided deforestation has already made a significant contribution to reducing greenhouse
gas emissions in Australia. For example, the phase-out of broadscale land clearing in
Queensland and NSW has done more than any other action to help Australia achieve its
2008–12 target under the Kyoto Protocol. Internationally, a number of groups are examining
whether a robust methodology can be developed that would appropriately reward avoided
land clearing. These developments need to be monitored to see whether avoided land
clearing could be included as an offset in the NETS.
Chapter 2 notes that NETS coverage will be expanded over time to include agriculture and
LULUCF, and possibly waste and open-cut coal mines (depending on final decisions on
initial scheme coverage). The creation of offsets in these sectors should therefore be seen as
a transitional measure that provides incentives for abatement before the possible inclusion of
the sectors under the cap. In such cases, it is recommended that governments state clearly
that the capacity to create offsets is a transitional measure only, and that potential offset
project proponents be notified well in advance of when they will be covered by the cap, in
line with the process described in Chapter 2.

7.6.1

Recommended process for approval of new offsets
methodologies

The Taskforce recommends that a process be put in place for the approval of new offsets
methodologies, to be undertaken for each new methodology submitted to the scheme
developer for approval. This process would essentially involve:
•

a preliminary assessment phase, during which the offset project proponent would be
able to make adjustments to the new methodology, based on feedback from the
scheme developer

•

a formal assessment phase, at the end of which the scheme developer would
approve, reject or conditionally approve the proposed new offset methodology.

It is estimated that the preliminary assessment process would take one month and the formal
assessment and approval process three months, with these timings most likely to be driven
by the frequency of scheduled meetings by the scheme developer or some other assessment
or decision-making body. If meetings were more frequent, the indicative timing could be
reduced.

It is recommended that a process be prescribed for the approval of new offsets
methodologies for non-prescribed areas under the NETS.
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7.7

Administrative issues

7.7.1

Institutional arrangements

In developing the possible design of the NETS, the Taskforce has considered the important
role that efficient institutional structures play in minimising administration and projectrelated costs. It has also considered the need to strike a balance between minimising the
administrative cost of the offsets regime and the need to ensure that the environmental
integrity of the NETS is maintained.
In any offsets regime, there are two key institutional roles:
•

The first role involves establishing eligibility requirements, defining methodologies to
quantify offsets, and prescribing monitoring and verification systems to ensure
compliance.

•

The second role involves implementing and administering the regime in line with the
rules.

It is important that these two roles be separated for effective development and operation of
the offsets regime. In this way, the administrative processes are not encumbered by work to
assess the acceptability of methodologies or other subjective issues, and can operate more
efficiently.
The Taskforce recommends that the first institutional role be undertaken by the scheme
developer and the ministerial council, and the second role by the scheme regulator. Further detail
on institutional arrangements is set out in Chapter 8.

7.7.2

Matching transactions costs to project scale

Both the CDM and the JI mechanism under the Kyoto Protocol recognise that smaller
abatement projects should attract less intense administrative requirements, including project
documentation, auditing and fees. This concept is also well recognised in the design of the
GGAS framework, in which the scheme administrator uses a risk-based approach to
determine auditing frequency and the flexibility of credit creation.
Under the CDM and JI mechanism, specific thresholds are used to differentiate small-scale
projects from full-scale projects. These thresholds include 15 MW of installed capacity for
renewable electricity generation, 60 GWh for energy efficiency, and 60,000 tonnes of
emissions reductions for other projects. When a project is below the relevant threshold, it
can use a substantially simplified set of procedures and baseline methodologies. This is a
‘binary’ approach — a project is either small or it is not.
GGAS uses a risk-based ‘sliding scale’ rather than a binary approach. GGAS accommodates
small-scale projects by taking a risk-based approach to the audit framework that is imposed on
abatement projects.30 (The contrast is that the CDM and JI mechanism modify the
methodologies according to project scale.) While all projects in GGAS use the same set of
methodologies, there is also some flexibility within each of the GGAS methodologies to use
default factors and more conservative assumptions, or to put in more effort (and cost) to
find more accurate factors or values for the calculations. The default factors and values used
under GGAS are conservative by design, which reduces the number of abatement certificates

30
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created by a project in order to lower the risk associated with the less stringent approach to
emission factors and values taken for small-scale projects.
Minimisation of transaction costs relative to the value of credits created is particularly
important for small-scale projects. The ability of a smaller project to reduce its costs of
compliance has a major impact on the viability of bringing forward the activity as an offsets
project, and hence the overall take-up of abatement activities, especially those which are
inherently small and dispersed. Nearly half (46%) of CDM project proposals have been small
scale, but these have accounted for only one-twelfth (8%) of the projected abatement.31
The Taskforce recommends that the NETS adopt a risk-based framework such as that used
under GGAS to ensure that the costs imposed on projects are commensurate with their
potential risks. The risk-based approach should apply to all projects, and be combined with a
conservative approach to default emission or abatement factors to ensure that the number of
offset credits created by a project is commensurate with the stringency of the approach to
emission factors and values taken for the project.

It is recommended that:

7.8

•

the NETS adopt a risk-based framework (rather than a ‘binary’ approach)
for determining the most appropriate administrative procedures (and
subsequent costs to project proponents) for all projects, whether small- or
large-scale

•

the risk-based framework include less frequent audits and (where possible)
simplified methodologies for quantification of abatement for lower-risk
projects

•

a conservative approach be taken in relation to default factors.

Including international offset credits

It is possible to design an emissions trading scheme in a way that allows credits or permits
from overseas emissions trading schemes to be obtained and acquitted against domestic
compliance obligations in Australia. Ratification of the Kyoto Protocol makes this simpler.
These issues and the question of international linkages more generally are dealt with in detail
in Chapter 11 of this report. Institutional arrangements for the use of international offset
credits for domestic compliance are also described in Chapters 8 and 9.

31

UNEP Risoe, CDM Pipeline Overview, 1.2.2007.
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8

Implementation

This chapter sets out proposals relating to the implementation of the NETS. It analyses and recommends a
collaborative approach to scheme development and governance. The roles and responsibilities of institutions
needed to support the NETS are outlined, and the legislation needed to enact the scheme is considered.

8.1

Governance and implementation issues

The Taskforce’s 2006 Discussion Paper set out proposed institutional arrangements for the
national emissions trading scheme (NETS). A clear preference was expressed for
Commonwealth Government involvement. However, in the absence of a commitment by
the Commonwealth Government to implement a NETS, an alternative model was proposed
for joint state and territory governance of such a scheme.
Since that time, the Commonwealth has committed to implementing an emissions trading
scheme in 2011, or 2012 at the latest. This raises the question of what the appropriate role
may be for state and territory governments in developing and implementing a
Commonwealth-led scheme.
The NETS forms part of a broader suite of policy measures to address climate change and
position the nation for a carbon-constrained future (see Chapter 13). Some of these
measures are implemented at the national level, and others by states and territories. To
ensure that all measures are complementary and effective, multijurisdictional coordination is
essential.
Much preparation will be required before the NETS can commence. New legislation must
be passed, and new institutions created. Most of this work will now be the responsibility of
the Commonwealth Government, but should be done as part of a comprehensive, coherent
national plan for reducing greenhouse gas emissions. This implies a role for all jurisdictions
in developing the NETS and associated complementary policies.
In this context, this chapter discusses proposals for scheme governance, including the role of
the states and territories and the functions and powers of proposed institutions.
The chapter:
•

summarises the implementation arrangements proposed by the Prime Ministerial
Task Group on Emissions Trading (PMTG) and confirmed by the Commonwealth
Government (Section 8.2)

•

considers the advantages and disadvantages of interjurisdictional collaboration on the
NETS, and areas of scheme development and implementation where collaboration is
particularly relevant (Section 8.3)

•

outlines the institutions needed to govern and administer the scheme (Section 8.4)

•

considers the timing of scheme reviews and issues for their consideration (Section
8.5)

•

proposes opportunities for stakeholder involvement in scheme development,
particularly during reviews (Section 8.6)

•

examines the requirements and timing of scheme compliance processes (Section 8.7).
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8.2

Commonwealth Government proposal

The PMTG recommended a unitary administrative, legislative and decision-making structure.
The PMTG also suggested that:
•

implementation of the NETS be coordinated with other complementary measures
across jurisdictions

•

the Commonwealth Government avoid ‘reinventing the wheel’ in relation to scheme
design and development and, where possible, draw upon the work done by the states
and territories through the Taskforce.

In assessing the appropriate role for state and territory governments in the governance of the
NETS, the scheme must be seen in context. While it will play a central role in Australia’s
efforts to reduce greenhouse gas emissions, it will not be the only policy measure taken. The
priority is therefore to consider a multijurisdictional collaborative model that would be the
most effective means of further developing the NETS and its ongoing governance.

8.3

Scope for interjurisdictional cooperation

Defining optimal arrangements for the design, implementation and ongoing governance of
the NETS, taking into account the benefits and costs of multijurisdictional processes, is not
simple.
Australia has already had considerable experience with multijurisdictional processes. Some of
the key lessons have been as follows:
•

Governance arrangements are most effective if the terms of reference of the
initiative set out very clear objectives, towards which institutions can also be directed.

•

Good results can be achieved if the multijurisdictional group operates with an
appropriately funded secretariat.

•

States and territories should be represented in the process where they have more
knowledge or legislative power in the field of regulation.

•

Alignment of incentives is highly beneficial, so that parties to the decision-making
process are seeking system-wide outcomes. If this cannot be achieved, the final
decisions should be referred to the Commonwealth Government.

•

Transparency is paramount, so that both the decision-making process and the final
decisions are clear to stakeholders and market participants.

The states and territories have greater expertise in the operation of energy markets than the
Commonwealth. This will be important, given the intended coverage of the stationary energy
sector by the NETS and its anticipated leading role in delivering emissions reductions.
Therefore, it seems beneficial for the proposed governance arrangement to have a
mechanism by which the Commonwealth can draw on this expertise.
A key lesson from the involvement of the states and territories in existing interjurisdictional
governance arrangements is the need to minimise scope for jurisdictional representatives to
seek jurisdictional outcomes, rather than system-wide outcomes. Where possible,
appointments to institutions should be explicitly expertise-based, and members should be
given clear incentives to pursue system-wide outcomes.
Where interjurisdictional governance arrangements are established, careful consideration
should be given to voting rules. For example, a voting rule that requires unanimous
agreement by all parties can create scope for costly ‘jockeying’ and ‘hold-out’ problems.
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There may be risks in allowing important functions such as monitoring and reporting to be
conducted on a jurisdictional basis, as this may lead to variation in the rigour with which
such functions are conducted. Also, there are clear benefits from ensuring that institutions
are given clear and unambiguous objectives, and from rigorous and independent
mechanisms to monitor and report on performance against objectives.

8.3.1

Advantages and disadvantages of a multijurisdictional
approach to NETS implementation

Potentially, there are advantages and disadvantages in a multijurisdictional approach to the
implementation of the NETS.
The principal advantage of including the states and territories in the implementation process
is that it will ensure that all levels of government are working in tandem. Reducing
Australia’s greenhouse gas emissions is a major task, requiring changes in almost every facet
of the economy over time. Undertaking these changes in an effective, efficient and equitable
way requires a coherent and comprehensive plan of action. If the states and territories are
not closely involved in emissions-trading and related policies, the chances of policy overlaps,
gaps, mismatches and errors are significantly higher.
Including the states and territories in the implementation process will also allow access to
high-quality information and expertise on which to base decisions. This applies particularly
in areas that have historically been their sole or prime responsibility, such as the energy
sector, forestry and industry (including trade-exposed, emissions-intensive industries, or
TEEIIs). The states and territories are in a better position to advise on the likely impacts of
policies on these industries. Making decisions in the absence of this expertise increases the
risk of unintended consequences.
A further benefit arises from using the analysis and stakeholder consultation already
undertaken by the Taskforce, rather than reinventing several wheels.
However, including multiple jurisdictions in the implementation and governance of the
NETS would create some disadvantages. Multijurisdictional decision-making is more time
consuming and complex. Depending on its structure, national interests could be forsaken in
pursuit of local agendas. Broadly speaking, the greater the number of parties that have to
agree before a decision can be made, the greater will be the costs of seeking, making and
enforcing agreements between those parties. This will impose higher overall costs on scheme
administration.
Consequently, determining appropriate governance and scheme development arrangements
for the NETS requires analysis, itemising the decision-making and activities required and
then determining how those issues are best managed.
The following sections assess the potential role of the states and territories in a range of
activities related to scheme design that must be undertaken before the NETS commences.

8.3.2

Caps, gateways and long-term targets

The PMTG Report suggests that analysis of greenhouse targets and trajectories commence
in 2007, and the long-term aspirational goal for emissions reductions be announced in 2008.
Medium-term caps and gateways for the NETS would be announced in 2010.
In relation to selecting long-term targets, the states and territories have already agreed that
the NETS should place Australia on a path towards reducing national greenhouse gas
emissions by 60% compared with 2000 levels by 2050.
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The Taskforce is undertaking substantial analysis, through economic modelling, of the
potential impacts of different medium-term caps and gateways. The Taskforce’s experience
suggests that widespread scrutiny of modelling assumptions and results is useful, particularly
by groups who have undertaken their own modelling exercises. State and territory input on
economic modelling — particularly relating to the electricity market — is more likely to
mean that inputs are robust, assumptions are reasonable and results are useful, compared
with a situation in which the Commonwealth Government undertakes the process alone.
One option would be to undertake this work under the auspices of a dedicated ministerial
council. The modelling could be commissioned and controlled by the Commonwealth, but
developed in consultation with the states and territories.
In addition to modelling expertise, the states and territories have a sound understanding of
possible impacts of the NETS, including their distribution. It would be helpful for the
Commonwealth to be aware of these issues as it undertakes economic modelling and
considers setting caps and gateways at particular levels.
While it would be useful for the states and territories to have input into setting caps and
gateways, the Taskforce recognises that it is appropriate for the Commonwealth
Government to make those decisions. The Commonwealth Government will make
commitments in international negotiations on Australia’s behalf to reduce greenhouse gas
emissions, and is therefore the jurisdiction that will need to ensure that the NETS cap is
consistent with overall national and international commitments.

8.3.3

Monitoring, reporting and verification

In July 2006, separately from the work of the Taskforce, the Council of Australian
Governments (COAG) agreed to develop a single streamlined greenhouse gas and energy
reporting system (referred to as the ‘national greenhouse and energy reporting system’,
NGERS).
The National Greenhouse and Energy Reporting Act 2007 was passed by the Australian Parliament
in September 2007. This legislation and its reporting requirements, and the monitoring,
reporting and verification requirements of the NETS, are discussed further in Chapter 9.
There is already a draft intergovernmental agreement for implementation of the NGERS,
which features a role for the states and territories in governance and implementation. Given
that the intention of the NGERS is to streamline reporting for a range of existing
Commonwealth, state and territory programs, a degree of cooperation is essential. A feasible
option would be to pursue this work, and the way it relates to the NETS, in a collaborative
manner under the auspices of a ministerial council.

8.3.4

Permit allocation

As discussed in Chapter 4, it is recommended that permits be allocated by a mixture of free
allocation (to some generators and TEEIIs) and auctioning. This is broadly consistent with
the PMTG’s proposals for permit allocation.
The scheme’s efficiency will be enhanced by centralised allocation of permits to ensure that
consistent arrangements apply to permits and recipients; therefore, it is proposed that
allocation be conducted by a single national institution.
In general, the role of government in the area of permits allocation will be to establish clear
rules and guidelines. Permits will be allocated by an independent regulator in accordance
with those rules. In setting the allocation rules, it would be desirable to consult the states and
territories, as they have expertise and knowledge that will assist in developing the rules. This
will be particularly important in the development of rules and thresholds for the
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identification of TEEIIs. Drawing on state and territory expertise will minimise the
likelihood that the setting of allocation rules will create perverse and unintended
consequences that impose unnecessary costs on industry, consumers and government.

8.4

Institutional arrangements

This section describes the institutions needed to govern and administer the NETS, with
particular reference to the roles of the ministerial council, the scheme developer and the
scheme regulator.
Stakeholders that commented on institutional arrangements outlined in the Discussion Paper
generally identified the need for a scheme regulator and registry. There was strong support
for the proposal to separate the policy development aspects of the scheme from its
regulation. Indeed, in the experience in the National Electricity Market (NEM), a blurring of
the lines between regulation and policy advice roles for the former National Electricity Code
Administrator proved to be unsatisfactory. Current arrangements have much clearer lines of
accountability between the ministerial council, the body supporting the council as a policy
developer (the Australian Energy Market Commission), and the regulator (the Australian
Energy Regulator).

8.4.1

Ministerial council

The discussion in Section 8.3 highlights the desirability and feasibility of interjurisdictional
collaboration on the NETS. Collaboration could be achieved under the auspices of a highlevel ministerial council. A ministerial council could also deliver a unitary decision-making
and legislative structure. This is achieved by providing each jurisdiction with voting rights on
key decisions relating to the NETS; in cases where unanimity cannot be achieved, final
decision-making power is given to the Commonwealth.
There are many ministerial councils and COAG activities with an interest in emissions
trading, but none more so than the COAG Climate Change Working Group. When COAG
agreed to establish the working group in 2005, it noted the difference in views between the
Commonwealth Government and the state and territory governments on the need for an
emissions trading system in Australia at the time. COAG therefore agreed to examine the
scope for national cooperation on climate change policy, focusing on areas of common
ground between jurisdictions.
Given the working group’s focus, the Taskforce proposes that COAG take on responsibility
for development and governance of the rules and regulations for the NETS, now that there
is agreement across jurisdictions on the need for a scheme. The role of COAG would be to
oversee the policy framework for the NETS and provide strategic direction. It would also be
responsible for overseeing the legislative and regulatory framework within which the NETS
operates and approving any changes to that framework. COAG would also oversee the
governance bodies and institutional arrangements implemented to give effect to the NETS.
In particular, COAG would have responsibilities which include the following areas:
•

Cap setting:
-

deciding on firm caps and gateways at scheme commencement, during regular
cap and gateway updates, and after reviews (including where material changes to
the scheme in relation to coverage or offsets have been made)

-

deciding on cap tightening and authorising a buyback of permits where necessary

-

publishing its decisions relating to firm caps and gateways, including the rationale
for the decisions and the recommendations provided by the scheme developer.
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•

•

•

Permit allocation:
-

agreeing principles for permit allocation

-

defining TEEIIs and making decisions about removal of TEEII assistance as
competing nations and specific sectors in those nations take on binding carbon
constraints.

Penalties:
-

setting fixed penalties at scheme commencement

-

deciding on updated penalty levels as required, based on the recommendation of
the scheme developer.

Coverage:
-

•

deciding on expansions to scheme coverage, taking into account the
recommendation of the scheme developer.

Linking:
-

deciding whether to create inter-scheme linkages (e.g. directing this to be
considered in general scheme reviews — see Section 8.5).

As noted above, for all matters relating specifically to NETS development and governance,
final decision-making power within COAG would rest with the Commonwealth.

Given that the Commonwealth, state and territory governments agree that
Australia should implement an emissions trading scheme, it is recommended that:
•

COAG be tasked with the responsibility for NETS development and
governance

•

in relation to the NETS development and governance components, final
decision-making powers within COAG be assigned to the Commonwealth
Government.

8.4.2

Scheme developer

While COAG would make decisions on the ongoing development of the NETS, it is
proposed to create a separate body — a scheme developer — to develop scheme policy and
advise COAG on strategic policy direction.
The Discussion Paper suggested that these roles could be undertaken by the Australian
Energy Market Commission (AEMC), which is responsible for rule making and market
development in the Australian energy market. Some stakeholders expressed concern about
using the AEMC as the scheme developer, because it is primarily an energy-focused
institution and therefore would not be appropriate to develop policy for a scheme with a
scope extending beyond the energy sector.
At least two alternatives for the role of scheme developer have been identified. First, it may
be possible to set up a discrete group within the AEMC, similar to the AEMC Reliability
Panel or Consumer Advocacy Panel, with its own dedicated staff and protected line item
funding. Where the AEMC is funded directly by the states and territories, the Consumer
Advocacy Panel is funded by the market (collected by NEMMCO), and as such is able to
maintain its functional and financial independence from the broader body.
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Second, an entirely new body could be established to perform the functions of the scheme
developer. With the introduction of a national scheme, other institutions are likely to be
rationalised, potentially creating room for a new policy body to govern the NETS.
Given that the coverage of the NETS will be significantly broader than stationary energy, it
is preferable to establish a new agency. Whether a new body or new agency is established,
the rules governing its operation will be critical in ensuring its effective and independent
operation. In its submission on the Discussion Paper, Bluescope Steel recommended that
the model of the Reserve Bank of Australia be used to ‘prevent any political meddling’ and
to ensure that the functions of the scheme developer are exercised with the needs of the
community, the economy and the environment in mind. Section 10(2) of the Reserve Bank
Act 1959 sets out these principles:
It is the duty of the Reserve Bank Board, within the limits of its powers, to ensure that the
monetary and banking policy of the Bank is directed to the greatest advantage of the people
of Australia and that the powers of the Bank … are exercised in such a manner as, in the
opinion of the Reserve Bank Board, will best contribute to:
(a)

the stability of the currency of Australia;

(b)

the maintenance of full employment in Australia; and

(c)

the economic prosperity and welfare of the people of Australia.1

The report prepared for the Business Council of Australia, Setting achievable emissions targets for
Australia, echoes this suggestion, calling for a ‘new RBA-type body that will need to be
established to run the emissions trading scheme’.2
It is therefore proposed that there be a Board of the Scheme Developer, which will consist
of a chief executive officer of the scheme developer, acting as chairperson of the board, and
one member appointed by the relevant minister in each jurisdiction. The board will be
guided by a requirement to contribute to economic, environmental and community
objectives in developing policy for the NETS.
The functions of the scheme developer would include:
•

Cap setting:
-

providing recommendations to COAG about the level of the cap and gateways
according to the established assessment criteria and after consultation with the
representative stakeholder body

-

providing recommendations to COAG about proposed gateway ranges after
formal consultation with stakeholders during the five-yearly review process

-

providing recommendations to COAG about cap and gateway adjustments in the
event of changes to scheme coverage

-

providing recommendations to COAG about cap and gateway adjustments in the
event of changes to the number of domestic and/or international offsets
accepted under the NETS

-

providing recommendations to COAG about the need to carry out a permit
buyback where caps are tightened.

1

Submission 14, p. 12.

2

Port Jackson Partners, Establishing credible targets for greenhouse gas reduction, May 2007, p. 10.
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•

Permit allocation:
-

•

Penalties:
-

•

•

•

reviewing the eligibility of TEEIIs to receive compensation, as required from
time to time.
providing recommendations to COAG about the level of the penalty according
to the established assessment criteria and whether a make-good provision should
be considered.

Coverage:
-

carrying out the reviews of coverage in accordance with a legislated timetable and
taking into account the matters for consideration

-

providing five years’ notice before coverage expansion, in the manner specified
in legislation

-

conducting stakeholder consultation during the review process

-

making recommendations to COAG on expansions of scheme coverage.

Offsets:
-

approving new methodologies submitted by scheme participants, according to
the process established in the legislation and in consultation with a panel of
methodology experts (see Chapter 7)

-

making recommendations to COAG on supplementarity provisions and whether
or not to apply any restrictions to the use of offsets.

Review:
-

undertaking the scheme review, according to agreed guidelines and considering
matters as directed by COAG

-

reporting outcomes of the review (see Section 8.5).

It is recommended that a newly created central body (scheme developer) be given
responsibility for advising on a range of ongoing policy issues before the
implementation of the scheme and during the scheme’s operation.
The scheme developer should be an independent body governed by a board.

8.4.3

Scheme regulator

A single national scheme regulator should be established to manage the implementation and
running of the scheme. The scheme regulator would play no part in cap setting, but would
take on functions including the following:
•

Cap enforcement and permit buyback:
-

•

Permit allocation:
-
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enforcing given caps and, if required, carrying out a permit buyback as authorised
by COAG.
administering the permit allocation scheme for TEEIIs, including by:
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•

•

•

identifying TEEIIs based on the established criteria (including by
defining ‘products’) and determining their eligibility for compensation



determining individuals’ and international best-practice baselines for
TEEIIs as appropriate, according to agreed guidelines



carrying out reconciliations and recalls of allocated permits as required.

-

determining the number of permits to be provided to adversely affected
electricity generators (based on the principles and allocation plans set out in
legislation and regulations, and on advice from an expert panel), and allocating
those permits.

-

establishing and maintaining a permit registry, including:


creating a registry



issuing credits for verified emissions reductions created by offsets



recording ownership changes associated with all permit transactions,
including acquittal and cancellation of permits.

Penalties:
-

imposing penalties on non-compliant entities and entities guilty of offences
under the implementing legislation

-

conducting a reassessment of the liability of an entity to pay the penalty, where
required.

Auctions:
-

•



running auctions as set out in the auction rules (see Chapter 5).

Offsets:
-

supervising the accreditation process for offset credit providers

-

administering Joint Implementation arrangements

-

registering offset projects using existing rules or methodologies approved by the
scheme developer

-

receiving project design documents from offset project proponents and
coordinating stakeholder consultations, including reviewing and summarising
comments received.

Linking (acceptance of international offset credits) (see Chapter 11):
-

ensuring that liable entities that wish to surrender Certified Emission Reductions
(CERs) or Emission Reduction Units (ERUs) are able to do this under Kyoto
Protocol Article 17

-

providing, under the NETS registry, accounting for the cancelled CERs or ERUs
to satisfy, in whole or in part, the relevant entity’s obligations under the NETS.

It is envisaged that the scheme regulator would take on both a market operation role
(establishing the registry, providing the market framework, etc.) and a compliance regulation
role (administering the allocation and penalty processes).

It is recommended that a single national scheme regulator be established, and that
this be a new body.
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8.5

Scheme reviews

The Taskforce proposes that the first general scheme review be undertaken by the scheme
developer in year 5, and outcomes be reported to the ministerial council (so that any
recommended changes may be implemented in the following year, or with an appropriate
period of notice). Reviews would be carried out every five years of the scheme, in
accordance with the schedule below. The subject of each review would be confined to the
detail of the scheme’s rules, operation of institutions and the market, and related provisions,
in order to maintain and enhance the scheme’s effectiveness and efficiency.
The scope of the review would be set so as to avoid a type of problem that arose in relation
to the review of the MRET scheme in 2003. The scope of the MRET review was so broad
that observers could not be certain of the scheme’s continuation. This created a significant
disincentive to new investment. Therefore, the NETS review should be based on an
assumption that the scheme will continue and should not consider the question of the
scheme’s continuing operation.
A number of aspects of the NETS are nominated for review, but not all aspects will be
considered at every review. The recommended timing of the setting and review of specific
design features is as follows.
Coverage

Review non-coverage of waste, agriculture and land use sectors

Caps

•

Set firm cap for years 1–10 and gateways for years 11–20 prior
to scheme start

•

Narrow gateways for years 16–20 and extend gateways for years
21–25 at first scheme review, in year 5

•

Narrow the remaining five years of gateways and extend
gateways for a further five years (at five-yearly review).

•

Set firm penalties for years 1–10 after scheme caps are set, and
extend annually (as with firm caps)

•

Review omission of the make-good provision

•

Review eligibility of firms receiving free permit allocation,
including reviewing policy settings in competitor countries

•

Review emissions-intensity baselines for TEEII firms receiving
free permits for years 5–15

•

Review permit auction design arrangements

Penalty

Permit allocation

Offsets
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It is recommended that:
•

a general review of the scheme’s rules, operation of institutions and
functioning be carried out five years after scheme commencement, with the
objective of maintaining and enhancing the scheme’s effectiveness and
efficiency

•

the scope of the review be developed so as to maintain investor confidence
in the scheme and include extensive consultation.

8.5.1

Review tribunal

Certain decisions of the scheme developer and scheme regulator may require review to
ensure administrative fairness. It is proposed that a review tribunal, consisting of three
permanent members (one of whom is the chairperson) be established to perform this
function. The tribunal would be permitted to review the following types of decisions, on
request from a scheme participant or potential participant:
•

a determination as to the participant’s eligibility to be allocated emission permits (but
not the number of permits to be allocated)

•

a decision to refuse to accept the surrender of an emission permit or offset credit for
the purposes of compliance with the participant’s emissions liability

•

an assessment of the amount of emissions penalty payable by the participant or
former participant for a year

•

a decision to refuse accreditation of the person as an offset credit provider

•

a decision to cancel or suspend the accreditation of the participant as an offset credit
provider

•

a decision to refuse registration of the creation of an offset credit

•

a decision to require an offset credit provider to provide alternative offset credits
where the provider or a project has been found to have breached the scheme rules

•

a decision to refuse registration of the transfer of an emission permit or offset credit

•

any other decision of the scheme regulator of a kind prescribed by the regulations.

To promote certainty in the scheme, an application to the review tribunal for review of a
decision would need to be made within 60 days after the date that notice of the decision was
given to the applicant.

8.5.2

Market participants to establish other market devices

It is not proposed that trading platforms be established by governments. The role of
governments in setting institutional arrangements is to facilitate the development of an
efficient and effective scheme. Governments are best able to achieve this by establishing and
protecting property rights, establishing a robust and functioning registry system, and
generally preventing the development of impediments to market transactions.
The role of governments does not extend to the formation of market devices, acting as a
broker, or developing trading platforms. Formation of market devices is best left to markets.
The experience of the European Union Emissions Trading Scheme (EU ETS) shows that
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trading platforms can be created without government intervention, as long as there is
sufficient demand for their services.

It is recommended that the establishment of trading platforms and other market
devices be left to the market.

8.6

Stakeholder involvement

Stakeholders emphasised the importance of stakeholder involvement in scheme
development and review, with some suggesting the establishment of an expert advisory panel
to assist the scheme developer in carrying out its functions.
The Taskforce recommends that a stakeholder representative group be established to
provide input on annual cap extensions, as described in Chapter 3 (Section 3.7.3). It is
proposed that further stakeholder input be sought at the following stages:
•

Cap setting:
-

•

•

Permit allocation:
-

consultation in relation to modelling underpinning the allocation process

-

consultation when reviewing the principles for eligibility of TEEIIs to receive
compensation.

Coverage:
-

•

8.7

a formal stakeholder consultation process, including a background paper and
discussion paper, each time the gateway is extended for a further five years.

a formal stakeholder consultation process, including a background paper and
discussion paper, at each review of scheme coverage.

Offsets:
-

publication of proposed new methodologies, with an opportunity for
stakeholders to make comments to the scheme developer before the
methodology is approved

-

publication of project design documents for proposed new projects, with an
opportunity for stakeholders to make comments to the scheme regulator before
the project is approved.

Compliance process

The introduction of the NETS raises a number of new compliance obligations for emitting
entities. New processes and reporting cycles will need to be introduced. Appendix F outlines
the Taskforce’s consideration of a number of timing issues that relate to the following key
questions:
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•

When should permits be issued? (This includes the once-off allocation to electricity
generators, annual allocations to TEEIIs and auctioning of residual permits.)

•

Should the ‘compliance period’ be the financial or calendar year?

•

When should emissions be reported for each compliance period?

•

When should permits be surrendered?
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•

When should compliance/non-compliance by liable parties be assessed by?

•

When should the penalty payment be due?

The Taskforce has recommended a timeline for compliance, outlined below and detailed in
Appendix F.

It is recommended that:
•

the NETS compliance period be consistent with the NGERS — that is, the
Australian financial year

•

liable parties be required to submit emissions data, as per the requirements
of the NGERS

•

surrender of permits occur at a fixed time (for example, 1 month) after a
liable party has submitted its emissions data.

•

the NETS legislation specify a date for permit surrender, but allow for the
scheme regulator to vary this date

•

the scheme regulator assess and inform liable parties of compliance a fixed
time (for example, 2–3 months) after the permit surrender date

•

liable parties’ emissions and compliance be publicly disclosed after any
penalty payments have been made.

8.8

Conclusion

This chapter identifies at a high level the institutions and governance functions required for
the NETS to operate. This report does not attempt to address the significant detail that
would eventually be required to establish such institutional and governance arrangements.
The NETS would require an intergovernmental agreement setting out how the scheme is to
be established, governed and implemented consistently across jurisdictions.
The roles of COAG, the scheme developer and the scheme regulator would be established
in accordance with the intergovernmental agreement and legislation to give effect to the
scheme:
•

COAG would provide the final decision-making forum, along with scheme oversight
and accountability for the scheme’s operations.

•

The scheme developer would provide support to COAG to ensure that the scheme’s
parameters and framework remain efficient, effective and appropriate to the
scheme’s objectives.

•

The scheme regulator would be responsible for the day-to-day operation of the
scheme.

Governments would thereby provide the governance institutions, rules and frameworks that
would allow market participants to establish other market institutions and devices as
required (such as trading platforms). Governments would not act in the market to establish
such devices.
COAG and the scheme developer would undertake reviews of particular aspects of the
scheme (such as coverage and banking provisions) and would perform a general review of
the scheme rules five years after the commencement of the scheme, every five years
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thereafter and periodically as required (for example, in response to scientific or international
developments). The terms and scope of the reviews have been devised with a view to
maintaining investor confidence and market efficiency.
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9

Emissions monitoring, reporting and verification

This chapter outlines the greenhouse gas emissions monitoring, reporting and verification requirements for
liable parties under a national emissions trading scheme.

9.1

Introduction

The national emissions trading scheme (NETS) will require covered parties to monitor their
greenhouse gas emissions and report those emissions to the scheme regulator. The scheme
regulator will compare a firm’s emissions reports with permits surrendered to assess the
firm’s compliance.
An effective, credible and efficient emissions monitoring, reporting and verification system is
required to underpin the NETS. Market participants need to have confidence in the quality
and reliability of emissions data reported under the scheme.
The credibility of carbon markets and emissions trading schemes is crucial. Any widespread or systemic
failures, as a result of deficient monitoring and reporting, flawed compliance processes or fraud, could
undermine confidence in markets and regulation and jeopardise the crucial policy goals that they are
designed to address.1

Stakeholder submissions also emphasised the importance of a robust monitoring, reporting
and verification system.
This chapter:
•

provides an overview of the features required of a emissions monitoring and
reporting scheme to underpin the NETS (Section 9.2)

•

summarises the features of the new national greenhouse and energy reporting system
and assesses which elements of the system need to be enhanced to support the
NETS (Section 9.3)

•

briefly discusses emissions monitoring of sectors not covered by the NETS
(Section 9.4).

9.1.1

Principles guiding emissions monitoring and reporting

The principles guiding emissions monitoring and reporting for an emissions trading scheme
are:

1

•

accuracy — proven methodologies are used to calculate and verify greenhouse gas
emissions from facilities and activities

•

completeness — all process and combustion emissions from all sources included in the
emissions trading scheme are monitored and reported

•

consistency — standardised (or approved non-standard) monitoring, reporting and
verification methodologies and reports are used by all covered parties and are
consistent over time

•

transparency — methodologies for emissions monitoring and verification, as well as
emissions data, are publicly disclosed

PricewaterhouseCoopers, Building trust in emissions reporting: global trends in emissions trading schemes, February
2007.
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•

timeliness — emissions are reported and disclosed in a timeframe that gives the
scheme regulator enough time to assess covered parties’ compliance and rectify any
discrepancies

•

cost effectiveness — the stringency of the reporting scheme needs to be balanced against
the cost to scheme participants and the scheme regulator to ensure that monitoring,
reporting and verification requirements are cost effective.

These principles should ensure that market participants are able to trade with confidence,
and the integrity of the NETS is maintained.

9.2

Monitoring, reporting and verification for the NETS

9.2.1

Emissions monitoring

Covered parties will need to monitor their emissions from activities covered by the NETS to
determine their liability each year.
Essential requirements of the NETS monitoring system include:
•

mandatory monitoring of emissions by covered parties, either by direct measurement
or by calculation

•

monitoring at the level that gives the highest accuracy and is verifiable (for example,
site or facility level)

•

protocols for validating emissions monitoring systems, including metering equipment
and record-keeping arrangements

•

protocols for accurate emissions calculation, including protocols for calculating
imputed emissions for upstream liable parties2 — preferably built on the established
body of work in Australia (for example, the National Greenhouse Gas Inventory)
and internationally (the Intergovernmental Panel on Climate Change, ISO 14064 and
ISO 14065), adapted to Australian conditions and to the NETS design

•

appropriate penalties for non-compliance with monitoring requirements (including
for providing false, misleading or late information)

•

national and international consistency — reporting requirements, protocols and
verification arrangements set nationally, with no variation among states and
territories, and based where possible on international monitoring and reporting
protocols.3

9.2.2

Emissions reporting

Covered parties will need to report their emissions data to enable the scheme regulator to
assess their liability. The NETS emissions reporting requirements should include:
•

mandatory reporting above specified thresholds by covered parties to the designated
authority, based on standardised reporting formats and timelines

2

For example, it is recommended that gas retailers will be liable for their emissions associated with the use
of the gas that they sell to their customers.

3

The International Emissions Trading Association recommended that particular emphasis be placed on
consistency in monitoring, reporting and verification, both between states within Australia and
internationally. ‘IETA’s experience from other emissions trading schemes such as the EU ETS indicates
that different requirements in different states leads to increase complexity, transaction costs and
verification burden for both participants and verifiers.’ (Submission 45, p. 11).
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•

appropriate penalties for non-compliance with reporting requirements

•

public disclosure of emissions data at the appropriate level (e.g. company or site
level).

The Taskforce expects that reporting under the National Greenhouse and Energy Reporting Act
2007 will be generally adequate for the purposes of the NETS, but some additional data will
be required (see Section 9.3).

9.2.3

Verification of emissions

It will not be sufficient for a covered party simply to report its emissions data to the scheme
regulator; it will also be necessary for that data to be verified to provide confidence to the
market that the report is accurate.
Stakeholder comments strongly endorsed the need for a monitoring, reporting and
verification system which provides sufficient confidence to the market. For example, the
Australian Industry Greenhouse Network stated that ‘an ETS will require mandatory
reporting with stringent verification and auditing protocols’ (Submission 122, p. 14).
PricewaterhouseCoopers recommends:
In designing the assurance process (verification), it is important to encourage participating organisations
to build adequate internal controls into their emission data-handling, processing, monitoring and
reporting systems and processes. In fact the controls should be as robust as those for any other core
financial system.
In addition, auditors should be encouraged to test those internal controls as part of their assurance (or
verification) work. Well controlled systems and processes are likely to provide more robust and reliable
emissions data for management and reporting purposes, as well as more efficient and effective
verification processes.4

Verification can be conducted by independent third parties, government entities or the
emitters (i.e. self-verification). Third-party verification generally promotes the full disclosure
of information by individuals within an organisation and provides a higher degree of
credibility with stakeholders.5
There is significant variation in the scope and quality of verification requirements for
different emissions reporting schemes, as shown in Figure 9-1.
Figure 9-1: Scope and quality of verification requirements
Basic verification requirements

More stringent requirements

Merely review a party’s emissions report

Test the accuracy and completeness of the
reported information

Audit a company’s records in the
corporate headquarters

Audit a company’s records at
each site

Audit a few selected facilities

Audit all company facilities

Rely on standard estimation or
measurement techniques

Independently assess the relevance and reliability of
these techniques

4

PricewaterhouseCoopers, A report on the potential tax and accounting implications of the proposed national emissions
trading scheme for Australia, June 2007.

5

Pew Centre on Climate Change, An overview of greenhouse gas emissions verification issues, October 2001.
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Most emissions trading schemes require independent third-party verification of liable parties’
emissions reports, and this requirement is proposed for the NETS. Different schemes have
differing models for third-party verification:
•

European Union Emissions Trading Scheme. Third-party verifiers require accreditation by
scheme administrators before they can be hired by liable parties. Verifiers provide
their reports to the firms, which submit the verification reports along with their
emissions reports to the scheme administrators. In many European Union member
states, the verifiers’ performance is also scrutinised by scheme administrators after
verification reports are delivered.

•

NSW Greenhouse Gas Reduction Scheme. The scheme administrator has established an
Audit and Technical Service Panel. Verification may only be undertaken by members
of this panel, who provide verification reports directly to the administrator.

•

Mandatory Renewable Energy Target. The scheme regulator (the Office of the Renewable
Energy Regulator) conducts all audits of liability and compliance under the scheme.

•

Clean Development Mechanism (CDM). All CDM projects are subjected to
verification/certification by a ‘designated operating entity’, which is a third-party
verifier accredited by the CDM Accreditation Panel and subject to regular
performance spot-checks by scheme authorities.

The NETS emissions verification requirements should include:
•

verification of monitoring systems and emissions reports by accredited verifiers

•

NETS-approved verification procedures, including auditor accreditation

•

appropriate penalties for obstructing verifiers

•

sanctions against verifiers who breach their obligations.

9.3

National greenhouse and energy reporting system

The Taskforce proposes that there be a national emissions reporting system with consistent
monitoring, reporting and verification requirements.
The Taskforce believes that it is essential for emissions monitoring and reporting to
commence well ahead of the NETS start date. A number of stakeholder submissions also
emphasised this need. For example, the Energy Retailers Association of Australia stated:
It is important to have robust, monitoring, reporting and verification systems in place at least two years
prior to scheme commencement, provided there is enough time to set these systems … As has been
shown with the EU ETS, having a clear understanding of existing emissions is vital to the efficient and
smooth operation of the scheme, and minimises the risk of unnecessary market price disruptions.
(Submission 86, p. 21)

In July 2006, separately from the work of the Taskforce, the Council of Australian
Governments agreed to develop a single streamlined greenhouse gas and energy reporting
system, referred to as the ‘national greenhouse and energy reporting system’ (NGERS).
In September 2007, the Australian Parliament passed the National Greenhouse and Energy
Reporting Act 2007. The Act introduced a single national reporting framework for the
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reporting and dissemination of information related to greenhouse gas emissions, greenhouse
gas projects, energy consumption and energy production to underpin a future NETS.6
Firms registered under the Act will report these data to the Greenhouse and Energy Data
Officer, who will maintain the National Greenhouse and Energy Register.
The Act outlines the thresholds for reporting, operational control, high-level administrative
functions and penalty requirements of the NGERS.7 The system will cover all facilities that:
•

emit more than 25 kt CO2-e per year

•

produce 100 terajoules or more of energy per year
or

•

consume 100 terajoules or more of energy per year.

Entities liable under the NGERS will be required to report for each financial year:
•

greenhouse gas emissions (all six greenhouse gases)

•

energy production

•

energy consumption.

Entities will be able to report greenhouse gas projects voluntarily. This is expected to make it
easier for firms to provide offsets for voluntary pre-NETS trading and potentially for the
NETS.
The legislation requires that the emissions, production and consumption data for the
previous financial year be published by the Greenhouse and Energy Data Officer on a
website by 28 February each year.
Further details of the system will be outlined in regulations.

9.3.1

Additional features required by the NETS

While it is proposed that the NGERS will underpin the introduction of the NETS, there are
some specific elements of the NGERS that are not sufficient to support the scheme.
9.3.1.1

Monitoring and reporting of imputed emissions

It is unclear whether the NGERS will require reporting of imputed emissions (referred to as
‘Scope 3’ emissions). The Taskforce’s proposed scheme design includes coverage of:
•

imputed emissions from sales of natural gas by retailers

•

liability of upstream parties for imputed emissions from transport.

Therefore, additional monitoring and reporting may be need to be required, either through
NGERS regulations or by other means, for entities which have a liability for imputed
emissions under the NETS.

6

National Greenhouse and Energy Reporting Act
2007http://www.comlaw.gov.au/ComLaw/Legislation/Act1.nsf/0/8BFE5E5B013EF8A3CA25736A001
28DE9?OpenDocument

7

Information on the development of the NGERS, including the Regulatory Impact Statement, can be
found at http://www.greenhouse.gov.au/reporting.
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9.3.1.2

Netting-out emissions

To establish the liability of upstream parties (such as gas retailers or transport fuel suppliers),
the scheme regulations will need to set out procedures for ‘netting out’ emissions from fuel
supplied to parties that are directly liable in their own right.
For example, in the natural gas supply chain, large users (emitting over 25 kt CO2-e per year)
will be directly liable for their emissions from the use of natural gas. Therefore, sales by gas
retailers to such users will need to be excluded from the gas retailer’s liability.
9.3.1.3

Verification of emissions data

The NGERS will provide the platform for reporting under multiple programs. Some of
these are voluntary, while others are compliance programs. The level of reporting accuracy
required (and hence verification and audit requirements) will vary by program depending on
the program’s purpose.
Financial mechanisms such as the NETS need stringent emissions monitoring, reporting and
verification requirements. This point was raised by the Australian Environment Business
Network, which stated:
Many of the current systems used for assessing greenhouse gas emissions are based on simple rules and
do not require the level of accuracy required in emissions trading. (Submission 106, p. 8)

As discussed in Section 9.2.3, most emissions trading schemes require independent
third-party verification of liable parties’ emissions. In addition, verifiers are usually accredited
by the scheme administrators. Accredited third-party verification provides assurance to the
scheme administrator and the market of the validity of liable parties’ emissions reports.
The NETS will need to establish additional verification requirements for covered parties,
above and beyond those proposed for the NGERS. The Taskforce proposes that the
scheme regulator develop a credible verification requirement for all covered parties under
the NETS. The requirement should specify whether every covered party will be required to
have third-party verification of its emissions reports, and how often verification will be
required (i.e. every year).
9.3.1.4

Accreditation of auditors or verifiers

Some stakeholders expressed concern that there may be a shortage of suitable auditors or
verifiers (referred to here as ‘verifiers’). The Australian Environment Business Network
commented that the:
… additional energy and greenhouse emissions measurement and efficiency drives by virtually all
governments, [mean] there is a considerable shortage of energy consultants available. However, this
shortage will exacerbate with the introduction of a NETS. (Submission 106, p. 10)

Adelaide Brighton commented on the need for government to address the issue of
availability of independent, technical auditors well before the start of the scheme
(Submission 100, p. 7).
The Taskforce proposes that the scheme regulator develop accreditation systems for
independent verifiers before the NETS begins, to ensure that enough verifiers are available
in the first year of the scheme’s operation.
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Existing programs vary widely in their requirements and mechanisms for the certification of
verifiers:8
•

The Dutch ERU-PT program requires that verifiers be accredited for certification of
environmental management systems based on the International Organization for
Standardization’s Environmental Management Standard ISO 14001.

•

The United Kingdom Emissions Trading Scheme required that verifiers be
‘accredited as having the appropriate range of competencies and skills similar to
existing verifiers/certifiers of environmental management systems’.

•

The Australian Greenhouse Challenge program does not require that verifiers be
certified in environmental management systems, although certification is listed as an
advantage in its selection criteria for verifiers.

•

In the United States, regulations for verification under New Jersey’s OMET
emissions trading program explicitly require that verifiers be certified financial
auditors or engineers.

9.4

Emissions measurement in different sectors

Ideally, the accuracy and cost effectiveness of emissions monitoring and reporting will be
consistent across all sectors. Currently, emissions are measured or estimated with varying
levels of accuracy and at different costs in different sectors. Emissions estimation and
measurement methodologies will improve over time, and the inclusion of a sector in the
NETS will provide a strong driver for improvements in this area.

It is recommended that:
•

there be nationally consistent monitoring, reporting and verification
requirements

•

covered parties be required to submit emissions data as per the
requirements of the national mandatory reporting and disclosure system
(whether that is NGERS or another system)

•

NETS legislation include requirements additional to the current proposal
for the NGERS, including (but not restricted to):

•

8

•

coverage of liable Scope 3 emissions and netting-out of downstream
covered parties’ emissions

•

additional verification requirements.

the scheme regulator develop:
•

a credible verification requirement for all covered parties, specifying
whether every covered party is required to have third-party verification
of its emissions reports, and how often verification is be required (i.e.
every year)

•

accreditation systems for independent verifiers before the NETS begins.

Pew Centre on Climate Change, An overview of greenhouse gas emissions verification issues, October 2001, p. 33.
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10

Transition of existing measures into the NETS

This chapter sets out principles for the transition of existing market-based greenhouse gas abatement measures
into the national emissions trading scheme. Specific proposals are presented for the transition of the
Queensland Gas Generation Scheme and the NSW and ACT Greenhouse Gas Reduction Scheme.

10.1

Introduction

There is currently a variety of market-based mechanisms in place within Australia to reduce
greenhouse gas emissions, promote greenhouse gas abatement projects and encourage the
deployment of lower or zero-emissions electricity generation technology. Each of these
schemes has its own objectives, timeframes and compliance mechanisms aimed at achieving
a specific set of outcomes at least overall cost to the economy. These mechanisms include
the Queensland Gas Generation Scheme, the NSW/ACT Greenhouse Gas Reduction
Scheme (GGAS), the Commonwealth Government’s Mandatory Renewable Energy Target
(MRET), the Victorian Renewable Energy Target, and the planned renewable energy target
schemes in NSW, South Australia and Western Australia.
It is possible for some of these schemes to operate in parallel with the national emissions
trading scheme (NETS), as complementary measures (see Chapter 11). Whether to operate
schemes in parallel with the NETS or to transition schemes into the NETS is a decision for
the relevant state and territory governments. Several state governments have indicated their
intention to retain renewable energy target schemes as a complement to the NETS in the
absence of an expanded MRET. The Commonwealth Government has recently announced
its intention to implement a National Clean Energy Target, and to negotiate with states and
territories on subsuming existing state-based targets into a single national program.1
The governments of NSW, the ACT and Queensland have indicated that the GGAS
(originally to end in 2012) and the Queensland Gas Generation Scheme (originally to end in
2020) will cease and transition into the NETS.
This requires the development of appropriate transitional provisions to minimise disruptions
to participants in those schemes and in the NETS, and to provide reasonable certainty for
investment decisions made before the commencement of the NETS.
This chapter does not consider the relationship between the NETS and the MRET or statebased renewable energy target schemes. Instead, it focuses on those measures which are to
transition into the NETS, and proposes arrangements for:
•

the Queensland Gas Generation Scheme (Section 10.2)

•

GGAS (Section 10.3).

It will be up to the relevant governments to decide on and legislate for appropriate
modifications or adjustments to the schemes.

1

See ‘National Clean Energy Target’, media release, 24 September 2007
(http://www.pm.gov.au/media/Release/2007/Media_Release24577.cfm).
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10.1.1

Stakeholder views on transition

In response to the Discussion Paper, many stakeholders provided views on whether to phase
out or retain existing state-based schemes upon commencement of the NETS. Those views
focused mainly on GGAS and the state-based renewable energy targets. Stakeholders
recommended caution in the development of transitional arrangements for schemes that
were to be phased out, and generally argued that the value of assets established under the
existing schemes should be retained in any move to the NETS.
The Discussion Paper proposed the transition of GGAS into the NETS. This was broadly
supported by stakeholders, although concerns were expressed about the loss of the demandside abatement rule, which provides credit for energy efficiency.
10.1.1.1

Stakeholder views on GGAS

By far, the point most often raised in submissions on GGAS transition was that the value of
investments made under GGAS should be preserved in a transition to the NETS.
Stakeholders identified two key issues in maintaining investment value:
•

the eligibility of projects that create NSW Greenhouse Abatement Certificates
(NGACs) to create NETS offset credits (e.g. forestry projects might continue to be
eligible, demand-side abatement projects might not)

•

the potential difference in values between NGACs (had GGAS continued) and
NETS emission permits or offset credits.

Stakeholders suggested several approaches that could be taken to preserve GGAS-based
investment values:
•

existing NGACs be deemed to be NETS offset credits

•

existing NGAC-generating projects be deemed to be eligible NETS offsets creation
projects

•

projects be allowed to continue creating such credits for a transition period (a fixed
period or until the end of the operational life of the project)

•

the difference in value between NGACs and NETS offsets credits be provided as
compensation to GGAS investors

•

compensation be provided to GGAS investors through NETS permit allocation.

A further suggestion on GGAS transition came from the Business Council for Sustainable
Development, which suggested a measure to maintain support for demand-side abatement
once GGAS was phased out:
A possibility is implementing a national energy efficiency target under stage 2 of the National
Framework for Energy Efficiency. The Victorian Government has committed to the introduction of an
energy efficiency target involving tradeable certificates, and this could be merged with GGAS demand
side abatement and rolled out nationally as one harmonized scheme. Another possibility is use of
emission permit auction revenues to fund a nation-wide energy efficiency incentive and promotion
program. (Submission 62, p. 8–9)

In relation to NETS design, a number of submitters suggested that the existing GGAS offset
rules be used to develop the administrative rules and methodologies for accrediting offset
projects under the NETS. This could also provide for a transition measure if consistent rules
were developed and provision were made for the carry-over of existing accreditations to the
NETS.
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10.1.1.2

Stakeholder views on Queensland Gas Generation Scheme

No submissions focused specifically on the transition arrangements that could be applied to
the Queensland Gas Generation Scheme. A number of submitters recognised that the
scheme could operate in parallel with the NETS, but they had varying views on the
desirability of this.
Submitters’ general comments on transitions, as noted above, would apply to the
Queensland scheme; that is, there was strong support for the preservation of investment
value created under current schemes in any transition to the NETS.

10.2

Queensland Gas Generation Scheme

The Queensland Gas Generation Scheme, implemented through the Electricity Act 1994
(Qld.), commenced operation in 2005 and was intended to operate until 2020. The scheme,
which is similar in design to the Commonwealth’s MRET, requires electricity retailers and
some other liable parties to obtain 13% of the electricity sold or used in Queensland from
power generated with eligible gaseous fuels. The scheme essentially provides a positive price
signal for the development and operation of gas-fired power generators supplying the
Queensland electricity market.
Under the proposed NETS, all power generators emitting 25 kt CO2-e or more per year
would be liable parties (see Chapter 2), including a number of generators eligible to create
Gas Electricity Certificates (GECs) under the Queensland Gas Generation Scheme. GECs
expire at the end of the second year after their vintage year. For example, a GEC registered
on 1 May 2006 (2006 vintage) expires at the end of 2008.
On 3 June 2007, as part of the ClimateSmart 2050 Queensland climate change strategy, the
Queensland Government announced that the gas electricity target for 2020 would be
increased from 13% to 18%, but that the scheme would also be transitioned into an
emissions trading scheme as soon as practicable:
Generating electricity using natural gas produces up to 50 per cent less emissions than conventional coalfired generation. Gas is the key transitional fuel source for reducing the emissions intensity from electricity
generation while emerging renewable and clean coal technologies are being developed. Queensland
established Australia’s only gas scheme in 2000 and established a target of 13 per cent of all power sourced
by electricity retailers and major industries to be from gas-fired generation. Building on the success of this
scheme, the target will be increased to 18 per cent by 2020 to provide additional lower-emission energy
generation for Queensland. This target will be transitioned into an emissions trading scheme as soon as is
practicable. (ClimateSmart 2050, p. 9)

10.2.1

Transition proposals for the Queensland Gas Scheme

The Discussion Paper proposed the option of providing a GGAS transition for generators
by modifying the NETS permit allocation process to include any reductions in expected
revenue streams from losing the ability to create NGACs in the calculations of reductions in
operating profits for the transition period (2010 to 2012) (Discussion Paper, p. 188–9).
The Taskforce recommends that this approach also be taken for a transition of the
Queensland Gas Generation Scheme to the NETS. That is, when the reductions in operating
profits are calculated for any generator accredited under the Queensland scheme, any
anticipated loss in revenue caused by the cessation of the ability to create GECs should be
taken into account from the commencement of the NETS until 2020. To the extent that the
generator is found to have suffered a disproportionate loss, compensation would be
provided in the form of free NETS permits.
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Unlike the situation with GGAS and NGACS (see Section 10.3), because of the short
lifespan of GECs it is not expected that there will be a significant volume of unused GECs.
There may also be cases in which long-term contractual arrangements have been made for
the provision of GECs on a take-or-pay basis as a means of supporting project financing (i.e.
the party must pay for the GECs, regardless of whether they are actually required). Adoption
of the transition mechanism described here could mean that generators that were party to
such contracts would be overcompensated, as they would continue to receive GEC revenue
(despite GECs no longer existing) as well as assessment for compensatory permit allocation.
The Taskforce recommends that the transition approach be modified to ensure that
overcompensation does not occur in such cases.
The position of retailers or other liable parties that have entered into take-or-pay contracts
also needs to be taken into account. Whether retailers would be any worse off depends on
whether the contracts for GECs are tied to contracts for energy, and whether the value of
such energy contracts would be increased by the introduction of the NETS. Where retailers
or other liable parties have entered into such contracts and would be demonstrably adversely
affected, compensation should be provided.

It is recommended that:
•

the capacity of generators to create Gas Electricity Certificates (GECs)
under the Queensland Gas Generation Scheme be included in generators’
baselines for the purpose of assessment of free permit allocations under the
NETS

•

this approach be modified to avoid overcompensation of GEC-creating
generators on long-term contracts that provide for ongoing GEC revenue
irrespective of the continuation of the Queensland Gas Generation Scheme

•

where liable parties under the Queensland Gas Generation Scheme have
entered into take-or-pay contracts for GECs that leave them demonstrably
adversely affected by the introduction of the NETS and the cessation of the
Queensland Gas Generation Scheme, compensation be provided via an
allocation of free permits.

10.3

NSW and ACT Greenhouse Gas Reduction Scheme

10.3.1

Background

The NSW and ACT Greenhouse Gas Reduction Scheme (GGAS) was one of the world’s
first mandatory greenhouse gas emissions trading schemes. GGAS aims to reduce
greenhouse gas emissions associated with the production and use of electricity and to
encourage participation in activities to offset emissions.2
GGAS is a state-based scheme, initially legislated to run from the start of 2003 to the end of
2012, which places responsibility on electricity retailers and wholesale market customers
(‘benchmark participants’) to reduce emissions associated with the electricity used in NSW

2
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The GGAS scheme administrator (the NSW Independent Pricing and Regulatory Tribunal, IPART)
provides more detailed information on GGAS on its website (www.greenhousegas.nsw.gov.au).
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and the ACT.3 As most liable parties do not directly emit greenhouse gases from electricity
production, their ‘attributable’ emissions have to be calculated from an average emissions
rate (or ‘baseline’). They reduce emissions relative to this baseline by surrendering NSW
Greenhouse Abatement Certificates (NGACs) or Large User Abatement Certificates
(LUACs)4 which have been created by registered abatement projects. It is projected that in
the later years of GGAS around 20 million certificates would be required to be surrendered
each year.
Benchmark participants achieve their individual benchmarks by surrendering GGAS
abatement certificates created from project-based emissions reduction activities. The
surrender of the certificates effectively offsets a portion of the greenhouse gas emissions
associated with the benchmark participant’s electricity sales or purchases. If a benchmark
participant fails to surrender enough abatement certificates to meet its mandatory
benchmark, a penalty is payable (currently $12 per t CO2-e of shortfall).5
Project-based emissions reduction activities from which GGAS abatement certificates can be
created include:
•

low-emission generation of electricity (including cogeneration) or improvements in
the emissions intensity of existing generation activities (GGAS Rule 2 —
Generation)

•

activities that result in reduced consumption of electricity (GGAS Rule 3 —
Demand Side Abatement)

•

activities carried out by energy-intensive industries that reduce on-site emissions not
directly related to electricity consumption, including industrial process emissions and
combustion of coal and gas (GGAS, Rule 4 — Large User Abatement)6

•

the capture of carbon from the atmosphere in forests (GGAS, Rule 5 — Carbon
Sequestration).

The effect of these rules is that GGAS covers abatement from the electricity sector and also
recognises eligible abatement from other sectors, including waste processes, industrial
facilities and fugitive emissions from coal mining, as well as recognising greenhouse gas
removals through sequestration in forests.
GGAS has been in operation since the beginning of 2003. At 31 August 2007, there were
199 registered abatement projects. Figure 10-1 shows that most GGAS abatement activity to
date has been under Rule 2 — Generation. Projections by the GGAS administrator show
that this trend is expected to continue.
3

The ACT Government introduced a greenhouse gas abatement scheme on 1 January 2005. The scheme
mirrors the NSW GGAS and is administered by the ACT compliance regulator, the Independent
Competition and Regulatory Commission.

4

Each abatement certificate represents emission reductions or removals of 1 tonne of CO2-e. NGACs are
tradeable, whereas LUACs are not tradeable.

5

As payment of penalties is not tax deductible for businesses, the price that they are willing to pay to avoid
the penalty is actually more than the penalty itself. With an $11 penalty, the effective ceiling for abatement
certificate prices is around $15.70/t CO2-e (based on a 30% corporate tax rate).

6

Definition of a ‘large user’ is currently set at greater than 100 GWh of electricity consumption a year
spread across a corporate entity, with at least one site consuming more than 50 GWh of electricity a year.
Eligible large users who wish to manage their own benchmarks are able to elect to do so under GGAS and
must meet the benchmark obligation associated with their electricity use. For further details, see GGAS
Rule 1 — Compliance and other documentation at www.greenhousegas.nsw.gov.au.
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Figure 10-1: NGAC creation by rule type, January 2003 to August 2007
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2%

Carbon
sequestration ,
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Demand-side
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Generation,
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Source: Data provided to the Taskforce by IPART.

Even though GGAS was established under NSW legislation, credits can be created from
electricity generators anywhere in the interconnected National Electricity Market (NEM).
Victoria, South Australia, Queensland, Tasmania, NSW and the ACT all have projects that
benefit financially from GGAS, and so are all directly affected by a transition to NETS. The
distribution of projected abatement certificate creation under rule 2 in 2010 is shown in
Figure 10-2.
Figure 10-2: Projected NGAC creation under GGAS Rule 2 — Generation, 2010
Victoria
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Tasmania
3%
South Australia
6%

Australian Capital
Territory
1%

New South Wales
25%
Queensland
40%

Note: This estimate is based on potential NGAC creation by existing accreditations, future project
accreditations and relevant applications.
Source: Data provided to the Taskforce by IPART.
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10.3.2

Objectives of GGAS transition

The Taskforce considers that GGAS should not run at the same time as the NETS. Both
schemes seek to establish an emissions price signal in the electricity sector, but they use
different methods. The NETS will be a cap and trade scheme that places the liability to
reduce emissions on direct emitters of greenhouse gases, such as electricity generators. By
contrast, GGAS is a baseline and credit scheme that places liability on electricity retailers and
wholesale market customers.7 In most cases, liable parties under GGAS do not directly emit
greenhouse gases from electricity production.
The transition proposals set out in the following sections have been developed to maintain
investor confidence in abatement projects and emissions trading markets in an equitable way.
The plan attempts to ensure that investments made as a result of GGAS are not adversely
affected by the transition from GGAS to the NETS, but are also not unfairly advantaged.
The plan also aims to minimise unnecessary distortion of the NETS permit market. Finally,
it is also essential that the transition arrangements do not provide incentives for noncompliance with GGAS in its final years (before the NETS commencement).
The following sections cover the identified transition period. Separate arrangements may
need to be negotiated for more recently committed projects.
The transition arrangements in this chapter should be regarded as a starting point. The NSW
Government has established a stakeholder consultation process on GGAS transition issues,
among other things. After consulting with stakeholders, and to the extent that transition
plans interact with the NETS, the NSW Government will need to agree final transitional
arrangements with the Commonwealth Government.

10.3.3

GGAS transition period

The Taskforce considers that, in most instances, the appropriate transition period is from
the commencement of the NETS until the end of 2012, for the following reasons:
•

The legislation which established GGAS originally set a scheme end date of 2012.

•

The NSW Government stated in 2005 that it would extend the scheme until the
establishment of a NETS.

•

Amendments to the Electricity Supply Act 1995 in late 2006 extended the scheme to
2021, unless a NETS were implemented. The amendments allow the government to
terminate GGAS when NSW joins a national scheme.

•

The Discussion Paper anticipated a short transition period from GGAS of ‘the
3 years of potential overlap between the schemes (that is, 2010, 2011 and 2012)’.

•

In February 2007, the Council for the Australian Federation announced that the
states and territories would introduce an emissions trading scheme by the end of
2010 if the Commonwealth Government refused to commit to a national scheme.

However, there may be a small number of abatement project developers who responded to
the extension of GGAS and made commitments to implement longer term projects
(particularly prior to the former Prime Minister’s announcement on 3 June 2007 that the
Commonwealth Government would implement a NETS). The Prime Ministerial Task

7

Including some generators acting as retailers. Large users of electricity can also elect to take responsibility,
in lieu of their retailer, to reduce the greenhouse gas emissions associated with their electricity use.
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Group on Emissions Trading (PMTG) Report acknowledges the need for transition
arrangements to consider this, noting that:
Details for achieving [the transition] would need to be developed further in the design phase of any
trading scheme, and due regard given to those participants [of GGAS] that had invested on the basis of
the current expiry date of 2020. (PMTG Report, p. 137).

10.3.4

Adapt the NETS permit allocation method for fossil fuelled
generators

The Discussion Paper canvassed the option of including the ability to create NGACs in
NEM generators’ estimates for operating profits under the ‘without NETS’ scenario for the
transition period (2010 to 2012). This would be contrasted with estimated operating profits
with the NETS in place. The extent that the generator is estimated to be made worse off
would trigger an eligibility for a free allocation of permits (pp. 188–189).
The Discussion Paper proposed allocating permits to electricity generators that are likely to
be adversely affected by the introduction of the national scheme by a process of estimation.
Estimates would be made of the difference between what a generator’s operating profits
would have been in the absence of the scheme (‘without the NETS’ scenario), and what they
are likely to be when the scheme is put in place (‘with the NETS’ scenario).
Inclusion of the ability to create NGACS in the permit allocation process would mean that
the value of NGACs created during the one, two or three years of overlap would be taken
into account in the ‘without the NETS’ scenario.
The Taskforce recommends that the option proposed in the Discussion Paper be adopted
for generators using conventional fossil fuels, but applied according to the revised allocation
methodology recommended in Chapter 4 of this report. Almost all the generators to which
this approach is applicable are above the 25 kt CO2-e threshold and would be covered
parties under the NETS.
This option would not convert entitlement to create NGACs into NETS permits on a oneto-one basis. Consistent with the revised permit allocation process, it would only estimate
generators’ net effect on profitability in the ‘without NETS scenario’.
To further limit the number of NGACs covered by this option, the NSW Government
could give clear notice to proponents seeking accreditation under GGAS for new projects
that transition mechanisms would not apply to them once they have been given clear notice
of the change to the NETS. NGACs created by new projects before the start of the
transition period would be treated the same as all other NGACs.
In the absence of this transition plan, the scheme developer would only estimate the effect
on, and consider free permit allocation to, generators that will become liable under the
NETS.
The NETS permit allocation method requires a process for estimating generators’ future
profits. This calls for estimations of a large number of factors, including electricity prices,
emissions permit prices, and generators’ costs, output and emission intensities. The only
additional factors required for the recommended GGAS transition mechanism are:
•

the net number of NGACs that would be created in each transition year

•

NGAC value in each transition year.

As with the NETS permit allocation process generally, this recommended process covers
existing generators of a wide age range.
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The Taskforce recommends that this process also consider a small number of GGAS
generators that would not be liable under the NETS because they do not meet the 25 kt
CO2-e threshold and cannot create offsets under the NETS, and for which an ability to
continue to use the GGAS rules would not be consistent with NETS objectives. These
include:
•

small generators, typically using natural gas, with less than 25 kt of CO2-e per year

•

renewable energy generators which for historical reasons have been accredited under
GGAS, not MRET.

As these are all low-emission generators, it is possible that the profit estimation method will
show that they benefit overall from higher electricity prices and will not experience net
adverse effects, and so will not receive any free permits under the NETS.

10.3.5

Transitional offset arrangements

For projects outside sectors initially covered by the NETS, the Discussion Paper proposed
the options of:
•

using NETS offset rules, if the project is eligible

•

if the project is not eligible under NETS offset rules, allowing the project to use the
GGAS rules until 2012 to create offset credits under the NETS (p. 189–190).

The Taskforce recommends that this option be adopted for projects which would have
created NGACs during the transition period and which are:
•

electricity generators that destroy, or avoid the creation of, waste gases from a sector
not covered by the NETS during the transition period
or

•

large user abatement projects that reduce emissions from a sector not covered by the
NETS during the transition period (mainly non-electricity stationary energy,
industrial process and fugitive emissions).

Where companies that have implemented large user abatement projects are also tradeexposed and emissions-intensive, this would need to be taken into account in the calculation
of their allocations of free permits.
This recommended GGAS transition arrangement requires recognition until 2012 of offset
projects with earlier start dates than the likely NETS project eligibility date (see Chapter 7).
While most GGAS projects date from after 2002, some projects started before 1997.
Pre-1997 projects mostly involve electricity retailers that both have a liability under GGAS
and had a Power Purchase Agreement with a low-emission generator in the NEM. The
Power Purchase Agreements pre-date GGAS and were entered into before 1997. When
GGAS was established, its provisions provided credit for this early action. The retailers and
the generators are called ‘deemed retailers’ and ‘Category A generators’, respectively. The
establishment of GGAS created the expectation that deemed retailers would be able to
create abatement certificates until 2012.
Recognition of these projects is primarily a distributional issue, rather than one of
environmental integrity of the national scheme. It is recommended that NETS permits and
offsets used for GGAS transitional arrangements be taken off the total emissions cap under
the NETS. This would reduce the number of permits available for allocation to other
purposes but would not weaken the overall cap on emissions.
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As with the permit allocation transition proposal, the NSW Government could give clear
notice to proponents seeking accreditation under GGAS for new projects that transition
mechanisms would not apply to them, once they have been given clear notice of the change
to the NETS. NGACs created by new projects before the start of the transition period
would be treated on the same basis as all other NGACs.

10.3.6

Recognition of forest sequestration projects

For forest carbon sequestration projects, the Discussion Paper proposed:
•

basing NETS rules on GGAS Rule 5 — Carbon Sequestration (p. 77)

•

automatic registration of existing GGAS projects under the carbon sequestration
offsets regime of the NETS (p. 190).

The Taskforce recommends that this approach be adopted.
The GGAS carbon sequestration rule is due to be amended to accommodate changes to the
relevant Australian Standard, among other matters, but this should not affect the adoption
of this approach.
In addition to the rule, the GGAS scheme administrator has imposed specific conditions on
each project to implement the requirement that carbon be stored for 100 years. This can
ultimately be enforced through a ‘restriction on use’ placed on land titles. Responsibility for
monitoring the ongoing security of sequestered carbon should be transferred to the NETS
regulator, as the projects are likely to continue under NETS administration after the
cessation of GGAS. It is recognised that this transfer may be delayed until the necessary
powers are in place.
The GGAS rule allows accreditation of reforestation/afforestation projects on Kyoto
compliant land (i.e. land planted after 1990). It is recommended that sequestration continue
to be credited for the carbon sequestered by these projects after the commencement of the
NETS. No later threshold date than ‘planted after 1990’ should apply.
See Chapter 7 and Appendix D for further information.

10.3.7

Treatment of unused NGACs after NETS commencement

The Discussion Paper did not discuss the treatment of unused NGACs after enough have
been surrendered to comply with benchmarks until the end date of GGAS. These may be
held by abatement projects in all NEM states, as well as by intermediaries and by some
benchmark participants.
Appropriate treatment of unused certificates is vital to investor confidence in the currencies
of emissions trading (whether NGACs or NETS permits).
One option is that unused NGACs not required for compliance with GGAS obligations
before the end of the scheme be fungible with NETS permits — that is, they could be
exchanged for, or converted to, NETS permits on a one-for-one basis.
Whether this should be allowed is primarily a distributional issue, rather than one of
environmental integrity of the national scheme, as long as NETS permits exchanged for
unused NGACs were subtracted from the total emissions cap under the NETS. This would
reduce the number of permits available for allocation to other purposes but would not
weaken the overall cap on emissions.
This is a once-only effect at the end of GGAS. NETS permits exchanged for unused
NGACs would not necessarily be used in the first year of the NETS; they are bankable, so
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they can be kept for later use. Spread over the early years of the NETS, they would only be a
small proportion of the total NETS market.
The final number of unused GGAS certificates would depend on which future projects and
current applications for GGAS accreditation actually proceed and whether the scheme rules
are amended to restrict the likely surplus.
The Taskforce recognises that fungibility of unused NGACs may have an effect on NETS
permit supply and price, if this is not carefully managed. Depending on the likely number of
permits to be converted in this way, rules could be introduced to soften this effect by
spreading the effect over time, for example by distinguishing ‘ex-NGAC’ permits as such
and constraining NETS liable parties to using less than a certain percentage of these permits
for compliance in any year.

10.3.8

Treatment of GGAS energy efficiency credits

A range of energy efficiency projects are eligible to create NGACs under GGAS. Only
projects in NSW and the ACT are eligible. Some of these would be able to create NGACs
during the transition period if GGAS were not terminated.
The Discussion Paper stated that ‘electrical energy efficiency projects under GGAS are not
proposed to be eligible as offset projects under the NETS’ because of the potential double
counting effect. The Discussion Paper identified the need for complementary measures to
address energy efficiency (p. 189).
GGAS energy efficiency projects are not compatible with NETS offset arrangements, and
complementary measures should be considered (see Chapter 12). If, after assessment and
consideration, a complementary measure is not considered the preferred public policy
option, the NSW and ACT governments could consider other ways to redress the loss of
NGAC revenue for these projects during the transition period, taking into account the
benefit of reduced exposure to higher electricity prices.

10.4

Conclusion

Transitional arrangements for GGAS and the Queensland Gas Generation Scheme that
value investments made in good faith are essential. The proposals in this chapter should be
discussed with stakeholders before final transitional arrangements are agreed between
relevant state governments and the Commonwealth.

It is recommended that, as a starting point for stakeholder consultation:
•

the NETS permit allocation process for liable generators in the NEM
include the value of NGACs that would have been created in the ‘without
NETS’ scenario when assessing any reduction in operating profits
estimated to have been caused by the NETS for the transition period to
2012

•

the NETS permit allocation process for liable generators also be applied to
a small number of sub-threshold generators that would not be liable under
the NETS and could not create offsets under the NETS, and whose
continued ability to use GGAS rules would be inconsistent with NETS
objectives

•

the Commonwealth and NSW governments work together to agree on
detailed estimation methods for future net NGAC creation numbers and
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NGAC values in each transition year
•

for sub-threshold generators that destroy, or avoid the creation of, waste
gases from a sector not covered by the NETS during the transition period,
and for large user abatement projects that reduce emissions from a sector
not covered by the NETS during the transition period, the scheme
regulator:
•

allow use of NETS offset rules, if the project is eligible
or

•
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allow projects not eligible under NETS offset rules to use the GGAS
rules until 2012 to create offset credits under the NETS.

•

GGAS Rule 5 — Carbon Sequestration be adopted as the basis for the
NETS forest carbon sequestration rule

•

existing forest carbon sequestration project accreditations under GGAS be
converted into equivalent accreditations under the NETS when the power
to do so exists

•

responsibility for monitoring forest carbon sequestration accreditation
conditions, including ‘restriction on use’ and other instruments, including
those that apply to NGACs already created, be transferred to the scheme
regulator when the power to do so exists

•

the 1990 baseline date for Kyoto-eligible forest land be retained for currently
accredited forest carbon sequestration projects, so that they can continue to
be credited for the carbon they sequester after the commencement of the
NETS

•

unused NGACs not required for compliance with GGAS obligations before
the end of GGAS be recognised as fully fungible with NETS permits (that is
exchangeable for, or convertible to, NETS permits) on a tonne-for-tonne
basis

•

the number of permits available for allocation under the NETS cap be
reduced by the number of permits required to cover GGAS transition, in
order to maintain the environmental integrity of the NETS cap.
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Linking with international schemes

The introduction of a national emissions trading scheme in Australia raises the possibility of linking the
proposed scheme with similar schemes overseas. This chapter discusses associated opportunities and risks, and
ways in which linking could occur.

11.1

Introduction

The growing recognition of emissions trading as a beneficial approach to reducing
greenhouse gas emissions has prompted the development of numerous trading schemes
around the world. These schemes vary greatly in their design, and range from compulsory
international schemes (such as the European Union Emissions Trading Scheme, EU ETS) to
voluntary schemes (such as the Chicago Climate Exchange).
As recognised by the Prime Ministerial Task Group on Emissions Trading (PMTG) and the
European Commission, a global emissions trading scheme is likely to emerge through linking
of different regional and national schemes.1 Linking domestic schemes to the Kyoto
Protocol Joint Implementation (JI) Mechanism and Clean Development Mechanism (CDM)
will be an interim step towards a global carbon market.
The creation of linkages between emissions trading schemes is generally viewed as an
effective way to increase the availability of greenhouse gas abatement options and reduce
compliance costs for scheme participants.
The introduction of the NETS in Australia raises the possibility of linking the scheme with
similar schemes overseas. There is widespread support for such links. Submitters responding
to the Taskforce’s 2006 Discussion Paper, such as Shell Australia and the Renewable Energy
Generators Association,2 noted that linking may increase the efficiency and/or liquidity of
the NETS and deliver the least-cost response to emissions reductions targets. Others, such
as the Energy Supply Association of Australia, supported linking on the condition that
linking does not disadvantage Australian industry, and stated that linking should only be
pursued with schemes that are underpinned by robust monitoring and reporting systems.3
This chapter:
•

explores the features of emissions trading schemes that can be linked bilaterally to
other schemes (Section 11.2)

•

discusses how an Australian NETS could link bilaterally to overseas schemes
(Section 11.3)

•

provides an overview of how an Australian NETS could link unilaterally to other
emissions trading schemes, particularly the Kyoto Protocol flexibility mechanisms
(Section 11.4).

1

PMTG Report, p. 65; European Commission review of EU ETS
(http://ec.europa.eu/environment/climat/emission/review_en.htm)

2

Submission 116, p. 8, and Submission 73, p. 12, respectively.

3

Submission 84, pp. 3–4.
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11.2

Bilateral linking

Bilateral linking involves the mutual acceptance of permits by two emissions trading
schemes. The rationale for considering bilateral linking is the same as that for introducing an
emissions trading scheme: the scheme allows the overall costs of meeting an emissions cap
to be minimised by allowing firms with a high cost of abatement to purchase abatement
from firms with a low cost of abatement. International linking increases the scope of a
domestic scheme, thereby increasing the likelihood that there will be differences in the
marginal cost of abatement between firms in the new aggregated market. This increases the
range of mitigation options that are available to market participants, allowing the aggregate
emissions cap of the two schemes to be met at a lower cost.
If the two schemes are functioning well, bilateral linking should result in movement towards
a single permit price. Any difference in permit prices before linking should diminish over
time.4
The extent of the price change as a result of linking would be determined, in part, by the
relative size of the two markets. It is likely that a small domestic scheme (such as an
Australian NETS) linking with a large international scheme (such as the EU ETS) would
have only a minimal impact on the permit price in the larger scheme. This is because the
smaller scheme would make up a relatively small proportion of total permits and total trades,
and market participants in the smaller scheme would be likely to be ‘price takers’ in the
combined market.
While bilateral linking may reduce the cost of meeting an aggregated emissions cap, the net
result for the Australian economy would depend on the relative prices prevailing in the two
schemes prior to linking and the abatement opportunities available under the aggregated cap.
The Electricity Supply Association of Australia stated:
… whether Australian participants would benefit from linking with other schemes, and what the
optimal arrangements for trade might be, would have to be assessed in greater detail taking into
consideration a range of issues once the detailed design of the scheme has been progressed.
(Submission 55, p. 3)

The costs and benefits of bilateral linking require further empirical analysis before a
definitive position can be reached on this issue.

11.2.1

Influence of design features on future bilateral linking

Analysis for the Taskforce indicates that bilateral linking of emissions trading schemes is
technically possible between schemes with divergent designs, but linking schemes is easier,
and possibly more beneficial, if the designs are similar.5 The PMTG agreed, stating:
A range of design features could still present a barrier to formal bilateral linking. These include issues
such as differences in targets and scope, and divergent approaches to safety valves and price caps. In
most cases, such differences would make linking more complex, although they should not necessarily be

4

The effects of linking will vary — for example, firms that are net sellers in the cheaper scheme (or the scheme
with the lower carbon price) would be better off after linking, as they would receive a higher price for their
‘excess’ emission permits. Firms that are net buyers in the cheaper scheme would be worse off, as they would
have to pay more for the permits they buy. Conversely, net sellers in the more expensive scheme (or the scheme
with the higher permit price) are likely to be worse off after linking because the price they receive for their
excess credits would decline. Similarly, firms that are net buyers in the more expensive scheme would be better
off, as they pay less for permits. Blyth & Bosi, Linking non-EU emissions trading schemes with the EU Emissions
Trading Scheme, International Energy Agency report COM/ENV/EPOC/IEA/SLT (2004) 6, 2004.

5

Erik Haites, Possible use of Kyoto credits in a national emissions trading scheme, report prepared for the Taskforce
by Margaree Consultants Ltd, 2006.
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seen as absolute impediments if there is an opportunity to reduce global emissions. (PMTG Report,
p. 112)

Some design features that may raise issues for bilateral linking are discussed below. Because
the Taskforce is not proposing bilateral links with any specific overseas scheme at this stage,
a general overview is provided rather than commentary on the requirements for linking with
any particular scheme.

11.2.2

Legitimacy of the trading unit

A prerequisite for trade in any commodity is that both parties recognise the value of the item
being traded. The permits, credits or allowances being traded in each scheme must be
recognised as representing a legitimate reduction in CO2-e emissions that can be credited
towards their respective emissions trading scheme caps. The International Energy Agency
has identified a number of conditions that are typically required for legitimacy of trading
units between schemes to be recognised:6
•

If possible, the unit should represent the same quantity throughout the schemes (for
example, 1 tonne of CO2-e = 1 tonne of CO2-e, no matter where it originates or how
it is created).

•

The rules of the scheme must be stable; in particular, the property rights over the
permit must be secure.

•

The implications for non-compliance must be well defined, and the monitoring and
enforcement regime must be clear.

•

Emissions levels must be verifiable using transparent methodologies for
measurement and reporting (that is, participants may require assurance that the
permits they are purchasing are created using, say, accurate inventories).

•

Firms must only be allowed to surrender each permit once.

•

The process for allocating permits should be transparent and predictable, and the
system for tracking transactions should be efficient and secure.

11.2.3

Coverage

The cost of reducing greenhouse gas emissions will differ between sectors. Therefore,
decisions about sector coverage, coupled with the marginal abatement profile of the sectors
to be covered, will influence the market price of permits. While coverage will affect the
relative price prevailing in the two schemes, it is not in itself a design feature that will pose
any particular structural impediments to future linking. All things being equal, variations in
permit prices will only influence the distribution of gains from trade and not the efficiency of
the market per se. Differences in coverage may raise some important political and equity
issues.

11.2.4

Stringency of the cap

The level of emissions reductions implied by the cap (or ‘level of ambition’ for emissions
reduction) will have a significant impact on the price at which permits trade in the market.
However, as with coverage, this will have little impact on whether or not linking is

6

International Energy Agency, Act locally, trade globally, 2005, p. 125.
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technically possible. Again, the level of ambition may raise some political and equity
considerations.

11.2.5

Banking

If one scheme allows banking and the other does not, firms in the scheme that does not
allow banking would effectively be able to bank anyway. They would do this by developing
contracts with firms in the scheme in which banking is allowed. Those contracts might not
lead to any company-level distortions but could lead to a concentration of banking in one of
the schemes. This may increase the emissions in a given year, across the two schemes,
compared to what would otherwise have occurred without linking. The banking of permits is
therefore one design element that may require some harmonisation prior to linking.

11.2.6

Monitoring, reporting and verification

As noted in Section 11.2.2, a prerequisite for linking is that both schemes recognise the
legitimate value of the permits being supplied to the market. Confidence in this value can be
undermined if the monitoring, reporting and verification process in one of the schemes is
perceived as being less robust than in the other. The standardisation of these processes via
the development of international protocols and methodologies will assist in promoting
international recognition, and will also improve the administrative efficiency of the aggregate
scheme.

11.2.7

Penalties and make-good provisions

Technical problems may arise in linking ‘make-good penalty’ regimes (such as the EU ETS)
and ‘price cap’ regimes. In a make-good regime, if a liable party pays a financial penalty for
non-compliance it is also obliged to make up the shortfall of permits in the subsequent
compliance period. In a price cap regime there is no such obligation, so a low-level penalty will
act as an upper limit on permit prices or a ‘price cap’, since operators have no incentive to
purchase permits at prices above the penalty. The cost of non-compliance is much higher in
a scheme with a make-good provision than in one without it.
The problem in linking such schemes is that the penalty rate in the price cap regime would
effectively cap permit prices for the combined system: if the market price for permits is
higher than the ‘price cap’ penalty, firms in the price cap system would have an incentive to
pay the penalty and sell their permits to firms in the other system.7 As a result of such noncompliance, the overall emissions level in the combined scheme would be greater than if
both schemes operated independently. Therefore, schemes with make-good penalty regimes
may be reluctant to create links with price capped schemes.
However, the absence of a make-good provision does not in itself render linking with makegood schemes impossible. Where the level of the penalty in a scheme with no make-good
provision is set sufficiently high, this will offset the risk that companies will choose to pay
the penalty rather than reduce emissions.

11.2.8

Allocation of permits

The method by which permits are initially allocated significantly affects distributional impacts
of the NETS, but in theory should have little impact on linking schemes.

7
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Wolfgang Sterk et al., ‘Ready to link up?’, in Sterk et al., Joint emissions trading as a socio-ecological transformation,
p. 12.
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The Taskforce’s proposal for assisting electricity generators and trade-exposed, emissionsintensive industries through the allocation of free permits should not pose a barrier to
linking. In fact, as outlined by the PMTG:
This would appear to be a more workable option that would simultaneously deal with competitiveness
issues, provide no barrier to linking with other national scheme, and be readily calibrated to take
account of international developments — for example, as participation in emissions trading expands to
key trade and investment partners and competitor countries. (PMTG Report, p. 76)

Therefore, differences in the methods used to allocate permits initially should not pose a
technical barrier to linking. This is demonstrated by the EU ETS, which allows European
Union member states to develop their own permit allocation plans.

11.3

Bilateral linking of an Australian NETS

The Discussion Paper concluded that bilateral linking may be desirable in the longer term,
but that the principal objective of designing the NETS should be to establish a strong
domestic market that is suitable for Australian needs. Stakeholders generally agreed. For
example, Origin Energy stated:
Origin strongly supports the principle of designing an Australian NETS with the objective of linking
with the emerging international carbon market in mind. However, we also believe that the first priority
should be to design a domestic scheme that is suited to the Australian market. (Submission 81, p. 25)

Some stakeholders stressed the importance of ensuring that the NETS design allowed
possible bilateral links to be developed in the future,8 and that therefore it was essential to
ensure that an Australian NETS design is internationally consistent. For example, BP stated:
BP endorses and encourages international linkage between different emerging schemes, as it provides
benefits such as an expanded pool of potential abatement options and a lower overall cost of achieving
the required reductions. BP recommends that to facilitate future linkage of schemes, emphasis should
be placed on consistency of design elements of the scheme with other international schemes and
standards, particularly in the early phases of development of the scheme. (Submission 130, p. 7)

The Australian Financial Markets Association’s submission noted that international
consistency may also reduce regulatory risk for scheme participants in the future:
… to be inconsistent with international markets presents a significant regulatory risk, since over time
any Australian only scheme that was fundamentally incompatible with global norms would appear likely
to be changed or revoked.
This does not mean that an Australian design needs to blindly follow overseas leads, and cannot be
tailored to Australian conditions. Rather it means that Australian developments should be conducted
with a view to ensuring that later transitions to ever broader and wider markets can be achieved with a
minimum of redesign. (Submission 51. p. 8)

The EU ETS is currently the most obvious candidate for bilateral linking for an Australian
NETS. However, emerging schemes, such as those under consideration in New Zealand and
various states of the United States, could also be considered.
The Taskforce’s position remains that the primary objective should be to design a domestic
scheme for domestic purposes. Therefore, the creation of bilateral links is not a foremost
priority for the NETS at this time.

8

See WWF Australia (Submission 48, p. 34); Energy Retailers Association of Australia (Submission 86,
pp. 23–24); TRUenergy (Submission 93, p. 31); Hydro Tasmania (Submission 27, p. 17); Powerdirect
Australia (Submission 56, p. 5).
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It is recommended that emphasis be placed on designing the NETS with features
that are domestically appropriate but that allow the active consideration of bilateral
links with overseas schemes in the future.

11.4

Unilateral linking

An alternative to bilateral linking would be for the NETS to link ‘unilaterally’ with overseas
schemes. This would allow covered parties in Australia to purchase permits from other
schemes around the world and use them to meet their obligations under the domestic
scheme. There would be no necessity for the overseas schemes to recognise permits created
under the Australian scheme. The two markets would remain separate, and a single permit
price would not necessarily emerge.
In contrast to bilateral linking, unilateral linking may provide an additional ‘safety valve’ for
the permit price in the domestic market. If the price of domestic permits were less than the
price of international permits, covered parties would not use international permits to meet
their obligations under the NETS. If the price of domestic permits were to reach or exceed
the price of the international permits, covered parties would buy international permits
(subject to any quantity limits). The price paid by firms in Australia would then be lowered in
accordance with the quantity of domestic demand that could be supplied by international
permits.
Sustainable Solutions submitted that such an approach may be useful in the initial phase of
the scheme:
… a ‘one way’ approach could be applied, where permits from other schemes (that meet minimum
criteria) could be surrendered for compliance with Australian obligations, but permits generated in
Australia could not be exported: this would help reduce compliance costs in Australia … Such an
approach could probably not be maintained for a long period, but could be a useful phase-in
mechanism. (Submission 1 to the Taskforce’s 2005 Stakeholder Background Paper, p. 3)

The PMTG also strongly supported unilateral linking of a NETS, stating that ‘whether or
not other parties wish to link formally to an Australian trading scheme, Australia should
consider recognising quality credits from other official or unofficial (including voluntary)
schemes.’9
The key focus of unilateral linking for the Taskforce has been the Kyoto Protocol flexibility
mechanisms. The Taskforce has not considered unilateral linking to any other trading
schemes at this stage.

11.4.1

Kyoto Protocol flexibility mechanisms

The Kyoto Protocol establishes several different types of credits that Annex B parties can
use to meet their emissions reduction commitments. These include:

9
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•

Assigned Amount Units (AAUs). In total, AAUs represent the amount of greenhouse
gas that each Annex B party is allowed to emit during the first commitment period
of the Kyoto Protocol. An AAU is a tradeable unit of 1 t CO2-e.

•

Certified Emission Reductions (CERs). Created under the CDM, CERs are tradeable
units of 1 t CO2-e. Afforestation and reforestation CDM project credits are
differentiated from other CDM projects — they are only temporary and expire either

PMTG Report, p. 112.
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at the end of the next Kyoto compliance period (tCERS) or at the end of the project
accrediting period (lCERs).
•

Emission Reduction Units (ERUs). Created under the JI mechanism, ERUs are
tradeable units of 1 t CO2-e.

•

Removal Units (RMUs). RMUs are issued for increased stocks of carbon in forests or
agricultural soils in Annex B parties.

An Australian NETS could allow an emission of 1 t CO2-e by a liable party to be ‘offset’ by a
Kyoto credit that represents a permanent reduction of 1 t CO2-e.10
The EU ETS Linking Directive allows liable parties under the EU ETS to acquit CERs and
ERUs to meet their liability.11 The European Union has placed some restrictions on the types
of Kyoto credits that can be used by liable parties for compliance. Credits generated from
biosequestration projects are excluded, largely because the European Union has concerns
about liability issues resulting from the temporary nature of those credits. In addition,
abatement resulting from the use of nuclear energy facilities is excluded, in line with the
intent of the Marrakech Accords.12
European Union member states also impose limits on the number of Kyoto credits that can
be used by liable parties under the EU ETS.13 These limits are designed to ensure that
member states meet the supplementarity requirements of the Kyoto Protocol.14

11.4.2

Linking an Australian NETS to Kyoto mechanisms

The Discussion Paper proposed that credits from CDM projects (CERs) be recognised as
equivalent to offset credits (and permits) under the NETS.15 Many stakeholders supported
linking the NETS to the Kyoto Protocol flexibility mechanisms.

10

Permanent emissions reductions achieved by CDM projects (CERs) and JI Projects (ERUs) meet this test,
as the emission reductions are independently verified through an international process. AAUs may not
meet this test because some Kyoto parties have allocations in excess of their projected emissions. Similarly,
Removal Units (RMUs) issued for increased stocks of carbon in forests or agricultural soils in Annex B
parties may not meet the test because they rely on the commitment of the host country to maintain the
stock (and may therefore be temporary).

11

EU ETS Linking Directive (2004/101/EC).

12

The Marrakech Accords state: ‘Recognizing that Parties included in Annex I are to refrain from using
certified emission reductions generated from nuclear facilities to meet their commitments under Article 3,
paragraph 1.’ Decision 17/CP.7, FCCC/CP/2001/13/Add.2.

13

All the European Union member state national allocation plans for the period 2008–12 include
supplementarity limits. Germany, for example, has set a limit of 20% based on the allocation of the
installation.

14

‘The use of the mechanisms [International Emissions Trading, CDM, JI] shall be supplemental to

domestic action and that domestic action shall thus constitute a significant effort made by each Party
included in Annex I to meet its quantified emission limitation and reduction commitments under Article 3,
Paragraph 1.’ (Article 1 Draft Decision -/CMP.1 (Mechanisms) contained in Decision 15/CP.7, Marrakech
Accords).

15

The Discussion Paper did not include reference to the Joint Implementation mechanism, as processes and
methodologies for these projects were still in the very early stages of development.
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The Taskforce considers that there are a number of benefits in linking an Australian NETS
to the Kyoto Protocol flexibility mechanisms. These include:
•

integrating Australia into the international carbon market

•

facilitating the transfer of technology from developed to developing countries in a
sustainable way

•

minimising overall transaction costs (Australia needs no additional accreditation
infrastructure to recognise CERs, as international administrative mechanisms are
already in place)

•

raising the profile of CDM and JI activities in Australia.

A small number of Australian companies are already active in the CDM and JI market,
although there is probably scope for greater involvement.
Some stakeholders expressed reservations about unilateral linking, preferring linkages to be
bilateral only. Others expressed support for careful limits to the volume of international
credits allowed in the Australian NETS via unilateral linking, generally because of concerns
about:
•

impacts of international credits on NETS permit prices (the risk that global price
fluctuations may cause instability in NETS permit prices)

•

the risk that unlimited access to international credits would create a price collapse in
the domestic offset market

•

energy security and the need to ensure an energy supply that is not reliant on foreign
fuel inputs

•

the need to prioritise structural adjustment in Australian energy infrastructure, ahead
of investing in greenhouse gas emissions reductions overseas.

11.4.3

Qualitative limits on Kyoto mechanisms credits

The Discussion Paper sought feedback on whether any category of CDM projects should be
excluded from acceptance under the NETS.
There are currently some concerns in the international arena that some CERs may be of
inferior ‘quality’ compared to others. For example, there are concerns about specific project
activities, such as HFC-23 destruction projects16, and whether they are able to deliver the
sustainable development benefits envisaged by the CDM.17
In response, a voluntary CDM ‘gold standard’ has emerged over the past few years, and is
being promoted as a benchmark for measuring the quality of CERs in the areas of
environmental quality (beyond greenhouse abatement) and sustainable development.

16

HFC-23 is a by-product from the production of HCFC-22 (CHClF2), which is used as refrigerant and as a
feedstock for the production of PTFE (polytetrafluoroethylene, or Teflon). The CDM Executive Board
allows credits to be created from projects that incinerate HFC-23 waste streams at HCRC-22 production
plants. The profits from HFC-23 CDM projects pull down HCFC-22 prices. This passes on the wrong
signal to HCFC-22 producers as, under the Montreal Protocol, non-Annex I countries should be gradually
phasing out production capacity for HCFC-22.

17

The key concern about HFC-23 projects stems from the fact that HCFC-23 production will be banned in
developing countries from 1 January 2015, under the provisions of the Montreal Protocol. Therefore, such
emissions reductions will no longer be ‘additional’ after that year.
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Additionally, the United Nations Framework Convention on Climate Change (UNFCCC)
recognised the need for differentiation of CDM projects, and established two nonpermanent CERs to account for the nature of emissions reductions from afforestation and
reforestation projects. As a result, some CDM credits are labelled as either temporary CERs
(tCERs) or long-term CERs (lCERs).
The Taskforce does not propose that any types of CERs or ERUs be excluded on the basis
of their perceived quality. The Taskforce supports the approval processes established under
the UNFCCC.
The exception is in relation to tCERs and lCERs. Given the likely administrative difficulties
associated with managing inclusion of temporary credits in the NETS, and the very low
materiality of such projects in the CDM context (only six approved projects out of a total of
2000), it is proposed that these credits not be accepted in the NETS. Should afforestation
and reforestation projects become more numerous over time, this issue could be reviewed by
the scheme developer.

11.4.4

Quantitative limits on Kyoto mechanisms credits

The Discussion Paper asked whether some limit should be placed on the volume of CERs
that would be recognised as offset credits under the NETS and what form that limit could
take. The paper suggested that the limit could be a quantitative limit (such as a percentage of
total emissions for any particular year) or take the form of an additional eligibility test (such
as requiring an Australian business to be involved in the CDM project).
As discussed above, some stakeholders supported a limit on the volume of international
credits allowed into the NETS. These stakeholders were concerned that unlimited volumes
of international credits would significantly reduce the incentive for investment in domestic
abatement, and potentially delay investment in long-lived, low-emitting infrastructure in
Australia.
Other stakeholders strongly argued against limits to international credits, claiming that
restricting international credits would limit low-cost emissions reduction opportunities, and
that this would work against one of the key objectives of the NETS — achieving greenhouse
gas reductions at least cost.
The international community has recognised the issue of ‘importing’ emissions reductions,
and introduced the concept of ‘supplementarity’. The Kyoto Protocol states that
international emissions trading ‘shall be supplemental to domestic actions’ for developed
countries achieving their Kyoto Protocol targets.18 However, the protocol does not attempt
to quantify supplementarity limits. The European Union was the first jurisdiction to attempt
to quantify supplementarity. The European Commission has defined it to mean that a
country can use Kyoto units (i.e. CERs and ERUs) to make up a maximum of 50% of the
difference between its projected emissions in 2010 (or in 1990 or 2004 — whichever is the
greatest) and its average annual economy-wide Kyoto target.
Another objective under the UNFCCC is to ensure that the energy and emissions intensities
of developed countries should converge with those of developing countries over time. To
strengthen Australia’s credibility in future international negotiations, it will be important to
ensure that the NETS is consistent with the principles of the UNFCCC. Therefore, in order
for the NETS to drive reductions in Australia’s emissions intensity, it is proposed that a limit
on international credits be applied.

18

Kyoto Protocol, Article 17.
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The Taskforce proposes that the NETS adopt a limit on acceptance of international offset
credits for an interim period until future international permit price pathways, permit prices
under the NETS and their implications become clearer. The Taskforce proposes that the
limit be established by the scheme developer, as follows:
•

The limit should be based on a nominal share of the effort required (the difference
between business-as-usual emissions and the emissions cap in covered sectors),
which would then be divided by the scheme cap to derive a percentage limit. The
limit would then be enforced at the facility level, meaning that, in any given year, a
covered party would be allowed to surrender CERs and ERUs equivalent to a
maximum of the percentage limit applied to its verified emissions in that year.

•

Limits on international offset credits should be reviewed at the time of the first
scheme review (year 5). That review would be announced to the market at the
beginning of the scheme.

It is recommended that unilateral linking with the CDM and JI mechanisms be
achieved by recognising CERs and ERUs as equivalent to offset credits (and
permits) under the NETS. This would allow firms to use CERs and ERUs to meet
their obligations under the scheme.
It is recommended that tCERs and lCERs not be accepted under the NETS, but
that no other qualitative limits be placed on the acceptance of CERs and ERUs
under the NETS.
It is recommended that limits be placed on the volume of CERs and ERUs used
for compliance under the NETS, and that the overall limit be decided by the
scheme developer.

11.4.5

Institutional arrangements for unilateral linking to the Kyoto
mechanisms

The Taskforce proposes that the NETS allow unilateral linking to the CDM and JI
mechanisms from the outset of the scheme. This would allow covered parties to acquit
CERs and ERUs to meet their liability under the NETS.
This is consistent with the PMTG’s recommendation to promote links between comparable
schemes, and encourages developing countries’ participation in emissions trading.
Specific arrangements need to be made following ratification of the Kyoto Protocol to allow
this form of linking to occur.
This section outlines the institutional arrangements for enabling Australian firms to acquit
CERs and ERUs to meet their liability under the NETS.
The Kyoto Protocol was designed to allow participation in international emissions trading by
organisations, including companies. To date, all Annex B parties’ national emissions
registries include provisions to give effect to that intention.
All European Union member states allow companies to hold accounts within their national
emissions registries and to trade Kyoto credits using those accounts. In the United
Kingdom, for example, three categories of users are eligible to open accounts in the national
registry:
•
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operators — liable entities with mandatory emissions reduction targets under the EU
ETS

Linking with international schemes
•

verifiers — which use accounts to verify the emissions of the operators by which they
have been appointed

•

individuals/organisations — all other users, including companies, charities, traders and
brokers that wish to participate in emissions trading.

Some Annex B countries have yet to finalise their national registry systems. There is a strong
likelihood that these countries will allow both individuals and organisations (including
companies) to hold accounts, given that the Kyoto Protocol is specifically designed to allow
this kind of participation, and the precedents established in the EU ETS.
In Australia it will also be necessary to establish a Designated National Authority (DNA) to
authorise entity level participation in Kyoto mechanisms.

It is recommended that:
•

the NETS registry be linked to the UN’s International Transaction Log
(ITL) to allow CER and ERU transfers to take place

•

a broad range of entities, including individuals, corporations, verifiers and
operators, be permitted to open accounts in that registry

•

the scheme regulator be given the role of Designated National Authority
(DNA) to authorise participation of companies in projects implemented
under Kyoto mechanisms.
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Complementary measures and strategies

A NETS will be the key component of the response of the Commonwealth, state and territory governments to
climate change. However, it will need to be complemented by a range of programs in Australia, and by
engagement in international action.

12.1

The need for complementary measures

The first essential element of climate change policy is carbon pricing … But the presence of a range of
other market failures and barriers mean that carbon pricing alone is not sufficient. (The economics of climate
change, the Stern Review, p. 349)

The national emissions trading scheme (NETS) will cap emissions and create an explicit
price for greenhouse gas emissions in the sectors covered by the scheme. However, the
Commonwealth, state and territory governments and many stakeholders believe that an
emissions price alone will not be sufficient to drive Australia’s transition to a low-carbon
economy.
Complementary measures will be required in a number of areas:

1

•

Driving emissions reduction in sectors not covered by the NETS. In the initial stages of the
NETS, it is proposed to exclude the waste, agriculture, and land use, land use change
and forestry sectors. Efforts should still be made to identify and drive emissions
reductions in those sectors through alternative policy tools to ensure that they
contribute to long-term emissions reductions.

•

International negotiations. Australia alone cannot affect the rate of climate change.
Australia must contribute effectively in international negotiations to help bring about
effective international action to reduce global greenhouse gas emissions.

•

Research, development and demonstration of new technologies and abatement opportunities. New
technologies will be needed to achieve emissions reductions. Policies will be required
to support innovations in Australia and to participate in international efforts.

•

Areas where non-price barriers predominate. For example, in the field of energy efficiency,
there are well-documented cases where the financial incentives faced by different
groups (such as landlords and tenants, or builders and purchasers) might not be well
aligned, at least in the short-term. Additional policy measures will be required to
overcome these barriers.

•

Informing, educating and persuading individuals to respond to climate change.

•

Implementing strategies to adapt to the impacts of climate change. Even if no greenhouse gases
were emitted from tomorrow, the accumulated momentum behind climate change
would ensure that global mean temperatures would still continue to rise over the
next 30 to 50 years. Therefore, measures are needed to adapt to the unavoidable
impacts of climate change in Australia.1

Stern, The economics of climate change, pp. 319, 345, 346.
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A separate but related set of policies will also be needed to facilitate adjustment to the
NETS. Two potential areas where complementary policy may be needed to assist with
adjustment are:
•

assistance for households, in particular low-income households, to manage increased
energy prices as a result of the NETS

•

assistance for particular groups of workers or regions, needed as a result of structural
changes to the economy driven by the NETS.

The auction of permits will generate revenue that could be directed towards funding
complementary measures. While recognising that it is not desirable to directly link auction
revenue to funding complementary measures, the Prime Ministerial Task Group on
Emissions Trading (PMTG) stated:
… there is merit in the broad principle that revenues raised are best directed to meeting the abatement
challenge that has prompted Australia to consider adopting emissions trading. (PMTG Report, p. 118)

The Taskforce agrees that revenue from the auction of permits could potentially be directed
towards assisting parties adversely affected by the introduction of the NETS, or used to fund
other complementary emissions reduction measures.
The Commonwealth Government and state, territory and local governments already operate
a range of greenhouse gas emissions reduction measures. Upon the introduction of the
NETS, it will be essential to ensure that all other greenhouse programs and policies are
designed to complement, and do not hinder, the efficient operation of the NETS. The
Taskforce agrees that implementation of the scheme will require a cooperative and
comprehensive review of all existing greenhouse programs to ensure that the NETS is able
to operate effectively as part of a coherent and streamlined package of national greenhouse
measures.
Effective complementary policies will:
•

address market failures that are not overcome by an emissions price alone (i.e. where
the emissions price does not create sufficient incentive to reduce emissions, for
example due to lack of information available to consumers)

•

be the most cost-effective means of addressing the market failure compared with all
alternative policy options, and achieve emissions reductions at a price similar to the
NETS permit price

•

be subject to review and evaluation from time to time.

Economic circumstances and other factors influencing the need for complementary
measures vary significantly between regions and jurisdictions in Australia, and a nationwide
‘one size fits all’ response would be inappropriate. Differences between the states’ and
territories’ natural resource endowments, the composition of their industrial bases, the
nature of their energy markets, and their climatic conditions and corresponding energy
consumption patterns all mean that a sensible pattern of complementary measures will vary
to some degree by jurisdiction. Therefore, state and territory governments will play an
essential role in delivering many complementary measures.
The role of the Taskforce is to develop a recommended design for a NETS, so
comprehensive analysis and recommendations on other measures to address climate change
in Australia are outside the scope of this report. Instead, this chapter endeavours to provide
a high-level overview of the need for cost-effective measures to complement the NETS by
enhancing its efficiency and driving abatement in sectors not covered by the scheme.
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This chapter:
•

outlines how support for the research, development and demonstration (RD&D) of
new technologies will be essential, particularly in the early stages of the NETS
(Section 12.2)

•

describes potential complementary measures for sectors covered by the NETS
(Section 12.3)

•

overviews the role of non-covered sectors in achieving national emissions reductions
and the need for complementary measures in those sectors (Section 12.4)

•

looks at the specific measures that can be implemented to assist households,
particularly low-income households, in the introduction of the NETS (Section 12.5)

•

highlights the need for Australia to engage actively with the international community
to take action on climate change (Section 12.6).

12.2

Research and new technologies

In all major emitting sectors, new low-emissions technologies will be needed to achieve
significant emissions reductions. RD&D of new low-emission and zero-emission
technologies is an essential complement to emissions trading in both the covered and the
non-covered sectors.
As highlighted in the Commonwealth Government’s 2004 Energy White Paper, ‘Australia’s
relatively small size in the global economy means it cannot be a leader in all technologies’
and it must carefully consider its unique needs and capacities.2 In particular, Australia should
focus on RD&D support in areas where we are:
•

market leaders — technologies in which Australia has a strategic interest and cannot
rely on international activity (e.g. because the technology is geographically or
resource dependent) and/or has a sustainable technological edge

•

fast followers — technologies in which Australia has a strategic interest but for which
domestic efforts should focus on supplementing international developments and on
adopting those technologies quickly when they become available.3

While the NETS will provide some incentive for development of new technologies, as stated
by the Business Council of Australia, the NETS will not be sufficient:
A ‘cap and trade’ scheme will set a price for carbon globally or within Australia but this may not be
sufficient to ensure the development and deployment of technology to support emissions reductions.
As a priority there will be a requirement for policies to support ongoing research and development,
including linked international efforts to identify and develop low-emissions technology, clean coal
technology and renewable energy sources.4

The Taskforce agrees that the NETS is no substitute for an effective RD&D program. The
NETS will establish a long-term price path, which will provide some incentives to progress
RD&D of low-emissions technologies. However, ‘such “technology pull” needs to be
complemented by an active “technology push”.’5

2

Australian Government, Securing Australia’s Energy Future, 2004, p. 163.

3

Australian Government, Securing Australia’s Energy Future, 2004, p. 169.

4

Business Council of Australia, Strategic framework for emissions reductions, April 2007, p. 5.

5

PMTG Report, p. 127.
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As illustrated in Figure 12-1, the emphasis on ‘push’ or ‘pull’ mechanisms varies, depending
on the stage of development of the particular technology. An emissions trading scheme can
play a key role in the later stages of the innovation cycle, assisting with the commercialisation
and diffusion of new technologies, while complementary measures, such as government
funding and support, are essential in the earlier phases of development.
This view was supported by the Australian Business and Climate Group. In its report calling
for a national low-emissions technology strategy, the group stated that, in the initial stages of
the NETS, complementary measures are essential to drive RD&D and first-of-a-kind largescale commercialisation of technologies, because:
•

there is a need to lower the cost of breakthrough low-emissions technologies

•

risk sharing of technology development is needed to accelerate the availability of
breakthrough technologies to hasten progress towards stabilisation goals and limit
costs of deep cuts in emissions

•

it will create opportunities to export know-how about proven new energy
technologies (Australia is the world’s largest exporter of coal, a major gas exporter
and, increasingly, a supplier of renewable energy technologies such as solar
photovoltaics)

•

demonstrating breakthrough technologies will boost the confidence of international
markets, which in turn will accelerate deployment.6

Figure 12-1: Steps in the innovation chain

Source: The Stern Review, p. 396

Emissions pricing and RD&D policies can therefore be implemented simultaneously at
different stages of the development and deployment of new technologies, and will tend to
enhance the effectiveness of each other.

6
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Australian Business and Climate Group, Stepping up: accelerating the deployment of low emissions technology in
Australia, August 2007.
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12.3

Complementary measures for sectors covered by the
NETS

12.3.1

Stationary energy sector

The stationary energy sector is characterised by large, capital-intensive, long-lived assets.
While an emissions price will assist in directing investment into lower-emissions stationary
energy plants, non-price barriers will mean that additional measures may be needed to drive
change in this sector, in particular to:
•

drive innovation in new low-emissions energy technologies

•

encourage deployment of existing renewable and low-emissions technology

•

drive energy efficiency.

12.3.1.1

Accelerating innovation in low-emissions technology

As highlighted in Section 12.2, the NETS will be important in driving the development of
new low-emissions technologies, but not sufficient. Public funding for RD&D will be
essential in the stationary energy sector, particularly in the area of clean coal, carbon capture
and storage (CCS) and new renewable energy technologies, such as geothermal.
The cost of meeting different emissions caps under the NETS depends crucially on the
availability of new low-emissions technologies, particularly for CCS.
The Commonwealth, state and territory governments are already providing significant
RD&D funding for the stationary energy sector, both for clean coal and for renewable
generation technologies. This support will need to be continued. Examples of key programs
include:
•

the Commonwealth Government’s Low Emissions Technology Demonstration
Fund ($500 million over 15 years)

•

the Victorian Energy Technology Innovation Strategy ($190 million)

•

the NSW Renewable Energy Development Fund ($40 million)

•

the Queensland Future Growth Fund ($300 million for clean coal technology).

A list of existing Commonwealth, state and territory government RD&D programs is set out
in Appendix E.
12.3.1.2

Encouraging deployment of renewable energy technologies

Renewable energy is likely to play an important role in a future carbon-constrained world.
The industry is in the early stages of development in Australia, and its continued
development is an important element of efforts to position Australia for a low-carbon
future. The Commonwealth Government’s review of the Mandatory Renewable Energy
Target (MRET) stated that ‘if Australia does not invest in renewables in the short term, it
may become difficult to realise the full benefits they offer in the longer term’.7
The most significant barrier to take-up and deployment of renewable energy technologies is
their high cost of production relative to traditional forms of generation (and higher prices

7

Australian Government, Renewable opportunities: a review of the operation of the Renewable Energy (Electricity) Act
2000, September 2003, p. xix.
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relative to existing prices in energy markets). Renewable energy generation technology is
more expensive than traditional forms of generation for a number of reasons, including
higher capital and operating costs, lack of economies of scale at start-up and, until the start
of the NETS, the absence of markets that value its positive greenhouse contributions.
The NETS will provide incentives for the deployment of renewable energy through higher
electricity prices. The strength of the incentive will depend on the scheme design, primarily
the stringency of the emissions caps, and subsequent emissions prices.
If permit prices under the NETS are not high enough to encourage sufficient additional
activity in the renewable energy industry, separate measures can be applied and operate in
parallel to the NETS. Potential policies to encourage deployment of renewable and lowemissions technologies include the schemes with emissions targets, financial incentives, and
national marketing and education programs.

Renewable and low-emissions energy targets and schemes
To date, the major existing policy mechanism to encourage additional investment in
renewable energy projects in Australia has been the Commonwealth’s MRET. In addition,
some states have developed renewable/low-emissions energy schemes, including the
renewable energy targets of Victoria, NSW, Western Australia and the ACT, and the
Queensland 18% Gas Target and Renewable and Low Emissions Energy Target.
Renewable energy target schemes operated by the Commonwealth, state and territory
governments are primarily industry development schemes, not emissions reduction schemes.
In their current format, these schemes can quite readily operate in parallel with the NETS.
The Business Council for Sustainable Energy agreed, stating:
Renewable energy target schemes such as MRET, VRET and now the NSW Renewable Energy Target
all need to continue in parallel with emissions trading. These schemes have objectives beyond
abatement related to technology development (these schemes should be seen as part of a broader
international effort) and industry development. Abolition of these schemes would be a significant
sovereign risk issue with several hundred million dollars of investment associated with these schemes.
(Submission 62, p. 8)

Individual state-based schemes have been developed following the decision of the previous
Commonwealth Government not to extend the MRET. However, the current
Commonwealth Government has committed to ensuring that the equivalent of 20% of
Australia’s electricity supply (approximately 60,000 GWh) is generated from renewable
sources by 2020. This will include increasing the MRET to 45,000 GWh per year by 2020, in
addition to the 15,000 GWh of existing renewable capacity.
There would be scope for rationalising existing state-based schemes into a single national
program if:

8
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•

the level of the new national target were sufficient to encompass all existing statebased commitments8

•

eligibility requirements were consistent with existing state-based scheme rules

•

the program were to drive uptake of renewable energy in each jurisdiction as
designed in the original schemes, without altering investment incentives already in
place.

This figure would include the estimated targets from MRET, VRET, NRET, RETWA and QLET in 2020.

Complementary measures and strategies

Financial incentives for domestic renewable systems and tax deductions
Financial incentives can reduce the cost and/or improve the return (to consumers) of
installing renewable or low-emissions technologies on a small scale. Incentives include:
•

feed-in tariffs

•

rebates

•

innovative financing for small-scale renewable energy systems

•

tax deductions for renewable or low-emissions technology investments.

National renewable energy marketing and education
GreenPower is a national accreditation program that sets stringent environmental and
reporting standards for renewable energy products offered by electricity suppliers to
households and businesses across Australia. The GreenPower brand has the potential to
stimulate significant uptake of renewable energy by consumers in a cost-effective way. There
is an ongoing role for the Commonwealth, state and territory governments to raise the
profile of the GreenPower program and provide leadership by committing to purchase a
proportion of their energy needs as GreenPower.
A more detailed list of existing Commonwealth, state and territory government programs to
support the renewable and low-emissions energy sector is set out in Appendix E.
12.3.1.3

Energy efficiency

Energy efficiency has an important role to play in addressing greenhouse gas emissions from
the energy sector, as well as in reducing the energy costs faced by households and businesses.
Exploitation of opportunities for energy efficiency can:
•

provide a positive financial return to businesses and households

•

reduce the abatement task to be achieved by the NETS, resulting in lower emissions
prices than would otherwise be necessary to achieve the same total level of
abatement.

There are considerable barriers to achieving substantial improvements in energy efficiency.
The Productivity Commission Inquiry into Energy Efficiency9 found the most important
barriers to the adoption of privately cost-effective energy efficiency improvements are:
•

a failure in the provision of information

•

the different incentives facing those who take decisions about installing energyefficient products and those who might benefit from using them (e.g. building
owners and tenants).

The PMTG stated:
While pricing emissions will lead to some improvements in energy efficiency, there is evidence that
households and firms do not always take up opportunities for seemingly cost effective improvements in
energy efficiency … This suggests a role for well-targeted energy efficiency policies that would
complement the introduction of an emissions trading scheme. (PMTG Report, p. 134)

There is scope for significant improvements in energy efficiency in Australia. Analytical work
undertaken in the development of the National Framework for Energy Efficiency indicated
9

Productivity Commission, The private cost effectiveness of improving energy efficiency, 2005.
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that, on a national basis, energy consumption in the manufacturing, commercial and
residential sectors could be reduced over a 12-year period beyond business-as-usual levels by:
•

between 7% and 13%, with the adoption of current commercially available
technologies with paybacks of less than 4 years (average payback of around 2.2 years)

•

between 15% and 22%, with the adoption of currently commercially available
technologies with an average payback of 4 years.

Practical experience in Australia and overseas indicates that policy intervention can
accelerate energy efficiency improvements:
•

The Victorian EPA industry greenhouse program is delivering emissions savings of
over 1 Mt CO2-e per year from a requirement for EPA licensees to implement
energy-efficiency improvement opportunities with a payback of three years or less.
These energy efficiency improvements have resulted in annual energy cost savings to
business of $34 million.10

•

The NSW Greenhouse Gas Reduction Scheme (GGAS) delivered approximately
8.5 Mt CO2-e of greenhouse gas emissions reductions in 2006 (including deemed
future savings relating to actions in that year) through energy-efficiency projects.11

•

California’s building and appliance energy-efficiency standards have reduced energy
costs for individuals and businesses in California by US$56 billion since 1975. These
standards are expected to save another US$23 billion by 2013.12

Given the positive economic benefits of energy efficiency and the unrealised potential for
energy-efficiency improvements in Australia, the Taskforce recommends that efforts be
made to drive uptake of energy efficiency, including through accelerating the National
Framework on Energy Efficiency, with clear actions and timetables.13
A more detailed list of existing Commonwealth, state and territory government energy
efficiency programs is set out in Appendix E.

12.3.2

Carbon capture and storage

As outlined in Chapter 2, it is recommended that CCS sites be defined as liable parties under
the NETS, and that the accounting approach proposed in the new Intergovernmental Panel
on Climate Change guidelines be adopted for accounting for emissions from CCS projects in
Australia.
A key requirement before any CCS projects can be established in Australia is an appropriate
legislative and regulatory framework for CCS. Currently, there is no comprehensive
legislative framework for projects in Australia. Some jurisdictions have legislation or
regulations that cover aspects of CCS, including the following:

10

Environment Link Pty Ltd, The EPA Victoria Industry Greenhouse Program — the story so far, report prepared
by for EPA Victoria, 2006 (http://www.epa.vic.gov.au/greenhouse/success.asp).

11

NSW Independent Pricing and Regulatory Tribunal, Compliance and operation of the NSW Greenhouse Gas
Reduction Scheme during 2006: report to minister, July 2007.

12

California Public Utilities Commission and California Energy Commission, Energy efficiency: California’s
highest-priority resource, June 2006.

13

Council for the Australian Federation, communiqué, 9 February 2007 meeting, p. 4.
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•

The Petroleum Act 2000 (SA) and Petroleum and Gas (Production and Safety) Act 2004
(Qld.) provide for transport by pipeline and storage in natural reservoirs of
substances including CO2.

•

The Commonwealth, state and Northern Territory Petroleum (Submerged Lands)
Acts provide a mechanism for authorising and regulating the capture and storage by
a production licensee of CO2 separated from the petroleum stream in a licence area,
as part of the integrated petroleum operations of the licensees. CCS streams from
other sources, such as power stations, cannot be authorised for offshore CCS under
these Acts.

The Australian Business and Climate Group believes that the regulatory uncertainty
surrounding CCS projects is compounding the already high costs of demonstration and
deployment of this breakthrough technology. These issues need to resolved promptly to
accelerate project development.14
The Commonwealth, state and territory governments are working to develop a framework
that will enable CCS projects to be undertaken. It is expected that nationally consistent
legislation will be developed under the auspices of the Ministerial Council on Mineral and
Petroleum Resources and put in place to assist in this task. The council has identified six key
issues as essential to developing a CCS regulatory framework:
•

assessment and approvals processes

•

access and property rights

•

transportation issues

•

monitoring and verification

•

liability and post-closure responsibilities

•

financial issues.15

12.3.3

Fugitive emissions

As highlighted in Chapter 2, there is significant variation in the accuracy of measurement and
estimation methodologies for fugitive emissions. In particular, the current level of accuracy
for estimates of emissions from open-cut coal mines is low. CSIRO and the Australian Coal
Association Research Program are undertaking research in this area.16
In relation to abatement potential for fugitive emissions:
•

in the natural gas industry, CCS appears to be the only likely viable abatement
solution

14

Australian Business and Climate Group, Stepping up: accelerating the deployment of low emissions technology in
Australia, August 2007, p. 8.

15

Ministerial Council on Mineral and Petroleum Resources, Regulatory guiding principles for carbon dioxide capture
and geological storage, 2005.

16

CSIRO and the Australian Coal Association Research Program have been working to develop the
methodologies and equipment to provide data on greenhouse gas emissions from open-cut mines.
For further information, see http://www.det.csiro.au/science/e_e/e_e_topics.htm#greenhouse, and
http://www.acarp.com.au.
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•

for underground coal mines, ongoing work to develop technologies that will use the
very low concentrations of methane in waste mine ventilation air will be required
(CSIRO is working in this area).17

12.3.4

Transport sector

According to the Intergovernmental Panel on Climate Change:
There are multiple mitigation options in the transport sector, but their effects may be counteracted by
growth in the sector. Mitigation options are faced with many barriers, such as consumer preferences
and lack of policy frameworks.18

Preliminary investigations by the Taskforce suggest that including transport in the NETS is
unlikely to drive significant abatement in that sector, at least in the short term, for several
reasons:
•

Transport demand is relatively insensitive to the price of fuel. The Bureau of
Transport and Regional Economics’ transport elasticities database indicates that the
short-term price elasticity of demand for petrol (Australia-wide) is very inelastic
(around –0.1, with a long-run elasticity of –0.5). The bureau has made projections of
future transport emissions in Australia based on high fuel price estimates. These
projections show that, if fuel prices were to follow the United States Energy
Information Adminstration’s high fuel price projections, they would be 68% higher
than under ‘business as usual’ by 2020, but emissions would only be 8% lower than
under business as usual.

•

There are no ‘breakthrough’ technologies currently available, or likely to become
available in the short to medium term, that could replace current transport
technologies with low- or zero-emissions alternatives.

•

Even when new technologies become available, it will take time for the existing stock
of vehicles to be replaced.

•

The existing urban form, residential and work locations, and freight logistics
infrastructure are essentially fixed in the short term.

Compared with the electricity generation sector, there has been comparatively little
concerted policy attention on how emissions could be reduced in the transport sector, and
which policies would be required to encourage cost-effective reductions. Given the size of
transport emissions, and the apparent difficulty in reversing current trends, this is obviously
an area where more coordinated government analysis and policy development is warranted.
The key areas for reducing emissions from passenger and freight transport include:
•

fuel efficiency — through the development and introduction of lower and zeroemissions vehicle technology to Australia

17

CSIRO has investigated and developed technologies for capturing and utilising coal mine methane from
mine ventilation air and drainage systems. Mine ventilation air has a low methane content, making it
difficult to use economically as an energy source. CSIRO has developed technologies to use the mine gas,
including the methane catalytic combustion gas turbine.
http://www.det.csiro.au/science/e_e/e_e_topics.htm#greenhouse

18

IPCC, ‘Summary for policy makers’ in Climate change 2007: mitigation. Contribution of Working Group III to
the Fourth Assessment Report of the Intergovernmental Panel on Climate Change, 2007, p. 19.
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•

fuel switching — including the use of alterative fuels and new technologies such as fuel
cells

•

reductions in transport demand — through shifts from private to mass passenger
transport and through reductions in kilometres travelled (through better planning for
land use and urban form).

The developers of complementary measures in the transport sector need to recognise that
Australia is a small market and a transport technology ‘taker’. We have a limited ability to
influence the development of low-emissions vehicle technology.
While the Taskforce has not yet undertaken detailed analysis of policy options for the
transport sector, it considers that the following options should be considered further by the
Commonwealth Government and state and territory governments:
•

fuel efficiency and emissions standards for new vehicles19

•

government fleet purchasing policies — given the importance of ex-government fleet cars
in the second-hand vehicle market and as a component of the overall fleet mix,
government fleet purchasing policies should take greenhouse implications into
account

•

fringe benefits tax incentives — current tax incentives encourage greater use of leased
cars

•

vehicle registration fees and stamp duty — fee structures should not create disincentives to
purchase lower emissions vehicles

•

support for the development of second-generation biofuels — greenhouse benefits from firstgeneration biofuel technologies are at best marginal, but improvements in biofuels
production systems could lead to greater benefits.

Governments can also influence the capacity of the community to adapt to rising fuel prices.
In particular, governments should consider land-use and urban form planning, with a view to
reducing the number and average length of trips, and the provision of public transport
services.
A more detailed list of current Commonwealth, state and territory government
emissions-reduction programs for the transport sector is in Appendix E.

12.3.5

Industrial processes

Industrial process emissions include emissions of synthetic gases and emissions of carbon
dioxide as a result of non-combustion processes in industry, such as reduction of iron ore,
calcination in cement and lime manufacture, and anode reduction in aluminium smelting.

19

Current Australian standards do not directly regulate the amount of CO2 that a vehicle can emit. The
FCAI has a voluntary code that states ‘Pursue progressive reductions in national average fuel consumption
(NAFC) for new passenger cars, consistent with the achievement of a target equivalent to 6.8 litres per 100
kilometres for 2010’. However, the currently available evidence suggests that this overall target is unlikely
to be met. Australian Bureau of Statistics surveys of motor vehicle usage have shown overall average fuel
consumption rates (L/100 km) for petrol passenger vehicles of 11.4 (in 1998), 11.2 (1999), 10.8 (2002),
11.0 (2003), 11.1 (2004) and 11.4 (2005). This increase is probably due to the increasing numbers and
proportion of four-wheel drive passenger vehicles in the vehicle fleet. Achieving reductions in CO2 and
noxious emissions will probably require legislated CO2 targets, such as those in the European Union,
together with tightening of emissions standards.
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Industrial process emissions in Australia are relatively small but are projected to grow rapidly
to 2020. Australian Greenhouse Office projections show industrial process emissions
increasing to 153% of their 1990 level by 2010 and to 175% by 2020 — a projected rate of
growth marginally higher than that of stationary energy emissions and second only to that of
transport emissions. Current capacity to abate these emissions is limited, and achieving
reductions is likely to require new technologies and production methods.
Complementary measures to reduce industrial process emissions should include regulatory
approaches for the management of some emissions (PFCs, HFCs and SF6).
Research and development efforts will be particularly important in reducing industrial
process emissions. Significant work is already underway in a number of industries.
In Europe, the iron and steel industry and European governments are collaborating on the
ULCOS139 initiative, which aims to reduce emissions from steelmaking by 50% by 2030. The
initiative is currently pursuing nine broad pathways to achieve the reduction, but will narrow
these down to one or two ‘breakthrough’ technologies for further development in 2009. It is
intended that a five-year pilot phase will follow, and then a 10- to 15-year period of steady
commercialisation.
The International Iron and Steel Institute is running the CO2 Breakthrough Program, which
includes a number of research and development efforts in different parts of the world.
Australia’s steelmakers are taking part in the program and are represented on the steel
working group of the Asia–Pacific Partnership on Clean Development and Climate.
The aluminium industry is investigating a number of new technologies that may significantly
reduce process emissions from aluminium smelters, such as the use of inert anodes (anodes
made from non-carbon sources), drained cathodes, continuous pre-baked anodes and lowtemperature electrolysis.

12.4

Complementary measures for non-NETS sectors

Some sectors of the Australian economy are not suited to initial inclusion in the NETS, so
alternative measures will be needed to drive abatement in those sectors. Complementary
policies and programs in non-NETS sectors should aim to ensure that the implicit emissions
price in the non-covered sector equals the emissions price in NETS sectors.
The Taskforce recommends a mechanism by which the NETS can drive emissions
reductions in non-covered sectors directly by allowing the creation of offset credits from
those sectors. Offsets provide access to low-cost abatement across a broader portion of the
Australian economy, while acting as incentives for early activity in non-capped sectors that
may be included under the NETS in the future (for further discussion of offsets, see
Chapter 7).
Incentives for emissions reduction projects for offset credit creation under the NETS will be
only one measure addressing emissions from non-covered sectors; other measures will also
be necessary.

12.4.1

Waste sector

Current strategies to reduce emissions from the waste sector are expected to be relatively
effective. Greenhouse gas emissions from waste are projected to fall by 7% from 1990 to
2010, and by 45% from 1990 to 2020. This is primarily a result of state and territory waste
strategies and requirements for gas controls over landfills.
Methane capture programs at landfills and at some sewage treatment plants in all states and
territories capture landfill gas for energy, displacing the use of fossil fuels. The National
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Landfill Survey found that 42% of the waste placed in landfills was subject to some form of
gas capture, and three-quarters of the recovered gas was used for alternative energy.20 This
indicates that there is potential for higher rates of landfill gas capture and use.
Waste reduction, recycling and resource recovery strategies will continue to reduce emissions
by:
•

reducing the disposal to landfill of putrescibles and biodegradables

•

recycling high embodied-energy materials

•

converting suitable waste to ‘biochar’ for soil applications (a form of CCS).

Abatement activities in the waste sector are currently driven by a combination of regulatory
and information programs. Where abatement activities go beyond regulatory requirements,
they will be eligible to generate offset credits under the NETS.
A more detailed list of Commonwealth, state and territory government emissions reduction
programs for the waste sector is set out in Appendix E.

12.4.2

Agriculture sector

Both the Taskforce and the PMTG believe that including agriculture sector emissions in a
NETS is currently impractical (see Chapter 2), so other policy measures will be essential to
drive emissions reductions in that sector.
Agricultural emissions constituted 15.7% of total emissions in Australia’s National
Greenhouse Gas Inventory in 2005, but are growing slowly relative to other sectors.21 These
emissions come from over 130,000 farms, each with its own unique production system and
emissions profile. The main greenhouse gases emitted from agriculture are methane (lost
during rumen digestion) and nitrous oxide (lost from applications of nitrogen fertilisers,
animal excreta and cultivation of agricultural soils). Both methane and nitrous oxide are
significant greenhouse gases, with global warming potentials 23 times and 297 times that of
CO2, respectively.
As well as being a source of emissions, agricultural systems also have the potential to act as
carbon sinks. Modifying agricultural practices could increase their sink capacity.
Currently, there are limited abatement opportunities available in this sector. Significant
research in Australia and New Zealand has identified abatement options for methane and
nitrous oxide. However, while some promising abatement options have recently been
published, it is estimated that many more years of research and development will be required
before a range of options is available to Australian farmers.22
Another barrier to abatement in the agriculture sector is the lack of reliable and simple
methods for on-farm emissions monitoring in Australia. Such methodologies will be
essential for understanding and recording abatement in agriculture, and the sector’s eventual
inclusion in the NETS.
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Waste Management Association of Australia, Submission 85, p. 1.
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In fact, they decreased by an estimated 1.9 Mt CO2-e between 2004 and 2005. Australian Greenhouse
Office, National Greenhouse Gas Inventory, 2005.
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RJ Eckard, ‘The abatement challenge for agriculture’, the Garnaut Climate Change Review, Public Forum
1: Land Management, Agriculture and Forestry, 2007 (http://www.garnautreview.org.au).
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The key areas of action for the agriculture sector will be research and development of
methods to drive significant reductions and improve the measurement and monitoring of
emissions.
A more detailed list of Commonwealth, state and territory government emissions reduction
programs for the agriculture sector is set out in Appendix E.

12.4.3

Land use, land use change and forestry

Growing vegetation acts as a carbon sink by sequestering CO2 during photosynthesis. Soils
also contain significant amounts of stored carbon and have the potential to act as carbon
sinks. Conversely, when vegetation is cleared or soil is disturbed, CO2 is released.
Emissions reductions and sequestration credits in the land use, land use change and forestry
(LULUCF) sector have so far largely offset emissions growth from Australia’s other sectors
under the accounting rules devised for the Kyoto Protocol. Australia generated net
emissions of around 33.7 Mt CO2-e a year in 2005 as a result of LULUCF activities —
around 95.2 Mt CO2-e lower than net emissions in 1990.
The Kyoto Protocol recognises that carbon sinks and the reduction of emissions from land
clearing are legitimate means by which a country can pursue its emissions abatement target
under the protocol.
The Commonwealth Government and state and territory governments are using many policy
measures to promote private investment in carbon sinks. A key foundation measure to
encourage investment in reforestation, which creates carbon sinks, is the creation of
property rights in carbon separate from property rights in trees. This enables investors to sell
the carbon rights from forestry projects separately, providing an additional financial stream
for these projects.
NSW, Queensland, South Australia, Tasmania, Victoria and Western Australia have
established clear carbon rights legislation, which facilitates the creation of carbon credits
from forests. However, the streamlining of land title processes and carbon rights legislation
in each state and territory should be further investigated, to examine the potential for
integration with the NETS offsets regime.
In addition to acting as carbon sinks, biosequestration projects can also generate natural
resource management benefits (and costs) in such areas as salinity mitigation, biodiversity
conservation, and water and soil quality. Therefore, such projects need to be carefully
planned and managed.23
A more detailed list of Commonwealth, state and territory government emissions reduction
programs for the LULUCF sector is set out in Appendix E.

12.5

Complementary measures to assist households

Households will be affected by the introduction of the NETS through a rise in the cost of
electricity, natural gas and transport fuel, and by the emissions cost embodied in consumer
goods. The impacts, which will vary between regions, depend on:

23
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•

the size of the emission permit price

•

individual households’ consumption patterns

http://www.greenhouse.gov.au/nrm/forest-sinks.html
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•

individual households’ level of disposable income

•

infrastructure (e.g. building structure, energy supply, etc.).

The impact of the household energy price rises associated with the NETS is relevant for two
main reasons:
•

Energy is an essential service, and governments usually strive to ensure its
affordability to all households. This is principally a concern in relation to low-income
households.

•

To the extent that households are disproportionately adversely affected by the
introduction of the scheme, the Taskforce’s equity objective suggests that assistance
to this sector was warranted.

While all households will experience higher energy prices, the increases will be least
affordable to low-income households, which usually spend a greater proportion of their
disposable income on domestic fuel and power and have less discretionary spending.24 The
introduction of the NETS and increased energy prices are likely to have a disproportionate
effect on low-income households.
Community groups have highlighted the need for measures to address the impacts of the
NETS on households, particularly low-income and disadvantaged households. In a
submission to the Taskforce’s 2006 Discussion Paper, the Brotherhood of St Laurence
wrote:
Carbon pricing in whatever form is regressive and will have a disproportionate impact on low-income
and disadvantaged households unless it is accompanied by comprehensive, well-targeted and wellfunded policies and programs designed to ensure that these households do not suffer financially and do
not miss out on the opportunities created by moving to a lower emissions, sustainable future.
Funding must be committed, whether sourced from a dedicated ETS-derived national fund or from
general Government revenue, to implement widespread programs across Australia to assist low-income
and disadvantaged people to improve the sustainability and efficiency of their households (private,
public and rental) and to help them meet ETS-caused price increases in a wide range of goods and
services, including, but not limited to, energy and transport (Submission 135, p. 2)

The Taskforce agrees that the Commonwealth, state and territory governments will need to
examine the impacts of the NETS on low-income households.
It will be important to ensure that any assistance provided to households is applied in a
manner that does not dampen the incentive for behaviour change that the NETS seeks to
achieve. For example, if subsidies are to be used to assist households, payments should not
be directly tied to actual energy consumption (i.e. paid for per-kilowatt-hour of use), as this
removes any incentive for energy-efficiency improvements.
The PMTG also commented that, while households should not be shielded from the price
changes arising from introduction of the NETS, the impact on low-income households, in
particular, may lead government to consider ways to assist households. However, the PMTG
stated that assistance for households should not be a priority in the early years of the NETS,
but that the system should allow:
… revenue from permits and fees to be used, in the first instance, to support emergence of lowemissions technologies and energy efficiency initiatives — the focus might shift more toward
households and business as the scheme matures. (PMTG Report, p. 12)
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Australian Bureau of Statistics, ABS Household Expenditure Survey Summary of Results, 6530.0, 2003–04,
Table 5, p. 14.
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The Taskforce disagrees. Given the vulnerability of particularly low-income households to
any increase in energy prices, Commonwealth, state and territory governments should
consider the distributional impacts on households as a priority, ahead of the introduction of
the NETS.

12.5.1

Energy-efficiency programs

A key way to reduce the distributional impacts on households of the introduction of the
NETS will be concerted efforts to improve household energy efficiency. Increasing energy
efficiency can significantly reduce the increases in costs faced by households as a result of
the NETS.
However, there is evidence to suggest that general residential energy-efficiency programs will
not be enough to drive sufficient uptake of energy efficiency in low-income households,
which will be most affected by the introduction of the NETS. The Brotherhood of St
Laurence states that, while most Australian governments have introduced household energyefficiency programs and initiatives, most programs are voluntary and require individuals to
opt in. Thus, they require households to understand climate change issues and know about
the specific programs.25
Research for the British Government also indicates that energy-efficiency programs that are
open to all households on the same basis tend to be used disproportionately by the better
off. Therefore, special initiatives are needed to ensure access to such programs by lowincome and disadvantaged households.26
Due to the lead time required, the implementation of energy-efficiency measures will need to
begin ahead of the NETS. The Commonwealth, state and territory governments should
urgently review their policy settings and options to ensure that appropriate household
energy-efficiency measures are introduced before and during the NETS to enable
households to manage increased energy prices.

12.5.2

Energy concessions

The Commonwealth, state and territory governments all provide rebates and assistance to
low-income and disadvantaged households to assist with energy costs (for example, rebates
for energy use for heating in winter in colder regions of Australia). Policies and programs to
assist low-income and disadvantaged households vary between jurisdictions as a result of
their differing energy infrastructure, energy consumption patterns and local climatic
conditions.
The introduction of the NETS will not remove the rationale for such assistance, but it may
affect the effectiveness of these energy community service obligations.
In April 2007, the Council of Australian Governments asked the Ministerial Council on
Energy to undertake a national review of energy community service obligation mechanisms,
with a view to developing a consistent national framework that efficiently targets those in
need, while recognising that responsibility for delivering the obligations remains a matter for
individual jurisdictions.27
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Brotherhood of St Laurence, Submission 135.
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G Owen, ‘Equity and climate change — UK and EU experience’, paper presented to Equity in Response
to Climate Justice Roundtable, 26 March 2007, Melbourne.
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Council of Australian Governments, COAG Response to Energy Reform Implementation Group Report on the
COAG National Reform Agenda, April 2007, p. 6 (www.coag.gov.au).
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The Taskforce recommends that Commonwealth, state and territory governments assess the
impact of the NETS on current energy community service obligations as part of the
ministerial council’s review.

12.6

International engagement and negotiations

The causes and consequences of climate change are global. The emissions of greenhouse
gases that contribute to climate change can be controlled only by effective international
action.
In its report, the PMTG stated that:
An active Australian programme of cooperation with our major trade and investment partners and key
competitors would maximise the prospects of shaping [the emerging] global framework in ways that
support Australia’s economic and environmental objectives. (PMTG Report, p. 62)

As a middle-sized power, it has always been in Australia’s interest, and historically has been
Australia’s approach, to develop effective, rules-based multilateral agreements. The challenge
in achieving such agreements on climate change is as great as or greater than it is in any
other area.
Australia is currently a member or partner in the following international agreements relevant
to climate change and greenhouse gas emissions:
•

the United Nations Framework Convention on Climate Change

•

the Asia–Pacific Partnership on Climate Change

•

bilateral partnerships with the United States, China, New Zealand, the European
Union, Japan and South Africa

•

multilateral partnerships — Methane to Markets Partnership; Renewable Energy and
Energy Efficient Partnership; Carbon Sequestration Leadership Forum; International
Partnership for the Hydrogen Economy; the Global Initiative on Forests and
Climate.

The Taskforce strongly supports efforts by the Commonwealth Government to achieve an
effective international response to climate change.

12.7

Conclusion

The NETS must be implemented as part of a coherent package of measures, including
measures for sectors not initially covered by the scheme. The Taskforce acknowledges that
there are currently a significant number of greenhouse gas abatement policies and programs
operating in Australia. These should be reviewed and, where appropriate, streamlined.
This chapter has outlined a range of policies and programs which will need to continue, be
expanded or be introduced upon the introduction of the NETS. However, the Taskforce has
not provided a comprehensive list of all actions that should be undertaken by
Commonwealth, state and territory governments; nor has it attempted to list the activities of
the private sector, which plays a pivotal role in emissions abatement activities in Australia.
It is essential that the NETS is complemented by a comprehensive national program of
measures to address climate change. To be most effective, that program must be developed
collaboratively by the Commonwealth, state and territory governments through the Council
of Australian Governments.
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It is recommended that the Commonwealth, state and territory governments
recognise that a national emissions trading scheme needs to be complemented by
a comprehensive national program of measures to drive emissions reductions and
lower the cost of achieving emissions reduction targets.
It is essential that the Commonwealth, state and territory governments work
together to develop and implement a coherent, comprehensive national plan of
action to effectively address the challenges of climate change.
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Accommodating multiple objectives

The recommended scheme design set out in this report needs to accommodate a number of objectives, including
ensuring environmental integrity, minimising economic impact, promoting investor certainty, and ensuring
flexibility and equity.
This chapter discusses how the key features of the recommended scheme contribute to meeting these objectives.

13.1

Objectives

As noted in Chapter 1, the objectives that guided the work of the Taskforce in developing its
Discussion Paper have also been used to develop the analysis in this report. These objectives
are:
•

Environmental integrity. The purpose of the national emissions trading scheme (NETS)
is to reduce greenhouse gas emissions, so the environmental integrity of the scheme
is centrally important to its design.

•

Minimising impacts on the economy. Constraining greenhouse gas emissions is a
significant economic change that must be managed carefully. Economic impacts will
be minimised if the scheme is constructed as efficiently as possible, promotes leastcost reductions in emissions, and caps the cost of compliance. Also, until there is
widespread international action on emissions reductions, the competitiveness of
Australian trade-exposed, emissions-intensive industries (TEEIIs) must be protected.

•

Investor certainty. Reducing greenhouse gas emissions while maintaining our economic
prosperity require a huge investment effort over the coming decades. Creating an
environment of predictability and certainty about policy settings will assist this
process.

•

Flexibility. The future is uncertain. The NETS needs to be flexible to deal with new
information emerging from climate change science, international obligations, and
new technologies.

•

Equity. Like any large policy change, introducing a NETS will create winners and
losers. It is important to take equity implications into account when designing the
scheme and, where necessary, to assist those who would otherwise be most adversely
affected by it.

This chapter:
•

discusses the importance of striking a balance between various priorities
(Section 13.2)
and then considers the importance of

•

environmental integrity (Section 13.3)

•

economic impact (Section 13.4)

•

investor certainty (Section 13.5)

•

flexibility (Section 13.6)

• equity (Section 13.7).
before summarising the Taskforce’s conclusions (Section 13.8).

227

Accommodating multiple objectives

13.2

Weighing the priorities

The recommended NETS has been designed to achieve a number of objectives, for which
stakeholder feedback has indicated broad support.
For example, CO2 Group noted:
We endorse the objectives outlined in the Discussion Paper and consider these wholly appropriate.
(Submission 89, p. 2)

Loy Yang Marketing Management Company stated:
LYMMCo supports the broad objectives that have been taken into account in designing the NETT’s
proposed emissions trading scheme. (Submission 69, p. 2)

Similarly, Renewable Energy Generators Australia Ltd commented:
REGA supports the outlined objectives of the NETS. A key objective of the scheme must be to
transition Australia toward a low-emission intensive future. (Submission 73, p. 11)

However, there was debate about the relative weight placed on different objectives. Some
stakeholders suggested that the objectives were too strongly focused on investment certainty.
For example, the WWF Australia argued that:
It is WWF’s view that the proposed scheme does not strike the appropriate balance between
environmental integrity and business certainty, placing too much weight on the latter. (Submission 48,
p. 32)

Clearly, designing the NETS requires striking a balance between a number of priorities.
From an environmental perspective, it is necessary to ensure that the scheme achieves
meaningful reductions in greenhouse gas emissions and makes a significant contribution to
Australia’s response to climate change. It will also be important to ensure that emissions
reductions are achieved efficiently. The NETS design must recognise the implications that
imposing a carbon price may have for Australia’s international competitiveness and, where
possible, introduce measures to limit any negative implications for economic growth.
Reductions need to occur within a stable framework, in which firms can invest with
confidence. The scheme needs to be flexible enough to ensure that it can adapt to changes in
international obligations, developments in abatement technologies, and future developments
in the science of climate change. Finally, the scheme needs to produce equitable outcomes
among affected parties and throughout the community.
This chapter summarises the design features that are recommended to address each of these
objectives.

13.3

Environmental integrity

First and foremost, a NETS is implemented to drive reductions in greenhouse gas emissions.
Ensuring that the scheme significantly reduces emissions will be fundamental to ensuring the
environmental integrity of the scheme. The Council for the Australian Federation’s
communiqué of 12 April 2007 agreed:
… that a national emissions trading scheme should place Australia on a path towards achieving a 60%
cut in national emissions by 2050, compared with 2000 levels.1

The Taskforce’s recommended design for the NETS aims to cap greenhouse gas emissions
(in those sectors of the economy covered by a scheme) at a level significantly below the level
estimated under a business-as-usual scenario. However, the Commonwealth, state and

1
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territory governments and many stakeholders believe that a carbon price alone will not be
enough to drive Australia’s transition to a low-carbon economy. As discussed in Chapter 12,
complementary measures will be required in a number of areas, including:
•

emissions reduction in sectors not covered by the NETS

•

research, development and demonstration of new technologies and abatement
opportunities

•

action in areas where non-price barriers predominate

•

informing, educating and persuading individuals to respond to climate change

•

contributing effectively in international negotiations to help bring about effective
international action

•

implementing strategies to adapt to the impacts of climate change.

The environmental outcomes achieved by the NETS will be affected by the level at which an
emissions cap is set. Australia will need to play its part in the international effort to reduce
greenhouse gas emissions, and set emissions caps that aim to achieve real reductions in its
emissions (scheme caps are discussed in Chapter 3). The cap will reduce the cumulative stock
of emissions present in 2030 (compared with business as usual), not simply the level of
emissions produced during 2030.2
In addition to the scheme cap, the recommended NETS design has a number of other
features that will maintain its environmental integrity:
•

Broad coverage. The Taskforce proposes a scheme with broad coverage that includes
the stationary energy sector and other sectors. This will ensure that a significant
proportion of Australia’s emissions are covered by the NETS (see Chapter 2).3

•

Robust emissions monitoring, reporting and verification. Achievement of the scheme cap will
be supported by a rigorous, nationally consistent monitoring and reporting regime
(see Chapter 9).

•

Penalty for non-compliance. Compliance with the emissions cap will be driven through
the use of a penalty set at a level above the estimated marginal cost of abatement (see
Chapter 6).

•

Stringent offset regime. Offset credits created under the NETS will be subject to
stringent additionality tests to ensure that only emissions reductions beyond
‘business as usual’ are eligible to create offset credits. Rigorous quantification,
reporting and verification protocols for offset projects will be developed. These will
be guided by international standards and approaches being developed by groups such
as the Intergovernmental Panel on Climate Change, the Joint Implementation

2

The cap will reduce emissions in each year leading up to 2030, leading to a reduction of the cumulative
stock of emissions produced between scheme commencement and 2030. This reduction will be significantly
greater than the reduction in the level of emissions during 2030.

3

Coverage has been the subject of continued research. When the Taskforce was established in January 2004
by the state and territory governments, its terms of reference directed it to examine a scheme which would
‘most likely focus initially on the stationary energy sector, but allow expansion to other sectors or an
economy-wide scheme’. Based on stakeholder feedback and findings from continued analysis, the state and
territory governments agreed in July 2007 to expand the terms of reference. For more detailed discussion
of coverage, see Chapter 2.
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Supervisory Committee, and the International Organization for Standardization’s
ISO 14064, as well as experience with the NSW and ACT Greenhouse Gas
Reduction Scheme and other project-based programs (see Chapter 7).
•

Permit allocation methodologies. The Taskforce has carefully considered the incentives
created by the permit allocation method to ensure that the integrity of the scheme
cap is maintained (see Chapter 4).

Initiatives that emerge as part of a NETS may generate significant benefits for the
environment beyond their impact on emissions, and may generate additional costs. For
example, forestry initiatives that emerge as part of an offsets framework may have
implications for biodiversity and for water resources. It will be important that such impacts
are taken into account in broader policy setting, but the NETS would not be the appropriate
policy tool to deal with all such impacts. Accordingly, there will be a role for other
environmental policy instruments in managing these areas.

13.4

Economic impact

The basic rationale for introducing an emissions trading scheme is that it would enable
society to achieve a desired reduction in emissions at the least cost. This has two broad
components: developing an efficient scheme, and minimising the costs associated with large
transitions or shocks in the scheme.

13.4.1

Efficiency

An efficient scheme will be one that achieves a given emissions reduction outcome at least
cost to society. This broad objective was expressed in the submission from the Australian
Conservation Foundation:
The Australian Conservation Foundation … supports emissions trading as an effective policy tool to
dramatically reduce emissions. By capping the level of emissions and allowing trading of emissions
permits, it can help deliver the necessary reductions at least cost to the economy. (Submission 101, p. 1)

Similarly, the Energy Retailers Association of Australia stated:
In the ERAA’s view the governments of Australia should have as their long-term policy aim a single
national carbon abatement scheme that results in least cost outcomes for consumers and the
community generally. (Submission 86, p. 1)

One of the key advantages of a NETS is that through the permit trade mechanism it allows
the market to identify the least-cost way of achieving a given emissions reduction target. It
does not rely on government or bureaucratic direction to identify activities that should be
targeted for emissions reductions.
Importantly, the pursuit of least-cost abatement can also assist in strengthening community
support for emissions reductions. The achievement of any given emissions reduction target
at a cost higher than it needs to be is more likely to generate opposition from stakeholders
and across the community broadly than a lower cost approach. Also, the higher the costs of
achieving a given emissions target, the greater will be the need to provide assistance to
adversely affected parties.

13.4.2

Transition costs

Any policy that restricts greenhouse gas emissions will create changes in the economy, and
these need to be managed carefully to minimise their economic impact. Such transitions can
take place when the NETS commences (as stakeholders adjust to the introduction of a new
scheme) or during the operation of the scheme (for example, if there are shocks to
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international offset markets that cause price volatility). Two key areas in which transition
costs will need to be managed are TEEIIs and offsets.
13.4.2.1

Trade-exposed, emissions-intensive industries

The Taskforce has given careful consideration to designing a scheme that attempts to
minimise adverse economic impacts for domestic industries that are emissions-intensive and
face trade competition from countries that do not, as yet, have comparable policies to reduce
emissions. The importance of this approach was highlighted by several industry stakeholders,
such as Alcoa:
Alcoa welcomes the recognition in the Discussion Paper of the significant impact for existing and new
investments in energy intensive trade exposed industries, including alumina and aluminium — and the
attempt to introduce design elements to address the issues.
In particular, Alcoa notes the Discussion Paper’s view that ‘taking action in Australia in advance of
universal action could affect the competitiveness of Australian trade-exposed, energy-intensive
industries if no mechanism were developed to prevent this’.
Alcoa shares the Australian Aluminium Council’s concern that this understates the probability of a
negative affect on the alumina-aluminium sectors. Australia will miss out on major new investments —
and existing operations will come under threat — if this is not effectively addressed. The economic
effects would be very negative for Australia. (Submission 80, p. 9)

The Discussion Paper outlined proposals to address such concerns, including through
permit allocation, and these received support from a range of stakeholders. For example, the
Cement Industry Federation noted that:
The proposal to allocate permits to trade-exposed energy intensive industries deserves merit and, on
face value, appears to deal effectively with the critical issue of maintaining international competitiveness.
(Submission 60, p. 7)

13.4.2.2

Offsets credits

Smoother transitions are inherently easier to manage than large, unexpected transitions. This
may be relevant when considering the treatment of international offset credits, particularly in
the current international environment, when the future of Australia’s international
obligations and the availability of offsets credits after 2012 under the Clean Development
and Joint Implementation mechanisms are less clear. For example, if the availability of
international offsets were suddenly reduced and their price increased, such sudden shifts
might increase uncertainty and the costs faced by Australian emitters as they make long-term
investment decisions.
To minimise potential shocks to the economy, it will also be important to minimise the risk
of stranding assets. For example, it would be expensive to inadvertently develop a transition
path in which large investments proceeded on the assumption that international offsets
would be available at a particular price, but were subsequently rendered uneconomic by a
large shock to the offset market that led to offsets being unavailable at that price. On the
other hand, the possibility of volatility in the international offset market will need to be
balanced against the potential economic gains available from low-cost sources of abatement.
Accordingly, the offset arrangements for the NETS have been carefully designed to take
advantage of low-cost sources of abatement while minimising transition costs (see
Chapter 7).
Other measures to minimise the economic impact of the scheme’s introduction on efficiency
and transition costs include:
•

setting emissions caps that recognise the capacity of the covered sectors to reduce
emissions within a timeframe at reasonable cost (see Chapter 3)
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•

the use of gateways that allow new information about the costs and abatement
options to be taken into account through time (see Chapter 3)

•

unrestricted banking of permits to allow liable parties to manage cyclical variations in
emissions more efficiently (see Chapter 6)

•

limited ability to use some future-dated permits for compliance, to allow liable
parties additional flexibility to manage variations in emissions over time (see
Chapter 6)

•

use of penalties to drive compliance, but without make-good provisions, to ensure
that the cost of compliance does not exceed a predetermined level (see Chapter 6)

•

free allocation of some permits as a form of adjustment assistance for
disproportionately affected firms, including some electricity generators, and for
TEEIIs (see Chapter 4)

•

free allocation of some permits to new entrant TEEIIs (see Chapter 4)

•

scope for compensation to other groups via the use of revenue raised from the
auctioning of permits (see Chapter 4)

•

inclusion of offset credits to encourage low-cost abatement projects outside sectors
covered by the cap and to lower the overall compliance cost of the scheme (see
Chapter 7)

•

recognition of credits created under the Kyoto CDM and JI mechanisms to provide
a balance between accessing low-cost abatement and managing transition costs (see
Chapters 7 and 11)

•

careful design of linkages with similar schemes overseas, because of uncertainty over
the net impact this could have on the Australian economy (see Chapter 11).

13.5

Investor certainty

For many investors, climate change (or, more specifically, the Australian Government’s
response to climate change) is an important source of uncertainty. This is particularly true
for investments that would emit greenhouse gases directly (such as some types of electricity
generators) or those that rely heavily on inputs that emit greenhouse gases during their
production (such as aluminium producers). These investments are typified by large up-front
capital costs and assets with long productive lives. Long-lived investments are more
vulnerable to uncertainty for two reasons. First, the longer the life of the investment, the less
information there is about variables that may influence its profitability further into the future
(some of which are mentioned above). Second, uncertainty raises the rate of return that
investors require to undertake an investment (the so-called ‘hurdle’ rate of return).
The importance of addressing investor certainty was highlighted by International Power
Australia:
Energy investment is characterised by high capital commitments, long lead times and long asset lives,
and investors need the certainty of a consistent, all-of-government, long range and internationally
competitive policy.’ (Submission 92, p. 5)

Similarly, TRUenergy noted:
A substantial player in the Australian energy sector, TRUenergy considers itself well positioned, and
with sufficient assets at stake, to comment on and contribute to the design of such a policy framework.
It is TRUenergy’s strong contention, in order to achieve a given policy goal efficiently and equitably, a
policy framework must serve fundamentally to create:
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Investor certainty ex-ante — by creating an explicit, market-based price of carbon to determine the new
entrant mix of energy technologies;
Investor certainty ex-post — by adopting a compensation methodology that preserves energy
incumbents’ asset values regardless of technology… (Submission 93, p. 2)

Of course, investors routinely deal with risk and uncertainty in many areas. Almost every
aspect of a business’s costs and revenues is subject to some level of uncertainty. Wage rates
may be uncertain beyond the end of the current agreement; interest rates may change,
affecting the cost of debt; prices of raw materials may be subject to fluctuations in world
markets; and product prices may be affected by competition or the development of new
technologies.
Some stakeholders suggested that risks to investors from the introduction of carbon pricing
have been anticipated for some time. For example, WWF Australia noted that:
Generators that have developed or acquired carbon-intensive assets since 1990 have done so in the
knowledge that governments would need to implement some form of carbon pricing within the lifetime
of those assets. (Submission 48, p. 25)

Further, the Australian Conservation Foundation suggested that it was not possible to
provide complete certainty to investors, and care should be taken to ensure that risk is not
unduly transferred from investors to taxpayers:
Investor certainty is not achievable and if complete certainty is provided, it means that the tax payer
takes the full risk if additional emission reductions are required in future. (Submission 101, p. 2)

That said, the energy sector has particular characteristics that make uncertainty about future
policies to reduce climate change particularly important. Assets tend to be very long-lived
and, once investments are made, the costs are essentially sunk. The wrong decision on
technology or fuel choice can have expensive consequences for investors, consumers and
other stakeholders. Therefore, a stable investment environment in which business can make
reasonable assessments about future risks and opportunities is desirable. A clear market
signal for emissions, combined with a penalty that caps costs, would reduce future
uncertainty and provide a sound policy environment in which investments could be made.
Decisions about the cap will be an important determinant of the environmental and
economic impact of the scheme. Caps should be set as soon as practicable — as a minimum,
the Taskforce considers that a range for firm caps should be set during 2008, and firm caps
should be announced as soon as possible after that.
To encourage investors to make the required long-term investments in a way that promotes
Australia’s capacity to achieve large reductions in emissions in the future, a range of features
has been included in the recommended NETS to promote investor certainty.

13.5.1

Certainty for firms covered under the scheme

The Taskforce has given careful consideration to ensuring that parties covered by the
scheme can be provided with as much certainty about the current and future policy
environment as possible.
In a broad sense, certainty is enhanced through the establishment of the long-term
aspirational target of reducing national emissions by 60% by 2050, compared with 2000
levels. More specifically, the process for setting scheme caps provides a price pathway for up
to 20 years. The Taskforce recommends that firm annual caps be set for the first 10 years of
the scheme and that every year the firm cap be extended by another year. The upper and
lower bounds of possible future caps (‘gateways’) should also be set for the second 10 years
and extended on a five-yearly basis. These gateways provide the limits within which firm
annual caps can be extended.
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Similarly, because decisions about permit allocation will be made before the NETS begins,
liable parties will know how many permits they have, and how to estimate how many they
will require to meet their obligations, given their expected emissions profiles. In this way,
liable parties can start to analyse their alternative abatement strategies well in advance of
having to comply. The recommended ‘one-off’ allocation of permits (of current and future
vintages) to generators will also aid the development of a futures market for permits,
allowing firms to manage fluctuations in permit prices more effectively.
The price of permits to emit in future years will reflect the market’s assessment of the likely
supply and demand conditions at that time. Those conditions may be influenced by the
expansion of the scheme to cover new areas of the economy. It is recommended that a
minimum notice period of five years be given before a new activity or sector is included
under the cap (see Chapter 2). This will allow time for liable parties to prepare for coverage
and for market participants to factor the change of coverage into their estimates of permit
price and availability.
Similarly, rules governing the treatment of new entrants will be specified from the outset,
providing additional information and certainty to the market. Auctioning some permits
before the scheme’s commencement will also assist by ensuring that a robust price signal is
generated from the outset of the scheme.
Allowing businesses to bank permits will further increase investor certainty, since it will
dampen price fluctuations and give investors the option to save permits instead of selling
them on the market. In this way, investors will be better able to manage permit price
uncertainty through the life of their investments.
A limited ability to use some future-dated permits for compliance will also enhance certainty,
as it will allow emitters to address uncertainties relating to end-of-year acquittal. The
recommended limitation on this measure will strike a balance between allowing a limited
degree of administrative flexibility in the use of future vintage permits, and ensuring that any
potential environmental risks (from covered parties defaulting on obligations) and barriers to
linking with other schemes are minimised (see Chapters 6 and 11).
The Taskforce recommends that, for at least the early years of the scheme, a civil penalty for
non-compliance be set, and that liable parties not be required to make good any emissions
reductions for which a penalty is paid (see Chapter 6). This effectively sets a ceiling on the
price of permits, providing investors with certainty about their maximum liabilities.
This approach was supported by a number of submissions, including that received from
Synergy:
Synergy supports the proposal that the penalty for non-compliance should be set at a level that caps the
cost of the scheme at an acceptable level but also encourages compliance. (Submission 78, p. 4)

The Taskforce also recommends that liable parties be allowed to use some JI and CDM
credits to meet their obligations under the NETS. This effectively provides investors with an
additional price ‘safety valve’. If the price of domestic credits reaches the price of the
international credits, liable parties will have an incentive to use international credits to meet
compliance obligations. Thus investors will have some certainty that the price they pay for
permits for a portion of their liability will not exceed that of credits created via the CDM and
JI mechanisms.4 This is explained in further detail in Chapter 7.

4
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International experts have advised that, on current indications, at least 1.25 billion CERs will be generated
by the end of 2012, and that the price will be in the range of 10–15 euros per CER, or approximately
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The manner in which permits are defined will also add certainty for investors. The Taskforce
recommends that permits carry firm property rights, so that they can be bought and sold like
any other asset. This has two important implications. First, permits could not be cancelled or
otherwise acquired without compensation being paid to their owners. Second, firms that are
considering closing will be able to sell any permit that they have been allocated in the same
way they would be able to sell any other asset (see Chapter 4).
The importance of well-specified property rights was noted in a number of submissions. For
example, Environment Business Australia commented that:
EBA agrees that permits should be treated as property rights in order to give certainty to investors and
operators (Submission 107, p. 12)

The recommended institutional arrangements outlined in Chapters 8 and 9 provide investors
with additional certainty. For example, a national approach to monitoring and enforcement
is recommended to ensure that firms in all jurisdictions are treated equally. This will increase
confidence that an investment in one part of the country will not be at a competitive
disadvantage because different arrangements apply in different jurisdictions.
Investor certainty has also been enhanced by providing for ongoing consultation with
stakeholders and consideration of stakeholder submissions as part of the design process for
the recommended NETS.

13.6

Flexibility

Many aspects of the NETS design set out in this report are intended to increase certainty for
investors. However, advances in technology and the science of climate change are likely in
the future. Similarly, a future Australian Government may commit to international
obligations for greenhouse gas emissions reductions. The recommended NETS has been
designed to allow a flexible response to these developments if and when they arise. This is a
key reason for committing to firm caps for no longer than 10 years, which would otherwise
be desirable for a range of reasons. Flexibility will be achieved partly through the use of
gateways that allow scope for caps to be adjusted for any future international arrangements
relevant to Australia.
The use of gateways received support from stakeholders. For example, the Chamber of
Commerce and Industry of Western Australia commented:
CCI agrees with the preferred option of firm caps for the first ten years and gateways for the second
ten-year period, with additional years of firm caps announced on a rolling basis and gateways updated
and extended every five years. This proposal offers a balance between investor certainty and the
flexibility needed to respond to future developments. (Submission 90, p. 2)

Flexibility will also be enhanced by ensuring that the scheme design is generally consistent
with emerging emissions trading schemes overseas, allowing for the possibility of more
comprehensive linking in the future, should that be considered desirable.
The need for the scheme to be flexible enough to adapt to future international arrangements
was noted in a number of submissions. Rio Tinto stated:
An Australian ETS should be capable of being linked to, and eventually inter-operable with,
international policy measures and governance arrangements. (Submission 119, p. 6)

The Prime Ministerial Task Group on Emissions Trading (PMTG) proposed a flexibility
mechanism to respond to possible future changes in climate change science. The PMTG
A$17–25. Erik Haites, Possible use of Kyoto credits in a national emissions trading scheme, report prepared for the
Taskforce by Margaree Consultants, 2006.
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noted that there could be a case for holding back part of auction revenues in case it is
necessary for the government to re-enter the market to purchase permits in response to a
scenario in which emissions caps previously settled turned out to be too high (due to
changes in climate change science).5
The Taskforce considers that, while it is important to maintain flexibility for possible permit
transactions by government, this is best achieved through normal budgetary processes,
rather than strict hypothecation of auction revenues for a purpose that may or may not
eventuate.

13.7

Equity

The Taskforce’s proposed NETS design addresses equity objectives for industry and
households through a number of mechanisms.

13.7.1

Industry

One feature of an emissions trading scheme not shared by alternative emissions reduction
measures is an inbuilt mechanism for the delivery of adjustment assistance. Scarce permits to
emit greenhouse gases have value. The way that value is allocated can be used to ensure that
those who are likely to be most adversely affected by the introduction of the scheme are
assisted.
The Taskforce proposes permits be allocated in three tranches:
•

Some permits would be allocated free of charge to existing electricity generators
estimated to be disproportionately adversely affected by the implementation of the
scheme.

•

Some permits would be allocated free to firms in trade-exposed, energy-intensive
industries (both existing and new).

•

The remainder would be auctioned.

13.7.2

Households

Households will be affected by the introduction of the NETS through a rise in the cost of
electricity, natural gas and transport fuel, as well as the emissions cost embodied in consumer
goods and services. The impact will vary between households and regions and depend on:
•

the size of the emissions price

•

individual household consumption patterns

•

individual household levels of income

•

infrastructure (e.g. energy supply options).

The PMTG commented on the impacts of the NETS on households and possible measures
to assist them, indicating that specific measures to moderate those impacts would not be a
priority in the early years of the scheme due to the expected low increases in energy prices in
the initial stages of the NETS. As the scheme matures, the PMTG suggests that government
may direct part of the increasing auction revenue generated by the NETS to households and

5
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businesses. However, in the first instance, auction revenue should be used to support the
emergence of low-emissions technologies and energy-efficiency initiatives.6
The Taskforce considers that it will be beneficial to act early and systematically to provide
assistance to households, rather than delaying action until the need is more acute.
Accordingly, an urgent review of measures to assist households, particularly low-income
households, is recommended. The review should encompass energy-efficiency measures,
which could result in lower energy bills despite rising energy prices.

13.8

Conclusion

The introduction of a functioning greenhouse gas emissions trading market will be an
important step towards achieving meaningful cuts in emissions in a way that minimises
economic cost while creating investor certainty, flexibility and equity.
The most obvious contribution made by the proposed NETS design is the imposition of a
cap on greenhouse gas emissions and the establishment of a framework for achieving largescale reductions in emissions in the future. Other scheme elements that promote
environmental integrity include stringent offset accreditation procedures, rigorous
monitoring and enforcement procedures, and penalties to encourage compliance.
In developing the design set out in this report, the Taskforce has given careful consideration
to maximising efficiency and providing certainty to firms covered by the scheme about their
current and future obligations, the cost of compliance, the impact of the scheme on the
value of their assets, and the impact that any future changes to the scheme may have on their
property rights.
A carefully designed NETS will allow Australia to achieve reductions in greenhouse gas
emissions flexibly and cost effectively. Nevertheless, bringing the cost of emissions to
account will have impacts on various groups in the community, and requires management.
The Taskforce proposes that those impacts be managed through the setting of caps within a
caps and gateways framework, the provision of assistance to existing generators and TEEIIs
through the free allocation of some permits, assistance to others through the use of auction
revenues, and scheme design to minimise transition costs to stakeholders.

6

PMTG Report, p. 119.
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A

Submissions in response to the Discussion
Paper

Submissions received in response to the Discussion Paper (Possible design for a national
greenhouse gas emissions trading scheme) are listed in the order they were received. Copies of
submissions can be found at www.emissionstrading.net.au
1

Kip Nunn

31

National Generators’ Forum

2

Peter Ravine

32

NSW Minerals Council

3

Matthew Brown

33

Hyder Consulting

4

Caroline Greville

34

Australian Rainforest Foundation

5

Stuart Carter

35

Roaring 40s

6

Ecoflex (1)

36

EnergyAustralia

7

Ecoflex (2)

37

Airey Taylor Consulting

8

Sally Griffith

38

Hydro Aluminium Kurri Kurri Pty Ltd

9

Midland Brick Company

39

AusWIND

10

Climate Action Newcastle

40

Total Environment Centre

11

Plantstone Pty Ltd

41

Dr Brett Stevenson

12

Ford Motor Company of Australia

42

13

Pot Recyclers Pty Ltd

Australian Network of Environmental
Defenders Offices

14

Bluescope Steel

43

Ms Lyndall McCormack

15

Wind Prospect Pty Ltd

44

Chris Kwan

16

Charles Warren

45

17

Timber Queensland

International Emissions Trading
Association

18

OneSteel

46

Doctors for the Environment Australia

19

Wind Farm Developments

47

Karel Nolles

20

Visy

48

WWF Australia

21

Insurance Australia Group

49

Melbourne Water

22

ABL/State Chamber

50

NSW Generators

23

Diamond Energy

51

Ai Group

24

Federal Chamber of Automotive
Industries

52

Senator Christine Milne

53

25

Consumer Utilities Advocacy Centre

Carbon Coalition against Global
Warming (1)

26

Kent Broad

54

Carbon Coalition against Global
Warming (2)

27

Hydro Tasmania

55

Bunnings

28

AGL

56

Powerdirect

29

Alliance RE Ltd

57

Alinta

30

Southern Metropolitan Regional
Council

58

Queensland Resources Council

241

Appendix A: Submissions
59

Australian Financial Markets
Association

89

CO2 Group

90

Chamber of Commerce and Industry
WA

60

Cement Industry Foundation

61

Flinders Power

91

The Griffin Group

62

Australian Business Council for
Sustainable Energy

92

International Power Australia

93

TRUenergy

63

Easy Being Green

94

64

A3P

Western Australian Sustainable Energy
Association

65

Energy Developments Ltd

95

TEPCO Forests Australia Pty Ltd

66

Stanwell Corporation

96

Envirodyne Group Pty Ltd

67

ICLEI-A/NZ

97

Enertrade

68

Power and Water Corporation

98

Paul Llewellyn (MLC)

69

Loy Yang Marketing Management Co.

99

Alternative Technology Association

70

National Association of Forest
Industries (NAFI)

100

Adelaide Brighton Ltd

101

Australian Conservation Foundation

71

Cambiar

102

Santos

72

Mining and Energy Division of the
Construction, Forestry, Mining and
Energy Union (CFMEU)

103

Nature Conservation Council of NSW

104

TreeSmart Australia

105

Australian Aluminium Council

106

Australian Environment Business
Network (AEBN)

107

Environment Business Australia (EBA)

108

Institute of Actuaries

109

Insurance Council of Australia

110

Business SA

111

WSN Environmental Solutions

112

Energy Users Association of Australia

113

Dr Peter Christoff

114

Public Transport Users Association

115

Babcock & Brown

116

Shell

117

Plastics and Chemicals Industries
Association (PACIA)

118

Global Renewables

119

Rio Tinto

Energy Retailers Association of
Australia (ERAA)

120

Property Council of Australia

121

Ashiabor and Govind

87

Rising Tide Newcastle

122

88

Tim Kelly

Australian Industry Greenhouse
Network

73

Renewable Energy Generators
Australia (REGA)

74

InterGen

75

Victorian Association of Forest
Industries (VAFI)

76

Envirogen

77

Boorer Investments

78

Synergy

79

Tomago

80

Alcoa

81

Origin Energy

82

Pacific Hydro

83

Pekabu

84

Energy Supply Association of Australia
(ESAA)

85

Waste Management Association of
Australia — National Landfill Division
(WMAA)

86
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123

Sustainable Communities Research

124

Major Energy Users

125

Maree Candish

126

Alcan

127

TecEco

128

Boral Ltd

129

Dr Peter Wood

130

BP

131

Energetics

132

Investor Group on Climate Change

133

Friends of the Earth

134

Law Institute of Victoria

135

The Brotherhood of St Laurence
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B

Lessons from the European Union Emissions
Trading Scheme

This appendix presents lessons learned concerning the European Union Emissions Trading Scheme
(EU ETS).

An important part of designing a scheme to meet the needs of environmental integrity,
providing an economically manageable transition for the economy, promoting investor
certainty and maintaining appropriate flexibility is to learn from the experiences of others.
The most obvious example is the EU ETS, which commenced in 2005.
The EU ETS is the largest cap and trade scheme in the world, covering around 11,500
industrial plants across 27 member states.
This appendix identifies lessons learned from the EU ETS from three sources:
•

preliminary findings from a review of the EU ETS

•

future directions identified for the EU ETS

•

lessons from a roundtable discussion of the EU ETS held before a recent United
States Senate committee.

B.1

Lessons from EU ETS review preliminary findings

The European Commission is currently undertaking a review of the EU ETS that will look
at a range of issues, including whether further sectors and greenhouse gases should be
included in the scheme. Any changes made through the review are intended to take effect
after 2012.
Although the review was not complete when this report was prepared, preliminary findings,
along with expert market commentary, provide some valuable lessons for the design and
administration of a large-scale emissions trading scheme in Australia. Some of these lessons
and the way they have influenced the proposed design are outlined in the Discussion Paper
and are discussed below.

B.1.1

Longer timeframes are needed to provide certainty

The EU ETS came into operation in January 2005, with the first phase (allocation period)
running to the end of 2007, after which several key aspects of the scheme (such as allocation
and coverage) will change. A survey of EU ETS stakeholders and participants commissioned
by the European Commission as part of its review has indicated that uncertainty created by
the short initial phase is the biggest obstacle to market liquidity.1 A large majority of the
companies and industry associations surveyed indicated that they would prefer phases of 10
years or more, with national allocation plans being announced two or three years in advance
of permits being allocated.2

1

European Commission, Directorate General for Environment, Review of the EU Emissions Trading Scheme —
survey highlights, survey conducted by McKinsey and Company and Ecofys, November 2005.

2

Review of the EU Emissions Trading Scheme — survey highlights.
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The recommended design for the NETS includes a rolling 10-year period of firm annual
caps and, as stated in Chapter 4, it is proposed that up-front, long-term decisions on the
allocation of permits be made.

B.1.2

Firms will pass on costs to consumers

There is mounting evidence that firms covered by the EU ETS are passing the (opportunity)
cost of permits on to consumers even where the permits have been allocated free of charge.
Given that most electricity generators received a very high proportion of their permit
requirements for free, this has led to windfall gains for some generators at the expense of
energy consumers. The European Commission’s survey of stakeholders and participants
indicated that 70% of generators currently ‘price in’ the value of permits into marginal
pricing decisions.3 No additional allocation of permits above baseline emissions levels was
made to trade-exposed large electricity users, who would bear the burden of higher electricity
costs.
For the NETS, the Taskforce recommends that electricity generators be allocated only
sufficient free permits to offset estimated reductions in operating profits. This is a different
approach from that adopted in the European Union, where most permits were allocated on
the basis of historical emissions (that is, grandfathered). The Taskforce also proposes that
trade-exposed, emissions-intensive users be allocated free permits, and that the remainder of
permits be auctioned.

B.1.3

Allocation rules and caps need to be transparent and simple
to understand

The European Commission has acknowledged that a key lesson from the first trading period
is that permit allocation plans and emissions targets have been too complex and have lacked
transparency.4 This has meant that it has been difficult for market participants to predict the
impact of allocation plans on underlying supply conditions in the market. This has added to
uncertainty and made it difficult for market participants to develop informed trading and
investment strategies. To a large extent, this issue arises because each country (or European
Union member state) is responsible for developing its own permit allocation plan, resulting
in varying approaches to allocation.
For the NETS, it is recommended that permits be centrally allocated by a single scheme
regulator using transparent approaches that would be made available for public scrutiny well
in advance of permit allocation.

B.1.4

Efficient coverage of installations

The EU ETS covers facilities with various emission sizes, some of them with very small
greenhouse gas emissions. Around 50% of the installations covered received less than 2% of
the total allocated emissions allowances in the first phase. It is questionable whether it is
more efficient to include such a large number of small installations — many of which have
limited abatement opportunities but large participation costs — in an emissions trading
scheme, or to deal with them under another policy measure.
The Taskforce recommends that the NETS cover all direct emissions from sources
reporting emissions of more than 25,000 tonnes of CO2-e per year from fuel combustion,

3

Review of the EU Emissions Trading Scheme — survey highlights, p. 5.

4

See http://europa.eu.int/comm/environment/climat/emission.htm.
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industrial processes (as defined in the National Greenhouse Gas Inventory) and/or the
release of fugitive emissions from fossil fuel production and transport.
It is also proposed that upstream fuel suppliers be covered for imputed emissions arising
from their fuel sales to customers. Specifically, upstream fuel suppliers proposed for
coverage include:
•

gas retailers, for the imputed emissions from their sales of gas to small gas users

•

petroleum refiners and importers, for the imputed emissions from their sales of fuels
to motorists and other transport operators.

Further detail of coverage issues can be found in Chapter 2.

B.1.5

Take time to plan the design of the scheme

Many market participants and stakeholders believe that the first implementation phase of the
EU ETS took place under considerable time pressure, and that additional time to prepare for
implementation would have been beneficial.5
The Taskforce recognises this as an important issue. Key elements of the proposal for a
NETS (particularly monitoring, reporting, and the detailed regulations and rules) have been
developed after extensive consultation, with the intention of addressing problems before
they arise.

B.1.6

Need to encourage early price discovery

For any market to operate efficiently, potential market participants must be given an
opportunity to compare the value they place on an item with the value that others place on
that item (that is, to discover the market price). This is particularly true for ‘designer
markets’, such as those created when an emissions trading scheme is introduced. Some
commentators have stated that initial allocation methods and the accuracy of emissions data
in the EU ETS have limited price discovery in the early stages of the market and have failed
to provide adequate information to the market on the true scarcity of permits.6
Under the design for the NETS set out in this report, price discovery and market liquidity
would be encouraged in three ways:
•

Monitoring and reporting would be in place well before the start of the scheme to
allow emitters to better understand the levels and physical drivers of their emissions.

•

A proportion of permits would be auctioned, and the revenue could be used by state
and territory governments to compensate other energy users affected by the scheme.
This auction process would aid price discovery and enhance permit availability.

5

European Commission, Directorate General for Environment, 2005.

6

A number of factors have been identified as possibly contributing to over-allocation and price volatility in
the EU ETS, including uncertainty about emissions reduction levels compared to historical (verified)
emissions levels; variation in monitoring methodologies; the non-correspondence of the definition of
covered installations to existing sector definitions for data collection; uncertainty about which installations
were covered; the non-verification of emissions at installation level used for allocation; and reliance on
optimistic economic growth rates by the emission projects that determined the size of the allocation
‘budget’. K Rogge, J Schleich & R Betz, An early assessment of national allocation plans for Phase 2 of EU Emission
Trading, Working Paper, Sustainability and Innovation Nr. 1/2006, Fraunhofer Institute Systems and
Innovation Research, p. 9.
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•

B.1.7

Permits would be allocated to trade-exposed, emissions-intensive industries,
including large users of electricity, as a form of assistance. Because electricity users
would not be liable parties in their own right, they would have an incentive to sell
permits to recoup their value, further enhancing liquidity in the permit market.

Cooperation is possible

Perhaps one of the greatest lessons to arise from the EU ETS is that multijurisdictional
cooperation is possible between parties with contrasting positions. Australian jurisdictions
have cooperated on many difficult and controversial issues in the past. Reducing greenhouse
emissions is an important issue that should — and can — be tackled collectively.

B.2

Lessons from future directions of EU ETS review

Subsequent to the preliminary findings of the EU ETS review, four key areas have been
identified as ‘focus areas’ for further review.7

B.2.1

Scope of the EU ETS

The EU ETS commenced with a focus on large stationary sources where emissions could be
monitored accurately. A review of the scheme’s scope will have three components:
•

Streamlining of the current scope, particularly in relation to combustion installations
and small installations, will be considered. There has been debate about the
application of different interpretations of ‘combustion installation’ by member states,
and the cost effectiveness of covering small installations will be examined.

•

The review will examine expansion of the EU ETS to other sectors and gases
(including from ammonia production and from coal mines), and assess possible
recognition of carbon dioxide capture and geological storage activities in the scheme.

•

The extension of the EU ETS to other sectors and gases, should it occur, will be part
of a comprehensive and coherent policy mix.

B.2.2

Further harmonisation and increased predictability

In the EU ETS, allowance allocation has been carried out at a national level and has involved
the creation of ‘national allocation plans’. The plans have differed from each other, and
stakeholders have raised concerns about variation between approaches. The review will
examine the potential for increased harmonisation in such areas as cap-setting and allocation,
and aspects of auctioning, benchmarking and the provision of information to the market in a
more structured and regular manner to enhance transparency.

B.2.3

Robust compliance and enforcement

Initial experience of compliance and enforcement in the learning-by-doing phase of the
scheme has been encouraging; however, there is a need to assess the scope for further
harmonisation in these areas.

7
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Communication from the Commission to the Council, the European Parliament, the European Economic
and Social Committee and the Committee of the Regions, Building a global carbon market, report pursuant to
Article 30 of Directive 2003/87/EC, 13 November 2006. The review was due to submit a report by June
2007; however, the report had not been released at the time of drafting.
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Also, further consideration will be given to monitoring and reporting of emissions, thirdparty verification of emissions and the accreditation process for approving verifiers, and the
need for additional compliance provisions.

B.2.4

Involving third countries

The review will examine arrangements for linking the EU ETS with third-country schemes
that are in operation or are being planned. This will also include examination of the Clean
Development and Joint Implementation mechanisms under the Kyoto Protocol.

B.3

Lessons from United States roundtable

Further lessons arising from the operation of the EU ETS can be drawn from a roundtable
that was conducted before the United States Senate Committee on Energy and Natural
Resources in March 2007. Among evidence provided to the committee, the following points
are relevant.
At the outset of the EU ETS in Phase 1, many nations lacked reliable data reporting systems, which in
part, contributed to some extraordinary price volatility. The lesson we draw from this is quite simple:
inclusion of sectors and sources should be preconditioned by the development of strong monitoring
and accounting systems.
Second, the ability of governments to distribute the economic burden a cap-and-trade system will
impose on the economy is greatest during the allocation stage, and importantly, the manner in which
permits are allocated can alter economic incentives, leading to a variety of unintended consequences.
The lesson here is rather obvious. Think very carefully about the allocation and keep the allocation rules
as simple and as transparent as possible.
Third, allowances are assets that have significant value. Allowances that have fixed lives, like those in
Phase 1, must have asset values that go to zero at their terminal points. This raises difficult asset
management issues for those required to hold allowances, and once again, here the lesson is rather
obvious: develop effective banking rules, or at least short-term overlapping rules, from one phase to the
next, that in some sense limits this price volatility at the close of these periods.
Fourth, near term investments in technology needed to radically lower greenhouse gas emissions are
likely confined to the energy sector, where these investments tend to be large and very long-lived.
Allowance prices are intended to incentivise these investments and must have as little political
uncertainty as possible. At the current time in the European Union, there is considerable uncertainty
concerning the level of emissions reductions the EU governments will actually require post-2012. The
lesson again, fairly obvious: governments need to be as clear as possible about emission reduction
targets. The commitment periods need to be as long as possible and certainly longer than the Kyoto
periods. Allowance banking is an absolute requirement.8

B.4

Lessons applied in NETS recommendations

Lessons from the EU ETS review have been drawn and applied to the proposed Australian
NETS, including in the following areas:

8

•

The scope of the recommended NETS has been broadened beyond the stationary
energy sector (Chapter 2).

•

The NETS will adopt a harmonised approach to such areas as permit allocation
(Chapter 4) and emissions monitoring, reporting and verification (Chapter 9).

Statement of Raymond Kopp, Senior Fellow and Director, Climate and Technology Policy Program,
Resources For The Future, to the Roundtable before the Committee on Energy and Natural Resources,
United States Senate, 26 March 2007, p. 6.
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•

The NETS has well-developed mechanisms for compliance and enforcement
(Chapters 6 and 9).

•

The scheme design has made provision for linking with international schemes
(Chapter 11).

The Taskforce also applied lessons from the four areas raised in the United States inquiry:
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•

Strong emissions monitoring, reporting and verification measures have been
included (Chapter 9).

•

The NETS has simple and transparent rules for the allocation of permits (Chapter 4).

•

Clear banking rules have been developed, with scope for emitters to bank allowances
without limitation (Chapter 6).

•

The NETS provides clarity and certainty about possible emissions reduction targets
within the framework of a caps and gateways approach (Chapter 3).
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C

Auction arrangements

This appendix provides further discussion and analysis of the auction arrangements proposed in Chapter 5.
A report prepared for the Taskforce includes a more extended discussion of the arrangements.1

C.1

Proposed NETS permit auction design

Proposed auction design features include:
•

simultaneous auction of different vintages of permits

•

ascending clock auction format, with iterative sealed bidding in multiple rounds

•

uniform pricing

•

aggregate demand revealed in each round

•

trade-exposed, emissions-intensive industries (TEEIIs) and other net sellers allowed to
sell permits at auction

•

intermediaries and other buyers allowed to purchase permits at auction

•

proxy bids allowed

•

intra-round bidding allowed (subject to further analysis and experimentation)

•

use of an internet auction platform

•

auctions to include both spot and advance auctions.

This appendix begins with a discussion of possible auction types (sequential, simultaneous
and combinatorial) that could be applied in a NETS context. This is followed by more
detailed discussion of the recommended auction design features presented in Chapter 5.

C.1.1

Sequential, simultaneous or combinatorial design

A number of possible approaches could be applied to permit auctions:

1

•

Sequential auctions. In a sequential auction, permits would be sold individually (or in lots)
and in sequence (one after another). For example, an auction held in year 1 could sell
permits with vintages of (say) year 1, year 2 and year 4 (in order to generate a forward
price signal). In a sequential auction, all the year 1 permits would be sold first, followed
by the year 2 permits, followed by the year 4 permits.

•

Simultaneous auctions. In a simultaneous auction, permits for the vintages being offered
would be available for sale simultaneously, so bidders could fashion bids for various
vintages in each round of bidding. For example, a bidder could bid simultaneously for
permits from all the vintages on offer (year 1, year 2 and year 4).

•

Combinatorial auctions. In a combinatorial auction, bidders could fashion bids for
combinations (or packages) of permits, in an ‘all or nothing’ manner. Bidders would
either win the complete package or receive nothing. This ensures that the bidder does

Evans & Peck, Further definition of the auction proposals in the NETT Discussion Paper, August 2007. This report
can be found on the Taskforce’s website (www.emissionstrading.net.au).
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not receive an ‘incomplete’ package of permits. For example, a bidder could bid for a
package of permits drawn from all the vintages being auctioned (year 1, year 2, year 4),
and either win the complete package or receive nothing.
The selection of a proposed approach will be influenced by consideration of whether
emission permits will be substitutes, or complements.
C.1.1.1

Substitutes

Permits will have substitute characteristics, as a permit that is not used in a given year can be
transferred to and used in the following year without restriction. However, permits of
different vintages cannot be considered perfect substitutes, as only a limited number of
permits of a future vintage (compliance year + 1) may be used for compliance in an earlier
year. As discussed in Chapter 6, it is recommended that the amount of permits used in this
way should be limited to 1% of a party’s liability. For example, year 3 permits can be used in
year 4 without restriction. However, only a limited number of year 4 permits can be used in
year 3.
C.1.1.2

Complements

Permits may also have complementary features. For example, a power generator may have
the option to invest in an abatement measure that will reduce emissions over a five-year
period. If the generator does not make that investment, it will need permits over that period.
Emission permits for only the fifth year will be relatively useless if the generator is not able
to also obtain permits for the earlier years. Therefore, permits through this period may also
be complements, and bidders will seek to avoid ‘exposure risk’ — the risk of obtaining and
paying for an incomplete, and rather worthless, bundle.
C.1.1.3

Substitutes and complements in the NETS

In the proposed NETS, the substitute characteristics of the permits are expected to
dominate their complementary characteristics for the following reasons:
•

The existence of a secondary market will allow bidders to reduce and perhaps
eliminate any exposure risk. For example, a generator who is left with an incomplete
bundle of permits at an auction could either sell it in the secondary market, or top up
the bundle to a valuable combination in the secondary market.

•

The proposed auctioning of nearby vintages, with more limited advance auctions of
future vintages (discussed below), increases the substitute characteristic of permits
and reduces their complementary characteristic.

The expected dominant substitute characteristic of the permits will need to be taken into
account in selecting the auction design. In particular, it will be important that the design
allows bidders to express preferences for permits as substitutes. A brief analysis of some key
advantages and disadvantages of alternative auction types is presented in Table 13-1.
In summary, if the complementary characteristics of permits were strong, a combinatorial
design that allows bidding on packages of permits might be desirable. However, these
complementary characteristics do not appear to be dominant. In addition, the existence of a
secondary market will reduce and perhaps eliminate any exposure risk. Therefore, a
combinatorial design does not appear necessary, and its added complexity may generate
additional costs.
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Table 13-1: Table C-1: Analysis of broad auction types
Sequential auction
Advantages
Simple and readily understood by bidders.
Disadvantages
Does not allow bidders to express preferences for permits as substitutes. For example, as the auction
progresses a bidder may wish to substitute year 2 permits for year 1 permits. However, if the sale of year 1
permits has already closed, the bidder cannot make this substitution.
Leaves bidders open to ‘exposure risk’. For example, a bidder may want a package of permits from all the
vintages on sale, but may be unsuccessful in bidding for a particular vintage, leaving the bidder with an
incomplete package.
May not generate accurate price discovery, as permits of the same vintage may sell for different prices as the
auction progresses.
Combinatorial auction
Advantages
Allows bidders to bid for packages of permits, which is particularly useful if the permits have strong
complementary characteristics.
Reduces exposure risk.
Disadvantages
Less accurate price discovery for permits of a given vintage, as bidders express demand for packages of
permits.
May create increased complexity and possibly deter entry, and so reduce allocative efficiency.a
Simultaneous auction
Advantages
Facilitates price discovery for permits of a given vintage.
Simplicity may encourage entry and so enhance allocative efficiency.
Allows bidders to express preferences for permits that are substitutes. For example, during the auction a
bidder may switch their bids from year 1 permits to year 2 permits, as all vintages are open for sale
simultaneously.
Allows bidders to express preferences, to some degree, for permits that are complements.
Reduces exposure risk (relative to a sequential auction), as it allows bidders to bid for multiple vintages
(packages) of permits. However, this feature is not as complete as in a combinatorial auction, because in a
simultaneous auction bidders may still fail to win a particular vintage.
Disadvantages
May leave bidders open to greater exposure risk than a combinatorial auction. However, bidders can address
this through permit transactions in the secondary market.
a

Combinatorial auctions have recently been employed in Australia and have been readily understood and accepted by
bidders. For example, in 2006, the Victorian Department of Primary Industries conducted an electronic combinatorial
auction of marine aquaculture sites in Victoria. The auction successfully allocated 192 hectares of offshore water in 18
sites across Port Phillip Bay and Western Port. See Department of Primary Industries, Auction of marine aquaculture sites
in Victoria: a review of concepts and practice, Evaluation Report 10, January 2007.

Because emission permits have strong substitute characteristics, it will be important that the
auction design take account of this feature. A sequential auction does not allow bidders to
express or switch preferences between permits that are substitutes, and is therefore not
proposed.
However, a simultaneous auction design has distinct merit, as it allows bidders to shift
demand from one vintage to another, thus providing bidders with flexibility to deal with
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highly substitutable permits.2 A simultaneous auction design is also relatively simple and
inexpensive to implement, which will encourage entry and competition among bidders,
further promoting allocative efficiency and accurate price discovery.

C.1.2

Ascending clock auction format with iterative sealed bidding
in multiple rounds

C.1.2.1

Ascending clock auctions

In a ‘clock’ auction, the auctioneer names prices and bidders name quantities. In an
‘ascending clock’ auction, prices are named from low to high, while in a ‘descending clock’
auction prices are named from high to low. One reason for choosing an ascending clock
format is that it will be easily understood by Australian bidders, who are used to it in
auctions for houses, cars and other goods.3
An ascending clock auction for emission permits would operate as follows:
•

Before the auction begins, the auctioneer determines and announces the total supply
of permits and a reserve price (the starting price below which bids will not be
accepted).

•

The auctioneer then opens the auction by inviting bidders to each submit a bid that
specifies the total number of permits they wish to purchase at the reserve price (their
demand).

•

If total demand is less than total supply, the auction ends. All bidders receive the
permits they have requested and have to pay the reserve price for each permit. Any
remaining permits are not sold.

•

If total demand exceeds total supply, the auctioneer increases the price and opens a
new round of bidding. Bidders respond by submitting their demand at this new
price.

•

This process continues as long as total demand exceeds total supply.

•

As the price increases from round to round, bidders cannot increase their demand.

•

The auction ends once total demand is no longer greater than total supply. If total
demand exactly equals total supply, the final price will be the price in the last round
of bidding, and all bidders receive the quantity requested in their last bid.

•

Alternatively, if total demand in the last round is lower than total supply, the final
price is set at the price in the second-to-last round. Again, all bidders are awarded the
quantity demanded in their last bid. In addition, the residual supply is allocated to the
bidders in equal proportions to the residual demand. based on the bids in the
second-to-last round.

2

Since the FCC spectrum auctions in the United States, simultaneous auction formats have become
common for large-scale auctions and have proved successful, with bidders finding them intuitive and easy
to understand. Evans & Peck, Further definition of the auction proposals in the NETT Discussion Paper, August
2007, p. 65.

3

An ascending clock auction was used in the sale of NOx allowances in Virginia in 2004. However, other
design features differed from those proposed for a NETS because of differences in market conditions,
auction objectives and other factors. Evans & Peck, Further definition of the auction proposals in the NETT
Discussion Paper, August 2007.
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The following example illustrates the proposed process for allocating the residual supply of
permits:
•

Assume that a total supply of 100 permits is auctioned. There are two bidders, A and
B.

•

In the second-to-last round, bidder A submits a bid of 70 permits and bidder B a bid
of 40 permits. Total demand of 110 permits exceeds total supply of 100 permits, so
the auction continues to a further round.

•

In the last round, bidder A bids 61 and bidder B bids 34. Total demand of 95 units is
less than total supply, so the auction closes. The 95 permits are awarded to bidders A
and B, and there is a residual demand of 5 units.

•

Based on the bids in the second-to-last round, bidder A has a residual demand of
70 – 61 = 9 permits, and bidder B has a residual demand of 40 – 34 = 6 permits. The
total residual demand is 15 permits.

•

Therefore, 5/15 = 1/3 of the residual demand is met and bidder A receives a total of
61 + 9/3 = 64 permits, and bidder B receives 34 + 6/3 = 36 permits. This ensures
that total supply is exactly allocated among the bidders.

C.1.2.2

Iterative sealed bidding in multiple rounds

An auction can allow open bidding (the bids of auction participants are made known to all
bidders), or sealed bidding (bids are revealed only to the auctioneer). Sealed bidding can reduce
the scope for collusion, as it makes it more difficult for bidders to use bids to ‘signal’ to each
other or to retaliate against bidders who fail to maintain a collusive agreement.
In a standard sealed-bid auction, there is only one round of bidding. Bidders simultaneously
submit their bids, and the auctioned item is allocated to the winning bidder. However, a
multiple round sealed-bid auction offers scope for iteration, which is important in achieving
price discovery and allocative efficiency. The combination of an ascending clock format and
iterative bidding is likely to allocate permits to those who value them most highly, as a bidder
always has the opportunity to respond to competing bids.
Iterative bidding for permits of multiple vintages would operate as follows:
•

There would be a supply of permits by vintage.

•

In the first round, all bids start at their respective reserve prices (these could vary
between vintages).

•

Bidders express demand for permits by vintage.

•

At the end of each auction round, the total demand per vintage is determined and
the clock of each vintage in which total demand exceeds supply ‘ticks’ (moves) to its
next price level.

•

Bidders again express their demand by vintage.

•

This process continues as long as at least one clock ‘ticks’ to the next price level.

These rules allow bidders to bid on any vintage, irrespective of whether the relevant clock
ticked forward in the current round. This gives bidders the opportunity to shift demand
between vintages through the auction.
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In summary, the adoption of an ascending clock with iterative sealed bidding in multiple
rounds will promote efficiency and price discovery.4 Further, the auction format can be
implemented easily (for example, as a web-based application), keeping the costs of preparing,
running and participating in the auction low for government, sellers and buyers.

C.1.3

Uniform pricing

There are two broad options for an auction pricing rule: pay-as-bid pricing and uniform pricing.
•

Pay-as-bid. In pay-as-bid pricing, successful bidders pay the price of their own bid for
any permits they are awarded. This means that different bidders may pay different
prices for permits of the same vintage. For example, an auction may close at a price
of $20 per permit (at this point, total demand is equal to total supply). However,
different bidders may have expressed demand at different prices (some at $20, some
at $30, etc.). In a pay-as-bid auction, each bidder would pay their own bid price.

•

Uniform pricing. In a uniform pricing auction, all bidders pay the same price per unit
(the clearing price). This price is determined by the lowest successful bid (or the
highest rejected bid). For example, if an auction closes at a price of $20 per permit,
then all bidders would pay this price for their permits, even if their own bids were
different.

A number of factors are relevant in choosing between the two formats.
Uniform pricing provides a strong signal of participants’ aggregated estimates of the future
value of permits and thus of marginal abatement costs. This contributes to the price
discovery objective of the NETS auction system.
It has also been suggested that bidders find it easier to understand and formulate bidding
strategies under a uniform pricing rule, and this promotes entry and competition. In a payas-bid auction, small or inexperienced bidders may find it difficult to anticipate the market
clearing price and may fear making costly errors in price estimation.5 This concern may be
more acute in the early stages of the NETS, when the secondary market is immature and
there is uncertainty about permit prices.
A uniform price auction can create incentives for bidders to shade (lower) bids, particularly if
a few large bidders dominate the market and attempt to strategically reduce their demand for
permits and thereby reduce permit prices. However, in the Australian context, it is not
expected that bidders will be able to exercise substantial market power in permit auctions,
making bid-shading under a uniform pricing rule less likely.6

4

Sealed bidding was used in auctions for SO2 permits in the United States Acid Rain Program, and in
auctions for CO2 permits in Ireland and Hungary, although other design features differed from those in
the proposed NETS because of differences in market conditions, auction objectives and other factors.
Evans & Peck, Further definition of the auction proposals in the NETT Discussion Paper, August 2007.

5

C Hepburn et al., ‘Auctioning of EU ETS phase II allowances: how and why?’, Climate Policy (2006) 6:137–
160.

6

For a discussion of possible market power in Australia see Evans & Peck, Further definition of the auction
proposals in the NETT Discussion Paper, August 2007. Also, it has been suggested that bidders in a
discriminatory price auction may face incentives to shade (lower) all of their bids in an effort to avoid
paying more than they need for each permit. In a uniform pricing auction, bidders will only shade their
bids if they expect this to influence the market clearing price (i.e. if they can exercise market power).
C Hepburn et al., ‘Auctioning of EU ETS phase II allowances: how and why?’, Climate Policy (2006) 6:137–
160.
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Overall, the uniform pricing approach seems to offer advantages in generating price
discovery and providing simplicity for bidders.7

C.1.4

Aggregate demand revealed in each round

Several options can be considered in relation to the level of information that is made
available to bidders during the auction. After each round the auctioneer could:
a. indicate only whether total demand for permits exceeds supply and whether an
additional round of bidding will be conducted
b. reveal the total demand that has been submitted
c. reveal the number of active bidders, or
d. reveal all individual bids.
The Taskforce proposes that, at the end of each round of bidding, information about the
total demand for permits at that price be revealed to all bidders (option b). This improves
transparency and increases the information available to bidders compared with simply
revealing that total demand for permits exceeds supply (option a), and will help bidders
refine their bids.
It is not proposed to reveal further information during the auction, as this would add
complexity to the auction mechanism and provide scope for collusive behaviour among
bidders. For example, large bidders who are attempting to collude in an attempt to shape
auction outcomes could use such information to coordinate their bids, thereby reducing
allocative efficiency and auction revenues. If individual bids are not revealed, such collusive
strategies are more difficult to implement.

C.1.5

Selling and buying in an auction

C.1.5.1

Allow TEEIIs and other net sellers to sell permits at auction

A significant proportion of permits will be provided to some electricity generators and
TEEIIs free of charge. The Taskforce proposes that TEEIIs and generators be able to sell
their permits at auction if they choose to do so. The rationale for this is as follows:

7

•

Any auction will feature both net buyers (those wishing to acquire additional permits
in the auction) and net sellers (those holding more permits than they will use).

•

The government will be a net seller of permits, and TEEIIs that are large users of
electricity will likely be net sellers.

•

Net buyers will be those with relatively high abatement costs, who have an incentive
to buy permits.

•

If TEEIIs are excluded from selling their permits in the auction, permit supply in the
auction will be artificially reduced. The prices revealed in the auction might
overestimate the future development of the market price, and the resulting allocation
would be inefficient.

Uniform pricing was used in auctions for NOx in Virginia in the United States, in the United Kingdom
Emissions Trading Scheme, and in auctions for CO2 permits in Ireland and Hungary, although other
design features differed from those in the proposed NETS because of differences in market conditions,
auction objectives and other factors. Evans & Peck, Further definition of the auction proposals in the NETT
Discussion Paper, August 2007.
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Accordingly, the Taskforce recommends that the auction format allow all net sellers of
permits to participate. This adds some complexity, but is more likely to result in accurate
price discovery and greater allocative efficiency.
C.1.5.2

Allow intermediaries and other buyers of permits to purchase permits at
auction

As discussed in Chapter 5, no restrictions are proposed on who can participate in an auction
to purchase permits, subject to meeting standard financial guarantee requirements.

C.1.6

Proxy bids to accommodate small participants

Proxy bidding gives bidders the option of submitting a single demand curve to be used
throughout the auction, rather than participating explicitly in each round. The auction system
then bids automatically on behalf of the bidder according to this proxy bid. Proxy bids can
be updated or deleted by the bidder at any time.
Proxy bidding offers some advantages:
•

Small bidders with very simple demand curves can participate in the auction at low
cost.

•

Bidders who wish to be absent for some or all of the auction can still participate as
bidders.

Proxy bidding has no apparent disadvantages, and the additional flexibility that it offers
bidders may encourage entry and increase competition. The use of an internet platform
(discussed below) makes such measures practical and inexpensive.

C.1.7

Bid increments and intra-round bidding

C.1.7.1

Bid increments

Bid increments are the increments by which the prices announced by the auctioneer increase
between rounds. Large bid increments allow the auction to conclude more rapidly; however,
they may introduce inefficiencies because bidders are only able to express demand in ‘coarse’
units, and may increase the need for ‘rationing’ to close the auction. Small bid increments
allow bidders to express demand in more finely grained units; however, they increase the
number of rounds and the time required to complete the auction, and so increase
participation costs for bidders.
In an auction with many clocks (such as a simultaneous auction for a number of vintages),
too finely grained bid increments will further lengthen the auction. Commonly, bid
increments are more coarse at the beginning of an auction and become more finely grained
as excess demand decreases.
Further quantitative work will be needed to define precise bid increments as auction design
is finalised.
C.1.7.2

Intra-round bidding

Intra-round bidding allows bidders to express their demand preferences in more finely
grained units within the bid increments defined by the auctioneer, and can reduce the need
for rationing. Intra-round bidding would operate as follows:
•
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Assume the price in the second-to-last round was $40, and the bid increment was
$10.
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•

In the next round, the auctioneer announces a new price of $50.

•

Bidders can then submit a demand schedule with bids for the number of permits
demanded along a spectrum of prices from $40 to $50 ($42, $44, $46, etc.).

•

If, at any time during the round (taking into account the intra-round bids), the prices
reach a point where demand and supply are equal (or supply exceeds demand), the
round terminates at that price.

•

However, if demand exceeds supply at the end of the round, bidding moves on to
the next round.

Note that, while bidders can take advantage of intra-round bidding, they are not required to
do so.
In summary, bidders are expected to face uncertainty about permit prices, and intra-round
bidding can help to smooth the clearing process, reduce the need for rationing and enhance
auction efficiency. A potential drawback of intra-round bidding is that if bid increments are
increased, this may reduce the number of auction rounds and the level of information
feedback through the auction process. Intra-round bidding is widely used in high-stakes
clock auctions internationally, bidders generally find the approach easy to understand, and its
implementation is simple for the auctioneer.8 It is recommended to include the option of
intra-round bidding, subject to further experimental study as described in section C.1.11.

C.1.8

Reserve price

A reserve price in an auction is a price below which items will not be sold — bids below the
reserve price are not accepted. There are a number of considerations in determining whether
a reserve price should be set for emission permits and, if so, at what level.
It is expected that there will be uncertainty about the market price of permits, particularly in
the early stages of the scheme. Auctions will reveal this information, so the outcomes of
early auctions can provide guidance for the setting of reserve prices for later auctions.
Reserve prices can reduce the incentive for collusion, as they reduce the maximum gain from
successful collusion (that is, successful collusion cannot reduce the permit price below the
reserve price).
A reserve price can also help to accelerate the auction process (and so lower costs for
participants), because bidding does not need to begin at a price of zero.
However, a reserve price set too high may deter entry to an auction, increasing the
opportunities for abuse of market power or collusion and reducing allocative efficiency.
The setting of a reserve price will be an important feature of auction design, and further
quantitative work will be needed to refine a reserve price strategy as other scheme
parameters (caps, number of permits to be auctioned, etc.) are finalised.

C.1.9

Internet auction platform

The Taskforce proposes the use of an internet bidding platform for permit auctions. The
proposed auction format is relatively simple to realise in a web application. This will facilitate

8

For example, intra-round bidding was used in the United Kingdom Emissions Trading Scheme. Evans &
Peck, Further definition of the auction proposals in the NETT Discussion Paper, August 2007.

259

Appendix C: Auction arrangements
entry and reduce costs. From the bidders’ side, internet access and a standard web browser
should be the only technical requirements.
Standard web browsers now support state-of the-art security. Some care would be needed in
designing the user interface, but several software vendors support ascending-clock auctions.
Similar software has been used in high-stakes auctions worldwide over many years.

C.1.10

Auction timing and frequency

There are advantages and disadvantages to frequent auctions compared to infrequent
auctions.
The advantages of frequent auctions (which can be seen as the disadvantages of infrequent
auctions) are that they:
•

reduce the risk that bidders will be able to corner the secondary market, as bidders
will be able to react in subsequent (frequent) auctions by increasing their bids

•

may place less pressure on bidders’ cash flows, as bidders may find it easier to
manage small, frequent outlays than large, infrequent outlays

•

may increase participation by enabling more ‘learning by doing’ among bidders and
ensuring liquidity for new entrants

•

may increase flexibility if caps need to be adjusted or if the volume of permits to be
auctioned in a given year is subject to uncertainty or change

•

may have less impact on the secondary market, as several auctions of small volumes
of permits should have less impact on permit prices than infrequent auctions of large
volumes

•

may lower risk (for example, if the initial auctions fail to deliver against objectives,
auction design can be modified).

The disadvantages of frequent auctions (which can be seen as the advantages of infrequent
auctions) are that they:
•

would decrease the volume of auctioned permits at the beginning of the scheme,
which may reduce participation and therefore the accuracy of the resulting price
signal

•

may reduce the level of activity in the secondary market, particularly if they are twosided auctions (where all net sellers of permits, such as TEEIIs, can participate)

•

may increase the likelihood of collusion, particularly if there are relatively few
participants, because participants could interact more often and strike agreements on
bid prices

•

will increase transaction costs for the scheme regulator and companies (however, the
use of an internet platform will help to reduce costs).

As noted in Chapter 5, a mix of spot and advance auctions is proposed for the NETS.
Further consideration of auction timing and frequency will take into account the way permits
are allocated across auctions. This issue is discussed in the report prepared for the
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Taskforce,9 and further refinement will be required as other scheme parameters are finalised
(e.g. caps, number of permits to be auctioned, etc.).

C.1.11

Finalising auction design

Every auction context has unique features, and it can be difficult to transfer lessons from
one context to another. Auction design can be improved through testing and
experimentation.
Experimentation will be particularly valuable in settings where empirical evidence is scarce,
where design choices exist, and where outcomes are dependent on human behaviour. Areas
in which experimentation can help to inform design decisions include:

9

•

testing the merits of intra-round bidding

•

assessing simultaneous versus sequential auction design

•

clarifying the auction schedule and the auctioning of permits across vintages.

Evans & Peck, Further definition of the auction proposals in the NETT Discussion Paper, August 2007.
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D

Offsets

D.1

The development of offsets rules

Chapter 7 (Section 7.5) of this report identifies areas for the development of offsets rules.
Such areas include afforestation and reforestation (as defined under the Kyoto Protocol);
carbon capture and storage; industrial processes; methane emissions from waste; and a
number of other areas suggested by stakeholders.

D.1.1

Proposed process

A possible process for developing offsets rules is as follows:
1. Investigation of existing rules and protocols, including outline of key issues and
options within the particular area of abatement activities. This may include a set of
preliminary recommendations on options that best deal with the key issues.
2. Establishment of a workgroup and identification of relevant stakeholders, experts
and technical advisers. The workgroup would consist of government, academic,
industry and environmental representatives.
3. Preparation of detailed background materials for the workgroup.
4. Workgroup workshops to discuss key principles and outline the framework.
5. Preparation of workshop outcomes report and draft proposed framework (e.g. by
the scheme developer or consultants).
6. Review of draft proposed framework by experts and technical advisers, including
investigation of the implications of particular aspects of the proposed framework.
7. Preparation of second draft proposed framework (e.g. by the scheme developer or
consultants).
8. Consultation with stakeholders on second draft proposed framework, perhaps using
a published format with written submissions, or perhaps with some public meetings
or presentations.
9. Workgroup workshop to examine stakeholder input and prepare final draft of the
proposed framework.
10. Confirmation of the proposed framework by the governing body and
commencement of rule drafting.

D.1.2

Structure of this appendix

This appendix:
•

examines a draft proposed framework for offsets rules for afforestation and
reforestation activities (Section D.2)

•

discusses key issues common to other priority areas for offsets rules development
(Section D.3)

•

sets out requirements for an offsets rule covering activities that destroy biogenic
methane from waste (Section D.4)
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•

sets out requirements for a rule covering forest management, soils and non-forest
revegetation (Section D.5).

It is important to note that the various areas identified for priority rule development have
slightly different key features, so their frameworks for rule development will vary.

D.2

Draft proposed framework for forest projects involving
afforestation or reforestation

Chapter 7 identifies ‘forest projects involving afforestation or reforestation’ as an area that
would benefit from the establishment of prescriptive offsets rules.
For such projects, the rule development process described in Section D.1.1 can be
considered to have moved through to the completion of step 5 before the release of this
report, based on the work and stakeholder consultation undertaken since the release of the
Taskforce’s 2006 Discussion Paper.
In late 2006, the Taskforce engaged a consultant to undertake steps 1, 3 and 4 and the first
part of step 5 (preparation of the workshop outcomes report). The Taskforce addressed step
2 by establishing a workgroup.
The workshop, which took place in Melbourne on 15 December 2006, was facilitated by the
consultant and involved a wide variety of stakeholders (27 in total) from the Commonwealth
and state governments, the forest industry, relevant industry associations and consulting
firms. The background paper prepared before the workshop and the Report on Workshop
Outcomes prepared soon after are available from the Taskforce’s website.1
This section takes the outcomes from the workshop and translates them into a draft proposed
framework for an offsets rule applicable to forest projects involving afforestation or
reforestation.
As noted in the Report on Workshop Outcomes, some matters require further investigation and
discussion. These issues are highlighted in the relevant sections.
The framework described here provides a comprehensive picture of what would be in the
final offsets rule for forest projects involving afforestation or reforestation, but does not
necessarily indicate the structure of the final rule. The final structure will be guided by the
legal drafting requirements that feed into the NETS legislative processes.
There are five key aspects to offsets projects involving afforestation or reforestation:

1
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D.2.1

Eligibility

The eligibility of forest afforestation or reforestation projects can be described in terms of
land eligibility, forest characteristics and forest establishment, which are set out in this
section. Eligibility requirements involving additionality and the timing of project
commencement are described in Section D.2.2.
D.2.1.1

Land eligibility

The definition of ‘land’ will be consistent with definitions used in the protocols under the
United Nations Framework Convention on Climate Change (UNFCCC).
As a starting point (using the Kyoto Protocol as reference), eligible land will be:
•

land that was not forest at 31 December 1989
or

•

land that has not been forested for the previous 50 years.

Land eligibility requirements will be updated to maintain consistency with UNFCCC
protocols.
D.2.1.2

Forest characteristics

Consistent with definitions adopted by the Commonwealth Government and used in the
National Carbon Accounting System, a ‘forest’ is defined as:
•

at least 2 metres in height at maturity

•

having at least 20% canopy cover

•

a minimum of 0.2 hectares in area with a minimum width of 10 metres.

Afforestation or reforestation projects can consist of more than one forest, and these can be
distributed across geographically diverse locations. Additional areas of forest can be added to
the project after the project begins.
D.2.1.3

Forest establishment

Forest establishment will be defined consistent with definitions used in the UNFCCC
protocols. As a starting point (using the Kyoto Protocol as reference), forests must be
established after 1990 on eligible land. Forest establishment must be human induced, in line
with definitions used in the UNFCCC protocols.

D.2.2

Baselines and additionality

Baselines and additionality for afforestation or reforestation projects can be described in
terms of land use assumptions, project boundaries, additionality and other financial
incentives.
D.2.2.1

Land use assumptions

The baseline scenario for projects is defined as follows:
•

In the absence of the project, the increase in carbon stocks on the eligible land
included in the project is assumed to be zero.

•

This assumption is based on the expected use of the land (which was cleared land
before the establishment of the forest) over the duration of the project.
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•

If a project includes forest that was established before the commencement of the
project, only abatement (i.e. increases in carbon stocks in the forest) that occurs after
commencement is recognised. If a project begins before the start of the NETS
(nominally set at 1 January 2010), only abatement that occurs after the
commencement of the scheme is recognised.

•

There is no requirement for project proponents to identify a specific baseline
scenario for the eligible land included in the project. This approach is consistent with
the JISC Guidance on Criteria for Baseline Setting and Monitoring and the permitted use of
a ‘multi-project emission factor’ in the establishment of a baseline.

D.2.2.2

Project boundaries

Spatial boundaries of the project activity must be clearly defined:
•

The project activity may contain more than one discrete parcel of land.

•

Each discrete parcel shall have a unique geographical identification.

•

The boundary shall be defined for each discrete parcel and delineated to make the
boundary geographically verifiable.

•

The plot data shall be recorded, archived and listed in the project’s records
management system.

•

Parcels of land may be added or removed from the project after the project begins.
Carbon accounts and maintenance obligations must be adjusted accordingly.

Project proponents must include the following carbon pools in the carbon accounting for
the project activity unless the exclusion of specific carbon pools is justified:
•

above-ground biomass

•

below-ground biomass

•

deadwood

•

litter

•

soil organic carbon.

Project proponents must consider and then include or exclude in the project boundary the
following emissions, based on the emissions’ status as meeting all three of the following
criteria: (1) under the control of the project participants; (2) reasonably attributable to the
project; and (3) ‘significant’ (in relation to total emissions from the project). All exclusions
must be justified.
•

burning of fossil fuels (CO2, CH4, N2O), including in on-site and/or off-site use of
vehicles and machinery

•

burning of biomass (CO2, CH4, N2O)

•

use of fertilisers (N2O)

•

livestock fed with forage produced by the project (CH4, N2O).

D.2.2.3

Additionality

Abatement from the project must be over and above any legal and/or regulatory
requirements that apply to the eligible land included in the project. This test must consider
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the duration of the requirements when compared to the 100-year carbon stock maintenance
obligation.
Any net increase in carbon stocks within the project boundary (after consideration of
emissions within the boundary) is considered to be additional to what would have happened
in the absence of the project. Net increases in carbon stocks must be consistent with the
100-year carbon stock maintenance obligation.
D.2.2.4

Other financial incentives

Project proponents do not need to account for project finance or other financial support
that is not related to abatement.
For project finance or other financial support which is directly related to abatement
outcomes, the project developer must inform the scheme regulator of the details of this
assistance (source of funding, criteria for receipt of funding, obligations attached to funding,
etc.).
Abatement from the project activities must not have been brought to account or traded for
any purpose other than for the creation of credits under the NETS offsets regime.

D.2.3

Carbon accounting

Carbon accounting for projects can be described in terms of standards and guidance;
uncertainty and conservatism; models and calculation tools; and recognition of abatement.
D.2.3.1

Standards and guidance

Project proponents must use Australian Standard AS 4978.1-2006 Quantification, monitoring and
reporting of greenhouse gases in forest projects — afforestation and reforestation in the quantification of
carbon stocks and carbon stock change.
Application of standards and guidance (in particular, the use of the Australian Standard)
must be consistent with other requirements in this rule for forest definitions, reference dates,
additionality, permanence, and quantification of emissions and removals (including
uncertainty analysis).
D.2.3.2

Uncertainty and conservatism

Estimates of carbon stocks and carbon stock change must be conservative. The
conservatism of estimates may be demonstrated by:
•

use of default values in calculations performed through the National Carbon
Accounting Toolbox (NCAT)

•

direct discounting of estimates to ensure that there is a high probability that the value
of the estimate of carbon stock change is less than the actual value of carbon stock
change

•

uncertainty analysis, including the use of model simulations to produce probability
distribution functions for estimates, and selection of an appropriate model output
figure which is more probable than the mean.

D.2.3.3

Models and calculation tools

Models and calculation tools used by project proponents in the estimation of carbon stocks
and carbon stock change must be transparent, robust and based on reliable data.
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Use of the NCAT, as per guidance provided by the Australian Greenhouse Office and the
National Carbon Accounting System, is encouraged
The use of models and calculation tools should, as far as practicable, result in project-level
estimates that are consistent with the estimates incorporated in Australia’s National
Greenhouse Gas Inventory and National Carbon Accounting System.
Use of NCAT must be in line with technical guidance provided by the Australian
Greenhouse Office and the National Carbon Accounting System. Deviations from default
values must be justified as per NCAT guidelines.
Project proponents who use tailored models and calculation tools must have them
periodically verified for their consistency with the Australian Standard and the
appropriateness of the record-keeping arrangements that underpin the ongoing use and
updating of data, factors and variables.
D.2.3.4

Recognition of abatement

Only abatement that occurs after the commencement of the project and after the
commencement of the NETS will be recognised, subject to:
•

project approvals by the scheme regulator

•

time limits for creation of offsets credits after the abatement has occurred

•

consistency with the 100-year carbon stock maintenance obligation, based on
anticipated variations in the project’s carbon stocks (e.g. harvest regimes for
commercial plantations) and the minimum level of the project’s carbon stocks over
that 100-year period.

D.2.4

Permanence arrangements

Permanence arrangements can be described in terms of duration; structures and obligations;
legal instruments; and dealing with non-permanence.
D.2.4.1

Duration

Carbon stocks that are the basis for the creation of NETS offsets credits must be maintained
for 100 years from the year in which the credits are created.
D.2.4.2

Structures and obligations

The project proponent is responsible for making good any shortfall in credits if the project’s
carbon stocks fall below those required to support the offsets credits already created. A
shortfall may be made good by surrendering valid NETS units (permits or offsets credits).
The scheme regulator will impose appropriate conditions when it approves the project and
the project proponent. These obligations will be legally binding, with substantial penalties for
breaches or non-compliance.
D.2.4.3

Legal instruments

In addition to contractual and regulatory obligations imposed by the scheme regulator,
project proponents must enter into agreements that are registered on the title of the lands
included in the project. The scheme regulator must be a party to these agreements, and the
duration of the agreements must be consistent with the 100-year carbon stock maintenance
obligation.
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Land titles, maps and agreements must be registered and maintained in conjunction with the
relevant state or territory land information offices.
D.2.4.4

Dealing with non-permanence

Project proponents must prepare and implement appropriate risk management plans for
hazards and risks to the project (including fire, disease, pests, extreme weather and climate
variability).
If the project’s carbon stocks fall below those required to support the NETS offsets credits
that have already been created, the scheme regulator must be notified immediately. No
further credits can be created until the shortfall has been rectified.
At the discretion of the scheme regulator, the project proponent must undertake to correct
the shortfall in eligible carbon stocks through replanting of damaged forests, acquisition of
an appropriate quantity of eligible forests, or surrender of an appropriate number of NETS
offsets credits or emission permits.

D.2.5

Operations and administration

Operations and administration for forest projects involving afforestation or reforestation can
be described in terms of registration of projects; monitoring and reporting; validation and
verification; creation and transfer of the credits; and centralisation of services.
All these issues are common across all of the NETS offsets regime. Much of the detail in
this area will be determined by the institutional arrangements put in place to support the
NETS. This includes processes developed by the scheme regulator to assess and approve
offsets projects, the validation and verification requirements imposed on project proponents,
and the registry infrastructure that is established to enable the creation and transfer of
compliance units.
Only those operations and administration issues that relate specifically to forest projects
involving afforestation or reforestation are outlined in this section.
D.2.5.1

Monitoring and reporting

Project proponents must prepare and implement robust record-keeping arrangements to
support information gathering, data compilation, abatement calculations, adherence to
obligations and reporting to the scheme regulator
Reporting must be annual (at least) during periods in which NETS offsets credits are being
created from the project. Once the forests in the project have reached maturity (i.e. carbon
stocks have become stable), monitoring and reporting may be less frequent. Significant
depletion events must be reported to the scheme regulator as they occur.
Project proponents may use remote sensing in their information gathering and data
compilation.
D.2.5.2

Centralisation of services

Project proponents may use service providers in the implementation and ongoing operation
of their projects.
This could include services associated with planting, data gathering, carbon accounting,
insurance, land titles registration, remote sensing, and other activities.
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Project proponents are solely responsible for meeting their obligations, as imposed by the
scheme regulator, independently of any failure of contractual arrangements between project
proponents and service providers.

D.2.6

Next steps in the rule development process

The Taskforce has completed Steps 1 to 5 of the rule development process for forests
projects involving afforestation or reforestation, as outlined in section D.1.1. However, the
other steps in the process remain to be completed (Steps 6 to 10).

D.3

Key issues in other priority areas

A common framework has been used to examine other areas that the Taskforce has
proposed for offset rules development. The proposals in this section are starting points for
further work, and are subject to further consultation with stakeholders.
What follows is a brief description of each of the elements of the framework.
Project types — Within each proposed area there is a range of possible abatement activities. It
is necessary to specify which activities would potentially be covered by a future offset rule.
Eligibility — The eligibility of a project developer and a particular project need to be clearly
defined to provide certainty about whether a project would be able to create offset credits.
Additionality — Prescriptive rules are intended to provide certainty that an abatement activity:
•

actually reduces emissions

•

is over and above all regulatory requirements

•

would not have happened without the incentive (financial or otherwise) provided by
offset credits.

By defining which abatement activities are not ‘business as usual’ in the Australian context, it
is possible to draw a very clear line between additional and non-additional activities (i.e.
eligible and ineligible activities) within each area.
To ensure that additionality is explicitly recognised, it is proposed that projects that fall
within rules-based offsets areas be reviewed, using eligibility criteria, to determine whether
financial additionality is being achieved. It may be appropriate for each project to provide
some information on the barriers that prevent the project from being the most likely
baseline scenario, such as technology availability, human capacity, operational risk or
investment hurdles. The project developer should be able to choose the most relevant
barrier for their analysis.
Ownership of abatement — Determining who has the rights of ownership to abatement that
results from an offsets project is a key aspect of the administration of an offsets regime.
Identifying a ‘default’ owner, transferring ownership and demonstrating ownership are
necessary, particularly if individual abatement activities are small and dispersed, involve
multiple participants, or both.
Greenhouse gas boundary — This is the group of emissions (or carbon pools) that are to be
included in the calculation of abatement resulting from the offset project. Justification for
the exclusion of particular emissions or carbon pools is of similar importance.
Physical boundary — This is the physical or geographic boundary of the offset project.
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Temporal boundary — This defines the duration of the project, including a point in time at
which the project is considered to ‘commence’, and takes into account triggers that may
affect the end point (such as inclusion as a covered activity within the NETS).
Baseline — This is the most likely scenario for the delivery of the project’s outcomes without
the incentive provided by offsets credits (principles for baseline setting are discussed in
Chapter 7.)
Method to estimate project emissions — The methods used to calculate the emissions (or
sequestration) from a project will vary considerably with the activity and the availability of
data.
Abatement calculation — This is the approach used to quantify the difference between the
emissions (or sequestration) outcome in the baseline scenario and the outcome in the
project. The equation usually also includes the consideration of leakage.
Monitoring and reporting — The approach to monitoring a project (and a baseline) varies
significantly across project types, so requirements must be tailored to the relevant abatement
activities. Key considerations include data availability, responsibilities for data collection,
consolidation of data, and quality-control procedures. The general requirements for
monitoring systems, record-keeping arrangements and regular reporting will be described in
guidance documents that are applicable across the offsets regime.
Verification — Independent checks of project outcomes and abatement claims are a necessary
part of any offsets regime. Approaches to verification can vary considerably across different
abatement activities. Identifying key risks for particular project types can assist the efficient
and effective use of verifiers.
Leakage and other issues — ‘Indirect’ impacts of an abatement activity (outside the project
boundary) can have significant implications for emissions or sequestration. This is called
leakage. While most abatement activities have negligible leakage, some project types will
need to quantify and account for these impacts.

D.4

Destruction of biogenic methane from waste

D.4.1

Project types

•

Capture and combustion of methane from sewage treatment plants (STPs)

•

Capture and combustion of methane from animal waste management systems
(AWMSs)

•

Capture and combustion of methane from wastewater treatment plants (WWTPs)

•

Combustion of methane manufactured from putrescible waste

•

Enhanced capture and combustion of methane from landfills.

D.4.2

Eligibility

The waste stream or source of methane can be existing or new, but abatement must
commence after the project eligibility date.
Projects must have all the appropriate licences to operate from government agencies.
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D.4.3

Additionality

Regulatory requirements for landfill gas are state- or territory-specific. These will need to be
carefully considered. A recent survey by the Australian Greenhouse Office shows that, of the
states, only Queensland and Western Australia do not currently require some form of
capture and combustion of landfill gas. Western Australia is developing appropriate
regulations.
Most regulations only apply to landfills above a certain size or level of activity. This means
that sub-threshold sites may have far fewer regulatory requirements with respect to landfill
gas.
Whether ‘regulatory requirements’ include obligations that are imposed by site-specific
licences or only the broad requirements that apply to all sites will have to be decided.
If regulations or licences do not quantify the volume or proportion of methane emissions
that must be captured and combusted, the abatement requirement (in tonnes of methane per
year) will have to be determined.
There are currently no regulatory requirements for STPs, WWTPs or AWMSs to combust
methane.
The implications of requiring a ‘barriers analysis’ for each project should be examined during
the rule development process. This would require project developers to demonstrate that
some form of barrier had prevented the most likely scenario being the project activity. The
barriers could be technology availability, human capacity, operational risk or investment
hurdles. The project developer would be able to choose the most appropriate for their
analysis.

D.4.4.

Ownership of abatement

The default owner of the abatement is the owner of the source of the methane (i.e. the
owner of the STP, WWTP, AWMS or landfill).
There is a need to clarify who owns the abatement where waste is diverted from landfill to a
methane manufacturing facility (e.g. to a biodigester). Supply contracts and other agreements
should specify ownership of the methane and any abatement credits.

D.4.5

Baselines

For projects involving STPs, WWTPs and AWMSs, the baseline scenario is the release to the
atmosphere of the methane that is being captured and combusted by the project activity.
For landfills, the baseline scenario is the capture and combustion of methane that is required
by existing regulations. This could assessed for a ‘standard’ extraction system, so that an
‘enhanced’ extraction system makes a clear difference that results in the capture of greater
volumes of methane.
For projects involving manufactured methane (from putrescible waste), there is a Clean
Development Mechanism (CDM) tool that prescribes calculations for ‘baseline emissions of
methane from waste that would in the absence of the project activity be disposed of at solid
waste disposal sites’.

D.4.6

Method to estimate project emissions

Carbon dioxide that results from the combustion of methane is not included. This CO2 is
considered to be part of the natural carbon cycle (compared to anthropogenic emissions)
and the result of combusting a renewable fuel.
272

Appendix D: Offsets
The combustion efficiency of flares or other oxidising equipment has been the focus of
some attention under the CDM. A default figure for combustion efficiency or some
reasonable regime for testing efficiency should be considered.

D.4.7

Leakage and other issues

If a ‘methane from waste’ project produces energy (electricity or useful heat) from the
combustion of methane, then only the abatement from the combustion of the methane
would be recognised for offsets credits. There would be no recognition of any abatement
resulting from delivery of renewable energy that displaces fossil fuel energy.

D.5

Forest management, soils and revegetation (non-forest)

The potential to develop pre-2012 rules under the ‘forest management, soils and
revegetation (non-forest)’ category may be affected by Commonwealth Government
decisions to exclude Article 3.4 activities under the Kyoto Protocol from national emissions
accounting using Kyoto methodologies.

D.5.1
•

Project types
Forest management
- Avoided deforestation
- Sustainable forest management
- Enhanced forest sequestration.

•

Soils
- Shift from till to no-till or strip-till cropping
- Cropland management
- Grazing land management.

•

Revegetation
- Conversion of degraded land to revegetated land (non-forest).

D.5.2

Eligibility

Land eligibility: While there are explicit land eligibility requirements for forest projects
involving afforestation or reforestation (primarily through the definitions in the Kyoto
Protocol), there are no precedents for determining eligibility of the land or the vegetation for
other types of ‘land use’ offsets projects. Careful consideration is required to ensure that land
is not converted from one use to another for the sole purpose of enabling an offsets project
to subsequently be undertaken on that land.
Project eligibility: As in the approach proposed for forest projects involving afforestation or
reforestation, it would be possible to allow any project that began after 1990 to be eligible,
but recognise only abatement that occurs after the commencement of the NETS.

D.5.3

Additionality

Given the historical approach to land clearing and revegetation in Australia, it could be
argued that any improvement in carbon stocks is not the ‘business as usual’ scenario.
However, recent developments in state legislation (e.g. Queensland’s banning of broadscale
land clearing and native vegetation legislation in NSW) demonstrate that the historical
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approach to land management is perhaps not an appropriate proxy for the future. Regulatory
requirements will need to be considered in defining which projects are additional. Those
requirements could also assist in defining baselines for land clearing or revegetation rates.
The implications of requiring a ‘barriers analysis’ for each project should be examined during
the rule development process. Barrier analysis would require project developers to
demonstrate that some form of barrier had prevented the most likely scenario from being
the project activity. The barrier could be technology availability, human capacity, operational
risk or investment hurdles. The project developer would be able to choose the most
appropriate in their analysis.

D.5.4

Ownership of abatement

The framework that has been developed for forest projects involving afforestation or
reforestation is a useful template.
Default ownership of the carbon sequestered in the landscape is via a Carbon Sequestration
Right (CSR) which is registered on the land title. There may be some adjustments required to
recognise carbon stocks that are not within a forest (i.e. in soils or non-forest vegetation).
Ownership or control of the CSR can be transferred via contract, allowing aggregators to
play important roles. This allows an aggregator to form relationships with multiple
landowners and to manage the administration of an offsets project, thus reducing the
administrative burden on individual landowners and facilitating broader participation.

D.5.5

Greenhouse gas boundary

These projects involve carbon pools and emissions sources. Care needs to be taken in
allowing project developers to exclude particular carbon pools or emissions from the project
accounting.

D.5.6

Physical boundary

The framework that has been developed for forest projects involving afforestation or
reforestation is a useful template. This allows multiple sites to be included in a single
‘sequestration pool’. Substantial gains can be realised in administrative efficiency, risk
management, uncertainty analysis and operational efficiencies (e.g. purchasing of supplies
and utilisation of staff).
Project activities involving soils may need to specify soil depth as a physical boundary for
project accounting.
Projects involving avoided deforestation may require much larger geographic coverage to
provide some confidence that deforestation activities have not merely shifted outside the
project boundary.

D.5.7

Temporal boundary

The framework that has been developed for forest projects involving afforestation or
reforestation is a useful template for defining some form of permanence requirement.

D.5.8

Baselines

Baseline scenarios for land within the sequestration pool would need to be defined. The
approach may vary for the different project types (i.e. expected land clearing for an avoided
deforestation project, compared to ongoing degradation of land for a revegetation project)
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The process of identifying baseline scenarios will need to be constructed carefully to provide
a reasonable level of confidence in the resulting scenarios, while at the same time not
requiring a baseline scenario to be identified for each and every hectare of land.
There is good potential to use regional or sub-regional default factors (perhaps based on
areas under particular catchment management authorities) to create simplified approaches to
identifying baseline scenarios.

D.5.9

Abatement calculation

Estimation of carbon stock change is required for all of the project types.
Substantial guidance and standards exist for forest-based projects, while empirical data for
biodiverse forests is still relatively thin.
Less guidance is available for estimating carbon stock change in soil organic carbon and
low-level vegetation.
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E

Existing Australian government climate change
measures

E.1

Commonwealth Government and all Australian
governments

National Energy Efficiency Framework — jointly operated by the Commonwealth, state
and territory governments. Actions include:
•

minimum energy performance standards for a range of appliances and devices

•

mandatory energy performance labelling for some appliances

•

energy-efficiency standards for residential and commercial buildings, including
mandatory disclosure of buildings’ energy performance

•

capacity building and trade and professional training

•

awareness raising in the finance sector.

National GreenPower Accreditation Program — joint program by NSW, Victoria,
Queensland, South Australia, Western Australia and ACT governments.
CRC for Coal in Sustainable Development
CRC for Greenhouse Gas Technologies
Greenhouse Challenge Plus — enables Australian companies to form working
partnerships with the Australian Government to improve energy efficiency and reduce
greenhouse gas emissions.
Greenhouse Friendly — allows Australian businesses to market greenhouse neutral
products or services, deliver greenhouse gas abatement and give Australian consumers
greater purchasing choice.
Generator Efficiency Standards — aims to achieve movement towards best practice in the
efficiency of fossil-fuelled electricity generation and to deliver reductions in the greenhouse
gas intensity of energy supply.
Australian Coal Mine Methane Reduction Programme — Commonwealth Government
competitive grants program designed to reduce methane emissions from Australian
underground coal mines in the Kyoto target period 2008–12. The program is expected to
reduce emissions by up to 0.9 million tonnes per year (4.5 million tonnes over the 2008–12
period). Grant funding available under the program is $15.9 million over five years starting
from 2007–08.
Minimum Energy Performance Standards — Australian Greenhouse Office coordinates
the implementation of state-based regulations that compel industry stakeholders to meet
minimum energy performance standards or to disclose the energy efficiency of selected
products through appliance labelling.
Low Emissions Technology and Abatement — $26.9 million initiative to reduce
greenhouse gas emissions over the longer term by supporting the identification and
implementation of cost-effective abatement opportunities and the take-up of small-scale
low-emission technologies in business, industry and local communities.
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Low Emissions Technology Demonstration Fund — supports the commercial
demonstration of technologies that have the potential to deliver large-scale greenhouse gas
emission reductions in the energy sector. Designed to leverage $1 billion in additional private
sector investment.
Mandatory Renewable Energy Target — commenced on 1 April 2001. The Renewable
Energy (Electricity) Act 2000 requires the generation of 9,500 gigawatt hours of extra renewable
electricity per year by 2010.
Solar Cities — designed to demonstrate how solar power, smart meters, energy efficiency
and new approaches to electricity pricing can combine to provide a sustainable energy future
in urban locations throughout Australia. A partnership approach that involves all levels of
government, the private sector and the local community. Adelaide, Townsville, Blacktown,
Alice Springs and Central Victoria are the five solar cities.
Photovoltaic Rebate Programme — provides cash rebates for the installation of solar
photovoltaic systems on homes, schools and community use buildings.
Renewable Energy Development Initiative — a competitive grants program supporting
renewable energy innovation and its early-stage commercialisation. Provides matching grants
from $50,000 up to a limit of $5 million for eligible renewable energy technology projects
extending up to three years.
Solar Hot Water Rebates — rebates of $1000 in eligible circumstances to install solar and
heat pump hot water systems in households.
Renewable Remote Power Generation Programme — provides financial support to
increase the use of renewable generation in remote parts of Australia that currently rely on
fossil fuel for electricity supply.
Advanced Electricity Storage Technologies Programme — will identify and promote
strategically important advanced storage technologies in order to increase the ability of
renewable energy-based electricity generation to contribute to Australia’s electricity supply
system.
TravelSmart Australia — programs by Commonwealth, state and territory governments
ask people to make voluntary changes in their travel choices, encouraging them to use other
ways of getting about rather than driving alone in a car.
Alternative Fuels Conversion Programme — designed to assist:
•

owners of commercial fleet vehicles weighing over 3.5 tonnes undertaking trials to
demonstrate the commercial viability of alternative fuels or hybrid diesel–electric

•

manufacturers of vehicles designed to operate on alternative fuels or hybrid diesel–
electric

•

manufacturers of engine modification kits to enable engines to operate on alternative
fuels.

Cleaner Fuels Grants Scheme — provides for the payment of a grant in relation to the
manufacture and importation of eligible cleaner fuels. Designed to encourage the
manufacture and importation of fuels that have a reduced impact on the environment.
Currently, biodiesel and premium unleaded petrol that has 50 mg/kg of sulfur or less
(PULP) are eligible cleaner fuels.
Greenhouse Action in Regional Australia — Australian Government commitment of
$20.5 million over four years from 2004 to build the capacity of the agriculture and land
management sectors to reduce greenhouse gas emissions. A key component is the Strategic
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Research and Development Investment Plan, which aims to facilitate targeted research on
greenhouse gas emissions management and climate change responses in those sectors.
Agriculture Industry Partnerships
National Agriculture and Climate Change Action Plan — focused on best management
practices for methane and nitrous oxide in agriculture, research into methane and nitrous
oxide mitigation, soil carbon storage and bioenergy production.
CRC for Beef Genetic Technologies
Australian Centre for Climate Change Adaptation — will drive national efforts to
increase Australia’s ability to respond effectively to the impacts of climate change.

E.2

New South Wales

NSW Greenhouse Gas Reduction Scheme (GGAS) — commenced in 2003 in NSW and
2005 in the ACT. Electricity retailers and certain other parties (‘benchmark participants’) are
required to meet mandatory targets for reducing or offsetting the emission of greenhouse
gases from the production of the electricity they supply or use. Benchmark participants meet
their targets by surrendering scheme certificates that are created by reducing or offsetting
emissions through low-emission electricity generation (including landfill and sewage gas
combustion); activities that result in reduced consumption of electricity; the capture of
carbon in forests; and activities carried out by large elective participants that reduce on-site
emissions not directly related to electricity consumption. Benchmark participants can also
claim credit for a limited number of Renewable Energy Certificates surrendered under
MRET. In 2006, GGAS was the second largest mandatory emissions trading scheme in the
world.
NSW Renewable Energy Target (NRET) — a market-based scheme aimed at increasing
the share of electricity consumed in NSW from renewable energy sources to 10% by 2010
and 15% by 2020.
NSW Climate Change Fund — five-year, $340 million fund includes:
•

$100 million for energy and water efficient appliance rebates (including hot water
systems, insulation and rainwater tanks)

•

$100 million for a Recycling and Stormwater Harvesting Program to assist in
implementing the Sydney Recycled Water Grid

•

$40 million Renewable Energy Development Fund for pilots and demonstrations

•

$20 million School Energy Efficiency program

•

$30 million Public Facilities program to support energy and water savings projects in
state and local government, educational and other community facilities

•

$30 million NSW Green Business Program to assist businesses to use water and
energy more efficiently.

Developing Clean Coal Technologies — NSW Government will spend $22 million on
two pilot projects to reduce greenhouse gas emissions from NSW power stations:
• $20 million to a geosequestration project, which will initially involve working with
research groups to identify potential carbon storage sites in NSW
• $1.9 million to support an ‘ultra clean coal’ demonstration plant at Cessnock,
through the provision of land and a long-term lease to the project proponents.
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Energy Savings Action Plans — to encourage a better understanding of energy use by
businesses, government agencies and local councils, Energy Savings Action Plans must be
prepared by all:
•

businesses in NSW using more than 10 GWh per year at a site

•

NSW local councils with populations of more than 50,000 people
NSW Government agencies that use more than 10 GWh per year at a site.

•

National Australian Built Environment Rating System — national program managed by
NSW Department of Environment and Climate Change enables homes and offices to
benchmark their greenhouse gas emissions, with 2.5 stars being market average and 5 stars
exceptional performance. NSW Government office accommodation policy requires a
minimum 3.5 star base building, 4 star tenancy and 4.5 stars for new buildings.
Building Sustainability Index (BASIX) — establishes targets to reduce potable water use
and greenhouse gas emissions for all new residential developments. New single residential
dwellings in NSW must achieve a 40% reduction in water consumption, and a 40%
reduction in greenhouse gas emissions, compared to the average NSW home. From 1
October 2005, BASIX has also applied to multi-unit residential developments and to home
alterations.
GreenPower — NSW electricity retailers are required to offer to provide new or moving
residential customers with 10% GreenPower. Also, certain NSW Government agencies are
required to purchase at least 6% of their electricity from GreenPower.
Clean Fleet — Roads and Traffic Authority maintenance program designed to reduce
emissions from diesel vehicles in the NSW heavy vehicle fleet. Targets major fleet operators
such as bus lines, councils and private fleet operators. Includes an audited maintenance
program to improve fuel efficiency and air quality and reduce greenhouse gases.
Cleaner NSW Government Fleet Program — requires every NSW Government agency to
develop a Fleet Improvement Plan to meet a Clean Car Benchmark and emissions reduction
targets.
Voluntary Green Registration Scheme — a scheme to provide a means for vehicle
operators to offset the greenhouse gas emissions from their vehicles, as well as to raise
awareness of the impact of driving. Under investigation by the NSW Government.
NSW Waste Avoidance and Resource Recovery Strategy — identifies programs and
policies that will achieve a reduction in waste generation and turn waste into recoverable
resources.
NSW Environmental Guidelines: Solid Waste Landfills — updated guidelines that
incorporate best practice landfill gas measures.
NSW project and trial using recycled materials for cutting greenhouse gas emissions
from small to medium landfills — investigations into using biofiltration and a range of
recycled materials as a cost-effective approach for reducing the environmental impacts of
landfill gas at landfill sites where gas capture mechanisms are not commercially viable.
Soil and Forestry Carbon Research — the Department of Primary Industries is:
•
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working with the Department of Environment and Climate Change and other
researchers, including the CSIRO and Australian Greenhouse Office, to investigate
the potential for land management practices to increase soil carbon for the major
land uses and the major agricultural soils of NSW and develop a rapid and costeffective method for measuring soil carbon (research is also to be conducted into soil
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carbon change under tillage systems and measuring the impact on soil carbon of
alternative crop and pasture management systems)
•

researching the application of char (a green waste product) to soil to assess likely
benefits, including increased plant production, enhanced fertiliser efficiency, carbon
sequestration and reduction of nutrient and pesticide run-off

•

working with the Department of Environment and Climate Change, the
Independent Pricing and Regulatory Tribunal and the Murrumbidgee Catchment
Authority (CMA) to support and assist the incorporation of greenhouse gas emission
abatement measures into land use and land management decision-making by rural
landholders and catchment managers

•

working with the Lachlan CMA and the CSIRO in a Climate Action Grant project to
develop a reliable tool for estimating carbon sequestration by environmental
plantings in NSW

•

leading research on identifying carbon retained in timber products after the
harvesting of the tree to verify and calculate the potential of these sinks.

Geosequestration — the Department of Primary industries, through the government’s
Exploration NSW and New Frontiers initiatives, is working with research groups such as
CSIRO and the CO2 Cooperative Research Centre to identify potential geological
formations in NSW for the disposal of carbon dioxide. Initial findings show several potential
sites in the Sydney and Darling basins; follow-up research is underway.

E.3

Victoria

The Victorian Government has a number of initiatives that address climate change. Some of
the most prominent are listed here.
Victorian Renewable Energy Target Scheme — established by the Victorian Renewable
Energy Act 2006. Victoria’s consumption of electricity generated from renewable sources to
be increased to 10% by 2016.
Victorian Energy Efficiency Target Scheme — will require energy retailers to help
householders to reduce their greenhouse gas emissions through measures such as insulation,
the replacement of appliances with more efficient ones and the promotion of less
greenhouse-intensive sources of power, such as natural gas or solar hot water.
Energy Technology Innovation Strategy — $184 million in funding for a range of lowemissions energy technology initiatives, including clean coal, geosequestration and solar
power.
Black Balloons Campaign — ongoing campaign raises community awareness of the
importance of saving energy to reduce greenhouse gas emissions.
Travel Smart Behaviour Change Program — $135 million to assist Victorians to make
more environmentally friendly travel choices, such as greater use of public transport, cycling
and walking.
Agriculture Adaptation and Climate Change Initiative — $12.96 million to fund
research and deliver information and technology to be used by rural industries and
communities to address and adapt to future impacts of climate change, including drought.
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E.4

Queensland

Queensland Renewable Energy Fund — ClimateSmart 2050 initiative — Queensland
Government will contribute $50 million towards the development and deployment of
renewable energy technologies that are beyond proof of concept.
$10 million towards geosequestration — ClimateSmart 2050 initiative — $10 million to
identify and locate suitable sites in Queensland for long-term safe and secure storage of
carbon dioxide emissions.
Renewable and Low Emission Energy Target — ClimateSmart 2050 initiative — requires
electricity retailers to purchase 6% of electricity from renewable/low-emission sources by
2015 (and 10% by 2020). ‘Low emission’ is defined as emissions intensity equal to or less
than 250 kg CO2 per MWh.
Establishing a feed-in tariff for solar power — ClimateSmart 2050 initiative — requirement
for electricity retailers to offer and publish a dedicated tariff for the purchase of electricity
from small-scale solar photovoltaic systems.
Smart Energy Savings Program — ClimateSmart 2050 initiative — $50 million fund that
will assist small to medium enterprise energy users to invest in energy-efficiency measures. A
management program component will mandate medium to large energy users to undertake
energy-efficiency audits and, as a result, implement energy-saving measures.
ClimateSmart homes rebates — will target remote areas of Queensland without access to
full retail competition for electricity. Rebates will be provided for installation of greenhousefriendly energy conservation measures.
Energy Choices Program — $14.25 million program including residential gas installation
rebates, energy audit service, school energy-efficiency action plans and an off-peak
campaign.
Home EnergyWise Tools — ClimateSmart 2050 initiative — $500,000 to provide home
energy self-audit tools and advice on ways to use energy more efficiently in the home.
$300 million Climate Change Fund — will provide for investment in future long-term
climate change initiatives, such as development of hydrogen fuel cell technologies.
Sustainable Housing Regulation — from 1 March 2006 requires all new homes to install
sustainable design measures, such as greenhouse-friendly hot water systems and energyefficient lighting.
Phase-out of electric storage hot water systems — ClimateSmart 2050 initiative — from
2010, the phase-out of electric hot water systems in existing homes. When an electric system
is to be replaced, it must be replaced with a greenhouse-friendly system. The government
will provide rebates for the installation of replacement gas and solar hot water systems.
Four-star energy efficiency for commercial buildings — ClimateSmart 2050 initiative —
will mandate four-star energy efficiency for new commercial buildings from 2010, with the
Australian Building Greenhouse Rating Scheme as the rating tool.
ClimateSmart Living campaign — ClimateSmart 2050 initiative — $1.5 million towards
educating Queensland constituents to take the carbon challenge and reduce greenhouse gas
emissions.
Carbon Neutral Government Office Buildings by 2020 — ClimateSmart 2050 initiative —
incorporating energy savings targets, mandatory air-conditioning temperatures and the
design of new buildings to 4.5 star energy-efficiency rating.
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On-road vehicle emissions random testing — will assist government to develop policies
to reduce vehicle emissions.
Reducing and neutralising vehicle emissions — alterations to motor vehicle transfer
duty arrangements provide a graduated rate scale based on the number of cylinders and a
voluntary program to encourage Queenslanders to offset vehicle emissions through annual
registration renewal process.
Offsetting emissions from government vehicle fleet — ClimateSmart 2050 initiative —
offset 50% of emissions by 2010 and 100% by 2020.
Services and infrastructure for public transport, walking and cycling — ClimateSmart
2050 initiative — additional bus services, 30% increase in CityTrain fleet over four years,
improved public transport in regional areas, expanded walking and cycling facilities,
including $235 million for South East Queensland regional cycle network by 2026.
Queensland Carbon Offsets Policy — ClimateSmart 2050 initiative — to develop a
Queensland carbon offsets policy to position Queensland to benefit from all potential offset
opportunities that will be available through a proposed national emissions trading scheme.
ClimateSmart Adaptation 2007–2012, an action plan for managing the impacts of
climate change — comprehensive action plan consisting of 62 short-, medium- and longterm actions to be delivered over the next five years to enhance Queensland’s resilience to
the impacts of climate change.
Queensland Climate Change Centre of Excellence — ClimateSmart 2050 initiative — A
specialist whole-of-government work unit that provides policy advice, information and
science on climate change and its impacts on the community, the economy and the
environment.

E.5

South Australia

Climate Change and Greenhouse Emissions Reduction Act 2007 — came into effect
on 3 July 2007. Includes targets to reduce greenhouse emissions to 40% of 1990 levels by
2050 and to increase renewable energy use.
South Australian Strategic Plan — comprehensive document outlining targets relating to
climate change and energy use.
Tackling Climate Change: South Australia’s Greenhouse Strategy — comprehensive
document outlining reduction, adaptation and innovation strategies for the state.
Government action plan contains 98 priority actions and 81 supporting actions to be
addressed to 2012.
Climate Change Chair — Sir Hubert Wilkins Chair of Climate Change established at the
University of Adelaide.
NRM Research Alliance — an alliance between government agencies and the universities
to deliver on natural resource management initiatives, including climate change adaptation.
Climate Change Education Resource — being developed and trialled for incorporation
into the curriculum of all South Australian schools.
Feed-in Legislation — draft legislation released on 13 August 2007 proposes payment of
44c/kWh for electricity exported to the grid from residential photovoltaic systems.
Mini Wind Turbines — five mini-wind turbines installed for trial on government buildings
and another 42 being rolled out. Funding of $0.8 million through the Premier’s Science and
Research Fund for a wind tunnel facility capable of testing micro wind turbines.
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Solar Hot Water Rebate — $700 rebate for each solar hot water system installed, to
encourage their use.
Geothermal Energy — three tied grants to the University of Adelaide to help South
Australian universities become the world’s hub for excellence in innovative ‘hot rock’
geothermal energy research. Includes demonstration and development projects (May–July
2007).
TAFE curriculum — Renewable Energy Centre of Excellence — $141,000 in state and
federal funds to TAFE SA to set up a dedicated site for delivery of renewable energy studies,
offering training in the design and installation of wind generation, solar panel and gridconnected systems and in conducting energy audits.
Greenhouse performance standard for water heaters — for new and renovated houses
with access to the reticulated natural gas system.
5 star energy efficiency for new homes — increased energy-efficiency requirements for all
new dwellings built in South Australia from 1 May 2006. Requirement also applies to
alterations or additions to existing homes.
Remote Area Energy Supply — subsidised electricity generation to 13 remote area
communities off-grid.
Photovoltaic rebate program — rebate of up to $8,000 for installation of photovoltaic
generation.
Renewable Remote Power Generation Program — Commonwealth-funded rebate for
50% of capital installation costs of off-grid renewable generation.
Solar Schools — 112 schools funded to fit photovoltaic panels, with a goal of 250 solarpowered schools by 2014. Through the $1 million Green Schools grants fund, 78 schools
have been supported to improve their environmental sustainability. Includes setting targets
for energy and water use.
Government energy use — numerous initiatives to reduce government’s own carbon
liability, including:
•

purchasing 20% certified GreenPower from 2008

•

ensuring that half the government’s fleet vehicles are alternatively fuelled by 2010

•

improving the energy efficiency of government buildings by 25% by 2014 (including
through the use of ‘green’ leases)

•

Implementing cost-effective combinations of low-emission fuels, including biodiesel
blends and natural gas, in public transport

South Australia Strategic Plan — targets increase in use of public transport to 10% of
metropolitan weekday passenger vehicle kilometres travelled by 2018, and reduction in waste
to landfill by 25% by 2014.
Urban Forests 3 Million Trees — aims to plant 3 million local native trees in a series of
urban forests across greater metropolitan Adelaide by 2014. Carbon biosequestration is a
stated objective of the scheme.
River Murray Forest Park — state government initiative launched August 2007 to plant
2.5 million trees to create a River Murray native forest between Morgan and Renmark in the
Riverland. Carbon biosequestration is a stated objective of the scheme.

284

Appendix E: Existing Australian measures

E.6

Western Australia

Low Emissions Energy Development Fund — $36.5 million investment to promote
emissions reductions and support technical innovations in the stationary energy sector.
Mandatory energy efficiency scheme — introduces a mandatory requirement for all large
and medium sized energy users to implement energy-efficiency initiative with a payback
period of three years or less.
Cleaner Energy Target — by 2010, at least 50% of energy generation on the South West
Interconnected System to come from cleaner energy sources, such as renewable energy,
cogeneration and combined cycle gas. Target will increase to 60% by 2020.
WA Renewable Energy Target — mandatory renewable energy target of 15% by 2020 and
20% by 2025. Scheme will be designed to integrate closely with the Commonwealth’s
Mandatory Renewable Energy Target.
WA Solar Hot Water Rebate Program — rebates of up to $700 available for gas-boosted
solar water heaters installed in residential properties.
Government renewable energy purchasing — government to purchase at least 20% of its
energy from accredited renewable energy sources by 2010.
Solar Schools — large-scale education program and investment in the installation of
photovoltaic energy systems in 350 of the state’s schools.
5 Star Plus — a requirement for all new homes to incorporate a range of minimum energy
and water efficiency standards.
Household Sustainability Audit and Education Program — a free auditing and direct
household advisory service aimed at achieving 10% greenhouse gas emission reductions by
over 15,000 residences in the first two years, sustained for at least five years.
Expansion of metropolitan public transport infrastructure — will almost double the
size of Perth’s rail network through building the new southern rail line that will service
almost 400,000 people, carrying around 35,000 people each weekday. Expected to reduce
greenhouse gas emissions by 67,000 tonnes per year through the switch from car to train
travel.
Government Carbon Neutral Vehicle Fleet — an initiative to increase the state
government’s fleet fuel efficiency and to offset the remaining greenhouse gas emissions
through purchasing accredited offsets.
Travelsmart — program to tailor sustainable transport plans for individuals, delivered to
350,000 residents and a wide range of businesses and other organisations to bring the total
reach to 450,000. Has achieved a 10% reduction in car use among the target populations and
will abate around 95,000 tonnes of greenhouse gas emissions per year.
Fuel cell bus trial — three-year project to test the use of hydrogen fuel cell buses in service
with Perth Transport Authority.
Perth Bicycle Network and Cycle Instead Campaign — Cycle Instead social marketing
campaign, established in October 1999, aims to increase the proportion of trips made by
bicycle in Perth and regional centres; Perth Bicycle Network is an extensive plan for a
comprehensive network of cycling routes for the Perth metropolitan region.
Landfill site methane regulations — introduction of regulations to require landfill sites to
capture and use or destroy methane emissions.
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E.7

Tasmania

Tasmania has not had the same drivers to develop an extensive suite of complementary
measures on climate change as other jurisdictions, due to the state’s significant investment in
renewable energy.
Renewable energy
•

Tasmania’s hydroelectricity assets have a total generating capacity of 2,278 MW.

•

Tasmania has the largest windfarm in Australia, with total generating capacity of
140 MW. Hydro Tasmania is working on the King Island Wind Power – Carbon
Block Energy Storage Project in partnership with Lloyd Energy Systems. Approval
has been given for two wind turbines and a carbon block that will reduce the reliance
on diesel generation. Hydro Tasmania is awaiting council approval for a development
application for additional wind turbines on Flinders Island, to reduce reliance on
diesel generation.

•

Three generators have been built to generate energy using landfill (biomass) in
Tasmania — one in Launceston and two in southern Tasmania, totalling 3.7 MW.

CleanBiz Program — $1 million state government funded program helps organisations to
adopt clean, lean, resource-efficient practices that are a win for an organisation’s financial
bottom line and for the environment. Encourages the efficient use of materials, energy and
water resources.
Hydrogen research — Hydro Tasmania and University of Tasmania research on internal
combustion engines and their suitability for hydrogen.
Living Environment Program — a package of urban environment initiatives that focus on
achieving environmental improvement in urban areas where most Tasmanians live and work.
Aims to address aspects urban living and environmental degradation, such as noise, litter
reduction, waste, contaminated sites and stormwater. An example is the community initiative
‘up2me’, which challenges individuals to make changes in their lives to live more sustainably.

E.8

Northern Territory

Northern Territory Strategy for Greenhouse Action 2006 — guides Northern Territory
Government action to minimise greenhouse gas emissions and increase understanding of the
impacts of climate change.
COOLmob program — government funding for two community-based COOLmob
programs (in the Top End and Central Australia). Programs educate and empower
individuals and households to reduce their greenhouse gas emissions, improve their energy
and water efficiency and adopt other elements of sustainable living. Involves household
energy and water audits, as well as awareness-raising activities.
Northern Territory Government Energy Smart Buildings Policy — aims to achieve and
maintain best-practice energy management in government-occupied buildings to save
operating expenditure and greenhouse gas emissions. Sets annual energy-efficiency targets
for each year over a six-year period, to an improvement of 10% by 2010–11 compared to
2004–05. All Northern Territory Government agencies with more than 50 full-time
employees, excluding government-owned corporations, must comply with the policy.
Northern Territory Government Vehicle Fleet Efficiency Target — commitment to
reduce greenhouse gas emissions from the government’s passenger vehicle fleet by 5% per
kilometre travelled by the end of June 2007, compared to emission levels in 2003–04. Data
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for 2006–07 are not yet available, but data for the previous year indicated that the efficiency
target had already been exceeded.
NT Travelsmart Workplace project — jointly funded by the Northern Territory and
Australian governments and implemented in 2006–07. Aims to increase the use of
sustainable modes of transport for journeys to and from workplaces of three government
departments. Focused on the development and implementation of green travel plans at
workplaces in Darwin and Palmerston.
West Arnhem Land Fire Abatement Project — with private industry and government
support, Indigenous people of West Arnhem Land are implementing strategic fire
management practices to reduce annual greenhouse gas emissions from savanna fires in the
region.
NT Government Re-thinking Waste Disposal Behaviour and Resource Efficiency
Interim Action Plan 2007 — a collaboration between the NT Department of Natural
Resources, Environment and the Arts, and the Packaging Stewardship Forum. Interim
action plan involves finding opportunities to integrate resource recovery and litter
management with regional development and capacity building, and is an initial step in
developing a longer term waste management framework for the territory.

E.9

Australian Capital Territory

Being smarter in our use of resources
•

Develop an energy policy.

•

Pursue carbon neutrality in government buildings.

•

Establish a $1 million Energy Efficiency Fund for ACT Government agencies.

•

Develop and implement a park-and-ride strategy.

•

Legislate for GreenPower to be offered to all new electricity customers.

•

Implement a renewable energy target (RET) in line with the NSW RET.

•

Offer stamp duty concessions for low-emissions vehicles.

•

Implement energy-efficiency improvements in government housing.

•

Provide a solar hot water rebate.

•

Assist schools to become carbon neutral.

•

Undertake ACTION compressed natural gas bus fleet replacement.

•

Undertake energy-efficient street light replacement.

•

Introduce free bus travel for bicycle riders.

Designing and planning our city to be more sustainable
•

Implement public transport improvements.

•

Develop network and service design plans for buses.

•

Investigate travelling to work options.

•

Introduce a feed-in tariff for renewable microgeneration.

•

Pursue energy efficiency rating for all buildings.

•

Investigate mandatory solar hot water for new houses.

•

Develop integrated land use and transport planning.

•

Include environmentally sustainable design features in all new public schools.
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•

Increase the new homeowner’s entitlement to trees and shrubs.

•

Pursue triple bottom line tendering for land release.

•

Pursue an Urban Forest Replacement Program.

•

Establish East Lake as a showcase urban development.

Adapting to current and future climate change
•

Develop a grant program for community groups.

•

Prepare government agency vulnerability assessments.

•

Undertake a climate change social impact analysis.

•

Prepare an ACT and Region Vulnerability Assessment.

•

Support the National Adaptation Framework.

•

Assess climate change impacts on our urban areas.

•

Protect areas of high conservation value.

•

Develop an ecosystem connectivity map.

•

Prepare a sphagnum bog mapping and recovery plan.

•

Plant one million new trees.

Improving our understanding of climate change
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•

Undertake a community education program.

•

Implement Sustainability in Schools.

•

Showcase renewable and energy efficiency technologies.

•

Facilitate a business roundtable on climate change.

•

Partner with key institutions to encourage research.

•

Develop fuel sale data legislation for emissions monitoring.

•

Undertake a carbon sequestration audit.
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F

Compliance process timing

A number of timing issues need to be considered in relation to enforcing compliance with
the NETS, including:
•

When should the once-off allocation of permits to electricity generators be made?

•

When should annual allocations to firms in trade-exposed, emissions-intensive
industries (TEEIIs) be made?

•

When should residual permits be auctioned?

•

Should the ‘compliance period’ be the financial or calendar year?

•

When should emissions be reported for each compliance period?

•

When should permits be surrendered?

•

When should compliance/non-compliance by liable parties be assessed by?

•

When should the penalty payment be due?

There are three key objectives to consider in setting the NETS timeline:
•

minimising the administrative costs of the scheme (i.e. not setting times that will
impose greater administrative burdens on the scheme regulator or the liable parties)

•

ensuring sufficient liquidity in the permit market (which is particularly important in
the first year of the NETS)

•

ensuring that the permit market has sufficient information to inform permit price
discovery.

F.1

Compliance timelines of other schemes

F.1.1

NSW Greenhouse Gas Reduction Scheme

The NSW Greenhouse Gas Reduction Scheme (GGAS) operates over the calendar year.
Participants are required to submit a ‘greenhouse gas benchmark statement’ to the scheme
regulator (the NSW Independent Pricing and Regulatory Tribunal, IPART) by 18 March
each year. The benchmark statement details a firm’s liability (i.e. its specific volume of
greenhouse gas emissions) and its holdings of certificates which it wishes to surrender to
meet that liability. The benchmark statement is also accompanied by an auditor’s report. On
19 March, the GGAS registry is ‘closed’, so that firms are not able to sell, buy or alter
certificates that are being surrendered for that year.
IPART assesses the statements before completing a compliance report to the responsible
minister by 30 July each year. The annual report is publicly released when the minister tables
it in Parliament after 30 July.
If a firm has miscalculated its liability, IPART informs the firm and reopens the registry to
allow the firm to either submit additional certificates or remove excess permits from the
‘surrender’ window.
The GGAS compliance timeline is illustrated in Figure F-1.
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Figure F-1: GGAS annual reporting and compliance timeline

Emissions monitoring/compliance period (1 January – 31 December)

F.1.2

18 March

31 July

> 31 July

Liable parties submit
‘benchmark
statement’ (includes
emissions data and
permits surrendered)

IPART submits
yearly report to
minister

Data publicly
disclosed when
minister tables
report in Parliament

Mandatory Renewable Energy Target scheme

The Mandatory Renewable Energy Target (MRET) scheme operates over the calendar year.
As illustrated in Error! Reference source not found., participants are required to submit
annual returns, acquisition and shortfall statements (together with the shortfall payment) to
the scheme regulator by 14 February each year.
Figure F-2: MRET annual reporting and compliance timeline
Compliance period (1 January – 31 December)

14 February

?

MRET annual returns,
acquisition & shortfall
statements (together with
shortfall payment) due

Annual report
detailing compliance
published

F.1.3

European Union Emissions Trading Scheme

The European Union Emissions Trading Scheme (EU ETS) has a different timeline from
GGAS and MRET. There are three elements to note in the EU ETS timeline:
•
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Liable parties receive their annual allocation of permits two months into the year (on
28 February).
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•

This is two months before liable parties have to surrender permits to meet their
previous year’s liability, enabling them to effectively ‘borrow’ permits from the next
year’s allocation.1

•

There is one month between the requirement to report emissions data and the
requirement to surrender permits, which is presumably to allow for verification by
the scheme regulator of a firm’s liability before the firm surrenders its permits.

Compliance timing under the EU ETS is shown in Figure F-3..
Figure F-3: EU ETS annual reporting and compliance timeline
Emissions monitoring/compliance period (1 January – 31 December)

28 Feb

31 Mar

Permits for
year X
issued

30 Apr

Permits for
year (X-1)
surrendered
Verified annual
emissions data for
year (X-1) due

F.2

15 May

Compliance for
year (X-1)
published

Reporting year

The key factor in setting the NETS compliance period is the administrative burden placed
on liable parties if the period differs from parties’ existing reporting period, including as part
of international obligations.
Reporting periods for financial and environmental programs include:
•

calendar year (1 January – 31 December)

•

Australian financial year (1 July – 30 June)

•

Japanese/European financial year (1 April – 31 March)

•

United States financial year (1 October – 30 September).

Firms would generally prefer that their financial and emissions reporting dates were aligned.
Discussions with PricewaterhouseCoopers about the taxation and accounting implications of
the NETS indicated that firms operating in Australia use different financial reporting years;
therefore, no one period is clearly preferable. PricewaterhouseCoopers also indicated that
well-run companies should have systems in place to continuously monitor their accumulating
liabilities in relation to emissions, and so should be able to adjust to different reporting years.

1

Note that this is not allowed between phases of the scheme (see Chapter 6).
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The Taskforce proposes that the NETS compliance year be consistent with the reporting
period under the national greenhouse and energy reporting system (NGERS) established by
the National Greenhouse and Energy Reporting Act 2007. The Act requires:
•

reporting for the Australian financial year

•

reporting within four months of the end of the financial year.

F.3

Permit allocation

The Taskforce recommends three tranches of permit allocation:
1. Once-off allocation to generators. Existing electricity generators disproportionately
affected by the introduction of the NETS will receive their allocations of permits up
front, in advance of the scheme start.
2. Annual allocation to TEEIIs. TEEII firms will receive their free permits at the start of
each compliance year. Ideally, this should be before the date on which liable parties
must surrender their permits relating to the previous compliance year. This would
allow firms to take advantage of the flexibility option of meeting up to 1% of their
liabilities using the following year’s vintage permits (see Chapter 6).
3. Auction of remaining permits. The Taskforce proposes the following timings for actions:
Spot auctions — Spot auctions would take place quarterly, beginning before the NETS
commences. The timing could be in line with the existing auctions for the settlement
of residues of the electricity market (August, November, February, March).
Advance auctions — one and three year advance auctions would be held annually
(possibly with the spot auction in May).
Further detail about auction timing is provided in Chapter 5.

F.4

Permit surrender

Under GGAS and MRET, firms are required to ‘surrender’ permits at the same time as they
report their emissions to the scheme regulators.
Conversely, the EU ETS allows liable parties one month between submitting their verified
emissions data and surrendering permits to meet their liability.
For the purpose of the NETS, it will be necessary to consider the date of allocation or issue
of permits when determining the date of permit surrender, due to the impacts on the permit
market’s liquidity.
It is recommended that, under the Australian NETS:
•

the date for permit surrender be set at a reasonable time after the reporting of liable
parties’ emissions data (to allow for verification of the data)

•

the date of issue of permits be taken into account when setting the surrender date

•

the scheme regulator be given power to alter the surrender date, should
circumstances require (e.g. if the verification of emissions data requires more time
than originally thought).

F.5

Compliance assessment and penalty payments

If a liable party does not have sufficient permits to cover its emissions during a compliance
period, it will pay a civil penalty. After assessing compliance, the scheme regulator will collect
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penalties from parties which did not comply. High compliance is expected, and it is unlikely
that this will be a regular step in the compliance process.

F.6

Public disclosure of emissions and compliance

Public disclosure of emissions and compliance could occur as soon as possible after the end
of a compliance cycle (i.e. after the penalty is paid by non-compliant parties). Public
reporting will enhance market liquidity if it explicitly provides information on the likely
future supply and demand of permits. For example, the annual report of the scheme
regulator should include information about banking behaviour (e.g. the difference between
the number of permits/offset credits issued to date and the number of permits/offset
credits surrendered to date).

F.7

Summary of timeline

In the light of the above discussion, the proposed sequence of events for the NETS is as
shown in Figure F-4.
Figure F-4: NETS key events timeline
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G

Phasing

This appendix sets out the issues that would need to be addressed if a NETS were to be introduced in
phases, with coverage progressively expanding according to a predetermined timetable or via a specified process.

G.1

Background

The proposed coverage of the national emissions trading scheme (NETS) is set out in
Chapter 2 of this report. The Commonwealth Government proposes that the NETS
commence in 2011 with coverage of all sectors excluding agriculture and land use, land use
change and forestry (LULUCF). Decisions will be made during the detailed design phase as
to whether the initial scheme coverage will include emissions from the waste sector and
open-cut coal mines.
The Commonwealth Government has stated clearly during public consultation on the
emissions trading scheme proposals that, in principle, all sectors should be included in the
coverage of the scheme. It has also stated its intention to develop a timetable for the
inclusion of the sectors left out of the scheme’s initial coverage.
Therefore, there will be a phased expansion of the coverage of the emissions trading scheme
via the inclusion of those sectors initially left out of the scheme.
It is also possible that governments may determine to accelerate the introduction of a
scheme, for example, by commencing at 2010 rather than 2011. In that situation, the data
available to inform cap-setting and allocation decisions would be more variable in quality
than with later commencement, and phased coverage of the sectors currently proposed for
inclusion in the scheme may be preferred to commencement with all sectors at once. Data
quality considerations suggest that coverage could begin with electricity generation and
transport emissions, for which existing data and projections are good. Coverage could then
expand, as better data became available through the national greenhouse and energy
reporting system (NGERS), to include industrial process emissions, remaining stationary
energy emissions and fugitive emissions.
There are two ways of expanding coverage: by means of a legislated timetable and by means
of a specified process. Chapter 2 sets out a possible specified process for the expansion of
scheme coverage, which would apply if it were determined to expand coverage after a
legislated review of the status of the non-covered sectors.
This appendix sets out the types of issues that may need to be addressed under phased
coverage in general, regardless of whether the approach to phasing is undertaken according
to the process set out in Chapter 2, a fixed timetable or a different specified process.

G.2

Stakeholder views on expansion of coverage

Stakeholders who submitted on the Discussion Paper, which proposed the phased coverage
of subsectors of the stationary energy sector (see Box G-1), were strongly in favour of broad
scheme coverage at commencement, an approach that has been adopted by the
Commonwealth Government. Stakeholders also indicated their preferences for the approach
to the expansion of coverage. The key points made by stakeholders were as follows:
•

Future impacts on the permit market and potential effects on investor certainty
resulting from a possible future expansion of coverage were the greatest concerns to
investors.
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•

Certainty over the future coverage (or permanent exclusion) of a sector was
preferred from the outset of the scheme.

•

If it were clear that a sector was to be covered at some point in the future,
stakeholders preferred certainty through the use of a phase-in timetable rather than
through the application of a phase-in process.

•

Phase-in periods should preferably be short, so that the scheme achieved its design
coverage as soon as possible.

The core elements of submitters’ concerns related to investor certainty, commercial risk and
permit market impacts. Other elements of the scheme, notably the rolling 10-year cap and
gateways approach, have been designed to promote certainty for investors while achieving a
balanced assignment of risks between industry and the community. The potential for
significant changes to the cap (and permit prices) at less than 10-year intervals via expansions
of scheme coverage runs counter to the cap-setting approach. As noted, the inclusion of a
timetable for coverage at the scheme’s outset would also reduce the likelihood of indefinite
delays to the inclusion of non-covered sectors within the scheme.
In practical terms, it is not clear that all sectors would or should ultimately be covered by the
NETS, or that this can necessarily be determined before the scheme’s commencement.
Stakeholders suggested that an ongoing program of research into scheme expansion should
be undertaken, and that at the very least there should be a legislated date for the review of
the coverage of non-covered sectors.

G.3

Which sectors could require phased coverage?

The Taskforce proposes that the scheme’s initial coverage be as broad as possible, subject to
practical limitations. Given the need to set long-term firm caps and 10-year gateways, it is
important that those caps and gateways be based on sound historical data and emissions
projections. Coverage at the commencement of the scheme could therefore be limited by the
lack of:
•

accurate historical emissions data

•

confidence in emissions projections to inform the scale of cap expansion needed in
order to accommodate additional sectors

•

accurate emissions measurement or estimation methodologies.

Actual emissions could differ significantly from projected emissions if cap setting and
allocations are carried out before good quality data on broader sectoral emissions are
available. This could have significant impacts on the permit market.
It is clearly intended that coverage of LULUCF and agriculture be phased in some time after
the commencement of the scheme. These sectors currently contribute around 120 Mt CO2-e,
or 20% of net national emissions1, so their inclusion would significantly expand the permit
market.
Open-cut coal mines and waste sector emissions will also require phased inclusion in the
scheme’s coverage if they are initially excluded. These contribute around 25 Mt CO2-e or
4.5% of net national emissions.

1

296

Agriculture contributed 88 Mt, land use change 53 Mt and forestry –20 Mt in 2005. By convention, land
use change and forestry are reported together as a net emission figure.
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Box G-1: Example of phasing — NETS Discussion Paper proposals
The NETS Discussion Paper set out proposals for a scheme covering the stationary energy
sector, with phased-in coverage of that sector as follows.
Phased sectoral emissions coverage
•

Initial coverage of electricity generators only, where those generators have a capacity of
30 MWe nameplate rated electrical output capacity or more.

•

Expansion of coverage five years after scheme begins, to include other stationary
energy sources which emit more than 25 kt CO2-e a year from stationary combustion of
gas, oil, coal and other fossil fuels.

•

At the time of this expansion:

•

-

inclusion of gas retailers, with liability for the imputed emissions arising from
their gas sales to customers (excluding gas delivered to facilities emitting more
than 25 kt CO2-e a year)

-

inclusion of petroleum refineries initially excluded from liability (Discussion
Paper, p. 24)

-

coverage of fugitive emissions from gas transportation and distribution
introduced at the same time as coverage of direct gas combustion, with liability
placed on gas transmission and distribution companies, respectively

Fugitive emissions from sources other than gas transportation and distribution excluded
from liability under the initial coverage of the scheme (Discussion Paper, p. 28).

Future expansion of coverage
•

Fixed dates for inclusion of emissions, and cap levels, specified in scheme legislation
for emissions from stationary combustion of gas, coal, oil and other fossil fuels
(excluding emissions from petroleum refineries).

•

Adoption of a specified process to be adhered to before the scope is widened, including
a minimum period of notice (for example, five years) before new activities or sectors
could be added (Discussion Paper, p. 32).

The Discussion Paper did not list sectors other than stationary energy for coverage, either
initially or at a later date (with the exception of fugitive emissions from gas distribution and
transmission pipelines). Instead, the paper proposed that a specified process, incorporating a
minimum period of notice, be used for expansions of coverage beyond the stationary energy
sector. (This process is largely retained in Chapter 2 of this report, although with fewer sectors
to which coverage would be expanded, given the broader initial coverage proposed by the
Commonwealth Government.)
Administratively, the implications of a phased coverage such as that proposed in the Discussion
Paper include transitional provisions for offsets; specialised emissions accounting rules (e.g. for
cogeneration); periodic cap and gateway adjustments; additional consultation; and amendments
to permit allocations.

Of the sectors proposed for coverage, electricity generation and transport are the sectors
that currently face monitoring and reporting requirements and are the best understood. Data
for these sectors, which together contribute 275 Mt CO2-e or 50% of net national emissions,
are robust and provide a sound basis for projections. Electricity generation and transport are
suitable for inclusion in scheme coverage from the commencement of the NETS.
Industrial process emissions arise, for the most part, from well-understood chemical
processes at a limited number of facilities and generally occur as a fixed quantity of
emissions per unit of output for a particular process. Industrial process emissions are also
likely to be suitable for early inclusion in the NETS. They account for around 29 Mt CO2-e
or 5% of net national emissions.
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Emissions from the remaining sources proposed for coverage are not as accurately or
comprehensively quantified.
Non-electricity stationary energy emissions arise from a wide variety of sources that are not
currently required to monitor or report emissions, although the largest sources must register
and in future report under the Energy Efficiency Opportunities Act 2005 (Cwlth). These
emissions are around 15% of net national emissions.
Fugitive emissions measurements have variable accuracy and are not consistently reported
across the sector. This is particularly the case for coal and pipeline fugitive emissions,
although good data have historically been provided for oil and gas fugitives by the Australian
Petroleum Production and Exploration Association as part of its Greenhouse Challenge Plus
agreement.
Therefore, if a phased approach to coverage were required, an indicative order of coverage
could be:
•

electricity generation and transport emissions at commencement

•

industrial process emissions at commencement or soon thereafter

•

non-electricity stationary energy, fugitives and waste

•

LULUCF and agriculture.

G.4

Issues to be managed under a phased approach to
coverage

Changes in the sectoral coverage (and, to a lesser extent, the gas coverage) of the scheme can
create uncertainties for all those affected by the scheme. In particular, changes to the scope
of the scheme can affect:
•

those creating offsets for activities that were previously outside the cap, but are now
being brought into the cap (which would mean that a project might no longer be
counted as an offset)

•

those who are making investments whose costs would be affected by bringing new
activities into the cap

•

all current liable parties (and their downstream customers), if broadening of the
coverage were to result in a change to permit prices.

Therefore, the scope of the scheme must be altered with care. The scheme must be flexible
enough to allow its scope to expand over time, but reasonable notice and certainty must be
provided to affected participants.
The following sections set out issues that will need to be managed in any future expansion of
the scheme’s coverage.

G.4.1

Measurement

Measurement methods (or emission factors and proxies) must be sufficiently accurate and
cost-effective to enable the inclusion of an emissions source in scheme coverage. This will
particularly be the case for agriculture, waste, LULUCF, and open-cut coal emission sources.
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G.4.2

Changes to the levels of annual caps and medium-term
gateways

A phased approach requires the cap to be altered and a new batch of permits to be allocated
each time scheme coverage is expanded. It may be difficult to ensure that this does not have
a disruptive effect on permit prices (at least in the short term). This can be addressed by
giving participants adequate advance notice of changes to scheme coverage and of the likely
changes to the cap at that time. The latter could be achieved by identifying the principles that
will be applied to cap and gateway amendments, such as:
•

consistency with achievement of the long-term, economy-wide target

•

achieving trajectories consistent with those of existing caps and gateways

•

consistency with the permit price path implied by the futures market

•

minimisation of impacts on the permit market

•

meeting Australia’s commitments under international agreements in which it is a
participant.

Some of these principles may be mutually exclusive. For example, it may prove impossible in
the future to bring a non-covered sector into the scheme under a cap that is consistent with
Australia’s international commitments and not affect the permit market.
As far as possible, however, changes to caps and gateways should be undertaken with a full
assessment of the extent of emissions in the new sector, the opportunities for abatement in
the sector, and the cost of those opportunities.

G.4.3

Permit allocation

Expansion of the scheme’s coverage may bring into the scheme sectors that suffer
disproportionate loss as a result of coverage, or are trade-exposed, emissions-intensive
industries (TEEIIs).
It is proposed that permit allocations in any new sector to be covered by the scheme adopt
the same principles as for the original covered sectors. Any announcement of extended
coverage should be accompanied by an announcement of how permit allocation will be
approached in the sector.
In combination with a cap expansion, an announcement would be required of the proposals
for permit allocation to newly covered sectors and any implications for currently covered
parties or recipients of free permits, based on the application of the existing criteria for
classification as a TEEII or as an industry suffering disproportionate loss. This will require
the establishment of baselines for the allocation of free permits, using a methodology that
prevents perverse incentives to increase greenhouse gas emissions in the period leading up to
coverage.

G.4.4

Treatment of offsets in non-covered sectors

While a sector remains non-covered, it has the opportunity to create offset credits either
under an offsets rule (where one exists), or by putting forward a project proposal and
methodology for assessment by the scheme regulator.
The offsets proposals in Chapter 7 provide for 10-year non-renewable or 7-year renewable
crediting periods, with stable crediting baselines during a 10-year period or between 7-year
reviews. Offset credit creators can earn revenue from the sale of offset credits to covered
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parties, and additionality and/or strict eligibility criteria ensure that the offset project is
beyond business-as-usual for the offset credit creator.
It is proposed that offsets only be able to be created until the time of coverage, regardless of
the crediting period or baseline provisions applying to the offset project. Note that there
would be a minimum period of notice before coverage commenced, which would provide
offset credit providers time to adjust to the new arrangements.
It would be left to contracting parties to determine what would happen about contracts for
the provision of offset credits, but possible ways of managing this risk include:
•

writing contracts that provide for amendment in the event of scheme coverage
extending to the offset project

•

the offset provider undertaking some form of hedging or insurance against such an
occurrence

•

the offset provider purchasing permits on the secondary market or obtaining
international offset credits.

G.4.5

Boundaries

Boundary issues arise where inputs or output accounting can be altered, or demand shifts
occur, so that businesses’ greenhouse gas emissions move from a covered sector to a noncovered sector. This creates the potential for perverse outcomes or distortions that impose
the cost of shifts of economic activity within or between sectors without necessarily reducing
emissions.
In practice, given the proposed broad coverage of the NETS, boundary issues are likely to
be relatively few, and would have been more likely to arise under the previous Discussion
Paper coverage proposals. For example, coverage of electricity generation emissions but not
transport fuel emissions could create an incentive at the margin for petroleum-fuelled
transport over electrically powered transport, or coverage of electricity emissions but not gas
emissions could create a disincentive to cogeneration (depending on the emissions
accounting rule).
If coverage is to be phased, care is needed to avoid perverse incentives created by boundary
issues.

G.4.6

Consultation

Targeted and public consultation should begin well in advance of the likely or timetabled
expansion of scheme coverage, both to inform the development of proposals to deal with
the issues outlined in Sections 0 to 0 and to enable markets to factor their expectations of
possible conditions of future coverage into the forward permit price.
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Comparison with report of the Prime Ministerial Task Group on Emissions Trading

Design feature
Coverage

Points of liability

Long-term emissions
reduction goal

Caps: updates, reviews
and adjustment

Annual caps set for the first 10 years of the scheme; a
range of possible future caps (gateways) set for the
subsequent decade. As a minimum, a range of caps to be
set in 2008, firmed up as soon as possible thereafter.
Each year, a firm cap set for an additional year. Every five
years gateways would be updated (narrowed for the first
five years) and extended for a further five years.

Commonwealth position
Same broad approach.

Same broad approach. Inclusion of upstream liability on
coal, as well as gas and liquid fuels.

Long-term ‘aspirational’ goal to be announced in 2008.
Prime Ministerial Task Group on Emissions Trading
(PMTG) criteria for setting the long-term cap do not
explicitly refer to environmental considerations. This is also
omitted in Australian Government communications on the
topic.
Same type and duration of caps. Short- and medium-term
caps and gateways to be set in 2010.

Same broad approach. PMTG proposes that caps be
adjusted to accommodate ‘significant’ new trade-exposed,
emissions-intensive industries (TEEIIs).
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Short-term and
medium-term caps and
gateways

Taskforce proposal
Stationary energy, fugitives (possibly excluding open-cut
coal mines), transport and industrial processes. Waste and
agriculture to be further investigated.
All six Kyoto gases.
Direct emitters above 25 kt CO2-e. Some upstream liability
(gas retailers, petroleum refineries and refined petroleum
importers). Voluntary opt-out of direct liability for >25 kt
CO2-e emitting gas users who purchase all gas from
retailers.
States and territories have committed to a 60% reduction
in national emissions by 2050 (compared to 2000 levels).
The NETS long-term target should be consistent with
achieving this economy-wide goal.

Taskforce proposal
Annual permits. Long-dated permits can be issued in
advance. Some free allocation (see below); remainder
auctioned.

Commonwealth position
Same broad approach.

Eligibility for
compensation —
electricity generators
Eligibility for
compensation — new
and existing TEEIIs

Existing electricity generators only.

Same broad approach — defined as those existing after the
date of announcement of intention to proceed with
emissions trading (3 June 2007).
Not defined. PMTG Report suggested that 3.5% threshold
be used as basis for further consideration.

Use of benchmarks for
TEEIIs

Basis of free permit
allocation to TEEIIs

TEEII identification criteria specified. Emissions intensity
threshold not defined. A possible emissions intensity
threshold of 1,200 tonnes of CO2-e per million dollars of
revenue suggested for further investigation. A 3.5%
threshold (energy costs as proportion of total operating
costs) used as basis for modelling.
Existing facilities — move to Australian best practice after
Similar approach. Timeframes for moving to best practice
10 years.
benchmarks not specified.
New facilities — commence using international best practice.
Include benchmarks for indirect emissions (based on
energy intensity of output).

Allocations made annually based on previous year’s output, Similar approach. PMTG proposes allocations be made in
subject to annual true-up. Linked to output, based on
advance in five-year blocks.
baseline levels on energy intensity (direct and indirect
emissions). Closing firms must hand back permits.
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Design feature
Emission permits

Design feature
Auction

Auction revenue

Penalty revenue

Banking

Commonwealth position
Same broad approach (i.e. mix of spot and advance
auctions). Details and auction rules to be finalised.

Same broad approach. No role suggested for states and
territories in allocation or expenditure of auction revenue.

Same broad approach. PMTG suggests ‘emissions fee’ be
set ‘relatively low’ in early years, and those paying the fee
not be allowed to trade/bank permits in that year. A
stronger role suggested for the fee as a ‘safety valve’.
PMTG proposes adding penalty revenue to auction revenue.

PMTG suggests banking be restricted in early years when
emissions fee is low. Supports unrestricted banking in the
long term. Also proposes that offset credits from sinks be
bankable before scheme start.
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Penalty (or ‘emissions
fee’)

Taskforce proposal
Mix of spot and advance auctions. Further work on
frequency and mix.
Auction rules: ascending clock format with iterative sealed
bidding in multiple rounds; uniform pricing; aggregated
demand revealed in each round; allow TEEIIs and other
recipients of free permits to sell permits; allow proxy bids
to accommodate small bidders; allow intra-round bidding;
use an internet auction platform.
Direct linking of auction revenue to expenditure
(hypothecation) not proposed. Priority uses for revenue
may be R&D in low-emissions technology or support for
groups adversely affected by the NETS. The Council for
the Australian Federation endorsed the principle that
‘permit auction revenue be divided among the states and
territories in a way that produces equitable outcomes’.
A civil penalty set at a level to encourage compliance and
cap scheme costs. Level should be fixed (set in the light of
estimated costs of compliance). Set when firm caps are set.
Make-good provision not proposed.
Fund abatement activities as specified by governments.
Where administrative costs of purchasing abatement
exceed the value of abatement, penalty revenue should be
aggregated and added to auction revenue.
Unlimited banking allowed.

Taskforce proposal
Limited ‘administrative flexibility’ permitted for
compliance (1% of a party’s liability of permits dated
compliance year + 1).

Commonwealth position
Borrowing not supported.

Offsets

Allowed in non-covered sectors, according to rules.
Unlimited acceptance of such domestic offset credits.
Priority areas include biosequestration and waste, not
carbon capture and storage (CCS). Limited acceptance of
international offset credits. Consistency with Kyoto
Protocol (e.g. Joint Implementation and Clean
Development mechanisms) guiding principles.
No pre-scheme crediting. Early action recognised in
baselines.

Similar approach. PMTG proposes CCS be allowed to
create offset credits. International consistency in offsets
regime not specified. PMTG considers there are
shortcomings in existing international offset methodologies
and proposes Australia influence their evolution.

Pre-scheme abatement
crediting

Offset methodologies

Monitoring, reporting
and verification

Mix of prescribed rules for some offset types, but
proponents also able to submit methodologies for
non-prescribed areas.
Based on national greenhouse and energy reporting
scheme (NGERS). National Greenhouse and Energy Reporting
Act 2007 not appropriate for some aspects of the NETS;
will need amendments or extensive regulatory provisions.

Proposed for forest sinks and new abatement activities
accredited to existing standards (e.g. some classes of CDM
and Greenhouse Friendly). No credits provided for action
undertaken before policy announcement (3 June 2007).
Rules-based, not project by project.

To be based on NGERS (commencing mid-2008).
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Design feature
Borrowing

Design feature
Institutional
arrangements

Other greenhouse
measures

Commonwealth position
No role for states and territories suggested. Same broad
approach to institutional responsibilities and separation of
policy and regulatory roles. PMTG suggests a narrower role
for stakeholders than the Taskforce does.

Existing and planned state-based greenhouse measures to be
streamlined and rationalised. Some complementary
greenhouse gas abatement measures will be necessary (e.g.
funding for low-emissions technology R&D and energy
efficiency). Prime Minister announced Clean Energy Target
(to run in parallel with a NETS) for 2020.

305

Appendix H: Comparison with PMTG Report

Taskforce proposal
Implementation led by the Commonwealth, in consultation
with states and territories.
Separation of policy and operational functions (e.g. scheme
developer and scheme regulator). Scheme developer modelled
on Reserve Bank of Australia Board (new, independent
body). Scheme regulator to manage day-to-day scheme
operation. Governments (i.e. COAG) make decisions —
e.g. set caps and gateways, based on recommendation from
scheme developer.
Complementary measures (e.g. renewable energy target
schemes) continue in parallel. NSW/ACT Greenhouse Gas
Reduction Scheme and Queensland Gas Generation
Scheme to transition into the NETS; transition
arrangements to be developed. NETS to be complemented
by other greenhouse gas abatement policies, particularly
relating to energy efficiency and low-emissions technology
R&D.

Abbreviations

Abbreviations
AAU

Assigned Amount Unit

CCGT

combined cycle gas turbine

CCS

carbon capture and storage

CDM

Clean Development Mechanism (Kyoto Protocol)

CER

Certified Emission Reduction (unit)

CH4

methane

CO2-e

carbon dioxide equivalent

COAG

Council of Australian Governments

DNA

Designated National Authority

ERU

Emission Reduction Unit

EU ETS

European Union Emissions Trading Scheme

GEC

Gas Electricity Certificate

GGAS

ACT and NSW Greenhouse Gas Reduction Scheme

GW

gigawatt

HFCs

hydrofluorocarbons

IPCC

Intergovernmental Panel on Climate Change

ITL

International Transaction Log

JI Mechanism

Joint Implementation Mechanism (Kyoto Protocol)

JISC

Joint Implementation Supervisory Committee

kt

kilotonne

LNG

liquefied natural gas

LULUCF

land use, land-use change and forestry

MRET

Mandatory Renewable Energy Target

MW

megawatt
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Abbreviations
MWh

megawatt hour

NEM

National Electricity Market

NEMMCO

National Electricity Market Management Company

NETS

national emissions trading scheme

NGERS

national greenhouse and energy reporting system

NGAC

NSW Greenhouse Abatement Certificate

NGGI

National Greenhouse Gas Inventory

N 2O

nitrous oxide

NRET

NSW Renewable Energy Target

OCGT

open cycle gas turbine

PFCs

perfluorocarbons

PMTG

Prime Ministerial Task Group on Emissions Trading

RD&D

research, development and demonstration

RGGI

Regional Greenhouse Gas Initiative (United States)

SF6

sulfur hexafluoride

TEEIIs

trade-exposed, emissions-intensive industries

UNFCCC

United Nations Framework Convention on Climate Change

VRET

Victorian Renewable Energy Target
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Glossary

Glossary
A
Abatement activities

Projects or processes that lead to a reduction in
greenhouse gas emissions.

Additionality

A test of a project’s contribution to emissions reduction.
See Environmental additionality, Financial additionality,
Regulatory additionality.

Afforestation

Planting of new forests on lands not recently forested.
Under the terms of the Kyoto Protocol, planting on land
that has not been forested for the previous 50 years
qualifies as ‘afforestation’.

Allocation

The initial distribution of permits created under the
scheme cap.

Annex I countries

Under the UNFCCC, include all developed (OECD)
countries and the countries in transition in central and
eastern Europe, including Russia and the Ukraine.

Annex B countries

Under the Kyoto Protocol, those developed countries that
have agreed to a commitment to limit their greenhouse gas
emissions in the period 2008–2012. Coverage is not
identical to Annex I, which also includes Turkey and
Belarus. Annex B includes Croatia, Monaco, Liechtenstein
and Slovenia.

Assigned Amount Units

The amount of greenhouse gas that each Annex B country
is allowed to emit during the first commitment period of
the Kyoto Protocol. An Assigned Amount Unit is a
tradeable unit of 1 t CO2e.

Australian Greenhouse
Office

Part of the Department of the Environment and Water
Resources; principally responsible for delivering most
programs under the Commonwealth Government’s
climate change strategy.

B
Background Paper

The Background Paper for Stakeholder Consultation released by
the National Emissions Trading Taskforce (then the
Interjurisdictional Emissions Trading Working Group) in
September 2005.
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Baseline emissions

The amount of carbon dioxide emissions that would take
place at a facility under normal operations, without a
reduction project being put into place. The baseline refers
to the ‘business as usual’ scenario.

Banking

The ability of liable parties to use permits issued or created
in one compliance period in future compliance periods.
Banking allows liable parties to better manage annual
variations in their emissions profiles, such as variations due
to cyclical economic activity or disruptions to production.

Benchmarking

A system of allocating permits based on an individual
firm’s emissions performance against a sector- or industrywide standard. The standard can be forward looking or
based on historical performance. Benchmarks can include
emissions per unit of output, value added or other relevant
unit of measurement.

Bilateral linking

The mutual acceptance of credits between two emissions
trading schemes. If the schemes are functioning well,
bilateral linking should result in movement towards a
single price for carbon.

Biological sequestration

The removal of atmospheric CO2 through biological
processes.

Borrowing

The ability of liable parties to use credits from future
commitment periods to meet their obligations in the
current compliance period.

Bunker fuels

Fuels used for international aviation and marine transport.

Business as usual

An estimate of future patterns of energy consumption and
greenhouse gas emissions which assumes that there will be
no major changes in attitudes and priorities.

C
Carbon sequestration

The uptake and storage of carbon. Trees and plants, for
example, absorb carbon dioxide, release the oxygen and
store the carbon. Fossil fuels were at one time biomass and
continue to store the carbon until burned.

Carbon capture and
storage (CCS)

Technologies to capture carbon dioxide emissions from
the generation of electricity and store them in geological or
ocean sites. CCS technologies are currently at the
experimental and demonstration phase.
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Carbon dioxide equivalent Unit of measurement used to compare the emissions of
each of the greenhouse gases, based upon their global
(CO2-e)
warming potentials. Derived by multiplying the weight of
the greenhouse gas in tonnes by the relevant greenhouse
warming potential.
Compliance period

Period during which liable parties are required to comply
with the relevant scheme requirements.

Cap and trade scheme

An emissions trading regime in which a limit (or cap) is
placed on the total emissions allowable from the activities
or sectors covered under the scheme. Emissions limits are
set below what they would be under a business as usual
scenario.

Certification

A process whereby an independently accredited body
provides an assurance that the emissions reductions being
claimed have actually occurred.

Certified Emission
Reductions (CERs)

Credits created under the Kyoto Protocol Clean
Development Mechanism. For afforestation and
reforestation projects, credits expire either at the end of
the next compliance period (tCERS) or at the end of the
project accrediting period (lCERs).

Clean Development
Mechanism (CDM)

Mechanism established by Article 12 of the Kyoto
Protocol for project-based emissions reduction activities in
developing countries. Designed to meet the sustainable
development needs of the host country, and to increase the
opportunities available to parties to meet their reduction
commitments. Emissions reductions under the CDM can
create tradeable permits called Certified Emission
Reductions (CERs).

Cogeneration

Production of two useful forms of energy, such as hightemperature heat (for hot water or space heating) and
electricity, from the same process. Also known as
‘combined heat and power’.

Commitment period

The timeframe in which Kyoto Protocol parties are
required to meet their emissions reduction obligations. The
protocol’s first commitment period is from 2008 to 2012.

Coverage

The scope of the emissions trading scheme. Covered
sectors are liable for their emissions under the scheme.

Covered parties

Entities required to report under the NGERS and/or to
participate in the NETS.

D
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Discussion Paper

Possible Design for a National Greenhouse Gas Emissions Trading
Scheme, released in August 2006 by the National Emissions
Trading Taskforce.

E
Emissions trading

Administrative approach used to reduce the cost of
emissions control by providing economic incentives for
reducing emissions.

Emissions cap

Limit on the number of tonnes of greenhouse gas
emissions that can be emitted by covered sectors without
incurring a penalty.

Emission Reduction Units Tradeable certificate that represents a specified amount of
(ERU)
greenhouse gas emissions reductions achieved through a
Kyoto Protocol Joint Implementation project.
Emission factor

A unique value for scaling emissions to activity data in
terms of a standard rate of emissions per unit of activity
(e.g. grams of carbon dioxide emitted per barrel of fossil
fuel consumed).

Emissions intensity

A level or amount of emissions per some unit of economic
output, such as gross domestic product, sales revenue or
goods produced.

Environmental
additionality

A test of whether an offsets project actually reduces
emissions beyond reductions that would have been
achieved without the project.

European Union
Emissions Trading
Scheme (EU ETS)

Cap and trade emissions trading scheme operating in the
European Union, currently covering over 12,000 industrial
plants across 25 member states. Came into operation in
January 2005 with the first allocation period running to the
end of 2007, after which several key aspects of the scheme
(such as allocation and coverage) may change.

F
Financial additionality

A test of an emissions reduction project to determine
whether the project would have been undertaken if offset
credits could not be created by the project.

Fuel switching

Substitution of one type of fuel for another, such as
natural gas for coal, to reducing CO2-e emissions.

Fugitive emissions

Emissions from unintended gas leaks during the
processing, transmission or transportation of fossil fuels.

G
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Garnaut Climate Change
Review

Review commissioned by Australia’s state and territory
governments on 30 April 2007 to examine the impacts of
climate change on the Australian economy and
recommend medium- to long-term policies and policy
frameworks.

Gas Electricity
Certificates (GECs)

Electronic certificates created under the Queensland 13%
Gas Scheme for each whole MWh of eligible gas-fired
electricity.

Gateway

A potential range for future caps under the emissions
trading scheme.

Geosequestration

Storage of carbon dioxide in deep underground rock
structures.

Global warming potential

Index used to translate the level of emissions of various
gases into a common measure in order to compare the
relative radiative forcing of the gases without directly
calculating changes in their atmospheric concentrations.
Calculated as the ratio of the radiative forcing that would
result from the emission of one kilogram of a greenhouse
gas to that from the emission of one kilogram of carbon
dioxide over a period of time (usually 100 years).

Grandfathering

Mechanism to provide a free allocation of emission
permits to emitters at the beginning of an emissions
trading scheme, based on their historical emissions.

Greenhouse gas

Any gas that absorbs infrared radiation in the atmosphere.
Includes water vapour, carbon dioxide (CO2), methane
(CH4), nitrous oxide (N2O), hydrochlorofluorocarbons
(HCFCs), ozone (O3), hydrofluorocarbons (HFCs),
perfluorocarbons (PFCs) and sulfur hexafluoride (SF6).

H
Hydrochlorofluorocarbons Compounds containing hydrogen, fluorine, chlorine and
carbon atoms. Classified as one of the six greenhouse gases
under the UNFCCC.
I
Intergovernmental Panel
on Climate Change

Panel established in 1988 to survey international scientific
and technical literature. Publishes assessment reports that
are widely recognised as the most credible sources of
information on climate change. Published its Fourth
Assessment Report in 2007 (website: www.ipcc.ch).

J
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Joint Implementation (JI)
mechanism

Mechanism established under the Kyoto Protocol that
allows one developed country to earn credits (ERUs) when
it finances projects that reduce emissions in another
developed country. The credits can then be used to meet
obligations under the protocol.

Joint Implementation
Supervisory Committee
(JISC)

Supervises the verification of ERUs generated by JI
projects.

K
Kyoto Protocol

Agreement made under the United Nations Framework
Convention on Climate Change; came into force on
16 February 2005. Ratifying countries have committed to
targets that reduce their greenhouse gas emissions over the
period 2008–2012, compared to 1990 levels.

L
Landfill gas

Gas (mainly methane and carbon dioxide) generated by the
natural decomposition of municipal solid waste by
anaerobic microorganisms in sanitary landfills. The gases
can be collected by a series of low-level pressure wells and
be processed into a medium-energy gas that can be burned
to generate steam or electricity.

Legal additionality

See Regulatory additionality

Liable parties

Firms that have a direct obligation under the NETS to
surrender permits equal to their emissions during the
compliance period.

Low-emissions
technologies

Technologies to reduce emissions from fossil fuel
generation plants to near zero levels. Include black coal
integrated gasification combined cycle and brown coal
integrated dewatered gasification combined cycle,
combined with the ability to undertake carbon capture and
storage. These technologies are currently at the
experimental and demonstration phase.

M
Marginal cost of
abatement
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The cost of reducing emissions by one additional unit (e.g.
1 tonne CO2-e).

Glossary
Make-good provision

A requirement that a liable party that has emissions in
excess of its permit holdings at the end of a compliance
period must find and surrender an additional quantity of
permits sufficient to cover (‘make good’) the excess
emissions.
The term ‘make good’ is also used to refer to a
requirement that the buyer or seller of offset credits
purchase permits or credits from another source if the
credit-creating offsets project fails to achieve or maintain
the quantity of emissions abatement needed to create the
offset credits.

Mandatory Renewable
Energy Target (MRET)

The Commonwealth Government’s tradeable certificate
scheme that requires 9,500 GWh of additional generation
to be provided from renewable sources by 2010.

Megawatt (MW)

A standard measure of electric power plant generating
capacity; a megawatt equals one thousand kilowatts or
1 million watts. As a watt is a measure of energy, the
abbreviations MWe and MWth are sometimes used for
electrical energy and thermal energy, respectively.

Ministerial Council on
Energy

The national policy and governance body for the
Australian energy market, including for electricity and gas,
as outlined in the COAG Australian Energy Market
Agreement of 30 June 2004.

Ministerial Council on
Mineral and Petroleum
Resources

Established by COAG in June 2001 to take over the
minerals and upstream petroleum work of the former
Australian and New Zealand Minerals and Energy Council.
Promotes the sustainable development of the Australian
mining, minerals and petroleum industry.

Mitigation

A human intervention to reduce the sources of or enhance
the sinks for greenhouse gases.

N
National Electricity
Market Management
Company (NEMMCO)

Established in 1996 to administer and manage the NEM,
develop the market and continually improve its efficiency.
The governments of Queensland, NSW, the ACT,
Victoria, South Australia and Tasmania are members of
NEMMCO.

National Electricity
Market (NEM)

Wholesale market for the supply of electricity to retailers
and end-users in the interconnected regions of
Queensland, NSW, the ACT, Victoria and South Australia.
Began operating in December 1998. Tasmania joined in
2005.
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National Emissions
Trading Taskforce
(NETT)

Comprises senior representatives of state and territory
governments. Originally established as the
Interjurisdictional Emissions Trading Working Group in
2004 to develop a NETS design for consideration by state
and territory governments.

National greenhouse and
energy reporting system
(NGERS)

The system established by the National Greenhouse and
Energy Reporting Act 2007 as a single, national framework
for reporting greenhouse gas emissions, abatement actions
and energy consumption and production by corporations
from 1 July 2008.

National Pollutant
Inventory

Reports on pollutant emissions from industry and diffuse
sources and the location of pollutant sources.

Net out

To reduce the emissions liability of an upstream party (e.g.
an energy supplier) by the amount of liability assigned to a
downstream party (e.g. a fuel or energy user).

Non-Annex B

Countries that are not included in the Annex B list of
countries with emissions reduction targets in the Kyoto
Protocol

Non-Annex I

The countries that have ratified or acceded to the
UNFCCC that are not included in Annex I of the
UNFCCC.

O
Offsets

Reductions or removals of greenhouse gas emissions that
are used to counterbalance emissions elsewhere in the
economy.

P
Parties (covered)

See Covered parties.

Parties (to treaties)

Countries that have ratified an international treaty and for
which the treaty has entered into force.

Permit

A certificate that enables a liable party under the emissions
trading scheme to emit a certain quantity of greenhouse
gas.

Permanence

A requirement that greenhouse gases removed from the
atmosphere be removed permanently if offset credits are
to be created. See also Make-good provision.
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Perfluorocarbons (PFCs)

A group of human-made chemicals composed of carbon
and fluorine. The chemicals were introduced as
alternatives, along with hydrofluorocarbons, to ozonedepleting substances. Classified as one of the six
greenhouse gases under the UNFCCC.

Point of liability

The point in the energy generation, transmission and use
chain at which monitoring and reporting of emissions is
required for the purposes of the NGERS or the NETS.

R
Reforestation

Replanting of forests on lands that have been recently
harvested. Activities defined under the Kyoto Protocol as
reforestation must occur on land that was not forest at
31 December 1989.

Regulatory additionality

A test of whether an offsets project is being undertaken
simply to comply with existing legal and regulatory
requirements or goes beyond those requirements. Intended
to avoid the creation of offsets for projects that had to be
undertaken anyway to comply with the law.

Regional Greenhouse Gas
Initiative (RGGI)

A proposed emissions trading scheme to be implemented
by eight north-eastern and mid-Atlantic states of the
United States to reduce carbon dioxide emissions.

Removal Units (RMUs)

Certificates issued for increased stocks of carbon in forests
or agricultural soils in countries that are Annex B parties to
the Kyoto Protocol.

Renewable Energy
Certificates (RECs)

Tradeable certificates issued to accredited renewable
energy generators under the MRET scheme.

S
Safety valve

A price cap on emission permits that would prevent permit
prices rising above a specified level.

Sinks

Natural or human activity that removes carbon from the
atmosphere, such as the absorption of carbon dioxide by
trees.

Stationary energy
emissions

Includes emissions from fuel consumption for electricity
generation, fuels consumed in the manufacturing,
construction and commercial sectors, and fuels used for
domestic heating.

T
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Trade-exposed,
emissions-intensive
industries (TEEIIs)

Industries that are either exporters or compete against
imports (trade exposed) and produce significant emissions
in their production of goods.

U
Unilateral linking

Link between a domestic emissions trading scheme to an
overseas scheme in which permits under the overseas
scheme can be surrendered against emissions liabilities in
the domestic scheme, but domestic scheme permits cannot
be used in the overseas scheme. The two markets remain
separate, and a single price for carbon does not emerge.

United Nations
Framework Convention
on Climate Change
(UNFCCC)

An international treaty that entered into force in 1994.
Established an objective of avoiding dangerous
anthropogenic climate change, and set out provisions
outlining actions to avoid future increases in global
warming (including non-binding emissions targets for
developed countries) and provisions to cope with whatever
temperature increases are inevitable. Australia is a party to
the UNFCCC.
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