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SUBMISSION TO THE INTER-JURISDICTIONAL
WORKING GROUP ON STATE-BASED
EMISSIONS TRADING

SUMMARY

The Australian Conservation Foundation (ACF) believes that if designed appropriately,
emissions trading can help deliver real and timely reductions in greenhouse gas emissions.

ACF congratulates the State Governments for their support for a state-based national
emission trading scheme and welcomes the opportunity to comment on the work of the Inter-
Jurisdictional Working Group on Emissions Trading. ACF looks forward to continuing
dialogue with state governments as this initiative progresses and on a range of other
complementary climate change policies.

The current lack of a long-term national policy framework on climate change is impeding
investment decisions in Australia’s energy infrastructure. Emissions trading is widely
recognised — by industry and environment groups alike - as a means to remove this current
lack of regulatory certainty and cost effectively reduce greenhouse gas emissions.

Environmental effectiveness is the key criteria for the scheme, and will determine its
success or failure. The environmental effectiveness of an emissions scheme will be
determined by the level at which a cap is set. A scheme must set short and medium
term caps to achieve at least 60% reductions in greenhouse emissions by 2050.

A poorly designed emissions trading scheme can actually undermine greenhouse reduction
policies. If the scheme fails to reduce emissions it would ju st be a cost imposed on
industry and consumers for no benefit and could loc k in unsustainable levels of
greenhouse emissions.

Other elements of an effective scheme include:

1. Flexibility to respond to changes in our scientific understanding and incorporate more
stringent emission reductions over time.

2. Capacity to address impacts on employment and low income families - crucial for equity
and long term effectiveness.

3. No disadvantage to early movers and no windfall gains to the most polluting entities.

4. Capacity to promote investment certainty to ensure that investment flows to new low
emission technologies.

5. Capacity to encourage maximum abatement at least cost (over the long term).



Summary of ACF Comments on the Working Group’s Ten

Proposition

1. That a cap and trade
approach be used as the
basis for scheme design.

ACF response
Strongly supports.

Design Propositions *

Alternative proposal

2: That the scheme be
national and sector based

Supports a national scheme.

Opposes different caps and
allocation between states.

3: In setting the cap,
consideration be given to the
overall national emissions
abatement target.

Short and medium term caps
to achieve at least 60%
reductions in greenhouse
emissions by 2050.

The stationary energy sector
will need to contribute in
excess of a pro rata
contribution to the national
abatement task.

4. That the scheme initially
cover the stationary energy
sector.

Supports inclusion of
stationary energy.

Supports exclusion of
agriculture and land use
change until measurement
adequate to support
inclusion.

Supports the widest possible
initial coverage (excluding
agriculture and land use
change).

Timeline for inclusion of
excluded sectors needed.

5. That the scheme cover all
six greenhouse gases under
the Kyoto Protocol.

Supports.

6. That permit allocation be
made on the basis of a mix of
administratively allocated

and auctioned permits.

Supports full auctioning.

Opposes any grandfathering.

Government should
immediately specify that no
indemnity will be given for
carbon risk either now or in
the future.

7: That a penalty should be
set to encourage compliance
and to establish a price
ceiling.

Opposes the use of a penalty
to cap costs.

Supports a strict compliance
regime with a make good
provision for any shortfall.

8: That offsets be allowed

Opposes.

9: That mechanisms be
included to address adverse
effects and structural
adjustment

Supports structural
adjustment and assistance to
low income families.

Structural adjustment should
be direct and not in the form
of free allocation of permits.

Opposes any compensation
for impact on shareholder
value.

10: That mechanisms be
included to allow a transition
for participants who have
taken early abatement action
and new entrants

Supports no disadvantage to
early movers.

The scheme should be
designed so provisions for
early movers and new
entrants are not necessary.

* Further detail provided on specific questions raised in full submission.
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BACKGROUND

The Australian Conservation Foundation (ACF) is committed to inspiring people to achieve a
healthy environment for all Australians. For 40 years we have been a strong voice for the
environment, promoting solutions through research, consultation, education and
partnerships. We work with the community, business and government to protect, restore and
sustain our environment.

ACF is Australia’s leading national not-for profit environment organisation and is funded
almost entirely by individual membership and donations. Since 1966, we have focussed on
the most important and urgent environmental problems, seeking change with lasting political,
economic and social support. ACF has played a key role in increasing protection for some of
Australia’s most outstanding natural assets including the Franklin River, Kakadu, the
Daintree Rainforest and Great Barrier Reef.

Australia is very vulnerable to climate change; for example, according to CSIRO research
global warming of more than just 2-3°C could result in 97% of the Great Barrier Reef
suffering coral bleaching every year and up to a 48% reduction in river flows in the Murray-
Darling Basin.” The IPCC have reported that stabilising atmospheric concentrations at levels
that may avoid these kinds of impacts requires very rapid emission reductions in the next 20-
30 years and that developed country emission reductions to “go significantly beyond the
Kyoto commitments”.® To avoid dangerous climate change it is increasingly recognised that
government, business and the community need to work towards avoiding a global
temperature increase of 2°C. This will require industrialised nations to reduce their emissions
by 15-30% by 2020 and 60-90% by 2050.*

The Australian Conservation Foundation (ACF) believes that if designed appropriately,
emissions trading can help deliver real and timely reductions in greenhouse gas emissions.
ACF congratulates the State Government’s for their support for the investigation of a state-
based but nationally consistent emission trading scheme.

Stakeholder consultation on the detail and substance of the scheme is vital to ensuring a
good system and community acceptance. ACF welcomes the opportunity to respond to the
work of the Inter-Jurisdictional Working Group on Emissions Trading and looks forward to
continuing dialogue with state governments on a range of climate change issues.

An emissions trading scheme potentially offers a “flexible and cost effective” option to meet
greenhouse targets.” A price on greenhouse emissions would force industries to internalise
the impacts of fossil fuel use (such as the impacts of climate change and air pollution) and
encourage investment in R&D, emission reductions and the deployment low carbon
technologies. Failure to implement a national price on greenhouse emissions, “... also has
failed to foreshadow the provision of a market signal ... to provide investors in new
generation assets with more certainty in the medium and longer term.”® As both the
Productively Commission and a recent report to the Business Council of Australia by Port
Jackson Partners Ltd have concluded; the lack of a long-term, stable and nationally

2 Jones, Preston (2005), Climate Change Impacts on Australia and the Benefits of Global Greenhouse Gas Stabilisation , in preparation.

3 Morita, Robinson, Adegbulugbe, et al. (2001), Greenhouse Gas Emission Mitigation Scenarios and Implications, in B Metz, O Davidson, R Swart, et al. (eds), Climate
Change 2001: Mitigation, Contribution of Working Group Ill to the Third Assessment Report of the Intergovernmental Panel on Climate Change (IPCC), Cambridge
University Press, UK.

“ See den Elzen, Meinshausen (2005), Meeting the EU 2<C climate target: global and regio nal emission implications, Netherlands Environmental Assessment Agency,
Report 728001031/2005, The Netherlands and EU (2005), Presidency Conclusions, 22 and 23rd March, 2005, EC, Brussels.

s Inter-jurisdictional Emissions Trading Working Group (2004). A National Emission Trading Scheme, A Report to First Ministers from the Inter-jurisdictional Emissions
Trading Working Group.

8 Allen Consulting Group (2004), The Greenhouse Challenge for Energy, Allen Consulting Group, Melbourne.

Submission to the Inter-Jurisdictional Working Group on State-Based Emissions Trading
Australian Conservation Foundation
-3-



consistent response to climate change is impeding and delaying investments in Australia’s
energy infrastructure.”®

An emissions trading is widely supported as a means to remove this current lack of
regulatory certainty around the direction of climate change policy in Australia.®*° For
example, Origin Energy, whose supply chain represents about 9% of Australia’s total energy
emissions, recently stated, “There is currently little impetus for investments in greenhouse
gas mitigation technologies as there is no framework which outlines the mechanism by which
carbon will be valued in Australia, nor any clear guidelines about the treatment of existing
assets and new entrants.”**

Earlier this year Origin went further, “... that a national emission trading (NET), if designed
correctly and implemented broadly, will deliver environmentally effective abatement at least
cost. In the absence of a single, Federal scheme, a NET scheme coordinated by the
jurisdictional governments could also deliver these outcomes provided sufficient consensus
could be reached.”? Even some of Australia’s most energy intensive industries would not
oppose the introduction of an emissions trading scheme.™®

Economic modelling work has also shown significant economic benefits in implementing a
price on greenhouse emissions through a national emissions trading scheme. For example,
Allen Consulting Group concluded that implementing a national emissions trading scheme to
encourage industry to tackle climate change would be the most efficient way of bring about
greenhouse gas reductions in the short-term.*

However, emissions trading can only deliver within a sound comprehensive policy
framework. ACF supports a long-term multifaceted policy and technology response to climate
change. Such an approach must ensure the immediate deployment of existing renewable
energy technologies and energy efficiency, and stimulate research, development and
demonstration of new zero and near zero emission technologies. This multifaceted approach
should be designed to give industry the confidence to make long-term investments in zero
and near zero emission technologies on the scale required to achieve at least 60%
reductions in greenhouse emissions by 2050, with significant reductions in the short and
medium term. In addition to emissions trading state governments need to:

1. Commit to at least 60% greenhouse gas emissions reductions by 2050, with a target of
20% by 2020 to show real progress.

2. Implement a state renewable energy guarantees that ensure that 20-25% of electricity
comes form clean renewable energy by 2020.

3. Make a clear statement that no Government indemnity will be provided for any new
power plant built, including any future exposure to a carbon regime.

4. Remove barriers to and drive the uptake of energy efficiency by setting specific national
energy efficiency targets, mandatory energy reporting for large energy users, extending
mandatory energy performance standards, and extending mandated environmental
performance standards to all new building types and vehicles.

ACF notes that poorly designed emissions trading schemes can actually undermine
greenhouse reduction policies. For example if the cap on emissions is set too low the
incentive to reduce emissions is removed, and economy wide targets will not be met.

’ Productively Commission (2005), Review of National Competition Policy Reforms, Productively Commission Inquiry Report, Australian Government, Canberra.

8 port Jackson Partners Limited (2005), Reforming and Restoring Australia’s Infrastructure, Report prepared for the Business Council of Australia, Sydney.

9 Allen Consulting Group (2004), ibid.

0 AMP (2005a), Emissions Trading Permit Allocation and Investment in the Australian Electricity Generation Sector, AMP Capital Investors, Sydney.

n Origin Energy (2004), Origin Energy Submission to the COAG Consultation Regulation Impact Statement Draft Guiding Regulatory Framework for Carbon Dioxide
Geosequestration, Origin Energy, Melbourne, Australia.

12 Origin Energy (2005), Submission to the NSW Energy Directions Green Paper, http://www.deus.nsw.gov.au/energydirections/index.htm

B The Electricity Market Reform Forum (2005), Submission to NSW Energy Directions Green Paper, http://www.deus.nsw.gov.au/energydirections/index.htm

% Allen Consulting Group (2004), op cit.
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KEY DESIGN CRITERIA

Environmental effectiveness and the level of the em  issions cap are the key criteria for
the scheme, and will determine its success or failu re. If the scheme fails to reduce
emissions it would just be a cost imposed on indust ry and consumers for no benefit.

Other criteria are:
1. The flexibility to incorporate more stringent emission reductions over time.

While climate change has been acknowledged as a real issue by scientists since the early
1990s scientific uncertainties do (and will always) remain. This is why some policy experts,
such as the IPCC, have advocated a “hedging” strategy to deal with uncertainties around
climate change, promote a more flexible policy response and avoid correcting for a stronger
target later on.*>®!"*® This necessitates setting strong and precautionary emission caps for
the short and medium (e.g. 2020) term.

The Australian Government projects that around $30 billion will need to be invested in the
national energy system between now and 2020.% If a high emissions target is set but new
scientific information or climate impacts emerged that lead to a re-evaluation of this in 15
years time emissions would have to drop very sharply. As the investments in long-term
infrastructure would have already taken place this would lead to the premature retirement of
capital and stranded assets to meet the new policy regime. It is therefore critical that the
emissions trading scheme can incorporate more stringent emission reductions over time and
that the emissions cap is open to regular review.

Governments need to ensure that industry is clear on the long-term pathway towards
reducing emissions by clearly signalling their commitment to significantly reduce emissions
by 2050 and setting enforceable intermediate caps to achieve this goal. Setting a hard
inflexible long-term cap only increases the risk that governments will be required to
compensate or buy back permits as targets are tightened.

2. The capacity to address impacts on employment, families, and the low paid is crucial for
equity and long term effectiveness.

Ensuring there is capacity to address any potential social impacts on families and
disadvantaged Australians will be critical to maintaining public support and participation in
greenhouse emissions reductions. There is the option to generate revenues within the
scheme which may be used to mitigate impacts through measures such as energy efficiency
programs that reduce energy costs and emissions.

3. Design elements must not disadvantage early movers.

Governments have been encouraging companies to undertake emission reductions for many
years. The failure to reward first movers effectively rewards the ‘free-rider’ for taking no
action and disadvantages those that have undertaken emission reductions in line with
numerous government programs.

® Gra |, Kokott, Kulessa, et al. (2003), Climate Protection Strategies for the 21% Century: Kyoto and Beyond. Special Report, German Advisory Council on Global Change
gWBGU), Berlin, Germany.

® Schneider, Avar (2001), Are Uncertainties in Climate and Energy Systems a Justification for Stronger Near-Term Mitigation Policies? Prepared for the Pew Centre on
Global Climate Change, Washington D.C., USA.

7 yohe, Andronova, Schlesinger (2004), To Hedge or Not Against an Uncertain Climate Future  ? Science 306: 416-417.

8 Toth, Mwandosya, Carraro, et al. (2001), Decision-making Frameworks , in Climate Change 2001: Mitigation, Contribution of Working Group Il to the Third
Assessment Report of the Intergovernmental Panel on Climate Change (IPCC), Cambridge University Press, UK.

19 Australian Government (2004), Securing Australia’s Future, Australian Government, Canberra, 2004.
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This criteria is also consistent with the principle of the polluter pays - an agreed principle of
the Intergovernmental Agreement on the Environment (1992) — which holds that those who
generate pollution and waste should bear the cost of containment, avoidance or abatement.

4. Capacity to promote investment certainty.

Without short and long-term investment signals companies will not be able to justify to their
boards or investors the necessary up-front investment in R&D and the deployment of low-
carbon technologies. This reduces and delays investment in lower emission technologies
and infrastructure. Lack of an appropriate policy framework also encourages high emission
infrastructure which could lead to future stranded assets and a cost to the national economy.

Investment certainty is therefore vital if the transformation to a low carbon economy is to be
achieved in the shortest possible time. However, it will only be effective if the schemes
targets and caps also promote investment in zero and near zero emission technologies.

However, investor certainty is never absolute. Industry always remains subject to the
possibility of future change in government policy. For example, a business may plan based
on an assumption that tax rates will not dramatically change; however, governments remain
free to change those tax rates, and businesses have no legal claims against the government
if it decides to raise taxes. The “certainty” that businesses have in relation to taxation is
simply an assessment, based on past experience, that governments will not radically change
tax policy on a whim.

Emissions caps should not be viewed as any different. The caps should aim to give long-
term certainty, but not at the expense of policy flexibility. Just as governments retain the
absolute ability to change rates of taxation, so should they retain the absolute capacity to
adjust pollution caps over time. In particular, changing international obligations, development
of and experience with technological and behavioural techniques for emissions reductions,
and further development of the science on climate change may all affect the consensus view
on what amount of reductions is achievable and necessary over time.

Therefore encouraging investment certainty means governments setting appropriate caps
and outlining clearly the method of allocation. It does not mean allocating long-term permits
as this runs the risk of governments having to buy back permits as targets are strengthen in
the future. (See above: The flexibility to incorporate more stringent emission reductions over
time.)

5. Capacity to encourage abatement at least cost.

If the scheme is well designed, with sufficiently stringent targets, minimising costs will allow
the maximum abatement with the least impact on consumers and the economy.
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PROPOSITION 1: That a cap and trade approach be us ed
as the basis for scheme design.

ACF strongly supports a cap and trade approach and the key environmental bottom line
for a successful scheme is the level at which the emissions cap is set.

Key principles in determining the emissions caps are:

Environmental Effectiveness : The caps must be set to achieve at least a 60% reduction in
greenhouse gas emissions overall from 1990 levels by 2050. However a linear path may not
be possible given the inertia in the energy system. Figure One shows two illustrative
pathways for Australia to achieve major emission reductions in the energy sector while
achieving the same environmental outcome. In the Early and Steady Action Pathway
emissions increase, stabilise and then decline to around today’s levels by 2020. Note that
this is a significant departure from Business as Usual. The Australian Government projects
that with no additional action emissions from the energy sector will increase by more than
60% above 1990 levels by 2020.%°

Figure One: lllustrative Emission Pathways

2010 2020 2030 2040 2050

‘_Business as Usual = = Early Steady Action === Delayed Rapid Action ‘

Ensuring a smooth transition : Intermediate caps are required to ensure a smooth
transition and avoid unnecessary shocks to the economy. These caps will also give investors
certainty when considering investment in energy infrastructure. Deferring action means that
the energy sector will be required to make very rapid and expensive emission reductions.
This is illustrated in Figure One by the Delayed Rapid Action pathway. If only long term caps
are set, without the intermediate stages, investors have a disincentive to make the decisions
now to minimise our emissions. AMP recently concluded that unless governments
immediately set policies that ensure that our energy needs are meet by gas, energy

2 Australian Greenhouse Office (2004), Tracking to the Kyoto Target: Australia’s Greenhouse Emissions Trends 1990 to 2008-2012 and 2020, Australian Government,
Canberra, Australia.
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efficiency and renewable energy, Australia will face “stranded assets or significant step
change impacts on the [power] sector and the economy.”*

Reducing cumulative emissions : The intermediate caps also determine the total
cumulative emissions over the emission reduction period and therefore the Australian
contribution towards stabilising atmospheric concentrations. AMP calculated in the same
report that if there was no change in the carbon intensity of the electricity sector until 2030
followed by use of geosequestration to meet a 50% reduction target by 2050, total emissions
released to the atmosphere would be four times higher than if action had started
immediately. This also has implications delaying action. If we are to stabilise the climate we
must first stabilise atmospheric concentrations of greenhouse gases. Any greenhouse gas
concentration ceiling implies a cumulative emissions limit?> and the longer action is delayed
the greater emission reductions are required to achieve the same environmental outcome.
This is illustrated in Figure One in the Delayed Rapid pathway where greater emissions are
required over a shorter period to achieve the same environmental outcome.

Drives technological change : The Australian Government has noted that, “As at April 2004,
$11.1 billion has been committed for capital expenditure on new energy projects in Australia.
A further $38.8 billion is proposed for less advanced energy projects.”® With no clear signal
from government as to its long-term response to climate change, these investments are likely
to be in carbon-intensive capital stock. However, as the Intergovernmental Panel on Climate
Change notes, “all stabilization targets ... require future capital stock to be less carbon
intensive than under a business as usual (BAU) scenario,”* and “New technology must
become characteristic for all new investments in order to reduce net carbon emissions
significantly.”

The cap should help ensure that best practice zero to low emission technologies are driven
into the energy market and that existing high carbon intensive infrastructure is retired at the
end of its economic life. Between 2020 and 2035 much of Australia’s coal based electricity
generation capacity will be coming to the end of its economic life. This creates an enormous
opportunity to achieve major emission reductions by replacing old greenhouse intensive
infrastructure with zero or low emission technology.

AMP has concluded that any new base load generation needs emissions of less than 300kg
of CO,/megawatt hour if Australia is to meet long-term climate change targets. Australia’s
electricity generation is currently around 1,000 kg of CO,/megawatt hour and world’'s best
practice coal generation is about 800kg CO,/megawatt hour. The report also concludes that
“even a moderate reduction in greenhouse gas emissions will be difficult to achieve unless
best available fossil fuel technology [combined cycle gas turbines] is implemented for all new
power stations from 2010.” Unless used in conjunction with geosequestration, so called
higher efficiency coal technologies will not lead to the level of emission reduction required
from the power generation sector if major reductions in greenhouse emissions are to be
achieved.”

Are there elements of other approaches which you wo uld propose to include
in a cap and trade scheme?

Apart from the key factor of environmental certainty, the cap and trade design has major
advantages in simplicity and transparency. Introducing any element of baseline and credit

2L AMP (2005b), Implication on Power Sector Investment of Climate Change Policy, AMP Capital Investors, Sydney.

2 Toth, Mwandosya, Carraro, et al. (2001), op cit.

2 Australian Government (2004), Securing Australia’s Energy Future, Commonwealth of Australia, Canberra, Australia.

24 Hourcade, Shukla, Cifuentes, et al. (2001), Global, Regional, and National Costs and Ancillary Benefits of Mitigation , in Climate Change 2001: Mitigation,
Contribution of Working Group IlI to the Third Assessment Report of the Intergovernmental Panel on Climate Change (IPCC), Cambridge University Press, UK.

% |shitani, Johansson, Al-Khouli, et al. (1996), Energy Supply Mitigation Options , in Impacts, Adaptation and Mitigation Options, Contribution of Working Group |I. to the
Second Assessment Report of the Intergovernmental Panel on Climate Change (IPCC), Cambridge University Press, Cambridge, UK.

2 AMP (2005a), op cit.
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into the scheme increases complexity considerably and reduces transparency, as the
methodologies for calculating baselines are extremely contentious. Introducing baseline and
credit into the scheme, either through administrative allocation according to historic
emissions, or by including offsets, is likely to create a multiplicity of loopholes, and potentially
absorb excessive administrative time and costs in negotiation and litigation.

To what extent does an Australian scheme need to be consistent and
compatible with other schemes internationally (and therefore facilitate
linking)?

In the long term it is advantageous to integrate with international schemes provided Australia
has ratified international mechanisms and binding targets (the Kyoto Protocol and other
mechanisms set up under the UNFCCC). However, this should not be allowed to
compromise Australia’s own emissions reduction, or the industry development required to
allow Australia to meet more stringent emissions limits in the future. This implies that the
overseas permits should be a kept to a limited percentage of those surrendered.

What elements of the European emissions trading exp erience should be
taken into consideration in establishing the broad framework of the
scheme?

The failures of the European scheme should be considered as well as its successes. Of
importance are the lack of a long term cap (i.e. creating considerable uncertainty and
compromising investment in emissions reductions), the permit allocation methods adopted,
and the weakness of the cap.

PROPOSITION 2: That the scheme be national and sect or
based.

The ACF supports a national scheme, and strongly encourages all States and Territories to
join such a scheme. However, in the absence of universal agreement a smaller group of
States should proceed with a well designed scheme. As far as possible, the scheme should
be designed to allow future adoption by the Commonwealth.

There should not be different caps and allocation between states.

PROPOSITION 3: In setting the cap, consideration be  given
to the overall national emissions abatement target.

Discussion of how the cap should be set is outlined in Environmental Effectiveness above.
Minimising cumulative emissions should be a guiding principle, as this is the real Australian
contribution to stabilising atmospheric concentrations.

How should a cap for the stationary energy sector b e set? And how should it
relate to an economy wide target? How should the ab  atement potential of
non-covered sectors be taken into consideration in setting the cap for the
stationary energy sector scheme?

The stationary energy sector currently contributes around 50% to Australia’s emissions
profile and emissions from this sector are rapidly increasing (the sector is expected to
contribute around 60% of the national emission increases over the period between 2010 and
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2020). Therefore in order to meet long term emission reduc  tions, the stationary energy
sector will need to contribute in excess of apror ata contribution to the national
abatement task.

Alternative cost-effective low emission technologies are readily available in the stationary
energy. This sector has the opportunity to achieve large and cost effective emission
reductions though the investment in energy efficiency, renewable energy and gas, and by
replacing old greenhouse intensive infrastructure with zero or low emission technology when
it comes to the end of its economic life.

Modelling of the relative abatement opportunities in each sector and their marginal costs will
need to be undertaken in order to establish their relative contribution of the emissions trading
scheme.

If the scheme sets a cap which is too generous other sectors not-covered by the scheme will
bear a more difficult and more costly abatement task.

Should scheme caps and/or economy wide targets be s et beyond the first
commitment period of the Kyoto Protocol? For exampl e, are medium to long
term scheme caps and/or economy wide targets an app  ropriate means for
providing investment certainty? If medium to long t erm caps were to be
considered, how should they be determined?

Intermediate and long term caps are required to ens  ure a smooth transition to a low
carbon economy. It is vital that caps and targets should be set beyond the current Kyoto
target period to give investment certainty, avoid shocks to the economy, ensure that best
practice zero to low emission technologies are driven into the energy market, and minimise
cumulative emissions. Business is effectively unable to transition without this policy, as early
movers will continue to be disadvantaged.

Given uncertainty about what the level of possible future international
targets for emission reduction, how far should gove rnments go to provide
certainty for investors? To what extent might certa inty for investors be at the
expense of appropriate flexibility for governments? How can the scientific
and political uncertainties best be incorporated in to setting of the cap to
ensure that future governments are not faced with u nreasonable carbon
liabilities?

It is the responsibility of Government to set policy to enable Australia to reduce its emissions
to a level consistent with avoiding dangerous climate change. Thus the intermediate and long
term targets should be set at levels consistent with reducing emissions by at least 60% by
2050. However give scientific and policy uncertainties a hedging strategy is necessary to
promote a more flexible policy response and avoid correcting for a stronger target later at a
later date. (See Key Design Criteria section above.)

Government should also specify that permitted emiss ions may be curtailed in the
future, and that no indemnity will be given for car bon risk either now or in the future.
This will give a further incentive to investors and industry to follow best practice and to
innovate to reduce the emissions intensity of our economy.
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PROPOSITION 4. That the scheme initially cover the
stationary energy sector.

ACF supports the widest possible initial coverage to ensure the broadest possible carbon
signal to the economy. However the scheme should exclude offsets and the agriculture and
land use change and forestry sectors until measurement is adequate to support inclusion.
(see Offsets below).

If the scheme is initially restricted to the stationary energy sector a clear timeline should be
developed to include other sectors.

What level of reporting should be required in order to establish liability and
monitor compliance? Should it be at facility or com pany level? Should
reporting requirements be implemented through exist ing reporting regimes
(eg through state environmental laws) or under ane  w reporting regime? And
what processes would be needed to collect data inf  uture?

If the scheme is restricted to energy generation, then facility-level reporting and compliance
would be most appropriate. Requiring entity-level reporting would introduce inequities and
complexities that are unnecessary for the task of assessing performance of a relatively
limited number of facilities.

The National Pollutant Inventory is the ideal vehicle for reporting greenhouse gas emissions
at a facility level. Reporting should be public, as it is essential that the public have the ability
to monitor and assess independently the effectiveness of the scheme in reducing emissions
and overall compliance with emissions caps.

The NPI also has the advantage of being an existing nation-wide scheme, which is
preferable to state-by-state regulation. Incorporation of greenhouse gases in the NPI would
require only minor administrative adjustments and consolidation of reporting, since most
energy generators already collect and report greenhouse emissions voluntarily or through
various state and federal programs.

PROPOSITION 5. That the scheme cover all six greenh  ouse
gases under the Kyoto Protocol.

ACF supports the scheme covering all six Kyoto gases.

PROPOSITION 6. That permit allocation be made ont he
basis of a mix of administratively allocated and au ctioned
permits, with both long and short term (annual) per mits

ACF supports full auctioning of permits

ACF notes that emissions reductions in a cap and trade system are determined by the cap,
and should theoretically be the same for any allocation system. However, the equity and
efficiency of each system is very different, as is the tendency to drive innovation and
technological change. The allocation system is key to delivering equitable and to protecting
consumers from adverse effects:
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1. ACF considers auctioning to be the best system because of its consumer protection
benefits, simplicity, market efficiency, and transparency.

2. Allocation to all generators according to market share and the emissions intensity
calculated to meet the cap is the next most desirable scheme.

3. ACF opposes allocation according to historic emissions (so called ‘grandfathering’) as it
rewards the biggest polluters, and is both inequitable and inefficient.

Auctioning : ACF supports an auction system. It is the simplest system to administer, and all
generators (existing and new entrants) are treated equally. Auctioning allows adjustment
packages (funded by revenue generated) to be used for transitioning coal communities,
compensating low-income consumers, funding energy efficiency programs or reducing
payroll taxation. For example, at $25 per tonne permit price, an auction would generate
approximately $1,500 million Government revenue. This can be used to ensure fiscal
neutrality.

Auctioning is also more efficient as well as more equitable as it minimises price distortions, is
easier to administer, maximises the incentive for innovation and provides a transparent cost
of carbon. Allocation by auction may also result in relatively illiquid markets for current
permits, since most existing generators may be expected to seek to obtain the full amount of
permits that they require in any given period at the initial auction. Secondary trading in the
immediate period would tend to occur only where emissions levels are greater or less than
those expected over the relevant time frame. On the other hand, markets in emissions
futures may be more liquid, as generators seek to hedge their risk against future auction
prices.

Allocation to all generators according to market sh are and emissions intensity
calculated from the cap : All generators (regardless of actual emissions) are allocated
according to their market share of electricity sent out, at the target emissions intensity
calculated to meet the emissions cap.

For example, allocation might be based on an intensity target of around 400 kg of CO, per
megawatt hour in 2020. This would mean that a gas plant would get sufficient permits for all
its emissions. However, as a black coal plant produces around 800-1000 of kg of CO, per
megawatt hour (assuming it does not have geosequestration) it would need to buy permits at
auction for around 400-600 kg of CO, per megawatt hour. A wind generator would be able to
sell all of its permits. This system drives technological change, and sends a strong signal to
new entrants to meet or exceed the intensity target. It rewards early action to reduce the
carbon intensity of the electricity system. Note that the emissions intensity target is
calculated from the projected consumption and the environmentally effective caps discussed
above.

Allocation methods in other sectors would be determined by their ability to meet the overall
criteria for the emissions trading scheme.

Allocation according to historic emissions (so call ed ‘grandfathering’) : Grandfathering
is the least desirable form of allocation and is opposed by ACF on equity and efficiency
grounds. It transfers community revenue assets (i.e. approval to release emissions) to
generators. This system rewards existing poor performers, and strongly disadvantages both
early movers that have implemented efficiency measures and new entrants in the market.
There is also a concern that there will be limited trading as each generator will have sufficient
permits to offset emissions. It also creates little incentive to invest in fuel switching, for
example, if 90% of emissions are grandfathered permit prices of more than $150/per tonne of
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CO, are required to facilitate the implementation of gas technologies.?” This compares to a
permit price of more then $15/tonne of permits are auctioned.

Administrative costs would be high and there is insufficient quality data available on which to
base the allocation, leading to possible legal challenges (which has been the experience in
many countries in Europe). It is extremely difficult to administer or to make transparent, and
invites allegations of ‘cronyism’ in allocation.

Note that, while historical information may be available for most facilities, such information is
of highly variable reliability. Often the information has been collected for voluntary
government programs or internal initiatives, and frequently it has not been subject to any
external audit or verification. In the absence of such verification, using historical information
as the basis for grandfathering decisions that entail the granting of large economic benefits to
industries would be unfair and lacking in credibility.

Grandfathering also ensures no revenue is generated so Government does not have the
option to compensate consumers unless a fee is charged for each permit. Despite this,
energy prices eventually rise to the same level as under an auctioning system, although
there may be a slight lag.

Allocation of permits by grandfathering will also result in low market liquidity for current
permits, since generators would be granted a relatively large quantity of the permits they
need to continue operating. Futures trading will also be limited if generators have an ongoing
expectation of future administrative permit allocations.

Some proponents of grandfathering often suggest it can be used to address structural
adjustment concerns. However, historical emissions are not a good proxy for the need for
structural adjustment as it would only addresses potential impacts on shareholders and does
not consider issues such as the ability of the entity to pass through costs. Structural
adjustment for impacted industries, regions and communities is better achieved though direct
assistance.

What criteria should be used to select the method o f allocation (eg. equity,
market efficiency, cost minimisation etc.)?

The criteria in order of importance should be environmental outcomes (as outlined above),
equity, simplicity, and market efficiency. Note that environmental outcomes may be severely
undermined by complexities in allocation.

How long should permits be allocated for? One year or more? And why?

ACF recommends that all permits are annual. Long term permits remove some efficiency
benefits from a trading system, as the marginal price of permits becomes less able to
respond to market changes. Long term permits also increase the likelihood of abrupt ‘steps’
in energy costs. Long term permit owners have no incentive to continue participating in the
market and may reduce government flexibility as they may need to buy back permits to
strengthen emission caps.

Should the initial allocation system differ from on going permit allocation?

No, as such attempts will generally be designed to protect incumbents from the need to
internalise a carbon price into their operations. This mitigates against the effectiveness of the
scheme, and is counter to using a market mechanism to achieve emissions reductions.

2" AMP (2005a), op Cit.
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If permits were to be allocated by grandfathering, what historical facility
level information is available to inform such alloc ation? Does
‘grandfathering’ of permits disadvantage ‘early mov ers’?

The ACF strongly opposes the use of grandfathering (see above).

If permits were to be allocated by emissions intens ity benchmarking, what
sectoral output or benchmark data is available (e.g . market share) to inform
such allocation?

If administrative allocation by intensity is used, it should be to achieve the desired cap, and
should be a sector wide allocation. For example, if the desired cap corresponds to an
emissions intensity of 700 tonnes per megawatt hour, all generators, including zero emission
generators, should receive an allocation corresponding to that level and their actual
generation (see above).

Does ‘benchmarking’ (or free allocation on an indus try benchmark)
disadvantage existing entities?

Only insofar as current entities currently gain advantage from the lack of pollution control.

Should existing and new entities be considered diff erently in allocation of
permits?

No.

If permits are auctioned or allocated at a fixed co  st, to what purpose should
the collected revenue be put?

The revenue should be used for, the protection of low income consumers from price rises (to
be achieved where possible by efficiency improvements), for structural and for further
deployment of low emissions technologies.

PROPOSITION 7: That a penalty should be set to
encourage compliance and to establish a price ceili ng.

ACF supports a strict compliance regime to ensure the effectiveness of the scheme.
Participants should be required to make up any shortfall in permits as well as paying the
penalty. This is the case in the EU, so will make it more possible to link with the EU scheme.
If the same system is not in operation in Australia, it may distort an eventual international
market as Australian permits could be bought to offset European liabilities leaving Australian
generators to pay the penalty instead. If this was to occur the government would be left liable
to buy credits on the international market to meet its own obligations.

PROPOSITION 8: That offsets be allowed.

ACF opposes the use of offsets to ensure the effectiveness and simplicity of the scheme.

Verification of offsets is extremely difficult and offsets may not achieve actual reductions in
atmospheric concentrations of carbon dioxide, so emissions trading scheme should exclude
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offsets. As well as making the scheme much more difficult to operate, they would delay
action to address the underlying emissions growth in the energy sector.

If included to broaden participation in the emissions trading scheme, their contribution should
be strictly limited to where additionality can be assured (i.e. where they would otherwise not
have occurred). The problems and risks associated with offsets projects (e.g. permanence
and verification) should be acknowledged and carefully managed. If offsets are included, the
cap on emissions should also be set lower than would otherwise have been the case as a
precautionary measure to manage the associated risks, and in recognition that it will be
easier for the energy sector to reduce emissions than other sectors such as transport.

Sinks should be excluded. Note that if sinks are include it would make the scheme
incompatible with the existing EU emission trading scheme. If sinks were considered for
inclusion strict environmental criteria should be developed and there should be a dual
environmental benefit such as driving landscape repair. Note that by note including sinks as
offsets it does not mean governments and industry should not be investing in sinks.

PROPOSITION 9: That mechanisms be included to addre  ss
adverse effects and structural adjustment.

Low income consumers should be protected from price rises by efficiency improvements,
and where this is not sufficient, financial compensation. Funds should further be allocated to
improve energy efficiency generally, as this both compensates for price rises and further
reduces emissions.

Any funds allocated to structural adjustment should be direct and not in the form of free
allocation of permits as this becomes complex and cumbersome (as with the EU experience)
and is not transparent.

Impacts on shareholder wealth through market adjustments to the scheme should not be
considered for any compensation. Changes in government policy are really, if ever,
accommodated by compensation for loss of shareholder value (only where property right are
taken away and there is no property right to emit to the atmosphere). There have been clear
signals that emission reductions are required for over a decade and governments have been
providing assistance to companies to reduce emissions.

Organisations that have failed to prepare for carbon constraints and reduce carbon liabilities
over the last decade should not be rewarded with windfall gains through compensation. This
provides an unfair advantage over those who have responded to government greenhouse
policies designed to encourage emission reductions.

The basic principle is that governments do not compensate communities when a new road
reduces land value so it would be unjust to compensate shareholders for introducing an
emissions trading scheme.

PROPOSITION 10: That mechanisms be includedtoallo w a
transition for participants who have taken early ab atement
action and new entrants.

The scheme should be designed so that special provisions for participants who have taken
early action and new entrants are not necessary. This maximises the simplicity,
effectiveness, and transparency of the scheme. It is also the most equitable.
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This may be achieved either by full auctioning or allocation according to the desired
emissions intensity across the whole sector: those with lower intensity are rewarded with
permits to sell; while participants with higher intensity are required to buy permits.
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