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This case study has been developed for the UK’s Energy Systems Catapult under the Rethink ing 
Decarbonisation Incentives project, aiming to draw lessons from international experience of policies to 
improve the framework of economic drivers for decarbonisation in the UK. 

 
The New Zealand Emissions Trading Scheme (ETS) was implemented in 2008 by the Ministry for the 
Environment as the government’s principal policy response to climate change. New Zealand’s design 

for the ETS was mostly based on the requirements of the country’s commitment under the Kyoto 
Protocol. Following these principles, it initially aimed to cover all sectors and all greenhouse gases 
(GHGs) and to be fully integrated in other, international carbon markets.  

 
This case study outlines the rationale for some of these unique features of the New Zealand ETS. These 
include policy decisions around including or excluding the agricultural sector from the ETS, the choice 

for upstream regulation, the rationale and impacts of linking to other emissions trading systems and 
mechanisms to protect the competitiveness of industries.  

 

Key findings 
• An independent committee responsible for supply management of allowances and subject to 

regular review can help underpin strong price signals that endure through political cycles. The 
establishment of an independent Climate Committee aims to ensure that the New Zealand ETS 

price signal is in line with New Zealand’s international climate commitments. 

• Agriculture is less suitable for carbon pricing instruments than sectors such as industry or power 
generation. New Zealand is one of the few countries that has seriously considered including 
agriculture, but ultimately decided not to do so, due to concerns around carbon leakage, lack 

of abatement opportunities and lack of available data.  

• Upstream regulation, as applied to New Zealand’s energy sector, can ensure low transaction 
and compliance costs and broad emissions coverage. However, the optimum approach for the 
point of regulation differs by sector, so New Zealand ultimately employed a mix of approaches 

across its ETS sectors. 

• The incentive for abatement within the trading system is reduced by allowing third party credits to 
be used for compliance. New Zealand initially allowed unlimited use of carbon credits, but as these 

became very cheap there was little incentive for operators to cut their own emissions.  

• Government intervention within a carbon market, to address unforeseen changes in economic  
circumstances, risks undermining market confidence unless well managed. New Zealand 

operates a five year lead time for changes to the planned supply of allowances, which aims to 
strike a balance between flexibility for the government to maintain meaningful abatement 

targets and certainty for investors. 

• Measures to address competitiveness concerns are necessary but should not undermine the 
decarbonisation signal. This is done by decoupling the level of future compensation payments  
from the actual level of future emissions, for example by free allocation. In New Zealand, free 
allocation is based on production levels of the entity, so compensation is linked to emissions, 

which impacts the incentive to abate.   

“Politicians tend to worry about 

managing upside price risk, but 

managing downside price risk is very 

important too, as New Zealand has 

shown.” 
Catherine Leining, Policy Fellow 

Motu Economic and Public Policy 

Research* 

*(her comments paraphrased in this case 

study reflect her personal views) 

“ 

New Zealand Emissions Trading Scheme 
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Abbreviations 
  

CDM Clean Development Mechanism 

ETS Emissions trading system 

GHGs Greenhouse gases 

MRV Monitoring, reporting and verification 

NZU New Zealand Units 

 

Nomenclature 
  

CH4 Methane 

CO2 Carbon dioxide 

HFCs Hydrofluorocarbons 

N2O Nitrous oxide 

NZD New Zealand dollars 

PFCs Perfluorocarbons 

SF6 Sulphur hexafluoride 

tCO2e Tonnes of carbon dioxide equivalent 
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This report forms part of the Energy Systems Catapult project ‘Rethinking Decarbonisation 
Incentives’ co-funded by the Energy Technologies Institute. This report is the Copyright of Energy 
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Ricardo-AEA Ltd under contract ESC1764 dated 19/02/2018. The contents of this report may not 
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prior written permission of Energy Systems Catapult. Ricardo Energy & Environment accepts no 

liability whatsoever to any third party for any loss or damage arising from any interpretation or use 
of the information contained in this report, or reliance on any views expressed therein, other than 
the liability that is agreed in the said contract. 
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Policy overview  
 

Policy narrative  

The New Zealand Emissions Trading Scheme (ETS) was implemented in 2008 by the Ministry for the 

Environment as the government’s principal policy response to climate change. It is legislated in the 

Climate Change Response Amendment Act (2008)1. New Zealand’s design for the ETS was mostly 

based on the requirements of the country’s commitment under the Kyoto Protocol. Following the 

principles of the Kyoto Protocol, it initially aimed to cover all sectors and all greenhouse gases (GHGs) 

and to be fully integrated in other, international carbon markets2.  

 

The system has been subject to several reviews and amendments as depicted in Figure 1. The first 

amendment was in 20093. The first independent review was carried out in 2011 focused on the 

development of the New Zealand ETS after 2012 in the absence of an international climate agreement ,  

after which it was amended in 2012. A second independent review in 2015 focused on aligning the New 

Zealand ETS with New Zealand’s commitments under the Paris agreement to reduce GHG emissions 

by 30% below 2005 levels by 20304. The lessons learned from the independent reviews will be 

discussed in the next chapter. 

 

 
 

Coverage, obligated entities and eligibility 

The intention for the New Zealand ETS was to eventually cover all sectors and all GHGs to align with 

the Kyoto Protocol, but to phase sectors in gradually over time2. The ETS initially only covered 

emissions from the forestry sector that came from deforestation of land that was forested before 1990.  

It did not require inclusion of other forested areas, although these could be opted in. In 2010, emissions 

from stationary energy use, industrial processing and liquid fossil fuels were incorporated. This placed 

ETS compliance obligations on entities importing fossil fuels and major users of fossil fuels. Emissions 

from synthetic GHGs (GHGs that are produced through industrial processes and that do not naturally  

occur in the atmosphere, e.g. chlorofluorocarbons and hydrofluorocarbons) and from waste were 

included in the ETS in 2013, but only for the larger entities responsible for emissions from these 

sectors5.  

 

                                                 
1 Ministry  f or the Env ironment. (2018). New Zealand Emissions Trading Scheme: About the New Zealand Emissions Trading Scheme. Av ailable 

f rom: http://www.mf e.govt.nz/climate-change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme. [accessed on 

05/03/2018].  
2 ICAP. (2018). Emissions Trading Worldwide: Status Report 2018. Berlin: ICAP.  
3 Ministry  f or the Env ironment. (2018). Legislativ e and regulatory  changes NZ ETS. Av ailable f rom: http://www.mf e.govt.nz/climate-

change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme/legislativ e-8. [accessed on 05/03/2018]. 
4 Ministry  f or the Env ironment. (2018). Rev iews of  the New Zealand Emissions Trading Scheme. Av ailable f rom http://www.mf e.gov t.nz/climate-

change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme/rev iews-nz-ets. [accessed on 05/03/2018].  
5 ICAP. (2018). New Zealand Emissions Trading Scheme (NZ ETS): ETS detailed inf ormation. Av ailable f rom: 

https://icapcarbonaction.com/en/?option=com_etsmap&task=export&f ormat=pdf &layout=list&systems[]=48 [05/03/2018].  

 

Figure 1 Timeline of implementation of the NZ ETS 

http://www.mfe.govt.nz/climate-change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme
http://www.mfe.govt.nz/climate-change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme/reviews-nz-ets
http://www.mfe.govt.nz/climate-change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme/reviews-nz-ets
https://icapcarbonaction.com/en/?option=com_etsmap&task=export&format=pdf&layout=list&systems%5b%5d=48
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New Zealand considered the inclusion of the agricultural sector, with an original plan to include methane 

and nitrous oxide emissions from agriculture in the ETS from January 2015. However, due to 

expectations of significant negative economic impacts on the sector it was ultimately decided not to 

include it6. Other reasons that were given for excluding agriculture include concerns around its ability 

to access international carbon markets, concerns over movement of agricultural production to other 

countries (i.e. leakage) and the high administrative burden for many diffuse agents  within the sector. 

Details on the policy decisions that have been made regarding the inclusion, exclusion and treatment  

of the agriculture sector and the reasons for those decisions are discussed later in this case study. 

 

Figure 2 shows the total emissions in New Zealand in 2014 (note that net land-use change and forestry  

emissions are excluded).  

 

 
Figure 2 Total GHG emissions in New Zealand 2014 (MtCO2e)7 

 

Since 2012, however, the agricultural sector has had reporting (but not trading) obligations in place 

under the current New Zealand ETS legislation. By excluding agriculture but including all other sectors, 

approximately 49% of all GHG emissions of New Zealand are covered by the ETS, including CO2, CH4,  

N2O, SF6, HFCs and PFCs5.  

 

For most sectors, the point of regulation is placed upstream of the entity that directly emits the 

greenhouse gases. The rationale for this is that it would keep transaction and compliance costs low,  

while ensuring comprehensive coverage. This means that suppliers of fossil fuels are deemed to be 

responsible for the emissions that result when those fuels are used. 

 

However, not all sectors are treated in the same way, since specific arrangements and flexibility options 

have been added for each individual sector. For example, in the energy sector the option exists for large 

energy-consuming businesses to opt into the New Zealand ETS. This means these businesses are 

required to surrender allowances directly5, but in return they do not face the ETS price passed down in 

the price of the fuel they purchase. More detail on the upstream regulation of the New Zealand ETS 

                                                 
6 Leining, C., Allan, C., Kerr, S. (2017). Ev olution of  the New Zealand Emissions Trading Scheme: Sectoral Cov erage and Point of  Obligation. 

Motu Working Paper 17-05. Motu Economic and Public Policy  Research.  
7 Based on data f rom CAIT Climate Data Explorer. 2017. Washington, DC: World Resources Institute. Av ailable online at: http://cait.wri.org  
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and the rationale for the flexibility mechanisms are discussed under the “Considerations for Upstream 

regulation” Section below. 

 

Mechanism and economic incentive 

The New Zealand ETS was designed to 

function as a trading system that was in 

direct alignment with the Kyoto Protocol. It 

was intended to function within the 

international cap on developed country  

emissions as defined in the Kyoto Protocol2. 

Every entity covered by the ETS has to 

obtain an allowance unit for every tonne of 

GHG it emits. Allowances can be traded 

among participants and the amount of 

allowances is aligned with the targets set in 

the Kyoto Protocol. Participants can choose 

to either reduce their emissions or instead 

buy allowances, as depicted in Figure 3, 

such that the allowance price is determined 

by the system marginal cost of meeting the 

ETS cap. The trading system thereby 

provides an economic incentive for 

emission reductions. 

 

 

However, there are several mechanisms in place in the New Zealand ETS that influence the economic  

price signal for emission reductions, see Figure 4.  

 

In 2009, two transitional measures were 

implemented to reduce the economic impact of 

the ETS on companies and to help them gradually  

adjust. These measures are: 

- One-for-two surrender obligation for 

all sectors except forestry: This means 

one allowance can be surrendered for 

every two tonnes of emissions, thereby 

effectively halving the carbon price 

incentive signal for these emissions. This  

policy measure was in place for the 

introduction of all non-forestry sectors 

and is currently being phased out; there 

was a 67% surrender obligation from 1 

January 2017, 83% from 1 January 2018 

and there will be a full surrender 

obligation from 1 January 2019.  

- Fixed price option: This gives New 

Zealand ETS participants the option to 

pay 25 New Zealand Dollars (NZD) for 

each New Zealand Units (NZU) they are 

liable to surrender. It thereby effectively  

works as a price ceiling. While there are 

Figure 3 Choices for each entity covered by the ETS to 

comply with regulation 

Figure 4 Schematic overview of NZ ETS with in red 

mechanisms implemented to protect 

competitiveness of NZ industry 
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plans to phase this option out, the government has agreed to keep the price ceiling in place in 

the short term.  

The third option includes free allocation of allowances to trade-exposed industries and will be further 

explained the “Consideration for international competitiveness” section below.  

 

After a collapse in international carbon prices in 2011 (see Figure 5), especially for the Clean 

Development Mechanism (CDM) units, the government decided to restrict operators to using NZU for 

compliance and prevent any access to international units8. Prior to this they could use the credits without  

any limits. The amount of allowances is thereby now capped within the New Zealand ETS.  

 

Compliance 

The compliance period is one year for most sectors participating in the New Zealand ETS. Obligated 

entities are required to report their emissions and these are verified via a programme of second and 

third-party audits run by the regulator. Operators included for post – 1989 forestry emissions report  

every five years, but can voluntarily report annually instead. A penalty of 30 NZD has to be paid for 

every unit that has not been surrendered on time by an obligated entity.  

 

Institutional set-up 

The Ministry for the Environment is the implementer of the New Zealand ETS and has designed the 

system in cooperation with the Ministry for Primary Industries. The Environmental Protection Authority  

manages the administration of the system including operating the Emissions Trading register and 

ensuring compliance.  

 

Effectiveness and cost effectiveness  

While some entities reported in the independent 2011 review panel submissions that the ETS had an 

impact on their investment decisions, the final review concluded that the ETS did not have a significant  

impact on investment decisions in any sector, including energy efficiency, renewable energy and others .  

In addition, it also reported that the New Zealand ETS had not significantly impacted GHG emissions 

in New Zealand. According to interviewees in the 2011 review, even investments in domestic forestry  

offsets, which were originally perceived as the least costly investment to reduce net emissions, were 

not incentivised with the low NZU prices9.  

 

The independent review in 2015 reported that in general participants said they consider the NZU price 

in their business planning10. However, participants also stated that uncertainty in the carbon price limits 

their ability to plan for future carbon prices. The report concluded that the carbon price does impact 

forestry investment decisions, but that these are also highly dependent on a range of other factors,  

including wider New Zealand ETS settings and profitability of forest harvesting. At the time of the review, 

the carbon price was volatile and at a low level, which was a major factor in the limited reported 

effectiveness of the system in the review.   

                                                 
8 Ormsby , J., Kerr, S. (2016). The New Zealand Emissions Trading Scheme de-link f rom Ky oto: impacts on banking and prices. Motu Working 

Paper 16-13. Motu Economic and Public Policy  Research.  
9 Richter, J. L., & Mundaca, L. (2013). Market behav ior under the New Zealand ETS. Carbon Management, 4(4), 423-438. DOI: 

10.4155/CMT.13.33 
10 Ministry  f or the Env ironment. 2016. New Zealand Emissions Trading Scheme Rev iew 2015/16 – Summary  of  Stage Two: Other Issues 

Consultation Responses. Wellington: Ministry  f or the Env ironment.  
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Governance issues 
This section examines the decision-making process for putting the New Zealand ETS in place 

in 2008 and for the changes in governance that happened afterwards.  As indicated above, the New 

Zealand ETS was initially designed with the purpose of aligning New Zealand with the international 

targets for GHG reductions. It was therefore generally believed, according to an interviewee from the 

Motu Research Institute, that there was no need to set a domestic target, as the price for allowances 

would be determined internationally.  

 

After the global financial crisis, the political debate in New Zealand changed and there was pressure to 

reduce the burden of the carbon price on trade-exposed industries. The government therefore decided 

to implement several measures to protect the competitiveness of industries, as will be further explained 

in the “Consideration for international competitiveness” section below. In addition to these measures,  

which both reduced the burden of the carbon price, but also weakened the price signal, the international 

carbon price also collapsed in 2011, which caused the carbon price to be under 10NZD per tonne of 

emissions until 2015.  

 

The political debate therefore changed in 2015. The government had made ambitious commitments 

under the Paris Agreement to reduce GHGs domestically and in line with this target wanted to ensure 

the New Zealand ETS had a strong price signal. It was therefore no longer believed that New Zealand 

should follow the international trajectory of reducing emissions, but instead the interviewees (from the 

Ministry of Environment and Motu Research Institute) mention that the government instead wants to set 

its own domestic targets for a pathway to zero carbon. In this light, the government also sees the 

purpose of the New Zealand ETS as a back-up to a wider policy landscape that aims to achieve the 

GHG targets. 

 

                                                 
11 Data source figure: OM Financial Ltd (CommTrade and Carbon Match Ltd) 
 

Figure 5 History of NZU and CER prices 2010 - 2017 
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The independent review of the New Zealand ETS in 2015 demonstrated that of the different measures 

put in place to protect the competitiveness of industries in New Zealand, the free alloc ation was the 

most popular and led to an increase in industry acceptance of the New Zealand ETS in general.  

 

The new government that came in place in 2017 established an interim Climate Committee. The role of 

this committee is to give expert advice on target setting for the ETS to make sure that New Zealand is 

on track to achieve zero carbon status. In addition, the Climate Committee acts as an independent  

watchdog to keep the government to account on an annual basis.   

 

The Climate Committee has announced that in 2018 it will provide advice on supply management of 

allowances in the New Zealand ETS and on auctioning mechanisms. The committee will thereby be 

responsible for setting an absolute, domestic cap on emissions in New Zealand moving forward. The 

exact mechanisms that the committee will use to do this will be announced in 2018. The section on 

“Linkage to Kyoto mechanisms” below explains how the government has put in place a system that 

gives the government the ability to intervene when circumstances change, but also ensure policy 

certainty over time.  

 

In addition of establishing the Climate Committee, both interviewees report that the government is also 

aiming to increase its stakeholder engagement for the planned changes in the ETS. The independent  

review in 2015 was for example also used as a stakeholder engagement tool to increase acceptance 

of the New Zealand ETS, as reported by the interviewee from the Ministry for Environment.  

 

The decision-making processes for establishing and changing the New Zealand ETS show that 

the commitments made by the New Zealand government internationally to reduce GHGs have 

strongly determined the rationale and ambition of the price signal.  The recent development of 

establishing an independent committee to set targets and hold government to account aims to ensure 

that the New Zealand ETS is indeed in line with New Zealand’s commitments. The interviewee from 

Motu indicates that a clear lesson learned from the New Zealand ETS, “is that it is important to have 

strong price signals that endure through political cycles ”. One way to ensure this is through the 

establishment of the independent Climate Committee.  

 

Carbon pricing in the agricultural sector 
This section examines what policy decisions have been made regarding the inclusion, exclusion 

and treatment of the agriculture sector in the New Zealand ETS and what the reasons for this 

were. A timeline of the different decisions made by the New Zealand government is depicted in Figure 

6. 

 
Figure 6 Timeline of the decisions made on treatment of the agricultural sector in the New Zealand ETS 

by the New Zealand Government 
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New Zealand is one of the few countries to have considered including the agricultural sector in an ETS, 

since it is such an important sector that contributes approximately half of the country’s emissions12. In 

2009, the government planned to include biological emissions originating from the agricultural sector in 

2015. The plan was to gradually increase the cost exposure of the New Zealand ETS in this sector over 

time, by freely allocating 90% of sector allowances in 2015 and phasing this out to 20253. The estimates 

at the time of design of the New Zealand ETS were that a carbon price of 25 NZD per tonne CO2e could 

lead to a 20% reduction of GHG emissions in the period from 2008 to 202013. These estimates were 

based on the use of trade and production models as well as analysis of costs of abatement options.   

 

In addition, to minimise the administrative burden and transaction costs, the government aimed to 

assign the point of regulation at the processor level for livestock emissions and the manufacturer or 

importer for fertiliser emissions14. This would keep the number of participants in the New Zealand ETS 

low, simplify the monitoring, reporting and verification (MRV) associated with emissions and make the 

compliance process more manageable. However, this decision was contested by several parties stating 

that this would work as a ‘per-kilogram levy’, meaning that at the processor level each kilogram of 

agricultural product would be treated the same, without having the option to incentivise farmers to adopt  

mitigation options15.  

 

As a first step towards incorporating the sector in the New Zealand ETS, the government made reporting 

of GHG emissions mandatory in 20123. The implementation of mandatory reporting requirements was 

expected to have the following impacts16: 

• Increased awareness by actors in the sector of biological GHG emissions associated with 

agriculture 

• Stimulated uptake of practices that would reduce the emissions intensity (GHG emissions per 

kg of agricultural product) 

• Addressed data barriers associated with including agriculture in the ETS 

Currently 80 entities report data on GHG emissions from the agricultural sector in New Zealand.  

 

After a long period of planning and consideration, the New Zealand government decided in 2013 to 

exclude biological emissions from the agricultural sector from the New Zealand ETS indefinitely. The 

main reasons given for this decision include6: 

• The very limited range of mitigation options available in the sector.  

Biological emissions in agriculture are inherently linked to production rates. Reducing 

emissions would therefore directly harm productivity, as no alternative methods of production 

exist, unlike for example in the energy sector (for which measures such as switching from fossil 

fuel to renewable based generation are possible). It was discussed that the sector would 

therefore be more suitable to respond to intensity targets (e.g. amount of GHG emissions per 

product) rather than absolute limits on emissions within a cap-and-trade system. 

• Impacts on competitiveness 

The high expected impact on farm profit and exports that would cause leakage of agricultural 

production to other countries. Due to the inherent link between emissions and productivity the 

agricultural sector was expected to be significantly harmed by a carbon price. This would be 

exacerbated by the fact that agriculture accounts for 50% of exports from New Zealand. The 

concern was that inclusion of the agricultural sector in the New Zealand ETS would move the 

production to other countries, i.e. cause carbon leakage.  

                                                 
12 Viv id Economics. (2017). Net Zero in New Zealand – Scenarios to achiev e domestic emissions neutrality  in the second half  of  the century .  
13 Saunders, C., Saunders, J., Kay e-Blake, W. (2011). The impacts of  the New Zealand Emissions Trading Scheme on economic and 

env ironmental f actors. Agricultural Economics Society  (AES) 84th Annual Conf erence 2011 (April).  
14 Kerr, S. (2016). Agricultural Emissions Mitigation in New Zealand: Answers to Questions f rom the Parliamentary  Commissioner f or the 

Env ironment.  
15 Leining, C., Allan, C. (2017). Ev olution of  the New Zealand Emissions Trading Scheme: Sectoral Cov erage and Point of  Obligation.  
16 Ministry  f or Primary  Industries. (2012). Reporting Agricultural emissions at f arm lev el. Av ailable f rom: https://www.mpi.gov t.nz/.../4091-

reporting-agricultural-emissions-at-f arm-lev el  

https://www.mpi.govt.nz/.../4091-reporting-agricultural-emissions-at-farm-level
https://www.mpi.govt.nz/.../4091-reporting-agricultural-emissions-at-farm-level
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– Carbon leakage would lead to higher global emissions. The agricultural sector in 
New Zealand, dominated by dairy farming, was in 2008 regarded as the most efficient  
in the world with little room for additional carbon efficiency improvements. Therefore,  

the government believed that a carbon price would cause leakage of production to 
other countries, where dairy production would be less efficient than New Zealand,  
thereby causing global GHG emissions to rise. As the New Zealand ETS was aimed at 

the time to link to international mechanisms, i.e. the Kyoto Protocol, it was believed that 
it was undesirable to include New Zealand agriculture in the ETS with the risk of 
increasing global emissions. 

• Lack of data and high expected administrative burden.  
The calculation of biological emissions from agriculture are considered more complex than 
those of other sectors and in general less data is available in this sector to estimate emissions.  

– In addition, emissions occur at the farm level, which means there is a high number of 
diffuse agents who would need to participate. This would cause high administrative and 

transaction costs to include this sector in the New Zealand ETS.  

A possible concern when including a carbon price signal in the agricultural sector is that by providing 

incentives for one environmental output, it could lead to farms ignoring water quality, soil quality, animal 

welfare and biodiversity issues. While this has not been reported to have been a consideration for the 

New Zealand government to exclude the agriculture sector from the New Zealand ETS, it is an important  

consideration to take into account when designing economic incentives to reduce emissions in the 

agricultural sector.  

 

Both interviewees report that the serious consideration of the New Zealand government to include or 

exclude the agricultural sector from 2008 to 2013 has resulted in a basic legal framework that makes it 

very easy for the government to decide to include the agricultural sector or change the point of regulation 

applied in this sector at any point in time.  

 

The main reasons that led the New Zealand government to decide to exclude the agricultural 

sector from the New Zealand ETS seem to suggest that a carbon price signal might not be the 

most suitable policy instrument to reduce emissions from the agricultural sector. However, the 

reasons mentioned do illustrate key elements of sectors that need to be carefully considered before 

applying a uniform carbon price. 

 

Limited range of mitigation options and impacts on competitiveness 

First, the limited availability of mitigation options available in the sector show that a carbon price might  

be less effective in the agricultural sector. The validity of this argument requires more detailed 

examination. It is reasonable to question the sense of covering a sector by a complex carbon reduction 

policy (with associated administrative burdens) in the knowledge that little in the way of emissions 

reductions would result. In addition, the long-term elasticities of responses to a price signal can be 

difficult to predict. For example, a price signal can drive innovation to create a mitigation technology 

where one does not currently exist, but it is hard to estimate what impact this could have.  

 

On the other hand, it should be viewed from the perspective of the establishment of uniform carbon 

pricing to drive least cost abatement. The purpose of a uniform carbon price is that emission reductions 

will happen in the sector or by the entity that is able to reduce emissions in the most cost -effective way. 

Therefore, including agriculture in a wider system may align well with ensuring the country has 

consistent signals for emission reductions across sectors. Of these two perspectives, it seems that for 

New Zealand the concerns about including the sector in the ETS were exacerbated by the impacts that 

carbon pricing was foreseen to have on its competitiveness. 

 

Compromising other environmental issues 

A further factor is that a narrow focus on GHG emissions through a carbon price might compromise 

other environmental issues rather than effectively reduce GHG emissions from the sector. This is a 
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sector-specific issue that needs to be carefully assessed before including the sector in a carbon price 

instrument to avoid having significant negative impacts.  

 

Lack of data and high expected administrative burden 

In a practical point, the lack of data in the sector due to the difficulty of calculating biological emissions 

is another sector-specific reason why it is unsuitable to be included in a cap-and-trade system. 

 

These reasons highlight important elements of sectors to consider before including agriculture in an 

ETS. For example, the high number of diffuse agents may also be an issue for smaller industries.  

 

Considerations for upstream regulation 
This section examines how the New Zealand ETS incorporates upstream regulation, and what 

the benefits and disadvantages are of doing so.  

 

In the design phase of the New Zealand ETS, the New Zealand government considered each sector 

separately to decide where to place the point of regulation. However, in general the government seemed 

to prefer the options that keep transaction and compliance costs low. This means in most sectors it 

chose to place the point of regulation upstream or at the point of emissions. However, in some sectors 

downstream actors sometimes have more possibilities to implement mitigation actions. Therefore, the 

government also tried to ensure there were sufficient incentives via the price signal for entities with the 

ability to implement mitigation activities to do so6. A wide range of sectors were included. An overview 

of emissions and NZU surrenders per year and per sector is depicted in Figure 7. The difference 

between the emissions covered and the NZUs surrendered per sector as depicted in the figure, show 

the extent to which participants used international units to comply with the New Zealand ETS.  

 
Figure 7 Year-on-year GHG emissions and NZU surrenders per sector in the New Zealand ETS17 

 

Energy 

For energy emissions, including transport, the government decided to apply the point of regulation 

upstream. The New Zealand energy landscape has a small number of very large players at the point of 

                                                 
17 New Zealand Gov ernment – Env ironmental Protection Authority . (2015). The NZ ETS 2014 – Facts and Figures.  
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fuel production and fuel import. This means the choice for upstream regulation would ensure low 

transaction and compliance costs, while covering a large amount of emissions (32.5 MtCO2e or almost 

100% of energy emissions)2+6. The literature does not highlight concerns around a lack of liquidity 

coming from a small number of regulated entities.  

 

In addition, the government created an opt-in system. This is an option for large consumers of jet fuel,  

coal or natural gas to voluntarily participate in the New Zealand ETS. This would allow them to avoid 

having the costs of the ETS passed down to them via fuel or energy bills, but instead they would be 

required to comply with the ETS directly and manage emissions units themselves. In 2012, this same 

option was also made available for large consumers of all the other fuels covered in the New Zealand 

ETS6. The rationale for allowing entities to opt-in voluntarily was that some companies believed that the 

carbon costs passed down to them via fuel costs are higher than the prevailing NZU price, therefore 

they could reduce their cost exposure by opting in directly. Some companies also reported that they 

believed that upstream firms are less competent in managing carbon prices, i.e. reducing emissions 

and trading allowances, in comparison with themselves, e.g. power stations.  

 

The opt-in works by upstream and downstream companies making contracting arrangements whereby 

the downstream firm manages the emission units and provides them to the upstream firm when 

purchasing fuel. This way the upstream firm still participates, but the inefficiency around competency to 

manage emissions units has been sidestepped18. The downstream company that opts in is registered 

with the government and has to give four years notice if it wants to opt-out again. This is an additional 

rule to ensure that participants will not distort the price signal, by only opting in when prices are low and 

opting out when they go up.  

 

As a consequence, in 2016, 98 entities had to participate in the New Zealand ETS for the energy sector 

and 11 entities had decided to opt in. During the 2011 review it was revealed that on the whole, entities 

found the opt-in possibility to be useful4.  

 

In contrast to the forestry sector, Figure 7 shows that the NZUs surrendered for the energy sector stayed 

more or less constant over time. The opt-in possibility allows the government to balance the trade-off 

between ensuring low compliance costs for the sector, but also ensuring the incentive to reduce 

emissions is directed at those entities that have the ability to implement mitigation activities.  

 

Forestry 

In the forestry sector the government decided to put the point of regulation at the point where emissions 

occur rather than upstream. For deforestation the point of regulation was placed on the landowner. If,  

however, the decision to deforest lies elsewhere, that decision-making entity will directly become a 

mandatory participant for the activity of deforesting pre-1990 forest. Owners of land with forest planted 

after 1989, can opt into the New Zealand ETS to receive NZUs, but in case they do so, they are also 

obliged to surrender NZUs associated with emissions from harvest or deforestation. For afforestation,  

the owner of the forest, not the land, will receive NZUs and thereby also face the deforestation or harvest  

liability. New Zealand’s forestry sector is dominated by plantation forests, whereby often the land owner 

and the forest owner are different entities. In the cases where there is a distinction between the land 

owner and the entity responsible for forest management decisions there can be difficult for the forestry  

sector to provide the right incentive for emission reductions.  

 

With these decisions the government aims to have the most direct incentives possible for reduced 

deforestation and increased afforestation to increase carbon stocks.  

 

                                                 
18 Kerr, S., Duscha, V. (2014). Going to the Source: Using an Upstream Point of  Regulation f or Energy  in a National Chinese Emissions Trading 

Sy stem. Motu Working Paper 14-09. Motu Economic and Public Policy  Research, New Zealand.  



 New Zealand Emissions Trading Scheme 

 
 

13 

 

 

In 2016, there are 2115 forestry participants in the New Zealand ETS, which is 89% of the total of 

participants across sectors. Forestry participants thereby significantly outnumber participants from other 

sectors. In addition, the vast majority (98%) of these participants are voluntary. Consequently, the 

number of forestry participants varies considerably from year to year, which is shown in Figure 7 above.  

 

The highly fluctuating number of voluntary participants and the domination of forestry participants in the 

New Zealand ETS, can cause the number of NZU surrendered and credited per year to fluctuate. In 

turn, this can influence the supply of NZUs and thereby the carbon price to fluctuate accordingly. The 

decision for opt-in possibilities, that causes the carbon price to fluctuate, thereby makes the New 

Zealand ETS inconsistent in its signalling for emission reductions for all sectors covered by the New 

Zealand ETS. However, the government has tried to mitigate this by adding a 4-year notice period to 

opting out of the system. This ensures that participants will stay opted in, even though the carbon price 

may fluctuate.  

 

Agriculture 

Even though agriculture has been excluded from the New Zealand ETS, the point of regulation in this 

sector has been widely discussed. The government finally decided to place the point of regulation at 

the processor level to minimise the number of participants and thereby lower administrative costs and 

simplify the MRV necessary. However, as discussed in the previous chapter, this was contested as 

opponents claimed this would make the ETS solely function as a per kilogram levy rather than 

incentivise mitigation activities. Therefore, the government later decided to build in flexibility to allow the 

system to move the point of regulation to the farm-level in case this would seem necessary. In the 

current mandatory reporting system for agriculture under the New Zealand ETS, 80 upstream entities 

at the processor level are obliged to participate and report their emissions, but they are not obliged to 

surrender allowances.  

 

Other sectors 

Table 1 gives an overview of the point of regulation for other sectors. For industrial processes the choice 

for production was made because these emissions can only be monitored where they occur. For 

synthetic GHGs initially the point of regulation was on importers of HFCs and PFCs, but this was later 

moved to imported goods (e.g. air conditioning units and refrigeration units) to have more alignment 

between the New Zealand ETS and national inventory accounting.  

 

For waste, the point of regulation was placed at landfill operators, as they also are liable t o pay the 

waste disposal levy. The choice for the point of regulation was therefore led by the consideration to 

maintain consistency in the price signal for this sector.  

 

Table 1 Overview of point of regulation for other sectors 

Sector 
Type of 

participation 
Point of regulation 

Industrial 

processes 
Mandatory Production 

Synthetic 

GHGs 
Mandatory Import, manufacture or equipment operation 

Synthetic 

GHGs 
Voluntary Export or destruction 

Waste Mandatory Landfill operator 

Other removal 

activities 
Mandatory Producer 
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The case study of the New Zealand ETS demonstrates that upstream regulation can work better 

for some sectors than for others. In New Zealand, they considered each sector separately to allow 

the best approach for each sector to be used. The New Zealand ETS therefore ended up with a mixed 

point of regulation.  

 

New Zealand chose for upstream regulation for the energy sector to ensure low compliance 

costs and a high coverage of emissions.  However, in the cases where the government chose for 

upstream regulation, they also built in flexibility options for entities to voluntarily opt -in. In the forestry  

sector, however, the point of regulation was set at the point where emissions occurred, to ensure there 

was a strong incentive for forest owners to maintain carbon stocks. Also in this sector voluntary opt -in 

possibilities were added.  

 

In conclusion, upstream regulation can be effective to reduce transaction and compliance costs. 

However, as not all sectors are suitable for upstream regulation, in practice this leads instead to a mix 

of points of regulation to be implemented across sectors. As long as the same carbon price is still 

applied to all emissions across these sectors, the economic signal will still be consistent even when 

different points of regulation are used. The added flexibility mechanisms through voluntary opt -ins  

seems less consistent with standard price signals, as the entities who choose to opt-in are those that 

benefit, albeit they still experience the same carbon price.   

 

Linkage to Kyoto mechanisms 
This section examines how the rules concerning linking the New Zealand ETS with Kyoto 

mechanisms through the use of offsets were established, and what changes were made to these  

in response to the oversupply problem. 

 

The New Zealand ETS was designed to allow complete linkage with Kyoto mechanisms. This meant  

that ETS participants were allowed to either surrender NZUs for their emissions, or use any other Kyoto 

units without any limits. These units included Certified Emission Reductions (CERs), Emission 

Reduction Units (ERUs) and Removal Units (RMUs)8, all of which are issued for projects in other 

countries to reduce emissions. The flexibility that this interchange between units allowed was seen as 

appropriate for New Zealand with its large forestry sector that can both remove and add units to the 

system2.  

 

However, when international carbon prices collapsed in 2011 due to the oversupply of units, this meant  

the price of NZUs collapsed correspondingly. In response to this low price and thereby absent incentive 

for emission reductions within New Zealand, the government announced in 2012 that the linking 

between NZUs and Kyoto mechanisms might be cancelled in the future, as depicted in Figure 8. 

However, there was uncertainty around when this delinking would happen. In anticipation of a scarcity 

of NZUs in the future, the price of NZUs rose higher than the price of Kyoto units. Because of this price 

differential, most New Zealand ETS participants decided to use the cheaper Kyoto units rather than 

surrender NZUs in this year. This led to a much higher usage of international units than the government 

had anticipated2+8. 

 

In 2013 the government announced that NZUs would be completely decoupled from the Kyoto 

mechanism in 2015. Therefore, the over-usage of international units at the expense of NZUs continued 

up to 2015 and most New Zealand ETS participants decided to bank their allocated NZUs instead for 

future years8.  

 

When in 2015 the systems were decoupled, the NZU price remained low for a while as shown in Figure 

8, because the linkage had left a legacy of a very high amount of banked allowances. The high use of 

international units during those years, and the low price of NZUs after 2015, meant that the emission 



 New Zealand Emissions Trading Scheme 

 
 

15 

 

 

reductions brought about by the New Zealand ETS from 2011 onwards in New Zealand were much 

lower than had been expected.  

 

The evolution of the linking and delinking of the New Zealand ETS with the Kyoto units illustrates 

the trade-off between adopting broad versus narrow carbon pricing regimes and also the risks 

arising when national governments create policies that have high dependencies on external 

factors. For New Zealand the use of international credits provided a means of least cost abatement 

consistent with the international climate change policy framework. However, it also meant that the policy 

was vulnerable to significant changes in the international carbon market, such that a collapse in the 

carbon price lead to failure of the incentive for domestic abatement.  

 

The official review of the New Zealand ETS revealed that the delay in the government response 

to the collapse of the carbon price, meant that changes came either too late or were ad hoc and 

unexpected2,4,8. To ensure a consistent price signal, a regulatory framework is required that provides 

certainty and predictability for participants, but at the same time also flexibility for the government to 

change the system directly to reflect any changes in circumstances.  

 

As a solution, the government has proposed to implement a regulatory framework whereby it is 

allowed to change the design of the New Zealand ETS over a five-year rolling period. This means 

that the government can make changes at any time to the design, but it will take five years for these 

changes to take effect. It thereby aims to balance consistency over the years, but flexibility for the 

government to intervene when necessary. Examples of these changes are for example mechanisms to 

manage the supply of allowances via auctioning, changes in the fixed price option and access rules for 

international units. In year 1 the government will set the auctioned amount of allowances for years 1-5.  

Then, in year 2, the amount will be set for years 2-6, etc.  

 

The government has announced it will open up the opportunity again for New Zealand ETS participants  

to use international units in the future, but it will limit this access to a certain volume to avoid a repetition 

of the price collapse in 2011 and to ensure New Zealand will still be in line with its commitments under 

the Paris agreement.  

 

Linkage of New Zealand ETS with other systems 
This section examines whether the possibility of linking the New Zealand ETS with other 

emissions trading systems has been studied, and what the current intention is.  

 

Since 2015, the government has put a limit on the access to international units for participants in the 

New Zealand ETS. However, the 2015 review did result in the government announcing ‘in-principle 

decisions’ that outline the intention of the government to make the New Zealand ETS more similar to 

Figure 8 Timeline of linking and delinking of NZ ETS and Kyoto Mechanism 
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other emissions trading systems around the world to allow for possible future linkages 19. The 

government has, however, not specified yet how it will change the New Zealand ETS design to align 

more closely with international systems. It has announced that this will be published in 2018. However,  

the government is considering several design mechanisms for the ETS that could be seen as 

addressing barriers to establishing a consistent or harmonised price signal. In other words, the linking 

issues that the New Zealand government are considering could have relevance to decarbonisation 

policy alignment more generally. 

 

Most of these measures involve supply management within the regulatory framework with the five-year 

rolling period as outlined in the previous section. For example, the government is planning to cancel the 

fixed price option and replace this with a volume-limited price ceiling whereby NZUs will be auctioned.  

Without the fixed price option, the New Zealand ETS will have a limit on the amount of allowances 

available and the government is planning to auction these. This will allow the government to align the 

price signal more closely with ambitions for emission reductions within the country. In addition, the 

volume-limited price ceiling will also help the government to ensure a more constant and predictable 

carbon price, thereby ensuring more investor confidence and a consistent emission reduction signal.  

With the system in future involving an auctioning mechanism and a volume-limited cap there will be 

greater similarities between the New Zealand ETS and other ETSs around the world, such as the EU 

ETS.  

 

In conclusion, harmonisation is crucial when linking different systems. Especially design 

measures in the ETS that influence the price level, such as the fixed price option and allowance 

supply mechanisms, need to be aligned before linking with other emissions trading systems will 

be possible.  

 

Consideration for international competitiveness 
This section examines how the issue of international competitiveness has been addressed in 

the New Zealand ETS.  

 

Mechanisms to protect competitiveness 

The New Zealand government aims to protect certain sectors from negative impacts from the New 

Zealand ETS. The main mechanism by which it protects these participants is via the allocation of NZUs 

to either compensate for the loss of asset value by the New Zealand ETS or to mitigate the cost of 

NZUs while businesses adjust to emissions pricing. There are three groups eligible for this allocation,  

including fishing, forestry and firms whose activities are considered emissions intensive and who are 

exposed to international trade20.  

 

The industry allocation is based on protecting the competitiveness of certain industrial participants  

against producers that do not face equivalent costs for emissions. A participant must pass two tests 

before being eligible for allocation20: 

- A trade exposure test: Based on whether the sector output is traded between different  

countries (this would indicate a price set outside of New Zealand) and whether the output price 

currently includes emission costs (e.g. dependent on if price is set in countries where carbon is 

priced or new investments are made with carbon price in mind).  

                                                 
19 Ministry  f or the Env ironment. (2018). In-principle decisions: f urther inf ormation. Av ailable f rom: http://www.mf e.govt.nz/climate-

change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme/in-principle-decisions  
20 Ministry  f or the Env ironment. (2009). Dev elopment of  industrial allocation regulations under the New Zealand emissions trading scheme: 

Consultation Document. ME 984.  

 

http://www.mfe.govt.nz/climate-change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme/in-principle-decisions
http://www.mfe.govt.nz/climate-change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme/in-principle-decisions
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- Emissions intensity test: Only those participants over a threshold of 800 tonnes of CO2e per 

1 million NZD of revenue are eligible for free allocation.  

In addition, the amount of allowances allocated to the entity is based on its actual annual output or 

production. The Ministry for the Environment interviewee mentions that this has been designed so that 

companies cannot have windfall gains from the free allocation scheme. The free allocation to industry  

will be phased out by 1% per year21.  

 

Both fishing and forestry participants were eligible for a one-off free allocation of NZUs2. Owners of pre-

1990 forest land were compensated for the impact of the New Zealand ETS on land use flexibility. In 

addition, participants that have fishing quotas that were registered in September 2009 were allowed to 

apply for allocation of NZUs to compensate for increased fuel costs22.  

 

In addition, the one-for-two surrender obligation (where the forestry sector was not included) and the 

25 NZD fixed price option, as discussed previously, are also mechanisms used by the government to 

protect the competitiveness of participants.  

 

Differential treatment of sectors 

The mechanisms described above has led to different participants in the New Zealand ETS 

experiencing different price signals over time. For example, through the exception of the one-for-two 

surrender obligation, all sectors experienced only half the carbon price than the price that was applied 

to the forestry sector.  

 

The free allocation has led to lower overall cost burdens being placed on certain industries, mainly the 

aluminium smelting, cement, iron, and steel industries as shown in Figure 923. Even though the burden 

of the ETS is lower for these industries, they are still exposed to the same price signal incentive as 

other industries, since the price of NZUs is constant. However, in New Zealand the free allocation 

amount is based on the actual amount of activity. This means marginal costs for increasing production 

do not change due to the carbon price, as allocations are proportionate to increased activity. Therefore,  

there is a full carbon price incentive for investments that improve the carbon efficiency of production 

(such as switching to lower carbon fuels or improving energy efficiency), but there is no price signal to 

reduce production.  

 

 

                                                 
21 IETA. (2016). New Zealand: an emissions trading case study . Av ailable f rom: 

http://www.ieta.org/resources/2016%20Case%20Studies/New_Zealand_Case_Study _2016.pdf   
22 Ministry  f or the Env ironment. (2018). About allocations. Av ailable f rom: http://www.mf e.govt.nz/climate-change/reducing-greenhouse-gas-

emissions/new-zealand-emissions-trading-scheme/allocations  
23 Env ironmental Protection Authority . (2016). 2016. Final allocation decisions. Av ailable f rom: https://www.epa.gov t.nz/industry-areas/emissions-

trading-scheme/industrial-allocations/decisions/  

http://www.ieta.org/resources/2016%20Case%20Studies/New_Zealand_Case_Study_2016.pdf
http://www.mfe.govt.nz/climate-change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme/allocations
http://www.mfe.govt.nz/climate-change/reducing-greenhouse-gas-emissions/new-zealand-emissions-trading-scheme/allocations
https://www.epa.govt.nz/industry-areas/emissions-trading-scheme/industrial-allocations/decisions/
https://www.epa.govt.nz/industry-areas/emissions-trading-scheme/industrial-allocations/decisions/
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Figure 9 Percentage of number of applicants for free allocation and percentage of NZUs allocated by 

activity and industry in 20142425 

 

In the 2015 review of the New Zealand ETS, 45% of respondents indicated that they thought free 

allocation should be reduced regardless of conditions. Most of those respondents also indicated that 

this reduction should start as soon as possible. One third of respondents thought free allocation should 

be reduced, but according to some conditions. The others were not in favour of reducing free allocation.  

The main reasons for this was that respondents thought the reduction would make the New Zealand 

ETS more effective and encourage more investments in low carbon technologies. In addition, a 

reduction would also reduce the burden on taxpayers. Almost all respondents agreed that there should 

be a clear and consistent pathway for phasing out allocation to ensure investor confidence10. 

 

The free allocation mechanism has led to differential treatment of industries. However, the 

decarbonisation price signal is consistent since all industries are subject to the same carbon 

price irrespective of the allocation they receive for free.  The only caveat to this is that free 

allocation is output-based. This means that changes in production amount change the amount of free 

allowances received. This means there is a full carbon price incentive for investments that improve the 

carbon efficiency of production, but there is no price s ignal to reduce production.  

 

The key underpinning principle is that investments to change future emissions do not result in 

changes to future allocations. In contrast, the one-for-two surrender obligations has led to the forestry  

sector to experience a price signal that is twice as high than the price signal experienced by other 

sectors.  

 

                                                 
24 New Zealand Gov ernment – Env ironmental Protection Authority . (2015). The NZ ETS 2014 – Facts and Figures. 
25 The percentage of  applicants is based on the number of  dif f erent entities apply ing f or free allocation. This means that sectors such as the 

production of  f resh tomatoes hav e a large number of  entities apply ing f or f ree allocation, but their share of  emissions and t heref ore the f inal 

allocated percentage of  NZUs is much lower. In contrast, there were only  4 applicants f or f ree allocation f rom the iron, steel and aluminium 

manuf acturing sector, but this sector did receiv e 42% of  all f reely  allocated allowances in 2014.  
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To ensure a consistent price signal, it is therefore important to focus competitiveness measures 

on compensation to reduce the net cost burden of the carbon pricing policy rather than interfere 

in any way with the actual carbon price level faced by the participants of the system. This is done 

by decoupling the level of future compensation payments from the actual level of future emissions.  

 

Key findings 
The following key findings can be drawn from this case study, as relevant considerations for creating 

an economy wide consistent decarbonisation price signal.  In particular, the New Zealand ETS shows 

experience with how a regulator aims to ensure all domestic GHG emissions are covered by one 

consistent price signal.  

 

An independent committee responsible for supply management and subject to regular review 

can ensure that the New Zealand ETS will have strong price signals that endure through political 

cycles. The commitments made by the New Zealand government internationally to reduce GHGs, have 

strongly determined the rationale and ambition of the price signal. Changes to those commitments 

thereby affect the carbon market price. The recent development of establishing an independent Climate 

Change Committee to set targets and hold accountability, have been implemented as a way to ensure 

that the New Zealand ETS is in line with New Zealand’s commitments.  

 

Agriculture is less suitable for carbon pricing instruments than sectors such as industry or 

power generation. New Zealand is one of the few countries that has seriously  considered including 

agriculture, but ultimately decided to exclude the sector from the New Zealand ETS. Specific concerns 

for the agriculture sector that make it less suitable are: 

• Lack of abatement opportunities for biological emissions due to the inherent link between 

productivity and biological emissions. A lack of abatement opportunities might impact the cost 

effectiveness of the policy because there would be additional administrative costs but no 

beneficial environmental outcome. However, it is arguable whether a lack of mitigation options 

is a sufficient reason to exclude a sector, since carbon pricing aims to apply a single 

decarbonisation incentive to all agents and encourage least cost abatement wherever it may 

be achieved. 

• The competitive impacts of including the sector and the risk of leakage. Many sectors are 

vulnerable to competition aspects and there are options to mitigate this, such as free allocation,  

whilst also including a sector within the carbon pricing regime.  Leakage of agricultural 

production to other jurisdiction due to a carbon price in NZ, may cause production to be less 

efficient, as dairy production in New Zealand was claimed by the New Zealand government to 

be the most efficient in the world. A New Zealand carbon price on agriculture could thereby 

increase global GHG emissions. This was an important argument used by the New Zealand 

government to exclude the agriculture sector from the New Zealand ETS in 2013.  

• Difficulty in monitoring biological emissions and the high costs of doing so due to the high 

number of agents in the sector.  

Some sectors can be more cost effectively included in an ETS if this is done upstream, which 

means that greater overall emissions coverage can be achieved. New Zealand has explored and 

used upstream approaches. For example, upstream regulation as applied to New Zealand’s energy 

sector can ensure low transaction and compliance costs and comprehensive coverage of emissions. 

However, the New Zealand experience demonstrates that the optimum approach differs by sectors, so 

it ultimately employed a mix of approaches across the sectors.  This does not necessarily compromise 

the desire for a consistent price signal, however, if each sector is subject to the same carbon price. In 

addition, an upstream regulation can ensure consistency in price signals and accurate targeting of 
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incentives when the point of regulation corresponds to other obligations in the sector, e.g. the waste 

levy or mandatory reporting requirements for the national inventory.  

 

Large emitters may prefer to be regulated directly than have carbon costs passed through in 

energy prices. However, by allowing self-selection those who benefit from doing so will choose 

to opt in, so arguably the policy does not provide a level playing field.  In upstream regulation the 

direct emitter may have less confidence that it is exposed to the full carbon price incent ive passed 

through in the cost of fuel. New Zealand allowed voluntary opt in of direct emitters (large energy 

consumers), which meant they had to surrender NZUs, but did not receive pass-through of carbon costs 

in their energy bill. It is assumed that the level of incentive is the same for direct regulation compared 

with carbon pass-through, but it is less demonstrable. In New Zealand emitters preferred the visibility  

of direct carbon cost exposure rather than cost passthrough in energy prices  and in addition, they 

believed they had more capacity and market knowledge to manage NZU trading in an efficient manner 

compared to upstream companies. However, a scheme functioning via voluntary participation might not  

provide a level playing field, because only those benefiting from it will use it. 

 

Forestry regulated at the point of emissions aims to provide a direct incentive for reduced 

deforestation and increased afforestation. New Zealand decided to regulate at the point of emissions 

for the forestry sector. As New Zealand has a lot of plantation forests, whereby the land owner and 

forest owner are different entities, New Zealand aimed to put the point of regulation on the forest owner,  

to ensure the incentive aligned with the entity responsible for making forest management decisions.  

 

Linking carbon pricing systems through crediting risks undermining any incentive to achieve 

abatement within the main system. New Zealand ETS initially allowed unlimited use of carbon credits . 

As these became very cheap it meant they were used for compliance and there was little incentive for 

operators to cut emissions. In response to this, New Zealand changed the system to restrict the use of 

international credits.  

 

The evolution of the linking and delinking of the New Zealand ETS with the Kyoto units illustrates 

the trade-off between having a uniform price signal versus being more vulnerable to negative 

occurrences in other systems. A carbon price established through a cap and trade system can be 

vulnerable to economic circumstances changing from that which was assumed when the cap was set. 

For example, the 2008 economic crisis reduced demand for emitting activities in the New Zealand ETS 

and coupled with the unlimited use of credits the incentive for domestic abatement collapsed. Measures 

to intervene in the market to address this risk undermining market confidence.  

 

This demonstrates that in the presence of linked systems, an effective mechanism to review the system 

is crucial. Whenever the carbon price will deviate from the acceptable range, the regulator can thereby 

react to prevent any negative consequences. The five-year rolling review period for the New Zealand 

government to make changes at any time around the supply of allowances that come in effect in five 

years’ time is a good example where this balance between certainty for investors and the possibility for 

the regulator to control the price was found.  

 

Measures to address competition concerns are necessary but should not undermine the 

decarbonisation price signal. New Zealand was concerned about competition impacts for trade 

exposed emissions intensive industries so introduced output-based free allocation, a one for two 

surrender obligation and a fixed price ceiling during the global financial crisis. 

• Free allocation fixed ex ante preserves the price signal to cut emissions.  In New Zealand free 

allocation is output-based, which means it fluctuates with production levels. It thereby gives a 

full price signal for efficiency improvements, but does not influence production.  
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• A one for two surrender obligation dilutes the carbon price signal for those sectors  that are 

covered by it to half the prevailing market price. It thereby causes the price signal to be 

inconsistent across sectors.  

• The fixed price ceiling is the same for all participants and provides some market certainty. 

However, it sets a precedent for government intervention. 

To ensure a consistent price signal, it is therefore important to focus competitiveness measures on 

compensation to reduce the net cost burden of the carbon pricing policy rather than interfere with the 

actual carbon price level faced by the participants of the system. This is done by decoupling the level 

of future compensation payments from the actual level of future emissions. In addition, the measures 

that focus on reducing the burden of the carbon cost can increase stakeholder support for the policy. 

For example, the interviewee from Motu comments that the free allocation measures in New Zealand 

are believed to have contributed most to increased industry support for the New Zealand ETS.  
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