Dowse CSP

Carbon pricing package - Time for action

Well, it’s here. The draft legislation, the Clean Energy Bill, has been released, building from the
700-odd page first crack otherwise known as the CPRS 2009 (dec’d). Speed is of the essence, as
the government wants to bed down the details and the governance structures as early as
possible, the harder for them to be dismantled. Here is the timetable:

28 July ¢ 22 August Draft legislation public. Submissions sought from all parties.
September 2011 Government considers submissions

Sept-November2011 [ S3IA &t GA2Yy AYGNRBRddzOSR | yR &
in Budget sitting.

After Leg passes Set up the new Regulator and the Climate Change Authority

1July 2012 Carbon price starts, along with industry compensation.
Much of the Scheme’s rationale and many of its elements have been covered in previous Girills,
but I've attempted to draw it all together as briefly as possible here. If reading a screen PDF,
click on the headings below to go to the sections that interest you most:

Targets to reducing emissions
The emissions trading scheme (ETS) to meet those targets

Compensation and its effects

Impact on different sectors: transport, agriculture, small business, emission-intensive business,
renewable energy, other businesses, households

Governance of the Scheme
Predicted macro effects of the Scheme

Sorry, why are we doing all this?

Now is the time for investors and firms to realistically assess the impact of the carbon price on
their businesses, and consider what if any action they need to take. This may include:

1 considering the legislation, now that it is out

1 calculating any material changes, if any, to the costs of major inputs costs

1 engaging with employees with the facts of how it may affect your business, if at all
il

engaging with industry and investor bodies on actions to minimise unnecessary costs

and administrative loads

=

making any needed submissions to the government before 22 August

1 determining the actual cost to suppliers, as opposed to what may be claimed in future
price negotiations

1 considering opportunities that the Scheme will create
1 considering how any actions must be integrated into broader sustainability and

operational decisions

With an initial hit to the CPI of 0.7% and compensation to match, it’s far from the apocalypse at

the macro level. However, it will have very diverse impacts on individual firms, good and bad.

For its impact on the operating a nd sustainability strategies of specific companies, and for
assistance on engagement and on submissions on the legislation, please contact Dowse CSP.
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The package and its parts

The policy is an emissions trading scheme, with a range of supporting policies to reduce

emissions, in part rationalising existing policies.

Element Comment |

An emissions trading  § A new scheme by which permits to emit carbon are traded. Liable

scheme (ETS) companies get a number of free permits. If they need more they buy
them. If they reduce emissions, they can sell the permits they don’t
need. An initial 3-year fixed-price period (July 2012 to 2015) gets us used
to the idea.

Renewable energy 7 Retained target of 20% energy from renewable sources by 2020. Units of
support renewable energy are traded outside the ETS.

7 Consolidation of existing grant programs: over $4 billion in grant

money over 7-9 years, through the Australian Renewable Energy
Agency (ARENA)

7 $10 billion in loans and guarantees from the Clean Energy Finance
Corporation.

Carbon Farming 9 Though not part of ETS, changes in farming practices that reduce
Initiative emissions can generate full-priced credits. Legislation introduced 24
March 2011.

Compensation 1 Many affected industries (eg, steel) wholly compensated for 5 years
through the Jobs and Competitiveness Program. Remaining industries
may pass on costs if their market conditions allow. Residual initial hit
on CPI of 0.7%. Most consumers compensated for that rise through
changes to tax thresholds, or through corresponding rises in pension
and other benefits.

The targets for reducing emissions (the ?cap?)

An emissions trading scheme is a “cap and trade” scheme. Emission reduction targets are set

for the future, and annual emission caps are set along the best practical path to the target.

Targets Comment |

71 By 2020, reduce K Target is pitched to meet Australia’s share of international reductions.

emissions to 5% These are set unequally through to ¢.2030, and more equally afterwards:
below 2000 i.e. OECD countries reduce heavily in the early years while developing
levels country emissions rise, then all emissions are reined in by 2050.

T By2050,reduce g 50 target is tougher than it looks, given Australia’s rising emissions and

emissions by population. Equates to a c.160Mt reduction, from business-as-usual case

80% of ¢.690Mt, down to c.530Mt
In year 2000, our

level was ¢.560Mt,
current emissions
c.575Mt

1 80% target is in line with other international commitments. It has risen
from the previous policy’s 60% target because delays in starting
reductions mean later cuts must be deeper, and the recent science has
shown that the likely changes in climate are greater.

1 Australia’s 160Mt commitment to 2020 is 1.5% of the current global
commitments (10.7Gt), or the same as its share of global emissions,
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according to Deutsche Bank. China’s commitment is 4Gt, over double its
19% share of emissions. Europe (1.2Gt), Indonesia, Russia, Japan,
Mexico and South Africa (213Mt) are also reducing more than their
proportionate share. The US, Brazil and Canada are reducing more than
Australia, but less than their proportionate share. We are not going it
alone.

1 In total, the global commitment seems on track to stabilise greenhouse
gas concentrations in the atmosphere at 550ppm, rather than the
450ppm target that would keep temperatures to a 2°C rise.

7 Note that the average global temperature now about 14°C (or 16°C over
oceans, and 8.5°C over land). The 2°C rise would put significant
additional energy into the global climate system.

The emissions trading scheme (ETS)

Regarded by most economists as the most effective way of imposing a price on carbon
(assuming that’s what you want to do). It is not a ‘thought bubble’. In NSW, an ETS has been
used to successfully to reduce salinity in the Hunter River. In the US, an ETS stopped acid rain
in the 1990s: energy plants had to reduce their NOx and SOx emissions, and did so quickly.
That success led to carbon trading being included in the Kyoto Protocol. The EU have run their
ETS since January 2005. The proposed Australian one is better designed.

Package element Comment

HowanETS6 2 NJ ¢  Companies who are part of the scheme must surrender a “permit” for

YR NI RS€  each tonne of gas they emit. A national cap is set, which limits the

works permits available. Many permits are handed out free. A company can
either reduce its emissions under its free allocation, or buy the permits it
needs. A company with too many permits can sell them; one with too
few has to buy. Those trades set a market price for the permits.
Speculation on the permit price adds liquidity and stability.

9 They most important dynamic under the scheme is that between the cap
and innovation. Innovation — both in energy efficiency and low-
emission energy - may reduce emissions at less cost than the permit
price, and so reduce the permit price. But a cap that is reducing will
increase demand for the available permits, and so increase their price.

7 In the history of such trading schemes, innovation has won, so that the
permit price has fallen to near zero. However, greenhouse gas is a more
difficult problem and prices will rise in the medium term.

' adl E€ 2DM9q Thisisa price imposed by an emissions trading scheme (ETS) with an
initial 3-year fixed price period. An ETS (fixed cap, floating price,
permits from and payments to many sources) is a fundamentally
different mechanism to a tax (known price, unknown emissions, all tax
paid to government). However, the distinctions are less in the
Australian scheme’s fixed price period.

What companies will Those companies with operational control over facilities which omit at
be liable? least 25,000 tonnes for the year. Between 250 and 300 companies will be
directly affected.
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Since 1 July 2010, these larger emitters have had to measure and report
their emissions under existing legislation (NGERS), so there will be no
surprises for them. There are few companies directly liable, but it’s
irrelevant because with energy included the liabilities are passed
through to most of the economy through energy prices.

Because companies with “operational control” are liable, rather than
their “controlling entities”, the liable companies are better placed to
contract for their Scheme liability and pass through the cost to
customers, as it should be.

To surrender the same number of permits each year as their tonnes of
regulated greenhouse gas emissions in that year.

The regulated emissions are CO2, methane (CHa), nitrous oxide (N20)
and perfluorocarbons (C2Fs) from aluminium smelting. To measure
emissions and their corresponding permits, all are converted to CO:-
equivalent tonnes according to their relative contribution to the
greenhouse effect. The two other gases covered by the Kyoto Protocol
(hydrofluorocarbons (CFs) and sulphur hexafluoride (SFs)) are not
covered, largely because many projects overseas to reduce these
emissions have been discredited.

The permits are called “carbon units” in the draft legislation (which is a
bit confusing). They will be personal property at law, worth the value

set by the Scheme, with security and other interests able to be created in
them. Hence derivates will be available to manage the carbon price risk.

$23 rising each year to 2015 at inflation +2.5%. This is within all
observers’ expectations. It is near to the international prices (ie the Euro
ETS) over the past 2 years, and well below its c¢.$40 price average 2006-
09. A clear negotiated consensus.

A market price subject to a floor and a ceiling. The emissions cap set by
the Climate Change Authority determines how many permits are
available. The Authority then auctions those permits. However parties
can also buy international or CFI permits, and will do so if those are
cheaper, or if they have committed to do so under prior agreements.

Given these fluctuations, the Scheme sets a permit price ceiling of $20 >
international price, and a floor of $15.

Price estimates range radically. Treasury’s core model is for a 2015 price
of $29, rising to $130 in 2050. A “high-price” scenario starts at $61 in
2015 and rises from there. As mentioned, these prices do not account for
the downward force of innovation.

Some experts predict Australian market will set prices since trade in CFI
and international permits will be low. However, coming from a larger
market, the international permits should set the marginal price.

None during the 3yr fixed-price period. After that, an emitter can use
international permits for up to 50% of their liability.

This works well as a price constraint. However, the 50% limit is high
compared to most other schemes. Any permit bought overseas is a
permit that the government doesn’t sell itself. So government revenue
may be compromised, as it will still be out of pocket for compensation.

Not all international credits can be used in Australia, and the more
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dubious ones are excluded because the Australian scheme does not
cover hydrofluorocarbon and sulphur hexafluoride emissions.

1 Credits under the Carbon Farming Initiative can be sold overseas (if
acceptable to schemes overseas).

How can companies  Liable companies can elect to:
manage that carbon q

iabil reduce emissions if they can
iability?

1 pass on cost to customers if they can
1 buy credits at auction or on the spot market in the year they need them,
f

enter into long-term supply contracts from international suppliers, or
for credits generated under the Carbon Farming Initiative.

=a

after the first 3 years, buy lots of credits when they are cheap and
“bank” them for use in later years.

7 use any form of option or other derivative contract to manage the
carbon price risk, as they would interest, commodity or exchange rate
price risk.

Compensation and its effect

The ACCC is on a watch against firms bumping up prices and blaming the carbon price, when
the firms have been fully compensated under the Scheme. It will be a fun watch. I'm not going
into the shake-up of the tax system that provides the household compensation. There is a case
to say that wealthier people can make the investments (installing insulation, more efficient
appliances etc) that will before long save them money, while those closer to the breadline don’t
have that opportunity. But if that’s the rationale, it’s been poorly explained, and it does seem
more like redistribution. It is again a regrettable partial response to the Henry Tax Review (see
earlier Grill).

Package element Comment
Compensation 7 Liable companies are partially compensated under the scheme, so that
overview the full carbon price will not be felt for some time. Some will be able to

pass on costs (regulated or oligopoly markets like energy), some won’t
(trade exposed or competitive markets). Small businesses will
experience some cost increases (totalling 0.7% CPI) and will likewise
have to take the cost hit, reduce energy consumption, or pass on costs to
consumers. To the extent costs are passed through, personal consumers

are compensated an average $500/year.

7 Every cent of scheme income is to be paid out in compensation and
renewable energy support. However, that commitment may exceed
revenue, because up to 50% of permits may be bought overseas, and up

to 5% may be bought through the Carbon Farming Initiative.

Effect of I As Rosses Garnaut and Gittens have tried to explain, compensation
compensation does not matter to the effectiveness of the scheme. The scheme works

not as an incentive for consumers to change behaviour: I won’t buy less
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steak because it's 1% more expensive. The scheme’s purpose is to
provide a marginal competitive advantage for low-emission
technologies. We will then see more of them, from raw material

extraction through to household consumption, as well as in energy.

Scheme effect on different people and sectors

The scheme is quite comprehensive, covering energy generation and transmission, waste, rail,

aviation, shipping, large industrial production and “fugitive emissions” (ie the gases that

escape when coal and natural gas are extracted). In effect, about 75% of Australian emissions

are covered, either directly through the ETS, or through road transport taxes and emission

restrictions. Of the remaining 25%, agriculture and forestry makes up the most (18%), with

small industrial production. With their emissions excluded, the covered sectors must work

harder to meet Australia’s overall targets.

Sector Details and comments

Transport 1

Agriculture q

The Scheme applies to aviation, shipping, rail, and heavy vehicles (ie,
about 20% of all transport emissions), but not to cars/small vehicles and
agriculture (the other 80%)

Proposed tighter emissions standards on cars/small vehicles will have
greater impact on emissions, at less political risk. A 5 cent rise in petrol
prices would have been unpopular, but would not have changed
behaviour

Heavy vehicle emissions will be taxed through changes to the fuel tax
credit and excise levy from 2014, not through the ETS. With this levy,
there is no effective bias on freight transport.

As road freight companies cannot participate in the ETS, they will rely
on biofuel and engine efficiencies to reduce emissions. Heavy vehicle
demand for biofuel will also stimulate greater supply, which will in turn
benefit small vehicles.

Total transport emission intensity is to fall by 60% by 2050, as fossil fuels
drop from 95% to 28% of total fuels.

However, the fall in emission intensity will only keep transport
emissions stable, as total transport use will rise by a similar amount.
Other sectors will need to make up the difference.

No direct liabilities under the scheme, though the carbon price will
marginally affect inputs such as fertilizer. On-farm and small vehicle
fuel is excluded. The exemptions are partly the difficulty of measuring
emissions; partly political. Shortly before leaving the position, the
outgoing President of the NSW Farmers” Association claimed the carbon
price would reduce farm incomes by 21% — an amazing and baseless
piece of scare-mongering.

Under the Carbon Farming Initiative, landholders can generate carbon
credits with changes in farming practices that “sequester” (absorb)
additional carbon. These credits can be sold through the Australian ETS.
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This delivers price certainty for land-based carbon schemes, at a greater
price than many have wished for, and is a great result for the land.

The new $429m Farming Futures Fund will fund research into
abatement methods and carbon estimation methods, and employ new
extension officers to help farmers benefit from carbon farming.

The major element of the package is the compensation given to liable
parties, which should heavily restrict the pass-through of the carbon
price. However, energy prices will go up by around 2%. (The rest of the
energy price rises are due to non-carbon price factors, though the carbon
price will inevitably be blamed.) To compensate, small businesses will
need to invest in energy efficiency measures and behaviours, which
typically deliver positive returns in 1-3 years. To assist, the Scheme
provides for $1.2 billion in clean energy assistance to small business.
Immediate write-off of depreciable assets has also been lifted from $1000
to $6500. Nonetheless, some price rises through to customers is
inevitable, and for which compensation is being paid.

Industries with high emissions-intensity will be compensated with free
permits through the Jobs and Competitiveness Program: metal
extraction and production (steel and aluminium), cement, pulp and
paper, petroleum and coal, glass. Those who are clearly trade-exposed
will get free permits equal to 94.5% of “industry-average” emissions.
Those who are less exposed to competitive trade get 66% of industry-
average permits free.

Setting at “industry average” rewards firms who have been reducing
their emissions over the past decade. If their emissions are now less than
the average, they can sell their excess permits.

Free permits will reduce by 1.3% per year. Many firms have been
reducing emissions well over that rate over the past decade with no
impact on profitability, showing that the timeline for reductions to 2050
is more than possible.

New entrants will be eligible for the free permits. This encourages new
low-emission plants, but may also increase total emissions. Cap
adjustments may therefore be needed.

Coal: $6.8 billion, plus the buyout of 2,000MW high-emission plants

Steel: $300m over 5 years. Means that Bluescope and OneSteel are fully
compensated for the first 5 years of the Scheme. An a duopoly in this
market, they will likely attempt to increase prices “because of the carbon
price”. The ACCC will be watching closely. Arguably, the only
legitimate price rise would be to fund new low-emission technologies
for the post-compensation period. However, the free permits offered
under the Scheme mean that even after the first five years, business-as-
usual reductions in emissions should keep steel plant emissions below
the reducing cap.

Consolidation of a number of existing programs into a single entity the
Australian Renewable ENergy Authority (ARENA). This is a marked
improvement on the current hodge-podge, and will concentrate public
sector expertise where it matters.

Over $4 billion in grant money over 7-9 years, through ARENA and its
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associated programs

$10 billion in loans and guarantees from the Clean Energy Finance
Corporation. This will meet the urgent demand for clean energy finance.
Currently, lenders for clean energy require government guarantees or
forward energy sales, which they do not require for fossil fuel
investments, even though both are supplying energy to the same grid.

People or organisations who are not liable for their carbon emissions
under the Scheme can still take voluntary action to reduce or offset their
emissions. This includes using accredited green energy.

Any such action will not count anywhere in the Scheme. However,
because it will reduce national emissions, voluntary actions may be
taken into account when the Climate Change Authority sets the national

cap.
To participate in the Scheme, people or organisations can buy permits
on the market, and surrender them to the regulator. This is an option for

“offsetting” their own emissions. This increase in demand for permits
will increase the carbon price and accelerate emission reductions.

Non-liable people and organisations can also use “voluntary credits” to
offset their carbon “footprint”. These credits represent emission
reductions by parties, in Australia or overseas, who are not part of the
Scheme, and must be verified by a handful of credible agencies.

Rises in energy prices will flow through the economy, with consumers
facing an expected 0.7% rise in the CPL

Compensation offered through the family assistance scheme and the
income tax system, as heavily reported.

Individuals can still offset their own emissions by buying either Scheme
or voluntary market credits.

Governance of the Scheme

Given the current overflow of love and trust for our politicians, the proposal is for as much

influence as possible to be vested in independent authorities, similar in standing and hopefully

respect to the Reserve Bank. Parliament retains the ultimate authority of course.

Authority

Role

Climate Change
Authority

Clean Energy
Regulator

ACCC

9 Sets national emission caps for first 5 years, then on a rolling basis with

5 years” advance notice
Reports publicly and annually
Reviews the Scheme in 2016, 2018, then every 5 years

Administers the Scheme by allocating permits and monitoring
compliance

Also administers the Carbon Farming Initiative, the Renewable Energy
Target and Greenhouse Emission Reporting Scheme

Monitors pricing impacts to ensure companies not lifting prices beyond
what the carbon price would suggest, as it did for the GST
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Productivity 1 Reviews the Scheme impacts and effectiveness annually
Commission

Predicted effects of the Scheme

Hang on a minute while I put up a wet finger. This will be interesting, as on macro economic
data such as jobs, GDP etc, no one will agree beforehand on what the impact will be, and no one

will be able to study what the effects have been afterwards. In truth, we won’t notice them.

But qualitatively, there will be a very different economy in 2030 to what it is now, arguably a
stronger one. And of course, we would all be looking to see greenhouse emissions scaled back

internationally, and (the young among us) to see our future climate stabilised a little as a result.

Still, here are the Treasury predictions. As we know, such projections (to paraphrase Churchill)
“do not survive contact with reality”, even if they came from a creditable source. In particular,
they do not take innovation into account. Nothing from the industrial revolution to the iPad has

been predicted in macroeconomic modelling.

Impact Details and comments

Gross national 9 Average growth through to 2050 to slow by 0.1 percent per year, so that

income our per capita income will grow in real termsfrom our current $56,000 to
an estimated $88,300 by 2050, rather than $91,000. GDP similarly grows
at 2.6% rather than 2.7%. Either way, we’ll be around 50% wealthier

than we are now.

Sector growth 7 Negligible effect on any broad sector from now to 2050. Coal would be
the only significance difference. With a carbon price, our coal sector will
be twice as bigis it is now (101% growth), rather than 129% bigger.

Budget 9 Net cost of $3.8 billion over the first 4 years. Insignificant.

Jobs 7 National employment to rise by 1.6m to 2020 and is “largely unaffected
by carbon pricing”. Jobs are projected to grow by the same amount with
or without a carbon price. Specifically, jobs in agriculture, mining,
manufacturing, construction and services all have the same projections
with or without a carbon price. These findings are disputed by industry

associations.

Household costs 1 Average rise modelled at $9.90 per week (incl $3.30 in energy) or a one-
off 0.7% CPI rise. The carbon price will increase household energy costs
by an average 10% (on top of another 10% due to network and other

independent issues). Most are compensated.

Exchange rate 7 Not declared by Treasury. Broker reports say negligible effect.
Interest rates 1 Not declared. Brokers diverge according to their view on whether

pricing carbon is desirable. Those who do, say little impact. CommSec is
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anti any carbon price (denying that climate change is a problem, see
article). Note that when the GST was introduced, with a 2.6% CPI hit,
interest rates fell over the following year (RBA).

Why are we doing this?

To end with the most important question.

Issue Comment
Temperature rise | Science is clear: see CSIRO and BOM or NASA if you don’t believe in

IPCC. Best single source is www.skepticalscience.com with its iPhone

etc apps. Questions about sunspots and medieval ice ages and 1998

temperature records are all valid. They are all answered.

Why is that bad? | Spread of tropical disease, flooding of 800m people, end of Great Barrier
Reef, more damaging storms more often, shifts in food production.

Surprisingly, the Wikipedia page on Australian impacts is not bad!

Is Australia leading? No. We're in the middle of the pack: see targets section, or Grill No.8.
Just doing our bit.

IsnQit too little f In the view of some, yes. But would a higher carbon price get through

anyway? now? To use the “car approaching cliff” analogy, the idea is to start
changing direction now rather than slamming on the brakes when it’s
too late.

Why bother if f China has brought 700m people out of poverty, but has another 500m to

/v KAyl Qa U“? € go.It won't stop its economic growth until it’s done, or it will fall apart
oz2Kt fA1S
tomorrow?

politically. That’s very lucky for our economy.

7 If China grows to meet the per capita income andemissions of the US or
Europe, then we are all stuffed. So everyone is trying to show that you
can have high incomes and low emissions. China thinks it can, and is

adjusting its economy accordingly, but it takes time.

9 The global and developed/developing nation targets take this trend into
account. For the moment, we cut while China, India, Brazil still grow.
Later, we all cut to meet the 2050 targets.

1 At some stage, we can expect trade barriers to be erected to limit trade
with non-reducing countries. Europe in particular is not going to lead

reductions indefinitely.

Butcheapenergyis  { Far from our only one. Our energy may be a little more expensive, but
our competitive we have recently prospered through more difficult reforms. Coal
advantage! underpinned the UK and German economies too, but no longer.
Germany remains the world’s manufacturing leader despite driving

clean energy as hard as it can. Perhaps there is a connection.
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Very little, if any. The Grattan Institute has covered the major sectors on
this, saying that alumina, LNG and coal will stay as is; steel and cement
would be under pressure without compensation (which they now have),
while aluminium and oil refining should arguably shift overseas to
newer, cleaner and more efficient plants. However, the compensation

granted under the Scheme will avoid that.

Gladstone is booming, as gas production takes over from aluminium
regardless of the carbon price. Newcastle has boomed since OneSteel
closed production there. 2,500 people moved to Ravensthorpe in WA to
mine nickel after BHP Billiton invested $2 billion in its mine, but then
closed it without warning in 2009 after just a year. Regional centres will
continue to rise and fall. The $A will have far more impact than the

carbon price.

Whatever else you may do, pricing carbon drives innovation to reduce
emissions at the least cost. It allows firms to decide whether and how to
pay the carbon price, and transfers money to firms and technologies that
reduce emissions most efficiently. Greg Hunt’s university thesis showed
that in 1990. The Productivity Commission agreed in 2011. Nothing

changed in the meantime.

The Grilis information and opinion from Dowse CSP, advisers on corporate sustainability, responsible

investment and related actions.

For all enquiries including assistance on submissions on the carbon price legislation, contact

joshd@dowse-csp.com.au, or call us on 02 8922 9617.

To subscribe to The Grillplease go to www.dowse-csp.com.au.
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