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Summary:
The AIGN welcomes the opportunity to comment on the issues raised in the AGO’s
Discussion paper 1 (the Paper) on National Emissions Trading.  Australian industry
recognises the need for credible action in response to the potential threat posed by
climate change.  It supports the Commonwealth Government’s phased approach to
examining the technical issues involved in a national emissions trading system through
the Discussion Paper series.  

However, in contributing to policy debate about the mechanics of how an optimal
system might be designed, the AIGN does so on the basis that contributions to the
discussions should not be treated as industry acceptance of the emissions trading
proposal.  Given the political, technical and scientific uncertainties, it is industry’s view
that emissions trading should not be adopted unilaterally at this stage, nor pre-empted
by other policy decisions.

Major strategic questions need to be addressed:
There are major policy and strategic issues which are only touched on lightly in this first
Paper which require much more in-depth consideration and public debate.  Including:
� Decisions about if, when and how to implement an emission trading system clearly

hinge how uncertainties related to the international negotiations on the Kyoto
Protocol, the use of the Kyoto mechanisms and Land Use Change and sinks pan
out.  

� Without matching, global actions, a national emissions trading system will have
immediate and significant effects on the traded goods sector, particularly the
energy-intensive export and import-competing industries that are critical to
Australia’s overall balance of payments and standard of living.  

� Given the uncertain magnitude of the task (for Annex 1 and for Australia) and the
possible inefficiencies of the international flexibility mechanisms, the cost of meeting
the Kyoto commitments may be very high for Australia and a number of other Annex
1 countries. 

� These issues will require considerable time to resolve and decisions must not pre-
empt the treaty review process.

Addressing these issues is critical to protecting and promoting Australia’s national
interest as defined by the Prime Minister on 20 November 1997.  The AIGN has
provided some comments on these issues in the introduction to this submission, and in
our comments on the proposed principles.  

Given the significant implications of the principles, it would not be prudent to finalise the
principles without a separate, more structured and in-depth consideration of the major
policy and strategic issues that are central to the design of an effective and efficient
emission trading system.  In this regard, the AIGN recommends the early publication of
a discussion paper that would address strategic considerations in a way that enhances
public understanding. 

Greenhouse is a global issue requiring global solutions:
The AIGN strongly supports the view and reasons, expressed in the introduction of the
Paper, that Australia should only consider a National system rather than State-based
systems.  Further, the planning, design and potential implementation of any national
system must take account of the requirements, of and interactions with, any
international system.  
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While integration of a national emissions trading system with the international flexibility
mechanisms has the potential to minimise the cost of meeting Australia’s Kyoto
Protocol obligation, it does not address the loss of competitiveness relative to non
Annex 1 countries.  This major national interest issue must be a key consideration for
the continuing international negotiations and any decision by Australia to ratify the
Protocol or implement an emissions trading system.  

International political uncertainties mean that a cautious and thorough approach
to policy development is required:
The AIGN also wishes to highlight the critical but very uncertain nature of the
international framework and flexibility mechanisms.  Article 3 of the Kyoto Protocol and
the flexibility mechanisms are an inseparable part of determining what Australia’s
obligation would be if the Protocol came into force and was ratified by Australia.  Hence,
for strategic reasons, Australian Commonwealth, State and Territory governments must
continue to treat national emissions trading as worthy of consideration, but not worthy of
being adopted unilaterally, pending the results of the international negotiations and
Australia’s treaty review process.

The AIGN believes that the next stage, after a potentially workable system has been
defined, should be ‘Laboratory testing’ (see Attachment 3 for an example of such a
proposal).  The testing should be as comprehensive as possible but not impose actual
costs on participants.  The AIGN suggests using this experimental economics approach
to simulate a range of conditions and behaviours in a fully specified national system,
integrated with several plausible international systems, combined with evaluation using
economic models such as ABARE’s GTEM and AUSTEM.  This is in contrast to
proposals such as that recommended by the House of Representatives Standing
Committee on Environment, Recreation and the Arts, for a limited scope pilot system
with costs incurred by some ‘voluntary’ participants.

Comprehensiveness of emissions trading is fundamentally fundamental: 
The AIGN agrees with the view expressed in the Paper about the benefits of the
broadest possible coverage, but found that the Paper focuses on the potential
difficulties rather than on ways of achieving comprehensive coverage.  The lack of
consideration of innovative and facilitative mechanisms to address the problems and to
establish incentives for participants to find solutions is a significant disappointment in
the Paper.  We have presented some proposals and would be pleased to workshop the
issues to generate further constructive ideas.

Other:
In addition to the following detailed comments, Attachment 1 provides an explanation of
Australia’s obligation under the Kyoto Protocol, Attachment 2 highlights the importance
the Government has placed on maintaining the international competitiveness of
Australian industries, and Attachment 3 provides an example of a proposal for an
experimental economics study of emissions trading. 
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A. Introduction

Greenhouse Policy Generally
Although the body of scientific knowledge on the extent, causes and effects of climate
change is growing, it remains very incomplete.  Further, and most important in terms of
protecting the national interest, the collective response of the international community to
the issues remains very uncertain.  In this context, Australian industry endorses the
need for a credible and effective national response that takes full account of the
scientific and political uncertainties.  Clearly, the strength of the current response, in
terms of economic cost Australia might be willing to bear now, must be different to the
strength of the response that might be considered after ratification of the Kyoto
Protocol, should it come into force.   

In framing policy on climate change, the over-riding duty of government must be to
protect the national interest, which requires, inter alia, ensuring that greenhouse gas
abatement is achieved at the least total cost to the economy while maintaining
competitiveness and equity (both within Australia and internationally).  While these
objectives are evident in the national policy framework, as set out in the National
Greenhouse Strategy (NGS), they are not being adequately adhered to in program
selection and implementation.  The current approach is fragmented, with a large
number of narrow initiatives being launched at National and State levels and
inadequate consideration given to co-ordination and integration of these measures and
their cumulative impact on competitiveness and equity. 

In addition to the lack of co-ordination, there has been a disappointing reliance on
regulatory instruments, particularly the 2 per cent renewables target, which are not only
inflexible and inefficient relative to alternative market-based instruments, but also very
costly.  Another concern is where the NGS aims to go beyond no regrets, it typically
does so in an unacceptable way by targeting industry and therefore increasing the
damage to Australia’s competitiveness.

Emissions trading and other policy instruments
The potential efficiency and equity benefits of emissions trading will be difficult to realise
if governments accept the assertion in the Paper that emissions trading simply needs to
be complementary to other policies and measures.  One of the key arguments in favour
of emissions trading is that it would eliminate the need for a raft of narrow, regulatory,
uncoordinated and costly measures.  Despite the focus on issues surrounding the
scope of an emissions trading system, the question of how a national emissions trading
system could be integrated with other greenhouse gas reduction measures is not
addressed in the Paper.  In addition, the relative merits of using a “multi-measure”
approach over one consisting solely of emissions trading, to achieve beyond no regrets
objectives, need to be canvassed and evaluated before decisions are recommended.

Greenhouse is a global issue
The reason emissions trading is being considered is to address a global issue and to
comply with potential future international obligations.  Hence, the planning, design and
potential implementation of any national system must take account of the status,
requirements of and interactions with any international system.  In this sense, Chapter 2
is inadequate as a basis for a meaningful public discussion of the merits of emissions
trading as it is devoid of any strategic setting that would inform the public.

In the context of a collective international response to greenhouse gas emissions
reduction, which includes and goes beyond the first budget period and compared to
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other policy instruments, greenhouse gas emissions trading may prove to be more
efficient in achieving the emissions objective and equitably distributing the cost burden
of the Kyoto Protocol across the community.  However, because the Protocol only
requires collective action from Annex 1 countries, implementation of emissions trading
would not address the loss of competitiveness relative to non-Annex 1 countries.

Also, in practice, designing an emissions trading system for greenhouse gases is a very
complex task.  Framing a system that delivers efficient outcomes while minimising the
transaction costs is an exceedingly difficult balancing act.  The risk is that in trying to
limit the transactions costs of the system, a wide range of distortions can be introduced.
Further, in attempting to limit the transaction costs, unacceptable inequities and/or
negative impacts on competitiveness can arise.

The AIGN strongly supports the view and reasons, expressed in the introduction of the
Paper, that Australia should only consider a National system rather than State
based systems.  In addition, it is critical to note that a national emissions trading
system must be fully integrated with the international flexibility mechanisms to offer the
greatest scope to minimise costs.  A number of economic models (including ABARE’s
GTEM and McKibbin’s G-Cubed) all indicate that Australia’s participation in effective
and efficient international trading under the Kyoto Protocol could reduce the economic
cost by a factor of 2 or more. 

Hence, the AIGN strongly supports the role an efficient international trading system
(combined with the other flexibility mechanisms) must play in minimising the total cost
of the Kyoto Protocol.  However, the analysis in the Paper is limited to general
assertions about the benefits of international trading and leaves the public without a full
explanation of Australia's circumstances under the Protocol.  In particular, the
impression is repeatedly given that the assigned amount of 108% of 1990 emissions
sets an absolute emissions 'target' for Australia.  This is not accurate, and simply
reinforces the incorrect perception currently held by some in government, the media
and the general public. (See Attachment 1 for a more detailed explanation.)

Risks must be considered and addressed
There is a need to avoid complacency that the international trading system which may
be eventually established will lead to an economically efficient result.  The uncertainties
of the international negotiations following the Kyoto Protocol, the use of the Kyoto
mechanisms, and definition of Land Use Change and Forestry sinks and emissions,
add additional layers of complexity to decisions about if, when, and how to introduce a
national emissions trading system.  It is also most important to understand that
Australia, and entities required to acquit emissions permits in Australia, will be price
takers in this international market.  The international price of emissions permits will
therefore drive the restructuring of the Australian economy to less greenhouse gas
emission intensity.  For any particular international price, an economically efficient
outcome could be achieved in Australia if we have a ‘perfect’ emissions trading system,
but this is only an optimal outcome if the international system is comprehensive and the
price is the product of free market forces.

There are many plausible, in fact probable, scenarios that indicate the international
price will not reflect a free market outcome.  The threats include regulatory restraints on
the amount of trading (eg the caps proposed by the EU), possible levies similar to the
CDM levy, high transactions costs to meet compliance and risk management
requirements, and the possible exercise of market power by buyers or sellers if the
market rules are not carefully structured.
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The potential impact of these threats (in terms of inefficiently high prices) needs to be
assessed by the Government. The AIGN recommends that the AGO develop a
discussion paper that addresses the issues of interaction with an international trading
system and the potential costs to Australia if the international system is flawed.  The
methodology for assessment might also include thorough evaluation of existing
commodity markets to identify analogous circumstances where markets have been
manipulated, and "laboratory" testing of proposed market rules before they are finalised
by the Protocol, or in the design of a national system.  The AIGN suggests using this
experimental economics approach rather than a less comprehensive national pilot
scheme that would impose costs on a limited range of participants.  The laboratory
testing could simulate a range of conditions and behaviours in a fully specified national
system integrated with several plausible international systems.  The “laboratory” testing
and/or other assessment processes should be combined with evaluation using
economic models such as ABARE’s GTEM and AUSTEM.  (See Attachment 3 for an
example of such an approach.)

Hence, for strategic reasons, Australian Commonwealth, State and Territory
governments must continue to treat national emissions trading as worthy of
consideration, but not worthy of being adopted unilaterally, pending the results
of the international negotiations and Australia’s treaty review process. 

Further consideration is needed
Australian industry supports the Commonwealth Government’s phased approach to
examining the technical issues, and welcomes the opportunity to provide comment in
response to the series of discussion papers.  However, rather than set rigid discussion
frameworks and timetables, sufficient time and resources must be provided to ensure
the issues, options and implications are fully examined.  In this regard, the AIGN
recommends the early publication of a discussion paper that would address strategic
considerations in a way that enhances public understanding.  Also, some issues will
clearly need to be revisited, including thorough follow-up discussion papers where
necessary, once there has been fuller consideration of various elements of the
emissions trading models and the issues raised in submissions.

The remainder of this submission focuses on the specific issues raised in the Paper,
and the ordering follows the structure of the Paper.  Section B comments on issues
concerning the framework for emissions trading (Chapter 3), with particular emphasis
on the Principles outlined in the Chapter.  Section C comments on the coverage of
greenhouse gases and sources (Chapter 4) and Section D comments on indirect
approaches within a trading system (Chapter 5).

B.  Framework for Emissions Trading 
This section comments on the issues in Chapter 3 of the Paper.  

This Chapter proposes some Principles for a national emissions trading system.  It also
addresses, to a limited extent, a number of important issues, including credit for early
action, the treatment of sinks, options for allocation of permits, and
monitoring/verification mechanisms, which will be examined in detail in later discussion
papers.  As these issues will be the subject of comment from industry at that stage, they
are not dealt with in any detail in this submission, although some are touched upon.

Despite introducing two different concepts for an emissions trading system early in the
Paper (baseline and credit, and cap and trade), it is disappointing that the notion of an
emissions trading system based on credits (except for the idea of credits related to
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sinks) seems to have been written off without any real analysis of the pros and cons of
the two basic approaches. The AIGN does not feel that a sufficiently rigorous analysis
of the relative merits of both models has been carried out in the Australian national
context (certainly not in a public forum) to enable a selection of one over the other.
Both options should be kept on the table until all aspects of both approaches have been
evaluated and there is a clear preference for one approach over the other, or for a
combination of both approaches.

The AIGN notes the Paper's assertion that it is in Australia's interests for emitters to
take early action to abate emissions, and welcomes the AGO’s view that this should be
recognised in an emissions trading system.  The AIGN is concerned that those who
take early action are not disadvantaged by any future policy action by governments,
and looks forward to further consultation on this important issue.

PRINCIPLES

Australian industry welcomes the effort to articulate a clear set of design principles that
would set a framework for a national system.  However, in view of the limited
consideration of the underlying issues in the Paper, the AIGN believes that there needs
to be more in-depth consideration of the major policy and strategic issues that are
central to the design of an effective and efficient emissions trading system.  The AIGN
is also concerned that problems may arise in the application of each of these principles.
Specific comments on the principles and their application are provided below.  

Any national system for emissions trading must be:

Principle 1: Developed and operated in the context of an overall policy strategy
aimed at enabling Australia to achieve compliance with any international
greenhouse undertaking, including the Kyoto Protocol, ratified by Australia;

The principle rightly highlights the need for emissions trading to be set in an overall
greenhouse response strategy.  However, this should not mean that emissions trading,
if implemented, becomes yet another intervention which is simply added onto the
existing numerous policies and measures already in place to affect emission levels.  For
industry, and for the economy, this is the worst possible outcome.  The failure of the
Paper to canvass issues associated with the relationships between an emissions
trading system and other policy instruments is a serious omission — worse, as noted in
our introduction, the AGO appears to assume all other policy instruments will remain in
place.  

The AIGN has the view that if emissions trading were to be introduced, other narrowly-
focused policies and measures that apply to the same sectors/emissions/sinks as
emissions trading should be abolished.  For those few sectors/emissions/sinks not
within emissions trading, measures with equivalent cost and impact should be designed
and implemented.  AIGN recommends that the AGO prepare a discussion paper (or
papers) identifying the policy options and measures that could apply to
sectors/emissions that might not be covered by emissions trading.

Principle 2: Implemented in the least cost way to the national economy and with
the aim of maintaining international competitiveness;

When determining the costs of implementing a national emissions trading system, the
direct and indirect costs of any consequent reduction in international competitiveness
and national investment should be addressed.  Hence, Principle 2 should be amended
by replacing the phrase “and with the aim of maintaining international competitiveness”



AIGN Submission to the Australian Greenhouse Office, May 1999 9

with “, allow for economic growth and investment certainty, and ensure that international
competitiveness is maintained”. The principle would then more accurately represent the
Commonwealth Government’s publicly stated position, as expressed on many
occasions.  (See Attachment 2 for some specific examples.)

Given the recognition, in this principle, of the need to maintain international
competitiveness, it is surprising that this Paper does not canvass issues relating to the
scope of the system in terms of exports and imports.  The introduction of a national
emissions trading system will have immediate and significant effects on the traded
goods sector, particularly the energy-intensive export and import-competing industries
that are critical to Australia’s overall balance of payments and standard of living.  

Most of Australia’s main competitors in energy and energy-intensive
commodities/products markets (both export and domestic) are non-Annex 1 countries.
If these countries do not become part of the community of nations taking mandatory
emission abatement action, Australian industry will be at a cost disadvantage relative to
its non-Annex 1 competitors.   If Australia acted unilaterally in introducing a national
emissions trading system, this relative disadvantage would be extended to include a
number of Annex 1 countries.  In commodity and energy intensive product markets,
even small price differentials can have major effects on demand and how that demand
is met.  

These traded goods sectors are central to Australia’s national interest and this principle
will need to be given high priority as the consideration of all aspects of national
emissions trading proceeds, to ensure that there are no unintended or unexpected
consequences.  Further detailed analysis - building on existing work by ABARE and
others - is therefore required to evaluate the economic costs of a national emissions
trading system.  This analysis needs to include the impacts and strategies for their
minimisation taking account of effects on: trade, investment, jobs, international (export
and import-competing) competitiveness of Australian industry, regions, and particular
industries.

Principle 3: Implemented in a way that distributed the cost burden of the Kyoto
Protocol, and any future greenhouse commitments, equitably and in the national
interest, across the community;

This principle is supported and proposals for its effective implementation will be key to
industry acceptance of any emissions trading system.  The full range of equity issues
need to be brought together in the discussion, rather than addressed piecemeal as at
present, with complex individual solutions.  In addition, clear guidelines need to be
developed on how this principle might be applied, particularly how the national interest
will be determined and applied.

In the context of this Paper, the equity of an emissions trading system will be influenced
by:

� the extent of coverage of emissions trading versus the measures to be applied to
those sectors/emissions not covered by emissions trading;

� the total cost of emissions trading, being not just the transaction costs which are the
focus of this Paper but also the economic burden imposed, irrespective of
transaction costs;

� the decision on the point at which acquittal will take place (which can alter the
degree to which those required to acquit must absorb the additional costs of
industry or might pass those costs on to others in the community);
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� the final distribution of the costs, not just on a sectoral basis but on a regional basis,
and consideration of how the community might address inequities; and

� the interaction between emissions trading and existing contractual/commercial
relationships, especially if some of the parties are located wholly or partially outside
of Australia.

 
 None of these issues are raised in the Paper and will need to be addressed in
subsequent papers.  
 
 The principle is also particularly relevant to the issues to be addressed in the second
discussion paper.  These issues include the recognition of existing rights, credits for
early action, encouragement of new investment, and allocation of the cost burden of the
Protocol.
 
 Principle 4: Compatible with an international emissions trading system so that
trade can occur across and within national boundaries; 
 
Adhering to this principle is necessary but poses some awkward questions.  

If a national system design is finalised ahead of an international one, significant
adjustment may later be required to make the national system fit with the international
framework.  Adjustment of this kind adds to the sovereign risk associated with planned
abatement activity.  On the other hand, waiting until an international system is agreed
will also lead to uncertainty.  Such a delay may also force Australia to be more reliant
on alternative, less efficient policies and measures if it is demonstrated that such action
is in the national interest (including not damaging Australia’s competitiveness).

The AIGN notes there are several references in the Paper that assert unequivocally that
international trading will be beneficial to Australia. While it is clear that the combination
of international trading, JI and CDM represents the best avenue for reducing the
economic impact of the Protocol’s individual country commitments, it is also clear there
are political forces working to frustrate the design and implementation of an
international system which would deliver best economic outcomes.

In the introduction of this submission, the AIGN recommended that a separate paper on
this issue needs to be developed to assess the potential costs of an inefficient
international system impacting on a national system where Australia is a price taker for
emission permits and credits.

Principle 5: Implemented at the most opportune time and assist in managing the
risks and uncertainties facing Australia associated with the need to achieve
compliance with its international commitments as they continue to evolve;
 
The principle deals with the timing of implementing (as distinct from finalising the design
of) a national trading system.  It should be recognised that it is not only the timing of
system implementation which is important to reducing the economic cost of the trading
system, but also the timing of the requirements imposed on individual companies to
take abatement action.  It is important that the design of the implementation of the
scheme does not force companies to undertake emission reduction activities at a time
that is less than economically efficient for those companies (even though they must
ultimately carry out such activities in time for Australia to meet its international
commitments).  In order to entrench this concept in Principle 5, it is suggested that the
words “and allow for abatement action to be taken” be inserted after the word
“implemented” in the first line.
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In addition, when considering the most appropriate time to implement a national
emissions trading system in Australia, it is important to recognise that if a system were
implemented in Australia before national systems are implemented within its competitor
countries, whether developed or developing, Australian competitiveness and investment
would be likely to be unnecessarily and significantly reduced.  Further, if an Australian
national system were implemented before the rules for an international system have
been finalised, this would create additional (beyond that associated with finalisation of
the design) uncertainty and costs on Australian industry.

These brief comments illustrate that the issues around if, and when, to proceed with a
system are strategically important to both Government and industry and should be
canvassed in a structured way.  The AIGN is of the view that these issues should be
initially addressed after completion of submissions on the issues in the planned papers
(and other papers recommended by the AIGN) and after COP6, late in the year 2000.
Such a process could serve the useful purpose of pulling together the information and
insights gained from consideration of the papers and combine these with the status of
the international negotiations after COP6.  COP6 could be a major milestone because
of the aim to make decisions on the flexibility mechanisms and sinks, although it is
recognised that all of the information necessary for the design of a possible national
system compatible with an potential international system may not be available at that
time.

 Principle 6: Introduced in a way that facilitates adjustment within the economy
necessary to achieve compliance with the Kyoto Protocol, and that recognises
the dynamic nature of economic change and investment opportunities;
 
 The key issues raised by this principle include fully understanding what Australia's
commitments might be under the Protocol (see Attachment 2), determining the optimum
timing of the introduction of a national trading scheme and understanding the
implications of different allocation mechanisms within the trading scheme. This principle
and the second principle require resolution of a range of strategic issues to ensure
Australia’s international competitiveness (for both export and import competing energy
intensive industries) is maintained. 
 
 The AIGN would expect these issues to be addressed comprehensively in the second
paper and in the strategic paper we have suggested. 
 
 Principle 7: As comprehensive as possible, aiming to cover all greenhouse gases
from all sources in all sectors and to incorporate carbon sinks, but adaptable in
order to accommodate new technologies and investments, and changes in
international agreements; 
 
 This principle recognises the need for comprehensiveness of the trading system and for
adaptability to allow for certain circumstances, such as new technologies and
investments.  However, if some additional incentive or concession is envisaged for new
high cost technology or for new investment, this needs to be explicit from the start so
that industry fully understands what costs and/or constraints might be imposed on
current activities, for example to create a pool of permits/credits for use as concessions.
 
 The requirement to accommodate changes in international agreements needs further
clarification to limit its application to issues relating to increasing comprehensiveness.
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 Principle 8: Designed to minimise costs through minimising prescriptive
regulation, maximising flexibility for participants and maximising private sector
involvement in the operation of the system;
 
 Not only should any national trading system be designed to minimise government
sector administrative costs, it must also be designed to minimise private sector
administrative and other costs (see the final bullet point on page 8 of the Paper).
 
 Principle 9: Open to all legal entities.
 
The AIGN supports this principle and suggests that it should be reworded to encourage
the widest possible participation of legal entities to increase the comprehensiveness
and effectiveness of the system. The suggested reworded principle is:
 
 “9. Open to and encouraging of participation of all legal entities.”
 

 C.  Coverage of Greenhouse Gases and Emission Sources and Sinks
 This section comments on issues raised in Chapter 4 of the Paper.   
 
 The AIGN endorses Principle No. 7 in the Paper, which states that an emissions trading
system should be as comprehensive as possible, aiming to cover all greenhouse gases
from all sources and to incorporate sinks.  This Principle is central to the potential
effectiveness and equity of emissions trading, and any system must be designed in a
way that maximises participation.  While the initial participation may not be fully
comprehensive, alternative and equivalent incentives and obligations must be
established at the same time to avoid the economic and equity distortions due to limited
comprehensiveness.
 
 While this is a starting point, clearly it is the case that the diversity and sheer number of
emission sources may make this initially costly to achieve, and there will be a need for a
dynamic balance between comprehensiveness and the need to minimise transaction
costs.
 
 However, in balancing these conflicting objectives there are several reasons why it will
be very important not to give excessive weight to the need to limit administrative costs
and to err toward more partial coverage.  
 
 First, administrative costs are visible and concentrated, whereas the costs associated
with limiting the comprehensiveness of the system are potentially very large but less
visible and unevenly distributed throughout the economy.  In any reasonable system,
administrative costs are likely to be lower than the other transactions costs and lower
than the economic costs.
 
 Second, while the administrative costs of including agriculture and smaller
manufacturing may be relatively large, these may be more than offset by opportunities
for relatively low cost emissions reductions that might be achieved in these smaller
enterprises.  
 
 Hence the system must be designed in a way that encourages the participation of these
sectors.  Further original research is required on the pattern of abatement costs across
the economy to guide decisions about how to ensure the comprehensiveness of the
system is rapidly extended.  There is merit in a formal Government-funded research
program in this area because the partial analysis data presented, and the Tables 4.2
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and 4.3, are inadequate, misleading and fail to build on the experience with
Greenhouse Challenge.
 
 Third, innovation in measurement techniques could substantially reduce administrative
costs.  Just as the introduction of e-tags may greatly expand the potential for toll roads
through establishing an efficient measurement system, the potential for innovation in
carbon measurement should be captured in a way that eliminates the need to make
decisions about excluding smaller enterprises.  There is also scope for innovation in the
form of third parties acting as agents to aggregate small and/or dispersed sources and
sinks.  Innovative systems using self-assessment subject to audit, may provide an
approach that can generate substantial increases in coverage and disaggregation of
sources and sinks.
 
 More analysis and research is needed on the issue of measurement techniques.  The
Paper does not seem to draw on, or attempt to, build on the Greenhouse Challenge
experiences in this area, or to fully assess the use of proxy/surrogate measurements.
In many industries, inputs and outputs are measured extremely accurately for buying
and selling of goods and services.  These transactions generally occur at arms length,
using meters and devices monitored and tested under legislated systems.  In-house
process controls also offer other potential proxy measurements. On the other hand,
experience with direct continuous monitoring devices suggests that the level of
accuracy/reliability maybe lower than these proxies, the costs of installation of
additional devices will be high, and there are significant risks of interference with
process operations.  Considerable work in this area is also underway in the
implementation of the National Pollutant Inventory and may offer some useful insights
into the measurement issue and proxy monitoring arrangements.
 
 Fourth, exclusion does not necessarily reduce transactions costs and is likely to
increase economic cost.  Equivalent command and control measures will need to be
designed and applied to those emitters not covered by emissions trading to meet the
equity principle.  These measures will be costly to all parties.
 

 D.  Indirect Approaches Within a National Emissions Trading System
 This Section comments on issues raised in Chapter 5 of the Paper.  
 
 A discussion on point of acquittal cannot sensibly be held in isolation from a discussion
about allocation.  This is because the interaction between the point of acquittal and the
point of allocation is crucial to determining where the ultimate cost of emissions trading
might lie in the community.  Hence, on the principle of equity, it is not possible to fully
assess the merits of upstream versus downstream acquittal without addressing the
options for allocation.  As the options for allocation are not discussed in this Paper, the
following comments are necessarily only a partial response to the issues raised.
 
The Paper canvasses the issue of whether acquittal should be targeted at the point of
emission or at some other point.  In doing so, the AIGN is concerned that there is a
tendency to lean toward ‘upstream’ solutions with reduction in administrative costs as
the driving force.  Such a bias forgoes opportunities (in a downstream approach) to
capitalise on market liquidity, innovation benefits, and directness of incentives upon
those in a position to influence emissions.  Significantly more effort is needed to
investigate options for capturing the point of emission and to maximise the extent to
which the system can evolve towards this ideal.
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 In addition, the Paper appears to imply that the application of rules relating to emissions
associated with internationally traded goods may be different under an upstream or
downstream approach.  Such a variation may not to be consistent with rules already
established under the National Greenhouse Gas Inventory (NGGI) or proposed in the
Kyoto Protocol. There would also be concern if some goods (whether imported or
exported) were treated differently from others under an emissions trading system. The
issue of opportunities to pass on costs of an emissions trading system to ultimate end
users also needs further consideration, particularly where demand/supply is inelastic or
where other competitive forces limit cost recovery options.  Where there are limited
opportunities for cost recovery, unintended outcomes may flow from an emissions
trading system as participants implement their own innovative strategies for cost
recovery.
 
 The basis for various comments, (that lend support to the arguments for an ‘upstream’
approach) in the text and Tables in this Chapter (and Table 4.3 in Chapter 4) about
specific sectors and industries, is far from clear.  Some of the data is presented in a
way that is confusing, and needs to be clarified through discussions with the relevant
industry associations/companies.  For example, in Table 4.3, the problem that is noted
with respect to the number of locations classified to the aluminium smelting industry
applies to many of the other entries, making the data unsuitable for considering the
upstream/downstream issue.  Also, the presentation of the percentage of emissions
from various sectors/classes is significantly skewed by offsetting agricultural emission
with forest sinks (most of which won’t meet the “since 1990” criteria) and ignoring the
land clearing emissions.
 
 The assumptions about the difficulties associated with measurement, verification and
exemptions/credits for correction of measurements do not take adequate account of
what has already been learnt for experience with the NGGI, the Greenhouse Challenge,
other government programs, or industry experience.  Further work in this area should
remove much of the confusion and complexity in Chapters 4 and 5, in a way that
highlights the main elements for consideration.  
 
 In Chapter 5 the Paper also canvasses mechanisms for building flexibility into an
emissions trading system.  Any system needs to be sufficiently flexible and adaptive to
maximise efficiency and minimise costs.  However, this needs to be balanced with the
need for there to be sufficient certainty in the trading system to minimise sovereign risk.
The proposal to allow voluntary participation by emitters would appear to raise the
prospect of parties entering and exiting the system opportunistically, creating a more
volatile pattern of permit supply/demand - and hence price - in the market. As pointed
out in the Paper, voluntary participation cannot be considered in isolation from
decisions on allocation, acquittal, and the alternative obligations and opportunities.
 
 In conclusion, there is a need for further consideration of the upstream/downstream
issues beyond what is presented in this Paper.  Industry would welcome an opportunity
to work through these issues in detail.
 
 
 Contact:
 
 Mr John Eyles
 Executive Director
 Australian Industry Greenhouse Network
 ph: 03 9270 6319
 fax: 03 9270 6366
 email: johneyles@compuserve.co
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 Australia’s obligations if the Kyoto Protocol comes into force and if Australia
ratifies it.

 The frequent and simplified statement: “to limit or cap emissions to 108% of the 1990
emissions” is not accurate or complete. It implies an obligation that has a very high
probability of being more onerous and threatening to Australia’s national interest than the
actual obligation.
 
 Australia’s (and other Annex 1 countries) actual emissions limitation obligation would be as
defined in Article 3 of the Protocol.
 
 The Parties included in Annex I shall, individually or jointly, ensure that their aggregate
anthropogenic carbon dioxide equivalent emissions of the greenhouse gases listed in Annex
A do not exceed their assigned amounts, calculated pursuant to their quantified emission
limitation and reduction commitments inscribed in Annex B and in accordance with the
provisions of this Article, with a view to reducing their overall emissions of such gases by
at least 5 per cent below 1990 levels in the commitment period 2008 to 2012. 
 
 Hence, the obligation to limit their aggregate emissions is shared by the Annex 1 Parties. All
relevant provisions of Article 3 and Annex B have to be taken into account to determine what
the obligation would be for an individual Annex 1 Party. These include:
� Paragraph 7 applies the Annex B percentage to the 1990 emissions (including emissions

from LUC if applicable) to give a paragraph 7 (or initial) assigned amount.
� Paragraph 3 and potentially paragraph 4 adds to the paragraph 7 (or initial) assigned

amount an amount equal to the net sequestration in LUC&F sinks.
� Paragraph 12 adds to the paragraph 7 (or initial) assigned amount any certified

emissions reductions acquired from CDM (Article 12) projects.
� Paragraphs 10 and 11 adds to or subtracts from the paragraph 7 (or initial) assigned

amount the acquired or transferred assigned amounts arising from JI or ET (Articles 6
and 17).

The Protocol also has provisions under Article 4 for a group of Annex 1 Parties to effectively
transfer portions of their initial allocations between Parties without changing their aggregate
initial assigned amount.  

This analysis shows that the Protocol would not establish an absolute or fixed emissions limit
for any individual Annex 1 Party when all the provisions are taken into account. The
consequences of this are easiest to consider in an emissions trading context.  The Kyoto
Protocol would constrain1 the number of emissions permits/credits that the Australian
Government could issue for the first commitment period.  The Government’s authority to
issue permits/credits equals the initial assigned amount for Australia (108% of the 1990
emissions including land clearing) plus credits for net sinks in the LUC&F sector (once the
rules have been finalised).   Emissions above the level covered by the permits/credits that
the Australian Government can issue would need to be covered by trading/acquiring
permits/credits first issued by some other Annex 1 Government (based on their initial
assigned amount plus their net sinks) or by credits issued under the CDM for projects in a
Non-Annex 1 country.   

The need for full use/operation of all the provisions of the Kyoto Protocol has been reinforced
by the results from a number of economic models2 of the Protocol’s provisions.  These
models all indicate that unilateral action to meet the initial (or paragraph 3.7) assigned

                                                     
1 However inclusion of net sinks means that the constraint is not an absolute limit.
2 ABARE’s GTEM, McKibbin/Wilcoxen’s G-Cubed and all nine models in a recent study by the Stanford Energy
Modelling Forum where Australia was grouped with Canada and New Zealand.
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amount would be more than twice as costly for Australia as would be the case with
effective operation of all the provisions of the Protocol. 
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The Government position on Australian industry’s competitive
advantage has been well established:

1. The Prime Minister
 
 STATEMENT TO PARLIAMENT, NOVEMBER 1997
 SAFEGUARDING THE FUTURE: AUSTRALIA'S RESPONSE TO CLIMATE CHANGE
 
 “Since its election the Government has addressed the critical issue of global warming in a
way that effectively promotes Australia's national interests.
 
 Those interests lie both in protecting Australian jobs and Australian industry whilst ensuring
that Australia plays her part in the world wide effort needed to reduce greenhouse gas
emissions.”
 
 “We have also made it plain that we are not prepared to see Australian jobs sacrificed and
efficient Australian industries, particularly in the resources sector, robbed of their hard-
earned, competitive advantage.”
 
 “We have an obligation to defend and protect Australian interests, Australian jobs and
Australian industry.”
 
 

2. Senator the Hon Robert Hill, Minister for the Environment and
Heritage 

 
 PRESS RELEASE: “KYOTO AGREEMENT A WIN FOR THE ENVIRONMENT“, 11
DECEMBER 1997
 
 "The Kyoto Protocol protects Australia's export competitiveness and employment prospects
in Australia's substantial mineral processing and energy export industries," he said. "The
agreement to establish a greenhouse gas emissions trading regime will be an essential
component of this."
 

3. The Hon Chris Miles, Parliamentary Secretary (Cabinet) to the
Prime Minister

 
 LETTER ON BEHALF OF THE PRIME MINISTER TO TONY BECK, EXECUTIVE
DIRECTOR AIGN,
22 DECEMBER 1997
 
 “Australia’s target of an increase in emissions of 8 per cent above 1990 levels in the period
2008 to 2012 recognises our particular national circumstances.  It means that employment
growth, the competitiveness of Australian industry and investment are not jeopardised.”
 

4. The Hon Alexander Downer, MP, Minister for Foreign Affairs, 
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 SPEECH TO THE ABARE INTERNATIONAL CONFERENCE ON GREENHOUSE GAS
EMISSIONS TRADING, SYDNEY, 21 MAY 1998
 
 “We made it clear at Kyoto and we will continue to make it clear to our negotiating partners -
Australia will not accept any outcome that seeks to disadvantage us simply because we are
a competitive, highly-efficient producer of energy-intensive goods. Of course we must be
allowed to continue doing what we do well. The global environment will be no better off if
second-rate producers, using second-rate technology are able to appropriate our legitimate
production activities. Such an approach is wrong-headed. Such an outcome would be
wasteful and costly.”
 

5. The Hon Tim Fischer, Deputy Prime Minister, Minister for Trade 
 
 SPEECH TO THE MINERALS COUNCIL OF AUSTRALIA ANNUAL DINNER, CANBERRA,
27 MAY 1998
 
 “There is a perception I think that we have been environmentally irresponsible because of the
line we took on the Kyoto Protocol. Having just returned from Europe, let me put the record
straight on that issue.
 
 In my view, we fought for a good agreement, one which delivered an environmental outcome
in a responsible and equitable way. The outcome reflected our concerns not to compromise
Australia's competitive mining industries.”

6. Senator the Hon Robert Hill, Minister for the Environment and
Heritage, 

 
 LETTER TO DAVID BUCKINGHAM EXECUTIVE DIRECTOR BCA, 27 JULY 1998
 
 “I do not share your understanding that the benchmark of maintaining international
competitiveness has been “diluted” to a least cost approach.  The stress on least cost
approach in meeting Australia’s obligations must be seen in the context of the achievement
in Kyoto of an agreement which fundamentally protects Australia’s competitiveness.”
 

7. Senator the Hon Robert Hill

 Minister for the Environment and Heritage

 Senator the Hon Nick Minchin

 Minister for Industry, Science and Resources 
 
 PRESS RELEASE: “NEW BLUEPRINT FOR GREENHOUSE ACTION”,  26 NOVEMBER
1998
 
 "The new National Greenhouse Strategy will allow industry to build on that constructive role
while not threatening Australia's international competitiveness. 
 
 "Industry will be able to continue to compete in international markets, creating wealth and
jobs for Australia, while being a part of our national response to this challenge."
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8. National Greenhouse Strategy 1998

FOREWORD:

“Implementation of the Strategy will forge major reductions in Australia’s projected emissions
growth, consistent with meeting our international commitments. The Strategy demonstrates
the commitment of governments to ensure that Australia carries its fair share of the burden in
world-wide efforts to combat global climate change, while recognising that our national
interest lies in protecting jobs and maintaining the competitiveness of Australian
industry.”
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An example of an experimental economics proposal:

Now is the Time to Use the Lab to Guide the Design of Carbon Emission Trading

Jason Shogren, a professor at the University of Wyoming, explains that lab experiments can
explore the effects of imperfect information, multi-gas trading, links between national and
international markets, and other factors affecting the market.

By Jason F. Shogren
Stroock Distinguished Professor of
Natural Resource Conservation and Management
University of Wyoming

FRIDAY, APRIL 16, 1999 -- The Kyoto Protocol would commit the United States to significant
reductions in emissions of greenhouse gases. Given the perceived success of acid rain
emission trading, President Clinton is pushing for a broad-based national and international
system of trading greenhouse gas emissions. Long a U.S. position, idealized emissions
trading could substantially reduce the cost of carbon reduction—perhaps halving the costs of
meeting an emissions target.

Although disagreements about emission trading nearly split the Kyoto meetings, the resulting
protocol does allow for trading among the nations to fulfill their commitments (Article 16). An
emission-trading program provides greater flexibility to a nation to achieve its target. The
national government can issue to the private sector "greenhouse gas emission permits" that
equal the target set by the protocol. The permits can then be freely bought and sold between
firms. It is left unclear whether firms can trade without restrictions across borders. The
trading price forces sources to reduce greenhouse gas emissions so long as the price
exceeds the incremental cost of emissions reduction. This would stimulate the economy to
improve energy efficiency, use less carbon-intensive fuels, and consume less of the goods
and services produced in carbon-intensive ways. 

But the protocol left the specific rules and regulations about international emissions trading to
be defined at a future date. Although trading has the potential to generate low-cost emissions
reductions for developed countries and tangible benefits to the host country, transaction
costs limit their scope. Transaction costs are the time, effort, and other resources needed to
search out, negotiate, consummate, and get governmental approvals for heterogeneous
deals. How the rules are eventually defined will determine the friction in these flexibility tools.
The promoters of emission trading still need to define and pre-test the institutional,
administrative, and financial arrangements, the guidelines on the criteria for eligibility and
certification, and verification and monitoring of emission reductions.

What is curious about carbon emissions trading, however, is that its biggest supporters have
been environmental NGOs, not economists. The environmental community prefers emissions
trading over carbon taxes because the quantity of carbon flowing into the atmosphere is
fixed, thereby shifting risk to the economy in the form of price uncertainty. But many
economists have questioned the feasibility of carbon trading because the international
market is likely to be thin as most nations have indicated inaudible interest in the system, and
the costs of monitoring and enforcing the system are likely to be high. Defining the rules for
flexibility incentive systems is wide-open, and experimental economists could play an
important role in reducing the associated uncertainty. Numerous questions persist about the
nature of emission trading—how well it would work, how much efficiency can be gained with
banking and borrowing, and so on. 
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Now is the time to use the laboratory of experimental economics to help guide the design of
emission trading. If a proposed scheme is worth pursuing, the lab is well-suited to address
the details. Exploring the interaction of institutions and behaviour has been the purpose of
the economics lab for nearly four decades. By choosing what phenomena to explore,
institution to evaluate, theory to test, response to measure, a policymaker can construct the
environment and rules of exchange that create incentives and thus affect behavior. A failure
to meet expectations of institutional efficiency and rational behavior will trigger more
experiments to better understand what design features created the unintended but influential
signals that undermine efficiency. 

A testbed carbon emission trading system designed in laboratory markets can evaluate the
institutional factors that will influence the effectiveness of carbon trading. Experimentalists
can consider how flexibility in trading, imperfect information, multi-gas trading, links between
national and international trading, and other factors affect the potential efficiency of trading. A
serious effort is vital to understand what aspects of emission trading can reduce the costs of
climate change policy. The effort should first design and parameterize a market that reflects
the costs and productivity of the countries or regions expected to participate in a emission
trading initiative as suggested in the Kyoto Protocol. Researchers can then use the
parameters of the nations to design World Wide Web market experiments; to testbed various
trading proposals that have been described to meet the Kyoto Protocol objectives using the
market parameterization; to evaluate the robustness of emission trading market institutions to
market friction—impediments to efficient, cost-minimizing market outcomes---and to evaluate
how the scope of the market affects market performance.

Given these potential impediments, the lab can be used to explore how an emission trading
system might draw in new buyers and sellers, or how a trade might be self-enforcing given
different penalty schemes. The lab is well-suited to find alternative exchange institutions that
would increase the ability to buy and sell the low-cost carbon emission reductions from
around the globe. Researchers can examine what conditions are necessary to create and
evaluate the performance of either a national or international emission trading system or
both. The lab provides the control, repetition, and feedback needed to understand the
behavioral underpinnings of a tradable carbon emission program. By supplying information
on the behavioral links between incentives, preferences, beliefs and choice, experiments can
be used to explore the nature of behavior in alternative institutions, complementing both field
and simulation data. The lab can be used to test the specific predictions of alternative
stylized models, and as a testbed to measure the performance of a new institution with many
uncertainties. 

Other Laboratory Experiments

For example, the efficiency of emission trading can be enhanced by providing so-called
"when" flexibility—firms can bank and borrow emission permits by either carrying permits
forward to or drawing permits from a future compliance period. Using a series of testbed
double auction experiments, Rob Godby and his colleagues have shown that banking had
strong positive impacts on the efficiency of the emissions market. Two reasons drive this
finding: firms can mitigate the distortion caused by an initial allocation of permits that is sub-
optimal over time; and firms planning to bank some permits have less incentive to hoard
additional permits as a hedge against bad states of nature. They have also shown that the
introduction of a future market will increase efficiency. The question remains as to how
robust these results are with imperfect enforcement. 

Other aspects of global climate change policy such as bargaining protocols or public good
provision can be better understood by turning to the lab. Since climate change is a public
good—non-rival and non-exclusive in consumption—received theory says people will free-
ride off the emission reductions of others, and thus new rules will be needed. Public good
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provision remains an active area of experimental research. Evidence from the lab reveals
that neither complete self-interest nor cooperation dominates behavior. The evidence also
reveals that the environment and institutional rules such as marginal payoffs, group size, and
communication can be manipulated to get more cooperative behavior. Extensions of the
basic lab design could address the details on how to maintain cooperation in the face of
environmental uncertainty.

Tim Cason’s lab work on Acid Rain emission trading revealed a fundamental flaw in the
original design of the Environmental Protection Agency’s permits auction. And while the EPA
should be given credit for accepting an idea floating around since Thomas Crocker first
suggested tradable permits in 1966, the lab results showed the efficiency of the auction could
be improved by changing how permits were allocated. Originally, buyers and sellers
submitted bids and offers for emission permits, and the EPA set the market price
discriminatively off the demand curve by first matching the seller with the lowest offer to the
buyer with the highest bid. The matching then continued with the second lowest offer to the
second highest bid, and so on, until the equilibrium quantity is reached. Rational sellers
should see quickly through this auction, and begin capturing rents by understating their true
offer so they would be matched with a high bidder.

The lab results confirmed this intuition—sellers undercut each other to get into the high end
of the market. The end result was an inefficient auction. The lessons learned in the lab can
prove profitable. But these lessons should be available before the regulatory tool is already in
place, and resources are wasted due to inefficient design features. This is especially true for
global climate change policy—an environmental question mark that dwarfs acid rain in scope
and impact.

Regulators might still complain that climate change policy is too complex to be captured
adequately in the lab. But complexity is not an argument against the lab. Rather, it argues for
a research program that gradually increases complexity to isolate and control the factors that
reduce the effectiveness of emissions trading. The lab can assist the best guesses guiding
environmental policy. By identifying how such complexities as trust, cooperation, transaction
costs, strategic behavior, risk reduction mechanisms, and information affect behavior, the lab
provides the testbed for new institutions before they are promoted at a grander scale. Big
questions do not always need big science. And while one must always be wary of
extrapolating the specific to the general, it might be advisable for regulators to test out their
latest rules in the lab prior to experimenting with society. This could save us all a lot of
money.
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Summary
The Australian Industry Greenhouse Network (AIGN) supports a considered approach to
examining the technical issues involved in a national emissions trading (NET) system through
the Australian Greenhouse Office (AGO) discussion paper series.  However, as a consequence
of this approach, the second paper, National Emissions Trading: issuing the permits (Discussion
paper 2), only covers some of the issues that are critically important to designing an Australian
NET system, should such a policy response be required.  The permit allocation issues cannot be
considered in isolation from the issues covered in the other discussion papers or the strategic
national interest issues, including those still being negotiated internationally.  It would be
premature to attempt resolution of many of these issues without more consideration and analysis
of options and results from the continuing international negotiations.

Greenhouse is a global issue requiring global solutions.  Hence the AIGN does not support
early, unilateral implementation of a NET system.  Such a development would have no
observable impact on global emissions but it would have a major negative impact on Australia’s
national interest.  While integration of a NET system with the international flexibility
mechanisms has the potential to minimise the cost of meeting Australia’s Kyoto Protocol
obligation, it does not address the loss of competitiveness relative to non-Annex 1 countries.
This is a key consideration, because the Government’s greenhouse policy, as set out in the
Prime Minister’s November 1997 statement, is to promote the national interest in terms of
employment and industry competitiveness while assuming a fair share of the worldwide burden
to address climate change issue. 

The AIGN is concerned that Discussion paper 2 relies on a number of simplifying assumptions
to remove the uncertainty associated with the actual Protocol regime risk that Australia and
other countries face.  Critically, these simplifications include the assumption that Australia (and
others) will ratify the Kyoto Protocol without any restraint on future emissions from developing
countries.  While these assumptions provide a reasonable starting point for consideration of a
NET system, they should not hinder or bypass consideration of the fundamental national interest
issues that must be addressed before ratification.

The limitations of these assumptions and the possible future international developments indicate
that a great deal more analysis needs to be undertaken over the next few years at a higher level
of sophistication than is currently possible.  Hence, the AIGN believes it is premature to finalise
answers to most of the critical questions about the optimum design of a NET.  Therefore, we
recommend an ongoing process that takes account of changes to relevant circumstances, and
that allows the progressive refinement of the design of a possible NET system.  The AIGN
considers that COP6 will be an important milestone and that this meeting should be followed by
further consultations with stakeholders, and detailed analysis to see if there is sufficient
certainty at that point to make firmer decisions about a NET system and its design.

While it is too early to finalise decisions on a NET system, the AIGN would support early
action by governments which:
� adopts the 'no disadvantage principle' for government measures already in place, and

initiates work to identify what this means in practice for each emitter liable to these
measures;

� decides that before any additional measures that are demonstrated to be in the national
interest are implemented by governments, the implementation plan will include a clear
definition of how the 'no disadvantage principle' will be applied;

� establishes a framework for government policy formulation that is transparent and
predictable; and
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� ensures a free flow of information to the community about the ongoing negotiations of the
Kyoto Protocol to assist everyone make more informed judgements, without government
intervention, about the potential future costs, risks, and implications of abatement and
sequestration action prior to 2008.

While the AIGN believes that considerable further work and progress of international
negotiations is required to resolve the allocation design issues, our current views are that any
NET scheme should be designed in a way that:

1. Minimises sovereign risk.  

 There are two key elements to this.  First, the launch of such a scheme should avoid
undermining, as far as possible, existing contracts.  And equally, it should not undermine
previous commitments by the Government upon which commercial decisions have been
based, such as policy assurances, specific project approvals or agreements made under the
Greenhouse Challenge Program. This is particularly important for companies in the traded
goods sectors (both export and import competing), who generally cannot pass on the extra
costs of participating in a trading scheme.  In this context, it is important to recognise that,
in the absence of emission reduction commitments, non-Annex 1 countries competing for
global investments will not be limiting or appropriating emission rights.  It will also be
important to observe and consider the implications for emission rights of actions and
exemptions in other Annex 1 countries.

 Second, the options for significantly longer permit tenure  (divisible but covering multiple
budget periods) should be seriously investigated.  Frequent re-allocation by government
under all of the proposed systems and with very few permit tenures longer than the end of
the first budget period would be expected to increase uncertainty and costs for industry and
would greatly diminish the economic efficiency of any NET system.  

 Annual auctioning is effectively an uncapped tax, which in conditions of considerable
regime risk will not maximise national welfare.

2. Takes careful account of equity and the national interest in determining allocation of
initial permits

At the least, this would mean taking account of:
� emission baselines for businesses;

� 'no disadvantage' to those that have complied with government schemes to abate
emissions or enhance sinks, imposed on them prior to the NET system;

� expected loss of business value in many sectors and the expected gain in business
value in some sectors;

� loss in returns to labour in many sectors and gains in some others; and, 

� regional impacts.

3. Fully recognises all aspects of ‘sharing the burden’ of the Kyoto Protocol.  

 The AIGN believes the current level of uncertainty about the final nature of the Protocol
and its implementation mechanisms prevent any detailed prejudgement of how the equity
criteria should be defined and met.  Further, AIGN believes the resolution of this definition
of equity will require a complex political process not dissimilar in concept to that which
resulted in the 'equitable' outcome from Kyoto.
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4. Recognises and addresses the potential for market power to be exercised 

In the international context, potential market power is a major issue for Australia in view of
the small size of the Australian market (about 2% of the potential Annex 1 market).  As in
other commodity markets, Australia would be a price taker in an international permit
market.  AIGN suggests that Australia needs to carefully evaluate the risks and implications
of market power in any international trading scheme on a NET system before finalising
design and implementation plans.

Regime risk and uncertainty must be managed and decisions on the design of a NET system will
need to be made in a ‘real world’ and ‘real time’ political and economic framework, as distinct
to a simplified and static conceptual framework.  The AIGN believes there is a great deal of
analysis and debate which will need to take place before the community can be confident that
the optimum design features of a NET system, including the method of allocation, the frequency
of allocation, and the tenure of permits, can be identified and agreed.  Industry is a key
stakeholder and if after a strategic review, a NET system emerges as the preferred way forward,
there will need to be a further process of intense interactive evaluation of all of the design
issues.  These issues include those that have and will be identified in the four discussion papers
and the other strategic issues we have highlighted.
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Introduction
The AIGN welcomes this opportunity to comment on the AGO’s recent paper National
Emissions Trading: issuing the permits (Discussion paper 2).  

Discussion paper 2 covers some of the matters which are of paramount importance to the way
by which Australia might play an internationally responsible role in mitigating the risks
prospective of global warming. The paper raises some important issues about how a NET
system, if needed, should best be designed.  Many of these issues will require a much more
intensive and interactive consideration than can be provided by issuing a discussion paper and
the submission of stakeholder responses.

Also, just as Discussion paper 2 seeks to build on the issues raised in Discussion paper 1, this
submission needs to be considered as an extension of the views set out in the AIGN submission
on Discussion paper 1.  In particular, we wish to highlight that there are major policy and
strategic issues which are only touched on lightly in either Discussion paper 1 or 2, and which
require much more in-depth consideration and public debate.   The results of COP6 negotiations
(and later COPs if all issues are not resolved at COP6) will need to be taken into account in this
further consideration.

Decisions about if, when, and how to implement a NET system clearly hinge on how and when
the major political, scientific, and economic uncertainties are resolved.  Should Australia
introduce a NET system even if other countries, with whom we compete, don’t?  Will deferring
any decisions until the uncertainties are more fully resolved create larger costs in the long term?
Should action be pursued to meet our Kyoto commitments whatever the cost?  How should costs
be shared?

Australian industry is concerned that while there is a process of dialogue on the details of how a
NET system might work, there is little public debate on these more fundamental issues.  A
national public process to examine these issues is critical to protecting and promoting
Australia’s national interest as defined by the Prime Minister on 20 November 1997.  The AIGN
provided views on these issues and on the AGO’s proposed principles in our submission on
Discussion paper 1.   

The AIGN notes that, although we and others suggested changes to the proposed principles for a
possible NET, they have been repeated without any changes in Discussion paper 2.  As we
commented in our previous submission, it would not be prudent to finalise these principles
without a separate, more structured and in-depth consideration of the major policy and strategic
issues that are central to the design of an effective and efficient NET system.  In this regard, the
AIGN recommends the future publication of a discussion paper that would address strategic
considerations in a way that enhances public understanding. 

The status of Australia's commitment at Kyoto remains highly problematic.  Australia
committed itself to a particular course of action at Kyoto, and in particular committed itself to
meeting certain targets set out in the Protocol.  But, like other countries, it did so subject to
satisfactory progress on a range of issues such as international emissions trading, ratification by
a sufficient proportion of Annex B countries, and the meaningful participation of developing
countries.

The AIGN strongly contends that the greenhouse issue is a global one requiring global
solutions.   While integration of a NET system with the international flexibility mechanisms has
the potential to minimise the cost of meeting Australia’s Kyoto Protocol obligation, it does not
address the loss of competitiveness relative to non-Annex 1 countries.  This major national
interest issue must be a key consideration for the continuing international negotiations and any
decision by Australia to ratify the Protocol or to implement a NET system.  
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The AIGN also wishes to highlight the critical but very uncertain nature of the international
framework and flexibility mechanisms.  Article 3 of the Kyoto Protocol and the flexibility
mechanisms are an inseparable part of determining what Australia’s obligation would be if the
Protocol came into force and was ratified by Australia.  As we pointed out in our previous
submission, the 108% is the initial national allocation that will be changed by operation of the
other provisions in Article 3.  Hence, for strategic reasons, Australian Commonwealth, State and
Territory governments must continue to treat a NET system as worthy of consideration, but not
worthy of being adopted unilaterally, pending the results of the international negotiations and
Australia’s treaty review process.

Therefore, AIGN’s contributions to the discussions should not be taken to imply industry
acceptance of the emissions trading proposal.  In view of the substantial political, technical and
scientific uncertainties, emissions trading should neither be adopted unilaterally at this stage,
nor be pre-empted by other policy decisions.  In AIGN's view, detailed design of a possible NET
system will not be possible until all the risks are identified and understood, since the design
features themselves will be important elements in risk mitigation.

Consistent with the AGO’s stated purpose of promoting further discussion, the AIGN is seeking
a response from the AGO, and other interested parties, on the matters raised in this submission.
In particular, we are concerned to ensure that there is an opportunity to fully understand the
AGO’s views on the matters raised and how our submission will be reflected in the future work
of the AGO, including advice to the Ministerial Council, Cabinet, and Council of Australian
Governments, in relation to emissions trading. 

This submission is structured to generally follow the structure of Discussion paper 2.  AIGN
first briefly comments on the background presented in the “introduction” (chapter 1 of
Discussion paper 2) before considering the efficacy of "promoting adjustment to 2008" (chapter
2 of Discussion paper 2).  We next identify some of the key rationale which should drive the
choice of allocation mechanism, and comment on the main options for permit allocation
(chapters 3, 4, 5 in Discussion paper 2).  We conclude with suggested key areas for further
investigation and consultation before governments make any decisions on if, and when,
Australia might adopt additional greenhouse gas abatement programs, including emissions
trading.  

In Attachment 1 the AIGN provides short answers to the questions raised in Discussion paper
2.
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Chapter 1: introduction

Implications of the Kyoto Protocol
The description of the implications of the Kyoto Protocol does not adequately highlight the
significance and relevance to a NET system of the collective nature of the commitments for
Annex B countries and the critical importance of the international flexibility mechanisms or
sinks/land use change issues.  Australia and many other Annex B countries, most importantly,
including the USA have clearly stated that satisfactory resolution of the outstanding concerns
with respect to these issues, is a critical requirement for consideration of ratification.  Hence
there is a need for Australia’s domestic policy responses (including consideration of a NET
system) to be consistent of our negotiating position, while managing the regime risks and
potential disruption if we assume more than what is an appropriate share of the burden at any
point in time. 

Also, any NET system must be capable of fully integrating with the international flexibility
mechanisms to offer the greatest scope to minimise costs.  As Discussion paper 2 notes (p.14), a
number of economic models (including ABARE’s GTEM and McKibbin’s G-Cubed) all
indicate that Australia’s participation in effective and efficient international trading under the
Kyoto Protocol could reduce the economic cost by a factor of 2 or more. 

In our submission on Discussion paper 1, the AIGN supported the need for a “set of principles
for a national emission trading system”, however we highlighted the need for changes and
clarification of the set proposed by the AGO.  The discussion of the potential impacts on trade-
exposed1 industries in Discussion paper 2 reinforces our view that the proposed principles do
not adequately reflect the Government’s policy with respect to industry competitiveness.  The
policy has been stated on many occasions and was most recently reaffirmed by the Prime
Minister in his address to the 47th Federal Council of the Liberal Party on July 4 1999.

                                                     
1 Throughout this submission, the AIGN has taken “trade-exposed” to mean “exposed to either export or
import competition”.
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Key assumptions and the Australian permit market
Box 1.2 sets out some of the key assumptions underlying the discussion and analysis in
Discussion paper 2.  The AIGN believes that there are additional important assumptions which
are implicit in Discussion Paper 2.  Further, although it is important to identify the assumptions
underlying the discussion, it is also important to identify the circumstances which would render
those assumptions invalid, and the resulting impact this would have on the conclusions reached
in the discussion.

Our comments on the explicit and implicit assumptions are set out in Tables 1 and 2
respectively.

Table 1: Explicit assumptions underlying Discussion paper 2

Explicit assumptions: Comments:

� the Australian government
ratifies the Kyoto Protocol;

 This also implies that the Kyoto Protocol will be finalised in
accordance with Australia’s negotiating position on the
outstanding issues (including future commitments for
developing countries).  If it is not, Australia will face a very
difficult ratification decision that could have major
implications for design of a NET system.

 

� a sufficient number of
Annex B countries ratify the
Protocol for it to enter into
force; 

 This masks the significant real world regime risk of an
agreement failure or delayed formal entry into force.  This
may arise from countries not being willing or able to ratify
but could also result in some countries seeking to abide by
some or all of the Protocol requirements.

 

� international emission
constraints become binding
from 2008; and,

 These constraints are assumed to be as currently implied by
our negotiating position.  In reality this is likely to change in
some way as compromises are sought to resolve the
outstanding issues and to ensure that the commitments can be
met at reasonable cost and without extraordinary wealth
transfer between nations.  

 In addition, the international emission constraints that may
become binding from 2008 will be far short of global
coverage.  The prospect of unrestrained international
emissions from all of the non-Annex 1 countries has
profound implications for Australia in particular.

 

� the Australian government
has discretion over the
allocation of emission
allowances assigned to it
under the Protocol.

 We support this view, but note that it underlines the critical
requirement to ensure future negotiations on outstanding
issues don’t produce results that would lead to other
multilateral agreements, such as with the WTO, interfering
with what are normally regarded as our sovereign rights.
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 Table 2: Implicit assumptions underlying Discussion paper 2

 

 Implicit assumptions  Comments

� the unresolved Kyoto
Protocol issues can be
ignored when considering
the design of a NET system;
and, 

 Many aspects critical to how Australia can and should “issue
the permits” remain unresolved.  For example, what follows
the first commitment period is largely unknown: 

� Will there be subsequent commitment periods? 

� Will the second and later period commitments be linked
to the first period’s commitments and if so how? 

� Will borrowing be allowed as well as banking?

 Account also needs to be taken of the features agreed
internationally and those adopted by other major Parties in
their NET systems.

 

� that a NET system is
introduced as part of global
concerted action, so that
companies can pass on costs
even if they are involved in
export or import competing
activities.

 This idealised, globally integrated structure doesn’t reflect
the real world (imperfect) trade and economic linkages with
other possible Annex 1 structures and the ‘rest of the world’.
Hence in the likely situation not all of the participants (which
includes those who will be required to acquit permits; their
suppliers; their customers; their shareholders; the final
consumers; and the Governments of Australia) would be
located within an integrated structure. 

 Discussion paper 2 seems to imply that, at least initially,
allocation will take place in a closed NET system, prior to an
international emissions trading system being established.
AIGN believes it is more appropriate that the default
assumption be that the international trading system sets the
price of permits.

 Therefore, the framework that Discussion paper 2 uses is
only a useful first approximation for considering equity and
efficiency implications of the allocation alternatives.  The
framework is not an adequate basis for more in depth
consideration or finalisation of recommendations.  

 

 When all these assumptions and the possible future changes are considered, it highlights the
need for a great deal more analysis to be undertaken over the next few years at a higher level of
sophistication than is currently possible. The AIGN recommends a risk assessment and risk
management approach based on multiple international and domestic scenarios, to take account
of the real world possibilities. (Some of these risks were identified in our submission on
Discussion paper 1 – see Attachment 2).  Hence, the AIGN believes it is premature to finalise
answers to most of the critical questions about the optimum design of a NET system and
recommends an ongoing process that takes account of changes and that allows the progressive
refinement of the design of a possible NET system.
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 Chapter 2: promoting adjustment to 2008
 This chapter of Discussion paper 2 presents the dilemma facing policy makers and business
alike: in an environment of great uncertainty, what is the least-cost means of navigating this
period and how might it be achieved?  This chapter, in conjunction with the Centre for
International Economics (CIE) report, Early greenhouse action, provides a sound framework for
assessing the strategic issues associated with attempting to answer this question.

 Although the assumptions in Box 1.2 (and the implicit assumptions) make the discussion of
early action simpler by ‘putting to one side’ some of the uncertainty, the AIGN believes that the
uncertainty issue is central to answering this question.  The following uncertainties need to be
taken into account by both the government, when making policy on encouraging early action,
and by companies when making decisions on abatement actions:

� Will the Protocol be ratified by other Annex B countries or will it be effectively
renegotiated, and will that renegotiation involve effectively changing assigned amounts2

and/or a delay in the beginning of the first budget period and/or other elements?

� What ultimate features will be part of the Protocol (borrowing, compliance penalties,
flexibility mechanisms, accounting for landuse change and sinks, future commitment
periods)?

� Will the negotiation of commitments for non-Annex B countries proceed to any conclusion? 

� Will, and under what conditions, Australia be prepared to ratify a Protocol which heralds
economic and social structural change of very significant proportions? (If the Protocol does
imply permit costs as high as the mid range estimate of A$30/tonne CO2-e in the first budget
period, the AIGN suggests that this may be unacceptable to the Australian community); and,

� If the Protocol is ratified, including by Australia, what are the international regime risks that
would influence the domestic measures Australia might take, including the design features
of a NET system?

The AIGN will be making a separate submission on the CIE report that also covers the issues
raised in this chapter of Discussion paper 2.  In summary, the AIGN believes a strong case is
made in the CIE report and Discussion paper 2 for government to allow emitters to choose their
own transition path and that

"Governments can play a role in assisting this transition by leading strategic
thinking on greenhouse issues and promoting transparency in the development
and application of greenhouse policy.” (Discussion paper 2, p.16)

Consistent with this, businesses much prefer to make their own assessments in all the
circumstances — and to take action accordingly — rather than deferring to government to (a)
decide what is best for them, and (b) mandate response actions.

The AIGN accepts that there is a risk that delaying domestic action now may result in lost
opportunities and higher costs in the future.  But the question is: who exactly is exposed to this
risk and why should it not be solely their responsibility for insuring prudently against it?  AIGN
suggests such judgements need to be made by the individuals, businesses and government
operations exposed to the potential costs (or in line to receive potential benefits).  The case for
government to exercise these judgements for businesses — implicit in the August 1998 interim
report of the House of Representatives Standing Committee on Environment, Recreation and the

                                                     
2 For example, the EU ‘concrete ceilings’ proposal would effectively change the assigned amounts of a number of
countries, particularly countries like Russia.
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Arts (HORSCERA) of its Inquiry into the regulatory arrangements for trading in greenhouse gas
emissions — is very weak.  Businesses clearly have much more information about their
individual circumstances than government, and the ability to assess and insure prudently against
these risks means there is little ‘market failure’ justification for direct government intervention. 

However, in order to "eliminate Kyoto Protocol disincentives" (as described in the CIE report),
the AIGN would support early action by governments which:
� adopts the 'no disadvantage principle' for government measures already in place, and

initiates work to identify what this means in practice for each emitter liable to these
measures;

� decides that before any additional measures that are demonstrated to be in the national
interest are implemented by governments, the implementation plan will include a clear
definition of how the 'no disadvantage principle' will be applied;

� ensures a free flow of information to the community about the ongoing negotiations of the
Kyoto Protocol, the criteria Australia will use to determine if and when it might ratify the
Protocol, and the timetable of decision-making related to international and domestic issues

– this will allow everyone to make more informed judgements about the potential
future costs and risks of abatement and sequestration action prior to 2008 without
government intervention;

� resolves as early as possible the rules for land use change and forestry to enable informed
decisions about new sinks;

� establishes a clear policy framework and the decision criteria to be used before any
measures are adopted and implemented (either before or from 2008)

– the current ad hoc approach of announcing policy initiatives increases
uncertainty, thereby increasing the disincentive for firms to take their own optimum
action; and,

� resolves the direct responsibilities of Commonwealth, State and Territory Governments and
implements processes to consider the merits of early action in these areas of direct
government responsibility.

 AIGN supports the view in Discussion paper 2, concluding that there is a need for:

 “…consultative, transparent and consistent policymaking in the greenhouse
area.” (p.20).

 The AIGN agrees with the cautious attitude in Discussion paper 2, in concluding its discussion
on early action on a NET system:

 “The risks associated with moving ahead quickly on the implementation of an
emissions trading system are also apparent.  These include the:

� potential adverse economic and greenhouse implications of pursuing
substantial national abatement in the absence of similar action by other
major trading nations;

� possibility that innovation costs, including research, experimentation and
trial and error, can be very high; and

� possibility that ‘first mover’ advantages will be fleeting because they can
be readily (and cheaply) duplicated by competitors.” (p.21)
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 The AIGN sees little merit in early implementation of a partial NET system or for government
to effectively mandate “voluntary” emissions trading.  As Discussion paper 2 correctly observes
“the search for ‘first mover advantage’ can carry significant risks”.  The AIGN is concerned that
some State Governments appear to be facilitating international forward trading in carbon
forestry sinks without fully accounting for the uncertainties, risks, or implications for Australia's
international negotiating strategies.  The AIGN also observes that various forms of emissions
trading pilots and trials are already emerging. These would be further encouraged by the
government actions that the AIGN has indicated above will reduce the “Kyoto Protocol
disincentives”.   

 However, the Commonwealth Government needs to adopt a prudent and non prejudicial
approach in view of the risks and the fact that the government: 

� is responsible for negotiating the unresolved issues in the Protocol 

� still has to consider ratification after completing a future treaty review process

� will be the responsible Party if the Protocol comes into force and is ratified, and will have to
make decisions about authorising and setting conditions for legal entities, including State and
Territory Governments, to participate in any of the flexibility mechanisms. 
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 Chapters 3, 4 & 5: permit allocation

 General comments:
 In chapters 3, 4 and 5, Discussion paper 2 identifies, for serious consideration, three methods of
allocating permits:
� auctioning;

� administrative allocation related to some measure of past emissions or to some measure of
equitable burden sharing; and,

� a combination of auctioning and administrative allocation, with administrative allocation to
be phased out over a relatively short period.

 These methods are discussed as they would apply to a ‘cap and trade’ approach.  As the AIGN
commented in response to Discussion paper 1, further consideration of a ‘baseline and credit’
system is required.  In addition to the implications for coverage under a ‘baseline and credit’
system, there is a need to determine how allocation would apply to baselines and the
implications of the different allocation methods.  As noted elsewhere in this submission, a
‘baseline and credit’ NET system may offer advantages for dealing with uncertainty and the
allocation issues.

 Further, the AIGN is concerned that the paper envisages (without any substantive discussion of
alternative approaches and their implications) frequent re-allocation by government under all of
the systems and very few permit tenures to be longer than the end of the first budget period.
Implied throughout, are that the rights to emit greenhouse gases do not currently exist and that
the government can secure and redistribute them at will.  However, the existence of these rights
is supported by: 
� specific project approvals; 

� greenhouse challenge agreements; and 

� the detailed emission inventories, projections and National Reports.

 These all clearly recognise the essential association of greenhouse emissions with industrial
operations and other human activities. 

 In addition, investors have taken account of the government’s repeated assurances that
Australian industry will not be ‘robbed’ of its competitive advantage.  Hence, the possible
effective appropriation of the emission rights by government raises a sovereign risk concern.  In
this context, it is important to recognise that, in the absence of emission reduction commitments,
non-Annex 1 countries competing for global investments will not be limiting or appropriating
emission rights.  It will also be important to observe and consider the implications for emission
rights of actions and exemptions in other Annex 1 countries.

 In the following sections, the AIGN recognises and comments on the simplifying assumptions
contained in Box 1.2, plus the additional implicit assumptions we have identified in our
comments on Chapter 1.

 Risks and uncertainty:
 In the preceding sections, the AIGN has highlighted the need to recognise the limitations of the
far-reaching assumptions underlying Discussion paper 2.  Hence decisions on the design of a
NET system will need to be made in a ‘real world’ and ‘real time’ political and economic
framework as distinct to a simplified and static conceptual framework.  
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 Even if, as AIGN recommends, the design of a NET system is not settled until after the Protocol
is fully negotiated, there will still be some international regime uncertainty.  This uncertainty
raises risk assessment issues in the design of a NET system.  Some of these issues are listed
below, however, until the international regime exists it will not be possible to identify all the
risks that might be mitigated by features of a NET system:
� What are the risks of imposing a new, very large annual charge ($12 billion using AGO's

mid-range estimate) via auctioning on emitters in the Australian economy from the
beginning of the first budget period?

� Should there be a transition to ‘open’ international trading, perhaps involving a transition
from a baseline and credit system to a cap and trade system?

� Is a domestic scheme that incorporates negotiated agreements, such as those being
considered in Japan and a number of European countries, a better way to manage the regime
and other risks?  

� If the integrity of the international regime is uncertain or there isn’t any progress on
developing country commitments, would it not be sensible to exempt (or phase in after the
issues have been resolved) the trade-exposed sectors of the economy rather than
immediately risk their competitiveness?

� What are the possible WTO issues and acceptable remedies?

� Will there be second and subsequent budget periods and how might they relate to the first?

 These kinds of approaches (and issues) illustrate the sort of alternatives that the AIGN believes
must be identified and evaluated in order to manage the dynamic regime risks Australia will
face for some considerable period, including after 2008.  Given the international uncertainties,
we cannot expect to make decisions on this issue now that will be optimum in 3, 5 or 10 years
time.

 The purpose of allocation
 The first point that the AIGN wishes to stress is that, given Australia's assigned amount and
those of other Annex B countries, any measure adopted by Australia to comply with the
Protocol commitments as they are currently understood (NET, greenhouse gas taxes or
command and control regulation), will result in potentially very significant re-allocation of
wealth within Australia.  Further, Australia’s possible ratification of the Protocol, coupled with
its possible coming into force would in itself result in a loss of wealth to Australian companies
and their Australian and non-Australian shareholders.

 Hence, there is a need to consider carefully if the allocation processes and nature of the permits
could be designed to support the Government’s policies on industry competitiveness, economic
growth and job creation.  Beyond the consideration of allocation options, there may need to be
special provisions to address the implications for the traded goods sectors (including both
export and import competing industries) and national welfare due to the lack of commitments by
developing countries.

 The allocation mechanism of a NET system (combined with acquittal) is a transparent means of
identifying and of influencing the distribution and rate of impact of this loss of wealth, and its
implications for equity and national welfare.  With respect to the wealth implications, the notion
contained in Discussion paper 2 that a NET system will create net additional wealth in the form
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of emission permits is fundamentally flawed3.  Credits for sinks will create wealth, however
there are many unresolved issues with respect to sinks, and the outcomes will not change the
overall wealth impact of a NET system significantly.

 With respect to national welfare considerations, it is doubtful that an analysis of economic
efficiency under conditions of certainty provides the necessary insights.  Instead, the economic
efficiency implications of different allocation mechanisms must be assessed in terms of
avoidance of unnecessary disruption and management of risks in ‘real time’.  In this respect,
auctioning schemes are blunt instruments that do little more than ensure the emission reduction
outcome is achieved.  Administrative allocation schemes potentially provide much more
flexibility to policy makers to maximise national welfare.

 Further it is questionable that the systems in Discussion paper 2 would be economically
efficient because they involve frequent re-allocation and a permit tenure that fails to support
commercial requirements for long term investments.  While it can be argued that markets will
emerge to cover the risks that would be associated with frequent re-allocation and short tenure
permits, the premiums will significantly increase transaction costs and reduce economic
efficiency.  These issues are explored in further detail below.

 Re-allocation and permit tenure
 Discussion paper 2 provides no sound reasoning as to why governments would wish to reduce
the efficiency of the market (which continuously reallocates at the margin) by frequently re-
allocating all permits.  Each time full re-allocation is made by government, transaction costs are
incurred creating efficiency losses.

 The government may consider that re-allocation may be necessary for each budget period on the
grounds that Australia might receive a new assigned amount.  If these circumstances prevail, the
domestic issue becomes one of the sharing of risk between permit holders in Australia and
government — how much of the adjustment agreed internationally by Australia should be borne
by the community (thorough changes in general taxation) and how much by permit holders.  The
approach in Discussion paper 2 leaves all costs and risks with the permit holders.  AIGN
commends consideration of other options which explore sharing of risks, such as those outlined
in an ACIL Consulting report to the Business Council of Australia and others which was made
available to the AGO in July 1998.

 Closely related to the issue of re-allocation by government is the issue of permit tenure. The
major failing of the allocation systems suggested in Discussion paper 2 is the limited tenure of
the permits proposed.  The implications of limited tenure for equity, minimisation of market
power, competitiveness of the trade-exposed sectors and investment/carbon leakage need further
consideration.

 A significant element in achieving economic efficiency is the way in which commercial risks
are incorporated into the market.  Discussion paper 2 once again places all risk on those
required to acquit permits.  In particular, the increased risks (and hence costs) of financing long
term projects will be prohibitive in a market where permits are only secure for one year or at
best for one budget period.

 Discussion paper 2 recognises some of these issues in chapter 5 (see pages 45-48), but the
analysis is unclear about the benefits of permits with long tenure.  First, long tenure permits,
however allocated (including by administrative means, contrary to the analysis on page 45 of the
paper), do not entrench particular emitters or technologies.  Further, nor should the policy

                                                     
 3 Emission, population and economic growth trends and forward projections based on a realistic assessment
of Australia’s circumstances do not indicate that Australia’s assigned amount will be in excess of our needs.  Hence
there will not be a windfall opportunity to sell permits on the international market.
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purpose be to provide long term protection from competitive pressure, or for the government to
guarantee the future price of permits.  The rationale is that, unless there are substantial supplies
of permits for multiple future budget periods which the government guarantees are available, the
futures market that develops as a normal feature of financing long-term projects will be required
to carry unnecessarily high regime risk.  This high risk will transform into higher financing
costs for these projects, further eroding the competitiveness of Australian industry.

 Discussion paper 2, with no adverse efficiency implications, could have proposed that permits
be issued in perpetuity.  The effect of this arrangement would be for the government (as the
responsible party) to bear the risk of Australia meeting future (higher) international
commitments — that is, if the amount of permits in the market guaranteed by the Australian
government is in excess of commitments, Australia would need to buy some of those permits
back.  

 Of course there are other options that could be considered, including the Australian government
issuing a range of permits which vary both in their tenure and their risk characteristics in much
the same way as it does by issuing bonds with different periods before maturity and with and
without indexation for inflation.  The AIGN is disappointed that Discussion paper 2 has not
explored these options to promote public discussion.  Again the AIGN would refer the AGO to
the earlier ACIL Consulting paper’s discussion of unlimited tenure and other options related to
risk sharing.

 Finally, another cause for concern is the possible development of significant market power.  In
the international context, potential market power is a major issue for Australia in view of the
small size of the Australian market (about 2% of the potential Annex 1 market).  AIGN suggests
that Australia needs to carefully evaluate the risks and implications of market power in any
international trading system and its flow-on to a domestic system.  In an international scheme,
Australia will be a price taker, and therefore the imperfections or inefficiencies that may exist in
the international system could increase the negative impacts above what would apply under an
ideal system.  Consideration of means to minimise these risks will need to wait on the outcome
of the negotiations on the flexibility mechanisms and compliance provisions.

 Ownership of emissions assigned to Australia
 Implicit in Discussion paper 2 is the notion that the Australian Government, having joined an
international treaty to restrict the ‘supply’ of greenhouse gas emissions entitlements in Annex B
countries, should properly exercise ‘ownership’ of the total of that supply assigned to Australia
— appropriating all of its value for discretionary disposal.  Unstated as the notion is, it serves to
define a starting point for subsequent discussion.

 AIGN members do not accept that starting point as an equitable one.  As pointed out above, the
practical effect of the Government taking ownership of the national Kyoto allowance is to
resume all existing rights to emit greenhouse gases which are currently held by companies, and
which were effectively granted to them by Australian governments when their projects were
approved.

 Discussion paper 2 suggests at several points (eg p.5, p.12) that the “arrangements put in place
by the Protocol” have created “wealth”.  This is not the case - if anything, the Protocol has
created (or will create) a loss of wealth — the value of the total of Australia’s assigned amount
to be allocated cannot offset the present value losses associated with compliance.

 At this stage, AIGN members do not wish to further debate the assumption that the Australian
Government has “discretion over the allocation of emission allowances assigned to it under the
Protocol” (key assumptions4, p.13).  The important question is whether good government allows

                                                     
 4 With the additional caveats identified in our comments on this key assumption.
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pre-existing arrangements, and the distribution of wealth associated with them, to be altered
fundamentally (in this instance, by appropriation) rather than, as is more normal, to be reformed
at the margin and over time.  This, in essence, is the difference between auctioning and
administrative allocation which is at the heart of the policy discussion on permit allocation.

  Equity
 Apart from the national welfare implications of the frequent auctioning of permits without
tenure beyond the first budget period, the AIGN contends that auctioning does nothing to
address the other key policy issue that the allocation mechanism must resolve — the equitable
sharing of the costs of the carbon constraint accepted by Australia.

 The AIGN recognises that, in an ideal system, it will be important for the allocation mechanism
to avoid ongoing subsidies.  However the real world regime risk and the likely lack of
developing country commitments need to be managed, and administrative allocation
mechanisms that transition the trade exposed sectors will then be more equitable.

 The AIGN's position on these issues applies equally to the distribution of revenues generated by
auctioning or administrative allocation of permits. The AIGN considers that, in order to avoid
ongoing subsidies, consideration will need to be given to meeting the equity objectives through
a once and for all equity allocation (be it of permits or monies).  That is, if auctioning is
adopted, it occurs at the initiation of the market and only then, and the revenues are assigned
once (but probably not paid in one large lump sum depending on the payment requirements of
the auction) to meet the equity objective.  Similarly, an administrative allocation would be a
one-off event.  In this way the allocation scheme is a wealth redistribution (burden sharing)
scheme not an impediment to maximising efficiency.

 The question then becomes one of defining equity, since once this is defined permits can be
administratively allocated to meet the objective just as easily as government revenues.  The
AIGN suggests the objective should be based on Principle 3 identified in Discussion paper 2: 

  "implemented in a way that distributes the cost burden of the Kyoto Protocol,
and any future greenhouse commitments, equitably and in the national interest,
across the community." (p.10)

 The definition of 'equitably and in the national interest' will require detailed analysis.  At the
least, it would need to take account of:
� emission baselines for businesses;

� 'no disadvantage' to those that have complied with government measures imposed on them
prior to the NET system;

� 'no disadvantage' to those that have participated in government schemes to abate emissions
or enhance sinks that qualify in the first budget period;

� expected loss of business value in many sectors and the expected gain in business value in
some sectors;

� loss in returns to labour in many sectors and gains in some others; and, 

� regional impacts.

 The equity criterion needs careful consideration to ensure that it is sufficiently broad to account
for all aspects of ‘sharing the burden’ of the Kyoto Protocol.  The AIGN believes the current
level of uncertainty about the final nature of the Protocol and its implementation mechanisms
prevent any detailed prejudgement of how the equity criteria should be defined and met.
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 Further, AIGN believes the resolution of this definition of equity will require a complex
political process not dissimilar in concept to that which resulted in the 'equitable' outcome from
Kyoto.

 AIGN is firmly of the view that a NET system could eventually5 be designed with an equitable
administrative allocation of permits.  It is equally firmly of the view that the administrative
allocation (that are phased out to auctioning schemes) and auctioning schemes presented in
Discussion paper 2 are primarily revenue raising taxes.  While the recycling of these taxes is
presented as the solution to all concerns, experience suggests that this would not be politically
sustainable over time or efficient in practice. 

 Conclusion:
 AIGN believes there is a great deal of analysis and debate which will need to take place before
the community can be confident that the optimum design features of a NET system, including
the method of allocation, the frequency of allocation, and the tenure of permits, can be
identified and agreed.  Industry is a key stakeholder and if after a strategic review, a NET
emerges as the preferred way forward, there will need to be a process of intense interactive
consideration of all of the design issues.   Further, AIGN is of the view that this analysis must
rise to a level of sophistication that incorporates the full range of risks associated with this very
significant policy issue — AIGN is not convinced that today’s assumptions and simplified
models can do much more than begin the process.

 Given the complexity and uncertainty associated with many key issues, the AIGN wishes to
renew the suggestion, made in its previous submission, to use an experimental economics
(combined with modelling using ABARE’s GTEM and AUSTEM) approach to simulate the
consequences of multiple international and domestic scenarios.  The results of such simulations
will enable more informed consideration of the likely real world implications of different design
features of a NET system.

 

 Contact:

 Mr John Eyles

 Executive Director

 Australian Industry Greenhouse Network

 ph: 03 9270 6319

 fax: 03 9270 6366

 email: johneyles@compuserve.com

 

                                                     
 5 However, as already noted, there is not sufficient information or certainty at present to proceed with the
detailed design.
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 Summary Response to Issues

 Summary responses to the issues listed for comment at the end of Chapter 2

 In summary, and in short answer to the issues which the AGO has specifically sought comment on (a
more detailed response to early action will be in the AIGN's submission on the CIE report), AIGN
offers the following: 

 Issue 1
� “the circumstances, and timeframe, in which it would be appropriate for Australia

to introduce a national emissions trading system” 

 A NET system should not be introduced in Australia unless Australia has ratified the Kyoto Protocol;
the nature of the international trading system is known (particularly the expected price of permits);
and, the international regime risks (of the Protocol and subsequent budget periods) that would
influence the design features of a NET system are well understood.

 Issue 2
� “stakeholder perspectives on the effect of current uncertainties associated with

Australia’s Kyoto Protocol commitments, and how these uncertainties could best be
managed in promoting a least-cost transition to lower aggregate emission levels in
view of concerns about international competitiveness”

 Uncertainties are generally best managed by ensuring maximum response flexibility and allowing the
market to form judgements progressively as to the probability of various outcomes.  Similarly,
international competitiveness is best promoted by allowing individual competing firms the freedom to
make their own assessments about transition paths best suited to their circumstances.  Some will make
poor decisions — but the responsibility for them will be entirely their own.  On balance (and
experience), business entities are likely to make better commercial judgements than governments, and
are likely to amend them more quickly in the face of indications they might be wrong.  There is no
need for government to ‘manage’ this process.  However, governments do have direct responsibility
for significant energy use and emissions, and these need to be identified, and commercially sound risk
management strategies need to be developed.

 Issue 3
� “the optimal phasing of policies toward the first commitment period, in the light of

uncertainties associated with the Kyoto Protocol” 

 In line with the above comments, AIGN sees no need for governments to consider implementing NET
systems before 2008.  Certainly, there is a need for early and credible policy guidance as noted in our
detailed submission.  The ‘no disadvantage’ rule in particular, needs to be given effect as early as
possible to provide a basis for further greenhouse challenge efforts and for consideration of voluntary
negotiated agreements.  Business is also interested in reducing uncertainties, and progressive
government announcements as to the process by which, and the criteria under which, greenhouse
response measures to apply from 2008 will be determined, would be valuable.  If Australia proceeds
with a NET, it will be a small player in a much larger international market, and the means of
integrating into that larger market will need careful consideration.  Getting those decisions right,
however, will be much more valuable than making them early.
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 Issue 4
� “preferred mechanisms and policies for encouraging the changes in resource use

and behaviour necessary to achieve compliance with Kyoto emission targets during
the first 5 year commitment period commencing in 2008”

 As a matter of principle, but subject to sensible decisions on the full menu of design issues, and
assuming that measures beyond ‘no regrets’ are inescapable, industry supports a NET system from
2008 — in preference to, but in complete substitution for, all other ‘beyond no regrets’ greenhouse
mitigation measures contemplated. The AIGN does not support a greenhouse gas tax, or annual permit
auctioning under a NET system as it would be equivalent to tax.  

 While it is too early to finalise decisions on a NET system, the AIGN would support early action by
governments which:
� adopts the 'no disadvantage principle' for government measures already in place, and initiates

work to identify what this means in practice for each emitter liable to these measures;

� decides that before any additional measures that are demonstrated to be in the national interest are
implemented by governments, the implementation plan include a clear definition of how the 'no
disadvantage principle' will be applied;

� establishes a framework for government policy formulation that is transparent and predictable;
and,

� ensures a free flow of information to the community about the ongoing negotiations of the Kyoto
Protocol to assist everyone make more informed judgements about the potential future costs,
risks, and implications of abatement and sequestration action prior to 2008 without government
intervention.

 Issue 5
� “the potential role of emissions trading, underpinned by interim national emission

targets, government-supported permit price caps or other drivers, in encouraging
progress toward the first commitment period”

 All of these early action measures are uncalled for, and all present a real danger to Australia’s
economic interests and competitiveness. As the CIE report points out, until the criteria for assessing
the costs and benefits of early action are defined and applied, there can be no economically sound
early action policy measures.  However  voluntary actions are under way and with appropriate ‘no
disadvantage’ assurance, there is scope for further progress.  The Greenhouse Challenge has already
demonstrated the value of focussing attention on the need to reduce emissions as both a business and
environmental imperative for the future.

 Issue 6
� “the potential configuration, costs and benefits of voluntary emissions trading, and

views on whether such an arrangement should be established nationally on a trial
basis.”

 Voluntary emissions trading within and between enterprises will continue to evolve without any
government-inspired trial.  The AIGN does not support government intervention to orchestrate or
mandate, such a trial for reasons set out in our detailed submission.
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 Summary responses to the issues listed for comment at the end of Chapter 3

 In summary, and in short answer to the issues that the AGO has specifically sought comment on,
AIGN offers the following:

 Issue 1
� “options for administratively allocating permits in a way that most effectively

satisfies equity objectives and assists those groups and industries facing greater
adjustment pressures, including trade exposed sectors”

 AIGN members consider that the community does not yet have sufficient information to answer this
question in a way that is likely to satisfactorily address the national interest.  Further, much of the
information needed may not be available for many years.

 AIGN is of the view that while administrative allocation may be part of meeting the equity objectives
and reducing the rate of adjustment of trade-exposed sectors compared to auctioning, more
fundamental alternatives also need to be considered.  In the likely scenario where significant
international regime risk remains, it would not be prudent for Australia to impose domestic measures
(including a NET system) that inevitably lead to Australia incurring a disproportionate burden.
Depending on progress on developing country commitments and the integrity of the international
regime (and the likelihood that confidence in that regime will need to be demonstrated over time)
equity and national interest objectives might need to be met in a number of ways, including exemption
of trade-exposed sectors for a period. 

 AIGN notes that if governments feel they are capable of identifying those to whom financial
compensation is warranted (and the appropriate amount of such compensation) then they have the
identical capability of identifying firms to which permits could be allocated administratively and, by
the same criteria, the appropriate quantity of permits.  Either way it is possible and desirable for
equity objectives to be met in a once-and-for-all manner.

 Issue 2
� “potential criteria for assessing the likely adjustment task and costs that would face

different groups under binding emission constraints”

 Criteria for assessing the burden of costs imposed by compliance with the Kyoto agreement relate to
assessment of wealth, with and without the Kyoto decisions.  Measures of wealth should be broadly
defined, and would include loss (or gain in some instances) of business value and loss (or gain) in
returns to employment.

 Issue 3
� “the likely impact of grandfathered or other administrative allocation

arrangements on competition, incentives for new entry and technological
innovation in established industries”

 Grandfathered or other administrative allocation arrangements would have practically the same
impact on competitive behaviour within the assumed ‘integrated’ economic system (encompassing
new entry and innovation) as any alternative means of issuing the permits.   Frequent auctioning of a
substantial proportion of the available permits is likely to be the greatest impediment to new
investment.  However, the AIGN has highlighted the fact that we still face significant regime risk and
uncertainty about possible future restraints on developing country emissions.  Hence detailed designs
simply cannot be finalised before considerable further international negotiations have reduced the
uncertainties.
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 Issue 4
� “opportunities for structuring administrative allocation mechanisms in a way that

helps minimise any adverse implications of emission constraints for community
objectives such as competitiveness, national income growth and employment.”

 The community objectives listed in this question are reasonably well served by seeking to align
allocation with Kyoto cost burdens. Industries which have opportunity to pass on most of the costs
imposed on them will tend to have low cost burdens, even if the initial cost of permits needed to
acquit their emissions is high. In principle, the least damage to competitiveness, investment and
employment will be achieved by allocation mechanisms that focus the Kyoto burden on final
consumption expenditures.

 The fact remains, however, that if the cost burdens are of the order of A$30/t CO2-e as suggested in
Discussion paper 2, no matter how efficient a NET system is, it will not hide the very significant loss
of competitiveness, national income growth and employment Australia will experience.

 Again, the lack of even future constraint on emissions from developing countries is a major concern
for industries exposed to export and import competition.

 Summary responses to the issues listed for comment at the end of Chapter 4

 In summary, and in short answer to the issues that the AGO has specifically invited comment on,
AIGN offers the following:

 Issue 1
� “potential equity implications of auctioning” 

 Auctioning does not adequately address the relevant equity questions involved.  General recycling of
revenues is clearly unrelated to equity objectives, and while specific recycling could be in theory, in
practice it is not likely to be sustained or efficient.

 Issue 2
� “potential efficiency and national welfare implications of auctioning” 

 In a scenario where a NET system is expected to be in place for a significant period of time (many
budget periods), the method of initial allocation is essentially irrelevant to efficiency and national
welfare.  Efficiency will be achieved if the market is allowed to trade unhindered.  In this respect,
auctioning has no advantages over administrative allocation.

 Issue 3
� “preferred design features of a possible auction system, including the frequency of

auctions and the quantum of permits that should be released at each auction” 

 Since the international system will set the permit price, in the system envisaged by Discussion paper
2, the prime determinant of auction frequency and quantum of permits would seem to be the demand
for government revenue.  AIGN does not support annual auctioning for the reasons noted in our
detailed submission.
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 Issue 4
� “the potential value of early auctioning of permits in the lead-in period to emissions

trading as a means of providing early information to firms in managing their
transition” 

 There would be little value, the market would be very immature and poorly informed if this was to
occur before there was a functioning and formal international system. Once such an international
system has been established, the price will be determined in that market, not by the demand in a
market that will only represent about 2% of the total.  There would be value in providing early
information on the details of the NET system proposed to be introduced, including information on the
integration with the international flexibility systems. There would also be value in providing
information on any offers, bids, and exchanges of assigned amount between government Parties to the
Kyoto Protocol.

 Issue 5
� “priorities for providing assistance to affected businesses and households” 

 This cannot be determined at this stage for the reasons set out in our detailed submission.

 Issue 6
� “other opportunities available for returning auction revenues to the economy in

ways most likely to advance national welfare and efficiency.” 

 As noted in our detailed submission, AIGN does not support annual auctioning.  The effects of tax
mix options, in which permit auction revenues or receipts from a carbon tax are used to enable the
replacement of other distortionary taxes, need to be examined much more closely before they would
warrant serious consideration. The examination would need to address the incidence of the new tax
and the incidence of those proposed to be replaced, and the full implications of that altered
distribution of tax burdens.

 Summary responses to the issues listed for comment at the end of Chapter 5

 In summary, and in short answer to the issues that the AGO has specifically invited comment on,
AIGN offers the following:

 Issue 1
� “proportions of the total supply of permits that could appropriately be:

– administratively allocated;

– auctioned;

– set aside for early abatement credits” 

 All permits should be allocated in accord with the equity objective.  As stated above, it is not yet
possible to be definitive about the optimum allocation process or the equity objective, particularly
(but not solely) because international regime risk will have a significant bearing on NET system
design.

 Issue 2
� “scope for company agreements and the equity implications of such agreements” 

 As a strategy to manage regime risk, company agreements in the form of voluntary, negotiated
agreements merit consideration to deliver policy outcomes that might otherwise require
regulatory mechanisms for their implementation. 
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 Issue 3
� “scope for allocating permits to households and the equity implications of such an

approach” 

 The rationale for allocating permits to households is not consistent with the objective of achieving an
equitable distribution of the Kyoto burden — if differentiation of allocation can be achieved to reflect
that burden, including that on shareholders who are not residents, then it could have merit.  AIGN
suspects it would add very significantly to transaction costs.

 Issue 4
� “issues to be addressed in any phase-out arrangements for any administrative

allocation of permits” 

 Phase-out considerations unnecessarily increase uncertainty and costs that do not arise if permits are
issued once and for all.

 Issue 5
� “the role and requirements of futures markets in meeting the demand for long-lived

permits.” 

The main requirement of permit futures markets (and related hedge products) is clear information
about future regulatory arrangements. If permits are issued for future commitment periods in a once
and for all allocation, markets will evolve quickly to trade them. 
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From the AIGN submission on Discussion paper 1:

Risks must be considered and addressed:

There is a need to avoid complacency that the international trading system which may be eventually
established will lead to an economically efficient result.  The uncertainties of the international
negotiations following the Kyoto Protocol, the use of the Kyoto mechanisms, and definition of Land
Use Change and Forestry sinks and emissions, add additional layers of complexity to decisions about
if, when, and how to introduce a national emissions trading system.  It is also most important to
understand that Australia, and entities required to acquit emissions permits in Australia, will be price
takers in this international market.  The international price of emissions permits will therefore drive
the restructuring of the Australian economy to less greenhouse gas emission intensity.  For any
particular international price, an economically efficient outcome could be achieved in Australia if we
have a ‘perfect’ emissions trading system, but this is only an optimal outcome if the international
system is comprehensive and the price is the product of free market forces.

There are many plausible, in fact probable, scenarios that indicate the international price will not
reflect a free market outcome.  The threats include regulatory restraints on the amount of trading (eg
the caps proposed by the EU), possible levies similar to the CDM levy, high transactions costs to
meet compliance and risk management requirements, and the possible exercise of market power by
buyers or sellers if the market rules are not carefully structured.

The potential impact of these threats (in terms of inefficiently high prices) needs to be assessed by the
Government. The AIGN recommends that the AGO develop a discussion paper that addresses the
issues of interaction with an international trading system and the potential costs to Australia if the
international system is flawed.  The methodology for assessment might also include thorough
evaluation of existing commodity markets to identify analogous circumstances where markets have
been manipulated, and "laboratory" testing of proposed market rules before they are finalised by the
Protocol, or in the design of a national system.  The AIGN suggests using this experimental
economics approach rather than a less comprehensive national pilot scheme that would impose costs
on a limited range of participants.  The laboratory testing could simulate a range of conditions and
behaviours in a fully specified national system integrated with several plausible international
systems.
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Overview
As stated in previous submissions, the Australian Industry Greenhouse Network (AIGN) supports a
considered approach to examining the technical issues involved in a national emissions trading (NET)
system through the Australian Greenhouse Office (AGO) discussion paper series.  The AIGN has also
highlighted the fact that Greenhouse is a global issue requiring global solutions.  Hence, the AIGN
does not support early, unilateral implementation of a NET system.  Such a development would have
no observable impact on global emissions but would have a major negative impact on Australia’s
national interest.  While integration of a NET system, with the international flexibility mechanisms,
has the potential to minimise the cost of meeting Australia’s Kyoto Protocol obligation, it does not
address the loss of competitiveness relative to non-Annex 1 countries.  This is a key consideration
because the Government’s greenhouse policy, as set out in the Prime Minister’s November 1997
statement, is to promote the national interest in terms of employment and industry competitiveness
while assuming a fair share of the worldwide burden to address the climate change issue. 

In contrast to the previous Discussion papers the third paper, National Emissions Trading: crediting
the carbon (Discussion paper 3), only covers one specific aspect of the Kyoto Protocol and one that is
relevant whether or not Australia implements a NET.  Even without a NET, the net changes in
greenhouse gas emissions by sources and removals by sinks in the land use, land-use change, forestry
and agricultural soils sectors will change Australia’s assigned amount or, through projects under
Article 6 (JI), the assigned amount of another Annex 1 Party.  Hence, Discussion paper 3 deals with
issues that are of wider interest than just the implications for a NET.  Most importantly, the
definitions, rules and guidelines that will determine the scope, measurement and monitoring of the net
changes in emissions by sources, and removals by sinks, are still subject to intense international
negotiations. 

The AIGN supports Australia’s approach to the Land use, Land-use Change and Forestry negotiations,
which aims to achieve the most comprehensive approach that can be negotiated, on the basis of sound
science, under the provisions in the Kyoto Protocol.  Although many Parties have reservations and
want to see sinks restricted to an absolute minimum, the AIGN believes that the Government’s
approach is consistent with the requirements of the Framework Convention on Climate Change and
the Kyoto Protocol.  The complexity of the issues and the continued strong reservations of many
Parties mean that there will be considerable uncertainty about the size of the net changes in emissions
by sources, and removals by sinks, for Australia and for individual projects.  

The uncertainty is generally well outlined in Discussion paper 3.  However, the significance and
difficulty of the continuing international negotiations needs reinforcing.   The negotiations have made
little progress on the substantive issues, awaiting the completion of the IPCC Special Report on Land
use, Land-use Change and Forestry due in May 2000.  Although a very ambitious work schedule has
been agreed with the aim of making decisions at COP6 in this area, the decision also recognises that
further decisions may be required at future sessions.  The AIGN also wishes to highlight that, because
of the impact on Australia’s assigned amount, the Government has identified satisfactory resolution of
these issues as a precondition for consideration of ratification. 

This submission follows the structure of the Discussion paper, with comments provided on each
Chapter, followed by a conclusion. 
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Chapter 1: introduction
The introductory chapter of the Discussion paper focuses on carbon credits and their potential.
However, it does not pay sufficient attention to the need to take account of any associated or related
emissions in order to determine the net changes for the purposes of the Protocol.   The AIGN agrees
that the opportunity to use net sequestration would be of significant assistance to Australia in meeting
its Kyoto Protocol commitments, as well as providing broader environmental, social and other
economic benefits.  However, these opportunities are very dependent on satisfactory conclusions to
the complex and difficult international negotiations and must be regarded as involving considerable
uncertainty. 

In addition, it is not accurate to imply that the value of net sequestration is dependent on the
establishment of a NET that incorporates tradeable carbon credits for carbon sequestration activities.
While a NET, combined with an international emissions trading system, may provide an efficient
process for taking account of sinks, it is not the only way.  Australia’s assigned amount would be
directly impacted by the net change due to emissions by sources and removals by sinks due to a range
of activities related to land use, land-use change, forestry, and agricultural soils, regardless of the
existence of either an international emissions trading or a NET. 

The brief references to futures trading, the implications for the rural sector, commercial forestry and
deforestation suffer from an incomplete presentation of the range of potential benefits and liabilities.
For example:  

� Landowners considering futures trading as a basis for securing cash flow need to understand
the risks, legal implications and likely future value of any net sequestration.  They also need
to be aware that the potential debits from any deforestation (which depending on definitions
may include woodlands) after 1990 (the commitment period defines the time period to
measure the stock change which can result from earlier deforestation) to either provide the
land for the plantation or to make land available for the displaced agricultural activity.

� While there is reason to exclude sustainable harvesting of commercial forestry, this will be
subject to negotiations, and the exclusion of any emissions from harvest in the commitment
period cannot be guaranteed.

 Chapter 2: a guide to land based sinks
 Chapter 2 provides a good general introduction to the issues but should not be regarded as definitive or
comprehensive; for example the issues of permanence, CO2 and nitrogen fertilisation, and the
treatment of wood products are not canvassed.
 

 Chapter 3: carbon sinks and the Kyoto Protocol
 Chapter 3 provides a reasonable summary of the issues that need to be considered to operationalise
Articles 3.3, 3.4 and 3.7.   However there needs to be recognition that these issues are the subjects of a
450+ page IPCC Special report and that although some progress on decisions is expected at COP6
there will certainly be some issues that will require further negotiation.
 
 At the end of Chapter 3, there is reference to the House of Representatives Standing Committee on
Environment, Recreation and the Arts (HORSCERA) inquiry into the regulatory arrangements for
trading in greenhouse gas emissions, and its discussion of including sinks in a NET that are not
recognised under the Kyoto Protocol.  The AIGN does not support the incorporation of such sinks into
a NET because it would increase the burden of Australia’s Kyoto Protocol commitment by reducing
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the assigned amount to offset the special credits.  All such activities are potential for inclusion under
Article 3.4 and the proponents should be encouraged to help identify them and the appropriate
measurement and verification procedures to support argument for their inclusion.
 

 Chapters 4 & 5: framework, issuing and acquitting carbon credits
 The framework for carbon credits needs to be seen in terms of the provisions in the Protocol.  The
Protocol requires the determination of net changes in greenhouse gas emissions by sources and
removals by sinks in the land use, land-use change, forestry and agricultural soils.  The result of this
determination, in tonnes of CO2-e, will change Australia’s assigned amount or, through projects under
Article 6 (JI), the assigned amount of another Annex 1 Party.  However, the AIGN also agrees with
the comment at the end of Chapter 3 that incorporation of sinks into Article 6 (JI) (and Article 12
(CDM)) will be subject to further international negotiations on the flexibility mechanisms.
 
 The requirement to deal with net changes is addressed under the heading “Activities requiring
acquittal of carbon credits” and the AIGN strongly supports the suggestion in Discussion paper 3 that
emissions need to be addressed in the same framework as the credits.  We would add that this
requirement should hold whether or not a NET system is introduced.  Also, some clarifications of the
statements in this section are necessary:

� “Emissions associated with deforestation in the commitment period” may be confusing – the
emissions are those in the commitment period, however the deforestation could have occurred
before the commitment period (as far back as 1990 for very slow decay materials).

� Although the statement that it would not be necessary to acquit credits and/or permits for
changes in carbon stocks due to harvesting of non Kyoto forests in the commitment period is
reasonable, this still has to be resolved in the international negotiations.  The negotiations
may impose some restrictions that do not result in complete exemption of these stock
changes. 

 
 The term of “Sequestered carbon rights owners” needs further consideration.  Discussion paper 3
notes that “the term has been adopted to represent the legal owner of the rights to the eligible
sequestered carbon”.  However, the discussion of legal provisions in existing/planned States and
Territories legislation, highlight a number of unanswered questions about the separation of ownership
rights including:

� Differences between the approaches in the States and Territories; and, 

� The range of possible ownership interests and the conflicts or overlap in those interests,
particularly with respect to the eligible carbon existing in the above ground biomass, in the
below ground biomass (including forest litter/residue) and in the soil.  The three sets of
primary interests suggested and discussed under the heading State and Territory governments
(page35) do not deal with soil carbon or below ground biomass.

 
 The AIGN strongly supports the option for “(a) complementary nation wide legislative framework” to
adequately address these issues and to ensure that there is clear ownership and accountability for the
carbon pools of interest with respect to both carbon sequestration and carbon losses.  As already noted
in this submission, the net change in greenhouse emissions by sources and removals by sinks will
change Australia’s assigned amount and for that reason there needs to be a legal framework to ensure
that this is appropriately managed even if Australia doesn’t proceed with a NET system.
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 However to be effective and to provide certainty, such legislation needs to be based on key definitions
and methodologies that are still to be resolved in the international negotiations.  These issues include:

� “leakage issues” where the establishment of sink activities on farming land may simply
displace the farming activity to another location (perhaps even in another State) where land
clearing for the displaced activity could result in a greater emission than the “new” sink;

� “definitional issues” including Article 3.3 definitions of: direct human induced, forest,
afforestation, reforestation, deforestation, and land use change.  Embedded in these
definitions are issues about the treatment of:  harvest and replanting after harvest, the need to
discount for CO2 fertilisation (as not being “direct human induced”), changes in forest cover
(+ve and –ve) and concern about “perverse” incentives to clear land before the commitment
period for new plantations;

� “carbon accounting issues” the accounting rules haven’t been agreed and could range from
full credit and debit stock change accounting to one of the various tonne year or GWP
analogue approaches (as described under the heading Temporary Sequestration – page 41);

� “sink loss issues” such as fire (both natural and human caused?), pest destruction, wind throw
and other loss risks that depend on definitions (eg if harvest and replanting as part of
sustainable plantation management is excluded from accounting, then what happens if the
owner becomes insolvent and doesn’t replant?); and,

� “risk and legal issues” who carries the risk for all the issues?  Australia will be held
accountable for any emissions as the Party under the Protocol and any emissions not covered
will default to the Commonwealth’s account.  Hence Australia will need laws, regulations and
contracts in-place in order to reassign the national accountability to any other entity involved.
As the Party to the Protocol, the Commonwealth (once the definition and rules have been
agreed internationally) will be able to issue credits for the net sinks and may authorise legal
entities to participate in international trade in those credits under Article 6 (Note that some
sinks may not be directly tradeable depending on resolution of issues relating to the
additionality requirement in Article 6.1b).  

 
 From a legal point of view, Australia will need a consistent and enforceable legal framework with
obligations covering changes in all relevant carbon pools and any transactions which authorise and/or
assign credits and that transfer or acquit the credits.   The entities involved potentially include: 

� the Commonwealth Government;

� State and Territory Governments;

� Government agencies and Statutory Authorities;

� Land owners, forest owners, carbon pool (rights) owners; and,

� The agents/brokers/aggregators/insurers of the above entities. 

Despite efforts by some State Governments to provide some legal basis for carbon trading, extensive
uncertainties remain unresolved with respect to the definitions, rules and guidelines.  These issues can
only be resolved through the international negotiations and in the meantime participants in early
trading need to recognise the risks (and who carries the risks) and the potential limitations of the legal
agreements/contracts covering the transactions. 

Conclusion
Discussion paper 3 provides a good (but not a fully comprehensive) coverage of the issues with
respect to “crediting the carbon”.  The AIGN believes that further consideration is required to more
adequately address the Protocol’s provision for net change in greenhouse emissions by sources and
removals by sinks to change Australia’s assigned amount.  The ability to change Australia’s assigned
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amount means that a new and nationally uniform legal framework will be required to ensure that this
is appropriately managed even if Australia doesn’t proceed with a NET system.

The critical uncertainties are all related to the Kyoto Protocol and the continuing negotiations.  As a
result any efforts by Governments to reduce the uncertainty, for example through State legislation,
cannot pre-empt the international negotiations and may increase the risk for those involved
(particularly the State Governments).  Until the international negotiations have been concluded,
Governments need to be very cautious about taking actions that may influencing the private sector’s
assessment of the risks and obligations associated with early activities/agreements/contracts that will
ultimately rely on “crediting the carbon”.
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Overview
The Australian Industry Greenhouse Network (AIGN) supports a considered approach to examining
the technical issues involved in a national emissions trading (NET) system through the Australian
Greenhouse Office (AGO) discussion paper series.  However, now that the final paper, National
Emissions Trading: designing the market (Discussion paper 4), has been released, it is clear that
further consideration of critically important issues will be required to determine if an Australian NET
system would be the optimum policy response. The most important are the strategic national interest
issues, including those still being negotiated internationally, that relate to economic growth,
competitiveness of Australian industries, employment and regional adjustment impacts.  We also note
that a separate consultancy has been commissioned to consider permit allocation issues in greater
depth.  We believe that it will be essential for the result of that consultancy to be released for public
comment before it is acted on by the AGO.  In addition, because of the scope and complexity of the
Kyoto Protocol issues still to be negotiated, it would be premature to attempt resolution of many of
these issues without more consideration and analysis of options and results from the continuing
international negotiations.

The status of Australia's commitment at Kyoto remains highly problematic.  Australia agreed to a
course of action at Kyoto, and in particular agreed certain targets and flexibility features set out in the
Protocol.  But, like other countries, Australian ratification will be subject to satisfactory progress on a
range of issues such as international emissions trading, the status of ratification of other Annex B
countries, the meaningful participation of developing countries and Australia’s Treaty Review
process.

The AIGN strongly contends that the greenhouse issue is a global one requiring global solutions.
While integration of a NET system with the international flexibility mechanisms has the potential to
minimise the cost of meeting Australia’s Kyoto Protocol obligation, it does not address the loss of
competitiveness relative to non-Annex 1 countries.  This major national interest issue must be a key
consideration for the continuing international negotiations and any decision by Australia to ratify the
Protocol or to implement a NET system.  

The AIGN also wishes to highlight the critical but very uncertain nature of the international
framework and flexibility mechanisms.  Article 3 of the Kyoto Protocol and the flexibility
mechanisms are an inseparable part of determining what Australia’s obligation would be if the
Protocol came into force and was ratified by Australia.  As we have pointed out in our previous
submission, Australia’s assigned amount of 108% of 1990 emissions is the initial national allocation
that is subject to variation by operation (still to be clarified) of the other provisions in Article 3.  

Therefore, AIGN’s contributions to the discussions should not be taken to imply industry acceptance
of the emissions trading proposal.  In view of the substantial political, technical and scientific
uncertainties, emissions trading should neither be adopted unilaterally at this stage, nor be pre-empted
by other policy decisions.  In AIGN's view, detailed design of a possible NET system will not be
possible until all the risks are identified and understood, since the design features themselves will be
important elements in risk mitigation.

The essential need to consider the strategic national interest issues and the possible future
international developments indicate that a great deal more analysis needs to be undertaken over the
next few years at a higher level of sophistication than is currently possible.  Hence, the AIGN believes
it would be premature to finalise answers to most of the critical questions about the optimum design
of a NET in the advice to Government later this year.  Rather, we recommend an ongoing process that
takes account of changes to relevant circumstances, and that allows the progressive refinement of the
design of a possible NET system.  The AIGN considers that the sixth Conference of the Parties
session (COP6), to be held from 13 to 24 November 2000 at The Hague, Netherlands, will be an
important milestone and that this meeting should be followed by further consultations with



DRAFT  2 Page 3

AIGN Submission on Discussion paper 4 to the Australian Greenhouse Office, February 2000
stakeholders, and detailed analysis, to see if there is sufficient certainty at that point to make some
firmer decisions about a NET system and its design.

As we have previously submitted, AIGN believes there is a great deal of analysis and debate which
will need to take place before the community can be confident that the optimum design features of a
NET system, including the method of allocation, the frequency of allocation, and the tenure of
permits, can be identified and agreed.  Industry is a key stakeholder and if after a strategic review, a
NET emerges as the preferred way forward, there will need to be a process of intense interactive
consideration of all of the design issues.   Further, AIGN is of the view that this analysis must rise to a
level of sophistication that incorporates the full range of risks associated with this very significant
policy issue — AIGN is not convinced that today’s assumptions and simplified models can do much
more than begin the process.

Hence, for strategic reasons, Australian Commonwealth, State and Territory governments must
continue to treat a NET system as worthy of consideration, but not worthy of being adopted
unilaterally, pending the results of the international negotiations and Australia’s Treaty Review
process.

While the AIGN continues to believe that it is too early to finalise decisions on a NET system, the
AIGN supports early action by governments which:
� adopts the 'no disadvantage principle' for all actions to abate greenhouse emissions, and initiates

work to identify what this means in practice for each emitter with potential liability under a NET
and/or mandatory emission response measures;

� decides that before any additional measures that are demonstrated to be in the national interest are
implemented by governments, the implementation plan will include a clear definition of how the
'no disadvantage principle' will be applied;

� establishes a framework for government policy formulation that is transparent and predictable; 

� ensures a free flow of information to the community about the ongoing negotiations of the Kyoto
Protocol to assist everyone make more informed judgements, without government intervention,
about the potential future costs, risks, and implications of abatement and sequestration action
prior to 2008; and,

� advances the consideration of the outstanding issues including those listed at the end of this
submission under the heading ‘Concluding comments’.
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 Introduction
 The AIGN welcomes this opportunity to comment on the AGO’s recent paper National Emissions
Trading: designing the market (Discussion paper 4).  Discussion paper 4 provides useful feed back on
responses to the previous discussion papers and covers some additional but mostly technical and
administrative issues about how a NET system, if needed, should best be designed.  In addition to
responding to Discussion paper 4, we wish to highlight that there are major policy and strategic issues
that are not adequately addressed in any of the Discussion papers and which require much more in-
depth consideration and public debate.   The results of COP6 negotiations (and later COPs if all issues
are not resolved at COP6) will need to be taken into account in this further consideration.

 Decisions about if, when, and how to implement a NET system clearly hinge on how and when the
major political, scientific, and economic uncertainties are resolved.  Should Australia introduce a
NET system even if other countries, with whom we compete, don’t?  Will deferring any decisions
until the uncertainties are more fully resolved create larger costs in the long term?  Should action be
pursued to meet our Kyoto commitments whatever the cost?  How should costs be shared?

 Australian industry continues to be concerned that while there is a process of dialogue on the details
of how a NET system might work, there is little public debate on these more fundamental issues.  We
are hopeful the National Dialogue on Greenhouse initiative, sponsored by the AGO, the Australian
Institute of Company Directors and the Business Council of Australia, will make an important
contribution to starting consideration of the strategic national interests issues.  The AIGN believes
that further national public processes to examine these issues will be critical to protecting and
promoting Australia’s national interest as defined by the Prime Minister on 20 November 1997.  The
AIGN provided views on these issues and on the AGO’s proposed Design principles in our
submission on Discussion paper 1.   

 The AIGN notes that Discussion paper 4 indicates that suggested changes to the proposed Design
principles for a possible NET system will be considered as part of the current consultation, without
identifying how this will be accomplished.  As stated in our previous submissions, the AIGN believes
that it would not be prudent to finalise these principles without a separate, more structured and in-
depth consideration of the major policy and strategic issues that are central to the design of an
effective and efficient NET system.  In this regard, the AIGN recommends the future publication of a
discussion paper that would address strategic considerations in a way that enhances public
understanding. 

 This submission is structured to generally follow that of Discussion paper 4.  AIGN first briefly
comments on the background presented in the “introduction” (chapter 1 of Discussion paper 4) before
considering the issues reflected in the "stakeholder feedback on key issues" (chapter 2 of Discussion
paper 4).  We next comment on the main options for the technical and administrative design features
of a possible NET system (chapters 3, 4, 5 in Discussion paper 4).  We conclude with suggested key
areas for further investigation and consultation before governments make any decisions on if, and
when, Australia might adopt additional greenhouse gas abatement programs, including emissions
trading.  



DRAFT  2 Page 5

AIGN Submission on Discussion paper 4 to the Australian Greenhouse Office, February 2000

 Chapter 1: introduction

 Australia’s response to the Kyoto Protocol
 Discussion paper 4 notes that presenting the series of discussion papers and considering feedback is
only a first step to enable the AGO to provide advice to the Government on the feasibility and
implications of a NET system.  The AIGN agrees that the current process is only a beginning and
considers that much more will be required to assess the implications of the Kyoto Protocol and a NET
system as part of Australia’s response.  In addition, there needs to be consideration of a NET system
(if/when introduced) replacing other mandatory emission reduction policies to the maximum extent
possible.

 The collective nature of the proposed Kyoto protocol commitments for Annex B countries and the
role of international flexibility mechanisms and sinks/land use change net credits will be major factors
in the determination of implications of Australia’s response.  Australia and many other Annex B
countries, most importantly, including the USA have clearly stated that satisfactory resolution of these
outstanding issues, is an essential requirement for consideration of ratification.  The AIGN agrees that
any NET system must be capable of fully integrating with the international flexibility mechanisms to
offer the greatest scope to minimise costs.  Hence, only preliminary implications of Australia’s
response and a possible NET system can be determined ahead of concluding the international
negotiations. 

 In our submission on Discussion paper 1, the AIGN supported the need for a “set of principles for a
national emission trading system”, however we highlighted the need for changes and clarification of
the set proposed by the AGO.  The AIGN is particularly concerned that the proposed principles do not
adequately reflect the Government’s policy with respect to industry competitiveness.  The policy has
been stated on many occasions and was, for example, reaffirmed by the Prime Minister in his address
to the 47th Federal Council of the Liberal Party on July 4 1999.  We are pleased that Discussion paper
4 acknowledges the need for considering the suggested amendments, however there is no feedback on
the nature or scope of suggested amendments or indication of how the consideration will proceed.
The AIGN sees the principles and suggested changes as very important and would like to have
opportunity to participate in the consideration process. 
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 Chapter 2: stakeholder feedback on key issues
 

 The overview of the submissions submitted to the AGO in response to the first two discussion papers
helps establish the range of views and main issues requiring further consideration.  Without repeating
points made in the AIGN’s submissions we have the following observations about the feedback:

� As noted in our comments on chapter 1, we believe that the AGO’s Proposed principles for a
possible national emissions trading system are very important and that suggestions for
changes need careful consideration.  We are disappointed that there was no feedback of
stakeholder views on the proposed principles and ask that the AGO advise what process will
be used to consider feedback comments, evaluate the suggestions and finalise the principles.
The AIGN provided substantial comments in our submission on Discussion paper 1 and
would like to be involved in this process.

� AIGN notes the AGO’s conclusion that there was general support for emissions trading as an
alternative to a carbon tax or regulatory approaches if Australia ratifies the Protocol.
However, AIGN considers that this should not prejudice the treaty review process or be taken
as general support for a NET system with annual auctioning of permits/baselines.

� We found the feedback on the issue of coverage and on the upstream verses downstream
alternatives to be very abbreviated and believe that this issue needs more consideration than
implied by the limited feedback comments.  In our submission the AIGN stressed the need to
maximise coverage from the outset and design the system to ensure rapid extension of the
coverage.  The advantages of comprehensive coverage requires consideration of how the
existing and proposed other measures could be integrated into a NET system.  If this issue is
not addressed, then the theoretical efficiency potential of a NET integrated into an
international system will be reduced.  The upstream/downstream issue and the implications
of the ability to pass costs on also needs further investigation, particularly in product markets
(import and export) distorted by non-Annex 1 exemption from emission restraint.

� We found the feedback on Discussion paper 2 and the Early greenhouse action consultant’s
report useful and agree with the overall view that considerable further work and analysis is
required.  We strongly support the view expressed in many submissions, that there is an
urgent need for formal Government recognition of early action and the adoption of a clear
‘no disadvantage’ policy.  This is essential to support the continued success of the
Greenhouse Challenge and to provide a policy environment that encourages companies to
explore the full range of abatement and risk management options.  In addition to the concern
that voluntary action is being inhibited by the absence of government commitments to “no
disadvantage”/credit for early action, there is increased uncertainty for business facing
increasing pressure for more stringent restraint on emissions, including active consideration
of a NET system. 

� We note the AGO has subsequently commissioned a consultancy to provide advice on the
options and consequences of different allocation processes.  We have participated in
workshops organised by the consultants.  However, we are very concerned that neither the
issues paper prepared by the consultant or the points raised in the workshops held by the
consultant in January/February 2000 advanced consideration of this issue beyond that
already canvassed in Discussion paper 2.  We also have reservations that the modelling
proposed by the consultants will be capable of determining the consequences of the different
options.  This is not just a criticism of the particular model but a concern that applies to all
models – that they are not able to predict or estimate the transition costs and other impacts
that are associated with economic restructuring.  We urge the AGO to release the
consultant’s report and modelling methodology/limitations/results for public comment before
acting on the advice.  



DRAFT  2 Page 7

AIGN Submission on Discussion paper 4 to the Australian Greenhouse Office, February 2000

Chapter 3: what should be traded?

Definition of permits:

The AIGN supports the view that permits need to be consistent with definitions agreed under the
Protocol, including establishing equivalence between gases using the Global Warming Potentials
(GWPs) as specified in Article 5.3 of the Protocol.  

However, the question of permit duration needs careful consideration and evaluation of the
consequences of the different options.  Discussion paper 4 correctly identifies risk sharing as a key
consideration.  Three options are presented: 

� 5 year duration permits with future risk covered by the government; 

� 5 year duration permits with future risk covered through a forward permit market; and,

� a third option for allocation of a share of the national allocation.  

 Two of these three place the responsibility and cost of risk management on the permit holders
(generally the business sector) and while there may be reason to expect business to manage risk more
efficiently than government, other factors need to be considered.  

 If business has to bear the cost of the risk management it will add to the competitive disadvantage of
export and import competing businesses and that will reduce investment and employment, with
consequences for the community, particularly in regional areas.  Further, perhaps the greatest risk –
that Australia’s assigned amount will become smaller – is a risk that is defined by the Government in
its negotiating strategies and its decisions on ratifying and continuing adherence to the Protocol into
the future.  AIGN believes that the option of the community bearing this risk (through the taxation
system) in return for the investment, employment and regional development gains needs to be
evaluated and made transparent to the community.   AIGN also commends consideration of other
options which explore sharing of risks, such as those outlined in an Acil Consulting report to the
Business Council of Australia and others which was made available to the AGO in July 1998.

 In addition, AIGN believes that permits with currency over many budget periods can play an
important role in minimising transaction costs that will be incurred in secondary markets.  The fewer
long term permits exist, the greater the risks and costs that must be borne by the market, and the
greater this form of insurance against market risk.  This is not only an issue of concern for the design
of an Australian NET system but it is of even greater importance for Australia to identify the benefits
of long duration permits in order to influence the decisions of other national governments. 

 The question of permit duration has to be considered along with the consideration of allocation and
acquittal.  As set out in the AIGN response to Discussion paper 2, we believe there is a strong case for
the government to administratively issue a substantial portion of Australia’s assigned amount with
long durations as a means of reducing the risks (and hence costs) of financing long term projects and
to partially address the loss of competitiveness of businesses in the trade exposed sectors (both export
and import competing).

 Consideration of baseline-credit

 The AIGN welcomes the recognition of the considerable interest in exploring the implications of a
‘baseline-credit’ approach.  But, we are disappointed that the consideration presented in Discussion
paper 4 is weighted against a ‘baseline-credit’ approach.  Some examples and counter views are:

� We believe that a baseline-credit approach needs to be objectively evaluated and not
prejudged as implied by the assertion that “those emitters allocated a baseline are inherently
allocated a tranche of free emission allowances based on their expected emission levels”.
We do not agree with the statement that under such a system “there is no direct or implicit
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link between the value of the allocation and the costs that a specific firm faces as part of the
economy-wide adjustment associated with national emissions constraints”.  There is a link
and it is the price of the permit/credit in the market.

� Although the Discussion paper concedes that the two approaches have “broad equivalence”
the paper then proceeds with four lengthy but questionable arguments against ‘baseline-
credit’ with only one section marginally in favour as a “complement” or as a “transition” to a
capped system.  

� The discussion implies that ‘cap and trade’ is superior because it is the model underpinning
the Protocol – however unless the proposed NET system covers 100% of emissions in
Australia, a ‘cap and trade’ NET will also have to be based on some portion of Australia’s
assigned amount.  The assertion that a baseline-credit system cannot be devised to seamlessly
integrate into the international trading system and would be likely to be an impediment to
open trading is simply incorrect.

� The arguments presented under the heading “Administrative requirements” against baseline-
credit are in fact arguments for cap and trade with full auctioning and revenue recycling
unrelated to the equitable distribution of the costs of the Protocol.  They are not valid if the
alternative is cap and trade with administrative allocation or auctioning with ongoing revenue
recycling attuned to equity.  The arguments about administrative complexity, bureaucratic
intervention and arbitrary decision making are also not valid unless there is no intention to
recycle revenue from the auctioning in ways which minimise the impact on those
stakeholders most impacted.

� We do not agree that a baseline-credit would be less conducive to the development of a
healthy market, particularly one that is integrated into an international one.  The AIGN
remains firmly of the view that Australia should not unilaterally introduce a NET system
based on Australia’s initial allocation – such action would bring forward and greatly magnify
the losses to the Australian economy and employment

� We agree that a baseline-credit system presents a number of options for accommodating new
entrants and in fact see this as a key opportunity to design a NET system that best serves
Australia’s national interests.  Australia negotiated an assigned amount that took account of
our national circumstances, including continued growth of efficient export and import
competing industries, and a baseline-credit system can take this into account in setting the
baselines.  A cap and trade system with permit auctioning would have to rely on continuing,
arbitrary and indirect revenue recycling that would significantly increase risk for major long-
term investments.

� With respect to the concerns about closure of operations, the AIGN believes that a baseline-
credit approach could provide a rational basis for dealing with existing facilities while
providing an incentive to modernised or replace them with new facilities.  We would not
however support under either baseline-credit or cap and trade, an approach that imposed
restrictions on the credits/permits.  We do not agree with the assertion that there is “poor
linkage between a company’s emission levels and its exposure to abatement cost pressures
and market pressures under a system of national emissions caps”.  The linkage will be the
price/value of the credits/permits.

� The issues raised about potential double counting can be resolved to ensure there is no
double counting by simply drawing on our experience with emission inventory processes and
the Greenhouse Challenge.

� We agree that a baseline-credit system has potential to encourage inclusion of “some areas
that may otherwise lie outside the trading system”.  We see this as a key reason to adopt such
an approach overall and not just as a complement to a capped system.  It has considerable
potential for “win-win” involvement of sectors such as agriculture/land management and
forestry.
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� We also agree that a baseline-credit system can be structured to facilitate and build on

existing programs including Greenhouse Challenge provided it is not a transition
arrangement to be replaced in the commitment period by a cap and trade system with
auctioned permits.  An essential and very positive potential feature of a baseline-credit
system is the ability to recognise and encourage early action.  Any suggestion that such
recognition would be abandoned at the beginning of the commitment period is totally
unacceptable.

Consideration of permit ownership issues

We agree with the view expressed in Discussion paper 4 that the ownership rights must be clearly
established, however we are concerned that the discussion implies that the AGO would like to limit
legal entitlements for compensation.  We believe that this would introduce an unnecessary and
significant level of sovereign risk that would undermine stability and investor confidence.

With respect to 1990 emitters, the AIGN believes that the issues need to be carefully worked through
and not just dismissed as “too hard”.  The Greenhouse Challenge Program has started the process of
establishing 1990 emissions and has demonstrated that much can be learned from the process, such as
the need for preservation of historical data.  Account will also need to be taken of subsequent changes
in those operations and their ownership.  In addition, new operations and early action efforts will need
to be resolved as part of this process.  

As set out in our response to Discussion paper 2, AIGN does not support the unstated alternative to
annually auction permits as a way to bypass dealing with these critically important risk and fair
treatment issues.  As we pointed out in that submission, annual auctioning is the equivalent to a tax,
and in the context of the government’s assurances that Australian industry will not be “robbed” of its
advantage, it amounts to appropriation of emission rights by the government.
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Chapter 4: tracking emissions and emitters

General comments:
While the estimation and or measurement of emissions for the purpose of a NET system need to be
consistent with the National Greenhouse Gas Inventory (NGGI) and the IPCC guidelines the NGGI
typically collects data on a broader basis than will be required for a NET system involving individual
legal entities.  In addition the Kyoto Protocol has some specific criteria inclusions and exclusions
(particularly in the Land-Use Change and Forestry sector) that need to be taken into account.

The Greenhouse Challenge program has provided the most useful experience and development of
guidelines and workbooks for individual enterprise emissions.  The AIGN agrees that a NET system
will need to have more comprehensive coverage of sectors and enterprises than currently exists under
the Greenhouse Challenge, however the Greenhouse Challenge is being significantly extended and the
approach of developing workbooks to be used by participants (based on IPCC and NGGI
requirements) provides an excellent model to develop any additional requirements for a NET system.
The experience with Greenhouse Challenge has also indicated that most large enterprises will have
activity and energy and raw material inputs to determine past emission levels and trends.

In terms of monitoring technologies, Greenhouse Challenge experience needs to be taken into account
– most activities do not need additional measuring equipment to match and many cases exceed the
accuracy of the national emission inventory process (NGGI).  While some entities may have ‘state of
the art’ monitoring capability, they should not be required to achieve a higher level of accuracy and
precision than will be achieved for those emissions when they are estimated under the NGGI.
Regardless of the efforts to improve measurement and estimation at the enterprise level, there will
still be a reconciliation issue with the ‘top down’ NGGI (Kyoto) data.  The AIGN recommends that
this issue be the subject of further consideration, including direct discussion with NGGI experts and
both AGO and participant experts associated with the Greenhouse Challenge program.  Final
decisions will also need to take account of any guidelines that are developed by the IPCC and
agreements reached by the Parties, as they consider these issues with respect to international
flexibility mechanisms and compliance systems.

To minimise costs, mandatory requirements for reporting and acquittal should be based on those
ultimately agreed under the Kyoto Protocol.

The discussion of permit allocation and permit duration (or frequency of allocation) concentrates on
arguments that favour frequent auctioning, without considering the potential from long duration
permits to reduce risk and costs associated with long term investments.  In response to similar partial
discussion in Discussion paper 2, the AIGN noted that 

“… it is questionable that the systems in Discussion paper 2 would be economically efficient because
they involve frequent re-allocation and a permit tenure that fails to support commercial requirements
for long term investments.  While it can be argued that markets will emerge to cover the risks that
would be associated with frequent re-allocation and short tenure permits, the premiums will
significantly increase transaction costs and reduce economic efficiency.”  

The reluctance to discuss the potential benefits of long-term permits suggests a lack of concern about
the implications for owners of long-term assets and investors considering long-term investments faced
with competition from non-Annex 1 countries. This apparent lack of concern is surprising in view of
the issue being highlighted in our previous submission. The AIGN believes that short duration permits
would be a disincentive to investment and therefore not consistent with the economic and investment
policies of the Government.
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Chapter 5: operation of the market

Operation of a possible NET system

The AIGN agrees with the objectives set out for the tradeable instrument, however the actual system
that results from the continuing international negotiations, combined with voluntary schemes that are
emerging, may not meet these objectives.  While unqualified fungability is theoretically the least cost,
the Protocol negotiations and possible compromises on liability, definitional, measurement and
verification issues combined with residual uncertainty, are likely to result in tradeable instruments of
different quality.  Hence, the Government needs to place priority on resolving these negotiations in a
way that minimises the potential deficiencies, while holding final decisions on design of a NET
system to ensure that it will work most efficiently with the international system.  In the meantime, the
voluntary emissions trading systems, including secondary markets, will continue to evolve ahead of
the negotiations while taking account of the ‘negotiation risks’.

The AIGN agrees with the schematic model of a possible NET system shown in figure 5.1 (page 45)
subject to the following qualifications:

� While the Government will need to hold permits on behalf of any emitters outside of the NET
system, this should be minimised (this is the only valid reason for the Government holding
“buffer” or insurance stocks).  Excessive withholding, particularly if other national governments
follow such a conservative approach will increase costs that may not be recoverable by later
relaxation.

� As noted above, the systems may have to deal with variable quality instruments and the
consequent additional information to ensure transparency and integrity of the system.  However,
we question if this would require trading in the secondary markets to be reported and tracked
through the national registry.

 Compliance

 The issue of compliance is a complex one that must be considered in the context of the international
negotiations.  The AIGN supports the Government’s recent submission on compliance but notes that
other Parties have quite different positions on this issue.  While final decisions will need to be
delayed until the negotiations have been completed, the AIGN believes that the principles set out in
the Government’s submission should be adopted within Australia.  If the international negotiations
result in an outcome different to Australia’s position, the AIGN considers that would be an issue that
could require Australia to withhold ratification.   

 The AIGN is concerned that the compliance options canvassed in the Discussion paper could result in
more onerous sanctions on participants in the possible NET system compared with Australian
emitting entities not covered by the NET system or by entities under other national emission trading
systems.  The AIGN specifically rejects the suggestion of punitive penalties based on the US SO2
program unless it can be demonstrated that all other Annex 1 emitting entities will face the same
penalties.

 Hence, further progress is required in the international negotiations (on liability as well as
compliance) before the options for a NET system can be evaluated.  The AIGN also believes that
borrowing (or mechanisms equivalent to borrowing) should not be ruled out for a NET system.
Article 3.13 of the Kyoto Protocol allows banking of outstanding permits but is silent on the
possibility of borrowing – hence exclusion under the Protocol of borrowing would require a specific
decision of the Parties.
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 Legislative framework

 The AIGN agrees that this aspect requires considerable further consideration, most of which depends
on further resolution of the issues being negotiated internationally.  However, to facilitate companies
efforts to manage the risks and consider the role and implications of various NET system design
options, the AIGN requests the AGO to initiate a dialogue with all stakeholders on the interface of the
tax system (including any implications under international tax treaties/agreements) with a possible
NET system.
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 Concluding comments
 As noted in this submission and our previous submissions, the AIGN requests that before the
Government considers taking any final decisions on a NET system, there is: 

� progress and decisions in the international negotiations on the implementation of the Kyoto
Protocol;

� consideration of the regime risk associated with the Protocol, taking particular account of the
ratification intentions of all other Annex 1 Parties. 

� consideration of national strategic issues particularly the competitiveness issues arising from
the lack of non-Annex I commitments or even a planned path for such commitments,

� review of the proposed principles for a NET system,

� consideration of the optimum extension to, replacement of, or interfacing of a NET with
other existing measures or sectors (and gases) not covered by a NET system,

� consideration of “no disadvantage” and recognition abatement actions taken 

� in depth consideration of allocation and point of acquittal options and consequences,

� further consideration of potential advantages of baseline-credit,

� economic modelling of the options and plausible international developments (including
measures/strategies adopted by other Annex I countries to address the competitiveness and
trade implications of the lack of non-Annex I commitments, and

� consideration of optimum integration of a NET system with the international systems for
emissions trading, JI and CDM.

Contact:

Mr John Eyles

Executive Director

Australian Industry Greenhouse Network

ph: 03 9270 6319

fax: 03 9270 6366

email: johneyles@compuserve.com 
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