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1 Reports 

1.1 Carbon Liability  

Author: Donna Cross, Group Manager Commercial and Strategy  

Authoriser: Bede Carran, Chief Executive  

  

Recommendation 

That Council: 

1. Approves and adopts the proposed new Carbon Policy attached to this report;  

2. Notes the requirement to surrender 36,539 New Zealand Units to meet its carbon liability 
for the calendar year ending 31 December 2019;  

3. Approves the purchase of 36,539 New Zealand Units at a price of up to $25 per unit (i.e. 
using the fixed price option), at a total price of up to $913,475 to be met from Council’s 
waste minimisation reserves;  

4. Notes and approves the strategy to achieve policy compliance in 2020, based on the 
proposed new policy. 

 
Purpose of Report 

1 To: 

1.1 Provide confirmation of Council’s compliance with the New Zealand Emissions Trading 
Scheme (NZ ETS);  

1.2 Obtain Council’s approval to the proposed amendments to the Carbon Policy;  

1.3 Obtain Council’s approval to the strategy to maintain policy compliance through 2020, 
based on the proposed new Carbon Policy; and 

1.4 Obtain Council’s approval of the transactions required for Council to meet its surrender 
obligations in relation to the year ending 31 December 2019. 

Assessment of Significance 

2 The matter of carbon liability affects all of Council’s ratepayers who receive kerbside rubbish 
collection and all users of its landfill and waste transfer stations. However, it is not considered 
that the matters contained within this report require consultation.  

Background 

3 This report contains: 

3.1 Background information about the New Zealand Emissions Trading Scheme (NZ ETS) and 
Council’s participation in it.  

3.2 Confirmation of Council’s compliance with the NZ ETS.  

3.3 Recommended changes to Council’s Carbon policy which has been under review.  
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3.4 Recommendations in relation to Council’s current surrender obligations in relation to 
the calendar year ending 31 December 2020.   

4 The New Zealand Emissions Trading Scheme (NZ ETS) is the Government’s main tool for 
meeting domestic and international climate change targets. The scheme aims to encourage 
people to reduce greenhouse gas emissions.1 

5 The NZ ETS puts a price on greenhouse gas emissions.  It creates a financial incentive for:  

5.1 businesses to reduce their emissions  

5.2 landowners to earn money by planting forests that absorb carbon dioxide as the trees 
grow. 

6 One emission unit, the New Zealand Unit (NZU), represents one metric tonne of carbon 
dioxide or carbon dioxide equivalent (i.e. the amount of another greenhouse gas, such as 
methane, that does as much damage as one tonne of carbon dioxide). 

7 Businesses with surrender obligations (legal obligations to hand over units) must purchase 
enough units to cover their emissions. These units are then surrendered to the Government. 

For example, a business emitting 2,000 tonnes of greenhouse gases would need to purchase 
2,000 emission units on the NZ ETS market. If the emitter reduced their emissions by 500 
tonnes of greenhouse gases they would only need to purchase and surrender 1,500 units. 

8 It is up to the emitter to decide whether they wish to reduce their emissions or purchase units. 
The price which the emitter pays for units, sometimes called the carbon price, is set by supply 
and demand. Where demand for units increases and supply remains constant, the price of 
units will generally increase. The price will decrease where there is an abundant supply of 
units. 

9 In terms of forestry, NZ ETS participation is mandatory for some types of forest land and 
voluntary for others. The Government gives eligible foresters units for carbon dioxide that is 
absorbed by their trees. The foresters can sell these units on the NZ ETS market.  

10 The following illustrates how NZU trading can take place: 

 

                                                      

1 Paragraphs 4 – 10 of this report contains information created and published by the Ministry for the Environment.  
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11 Sectors that Timaru District Council participates in, specifically waste and forestry, have 
surrender and reporting obligations under the NZ ETS.  Council has obligations under NZ ETS 
in relation to its landfill activities, as well as its management of certain forestry land.    

12 Each year, Council incurs a liability in relation to greenhouse gas emissions from its landfill 
activities.  This has historically represented a cost of between approximately $600,000 and 
$700,000 each year (for the 2019 year this will be over $900,000 due to increased volumes), 
with that cost projected to increase significantly in the future.    

13 Council would also incur a liability if deforestation was to occur in relation to any Council forest 
that is subject to the ETS.    

14 Council files an emissions return each year and is required to surrender NZUs to meet its 
carbon liability.   It needs to have purchased or otherwise accumulated sufficient NZUs to meet 
is surrender obligations.  

15 The cost of Council’s landfill activities, including carbon liability, are met through rates and 
user charges.   Kerbside collection (and associated carbon liability) is funded through rates, 
whereas for users disposing of waste direct to landfill or via transfer stations (and associated 
carbon liability) are met through user fees and charges.  

16 As rates are set annually in advance, and fees and charges are reviewed annually (although 
with some scope to amend fees and charges during the year if necessary), we are susceptible 
to market volatility in terms of the cost of meeting our emissions liability – if the cost of 
purchasing NZUs escalates, what we collect in rates and user fees may not be sufficient to 
meet the cost of our liability.   

17 The graph below gives an indication of the price history for the New Zealand spot market: 

 

18 Government has proposed to reform the NZ ETS to drive emissions reductions.  These reforms 
aim to incentivise practice change and New Zealand’s transformation to a low carbon 
economy.  

19 In terms of the current market and where it is potentially heading because of the reforms 
currently proposed, there is a wide range of possible outcomes under the NZ ETS for where 
the price of carbon will be in the future: 
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19.1 The current spot price for an NZU is approximately $25.05.  

19.2 The current Fixed Price Option (FPO) is $25 per NZU which is expected to be only 
available to use to meet surrender obligations for emissions produced in 2019.  This is 
proposed to increase to $35 per NZU for emissions produced in 2020 then to cease and 
be replaced with a cost containment mechanism (where a trigger point of $50 is 
reached, Government will place more units into the market as a way of easing the 
pressure between supply and demand).  

19.3 The current 5 year forward price is approximately $29.30 per NZU.    

19.4 Market and proposed regulatory changes are expected to significantly increase the cost 
of purchasing NZUs to meet liability associated with greenhouse gas emissions.   The 
Government low estimate is $50 per NZU and the Productivity Commission estimates 
this could increase to as much as $200 per NZU in future years.   Such a price increase 
would have significant implications for Council and impact on the cost of providing 
landfill services. 

20 Given the above factors, with assistance and advice from our external advisors, we have 
undertaken a comprehensive desktop review of our Carbon Policy.  

21 It’s to be noted that Council is constantly exploring ways to minimise emissions and emission 
liability associated with its landfill.  It does this through its strategy around waste minimisation 
and diverting waste from landfill.  This includes looking at technologies and practices such as 
landfill gas flaring to reduce methane emissions (gas flaring can also be used for power 
generation).  Council’s future investment strategy in relation to forestry, to offset its carbon 
liability, also needs to be considered. 

Discussion 

Current compliance 

22 The NZ ETS works on a calendar year basis.  Council has met its reporting requirements to NZ 
ETS in relation to emissions for the 2019 calendar year.   

23 Council is required to surrender 36,539 NZUs by 31 May 2020 (with 31 May falling on a 
weekend and with 1 June being a public holiday, Council is able to surrender on but no later 
than 2 June 2020).  

24 Council currently holds 61,622 NZUs, of which 16,081 are forestry units.  Current holdings are 
consistent with Council’s traditional approach under the Carbon Policy, which is a 50% hedge 
for the relevant emissions year and 30% hedge for the next 4 years which has then been offset 
by forestry units held.  

25 The Carbon Policy can be interpreted in different ways which affect its application.  We have 
sought to address through the policy review.  

26 Note that Council has the option of meeting its surrender obligation for 2019 through utilising 
the Crown’s Fixed Price Option (FPO) of $25 per NZU.  This is only able to be used to meet its 
surrender obligations in relation to its 2019 emissions.    At $25 per NZU this would cost 
$913,475 which will be met from waste minimisation reserves.  Council’s waste minimisation 
reserves have a current balance of circa $1.9m.  Further details on this are included below.    

27 Please note that Council is not able to buy NZUs at the FPO for the purpose of meeting its 
surrender obligations in relation to its 2020 or future emissions – the reforms propose a FPO 
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of $35 per NZU for 2020 emissions however the possibility of extending the current FPO of 
$25 per NZU for 1 year is currently under consideration.     

Policy review 

28 A review of the existing Carbon Policy has been undertaken to: 

28.1 Confirm that the Policy is fit for the purpose of meeting Council’s obligations under the 
New Zealand Emissions Trading Scheme (NZ ETS); 

28.2 Ensure that the Policy is effective and efficient in identifying and recognising risks, 
measuring and managing risk exposures, considering approved instruments and 
supports decisions to re-profile risk positions. The Policy review has been mindful of the 
present uncertainty relating to the NZ ETS; 

28.3 Evaluate the Policy against local government sector peers; and 

28.4 Recommend an appropriate carbon price risk and counterparty credit policy based on 
the unique requirements of the NZ ETS to ensure policy objectives are met and 
transactions are not unduly restrictive. 

29 Council’s existing policy is very comprehensive and in a better state of maturity than many.  It 
covers most of the areas that a risk management framework would be expected to include.  
However, there are some conflicting and ambiguous provisions within the policy that affect 
its application, and some other material changes that are recommended moving forward.  

30 Carbon exposures are becoming increasingly significant to the local government sector given 
the impending legislative changes that will require New Zealand to meet its obligations under 
the Paris Agreement (which comes into effect in 2020). The expectation that carbon prices will 
rise over the coming years (as NZU demand exceeds NZU supply) will likely increase this 
materially. A number of councils which do own or control landfills are becoming attuned to 
these risks and are beginning to review their exposures and risk management frameworks. 

31 The following recommended changes have been incorporated in the proposed new policy: 

31.1 Reducing the risk management horizon from 10 years to five years. This change is 
predominantly driven by the underlying market itself - as hedging beyond five years is 
largely impractical; 
 

31.2  A focus on layering up carbon holdings to ensure a high degree of cost certainty for 
Council relative to its financial year. There are challenges with managing budgets on a 
financial year and aligning this with the calendar year used by the NZ ETS; and 
 

31.3 Providing a policy framework that is dynamic, and will be able to move with Council from 
one year to the next (rather than referencing specific hedging percentages for specific 
years). 

32 Other changes include: 

32.1 Identification of risk (section 4.1):   

 We have included a brief comment on the materiality of carbon exposures to Council 
and the risk if these are not managed. 

 We have removed reference to the estimated number of units within the policy. We 
recommend not stating what the forecasted obligation will be, but rather point to a 
forecast that can be adjusted outside of the policy review cycle. 
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 We have removed the reference to using forestry units as available to offset landfill 
obligations. Without a strategy to grow units allocated to forestry units this 
allocation of units should be kept whole to meet any obligation that may arise from 
deforestation. While some larger councils, or those that have a larger portfolio of 
forestry units have been investigating how these can be used strategically to manage 
carbon price risk, Council at this point in time does not have a portfolio of forestry 
units that could realistically be used as a strategic reserve.  Therefore, the proposed 
policy now clearly states that these two are separate and there is no co-mingling or 
netting between the two sources as a prudent management approach. 

32.2 Management structure and responsibilities (section 4.2): 

 The proposed policy provides that the CFO reviews the emissions return before it is 
filed. There are to be onerous penalties applied under the updated legislation (from 
May 2020) and a review process for the emissions return has been included to 
ensure Council is not penalised under the NZ ETS  for incorrect surrenders.  

 We have included a requirement for a report on non-compliance to be initiated 
(similar to that typically seen in treasury policies) to ensure that any non-compliance 
is escalated and an action for mitigation is put in place (where appropriate).  

 We have included some changes to the management responsibilities to better 
reflect where these tasks more appropriately sit in practice.   We would transition to 
this over the next 2 months so that current practices can be maintained for the 
purpose of administering the surrender obligations for the 2019 emissions, and any 
transactions required to maintain policy compliance through to 30 June 2020.   

32.3 Carbon risk management parameters (section 4.3): 

Risk management framework for unit holdings: 

 We have included a two stage approach to the framework for managing carbon price 
risk.  

 The following two tables outline the approach recommended in the policy and the 
rationale for these changes, which are discussed below: 

Obligation period Compliance 

requirements as at 

(month of current year) 

Minimum holding as a 

percentage of annual 

gross obligations 

Current calendar year by 30 June 75% 

by 31 December 100% 

Next calendar year by 31 December 50% 

 

 The second stage of the framework is to set a minimum and maximum level of units 
to be purchased and held by Council to cover future years as shown below: 

Period Minimum unit 
holding 

Maximum unit 
holding 

Year 3 - Year 5 0% 50% 
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 Taken together, the policy aims to strike a balance between the following: 

 Timing of the obligation vs the timing of setting budgets for price allocation 
(landfill). 

 Price stability for the current budgetary period while retaining the ability to make 
strategic hedging decisions for the medium term (managing the carbon price 
risk). 

 Allow for some uncertainty in emissions forecasting (which will drive the 
financial obligation. This obligation needs to be collected by landfill and passed 
through to treasury/finance to settle with the crown. This will be done using 
NZU’s (or equivalents) or by using the Fixed Price Option (FPO) while it is still 
available. 

Use of the fixed price option (FPO), or other alternative mechanisms: 

 We have maintained the ability for Council to use to the FPO. The FPO is an existing 
mechanism that can be used to settle Council’s obligations at a fixed (known) price 
on the day of settlement (i.e. 31 May each year). The FPO provides an observable 
price that Council can utilise to give certainty and the market is currently trading 
around the level at which it is set (i.e. $25.00). The FPO will ultimately be retired (and 
replaced with a different mechanism called the cost containment reserve – 
explained at paragraph 19.2 above), however we consider it beneficial for Council to 
include the option within the policy while it is available. 

Commentary 

 The recommended policy aims to provide a framework which balances strong 
carbon price certainty with the flexibility to make a small number of strategic 
decisions.  

 To this end, it is recommended that Council builds up 50% of hedging in the 
preceding calendar year, with a requirement to be 75% hedged (the minimum) by 
the time the budget is finalised (in June). Council then has the remainder of the year 
to finalise the hedging for the calendar year (i.e. 100% by December of current 
obligation year). There is no maximum under this policy, given that ‘overhedging’ will 
only create an excess of credits that can be carried forward or allocated against 
future years’ exposures. 

 As well as managing the current and next calendar year’s obligations, we also 
recommend including the ability to hedge longer-term risks out as far as five years. 
Relative to the existing policy, this framework is a shorter, simplified approach for 
managing carbon exposures beyond the next two calendar years. This is to ensure 
that Council is able to obtain units but is not forced to do so over that time. 

 Overall, the policy ensures a prudent ‘spreading and smoothing’ approach to 
building up cover and forward managing pricing risk before the budget is set for the 
following financial year. 

 This is in line with Council’s current approach to managing the risks associated with 
the carbon exposure with some adjustments discussed below: 
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 Reducing the time horizon from 10 years to five years. This is due to the following 

reasons: 

- The five year horizon aligns with the Government's future requirement to set 

their unit supply volumes over a five year rolling period; 

- Managing the risk beyond that time horizon will likely prove to be difficult; 

and 

- Forward contracts are not offered beyond five years and contracts out that 

far would present a high level of counterparty credit exposure. 

 This approach is similar to frameworks used to manage other treasury risks, such 

as commodities, currency or interest rate risk and provides flexible mechanisms 

to allow risk management without enforcing long dated hedging. 

 We have incorporated the use of ‘alternative mechanisms for settling obligations’ in 

order to allow the use of the FPO and to allow flexibility for future changes that may 

be made to the NZ ETS rather than restricting Council to current mechanisms. 

32.4 Authorised instruments and counterparties (section 4.4): 

 We have removed the reference to green Certified Emissions Reduction units 
(gCERs) and replaced the use of ERUs with a generic international unit under the 
assumption that (based on the Government’s forecasting models) there will be an 
allowance made for the use of approved international units within the scheme in the 
future. We have worded this to ensure that the use of units must be aligned with 
what is allowed by the Crown under the NZ ETS. 

 For counterparties - we have added wording to the existing policy to include the use 
of registered exchange platforms (for spot exchanges only) and also to include the 
New Zealand Government/Crown.  Direct contracts with other parties could be 
potentially used provided risk can be effectively managed such as through escrow 
arrangements.   

32.5 Reporting (section 4.6):   

 We have included an enhanced requirement for a reconciliation to ensure this 
agrees with external holdings records. 

 Separately, we have included the use of an exceptions report (discussed earlier in 
the responsibilities section). 

33 Overall, the recommended framework contained in the proposed new policy will provide a 
number of benefits over the existing policy: 

33.1 It is more closely aligned to the latest NZ ETS changes and likely market characteristics 
from 2021 and beyond. 

33.2 The near term has a higher level of fixing required to ensure that certainty is achieved 
over the shorter term while providing flexibility in managing the carbon risk in later 
years. 

33.3 The policy aims to balance net exposures for Council against the gross exposure, 
allowing some flexibility for risk mitigation between the two. 
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33.4 This framework is more dynamic over time and allows Council to be proactive where 
there are market opportunities and allows the use of alternative mechanisms. 

34 Note however, in terms of the minimum requirement, it may result in us holding less NZUs at 
any one time than is required by the current Carbon Policy.  

 

Ensuring policy compliance requirement, and strategy 

35 Based on an annual forecast surrender obligation of 35,000 (up from 33,200), here is how the 
proposed new policy would be applied if it was operational in 2020: 

Obligation period Compliance 

requirements as 

at 

Minimum holding as 

a percentage of 

annual gross 
obligations 

Units requirement 

(assuming no 

utilisation of forestry 
units to offset) 

Current calendar 
year 

by 30 June 2020 75% Total 26,250 NZUs 
required to be held for 

landfill* 
 

 

by 31 December 
2020 

100% Total 35,000 NZUs 
required to be held for 

landfill 

 

Next calendar year by 31 December 
2020 

50% Total 52,500 NZUs 
required to be held for 

landfill 

 

 Total required by 31 

December 2020 
100% of current 

year 

+ 50% for next 

year 

 

52,500 NZUs* 

 

*c.f. 59,500 NZUs if the current policy is applied (but on the basis that Council’s forestry units 
are not used to offset).  

36 Longer term policy component:  In addition to the above activity, which would be required to 
meet compliance with the proposed new policy, Council would also be able to transact up to 
50% of its forecast exposure, for the following three years as shown below. 

Period Minimum unit Holding Maximum unit Holding 

Year 3 - Year 5 0% 50% 

Based on current forecast 

exposures 

35,000 x 0% x 3 years = 

0 NZUs 

35,000 x 50% x 3 years = 

52,500 NZUs  

(additional to the 
52,500 NZUs above for 
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Year 1 - 2) 

 

37 Actively hedging longer-term exposures is not necessarily required at this time. However, if 
Council had a view that NZU prices were moving materially higher and there was a desire to 
forward manage this risk, the recommended policy framework allows this.  Note that 
Government is expected to provide an update on the reforms after 31 May and this could 
result in a market response as we saw in late 2019 when the price increased quickly from $24 
to over $28.  

38 Assuming Council approves and adopts the proposed new policy, the strategy described at 
paragraph 39  is proposed, based on the following information regarding current holdings of 
units and utilising the new recommended framework: 

38.1 Current holdings:  61,622 NZUs 

38.2 Current holdings for landfill use:  45,541 

38.3 Current holdings for forestry: 16,081 

38.4 Surrender obligation as at 31 May 2020:  36,539 NZUs 

38.5 Annual forecast exposure of 35,000 NZUs (up from 33,320) 

38.6 For the landfill, the holding requirement as at 30 June to achieve minimum policy 
compliance (based on the proposed new Carbon Policy) is 26,250 NZUs, and as at 31 
December 2020 this is 52,500 NZUs.  

39 Strategy:  Surrender obligation for the calendar year ending 31 December 2019 

While on an individual transaction basis it would be cheaper to do so, rather than utilising 
NZUs currently held to meet Council’s surrender obligations as at 31 May 2020, or current 
spot price which is slightly over $25, we propose to utilise the $25 fixed price option, which is 
available to Council to settle its 2019 emissions obligations (we’ve been advised this can be 
settled on 2 June).  

This would leave Council in the position of meeting and in fact being favourable to our 
minimum policy requirement at 30 June 2020 (assuming adoption of the proposed new policy) 
and we can then look to build up forward cover in the secondary market (for next year’s 
surrender by 31 December 2020, or sooner, particularly if we can achieve pricing around the 
$25 level).   

It is possible that the spot price could drop following 31 May 2020 as the current demand for 
NZUs to meet 31 May surrender obligations will be impacting the market to some degree, but 
there is certainly no guarantee of this.   

Options and Preferred Option 

40 Proposed new policy:  The preferred option is for Council to adopt the proposed new Carbon 
Policy.  This does materially change our policy approach.   While the current policy has been 
advanced in terms of carbon policy maturity generally within the sector, it requires amending 
to enable us to better integrate our budgeting process with liability management.   

41 Approach to meeting surrender obligation of NZUs in relation to 2019 emissions year:  The 
preferred option put forward is to utilise waste minimisation reserves to enable Council to 
meet its 2019 emissions year surrender obligations utilising the fixed price option of $25 per 
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NZU.  This would leave Council in a positive position in terms of policy compliance heading 
towards 30 June.   

The alternative would be for Council to use all or part of its current landfill NZUs (perhaps 
combining this with some use of the fixed price option) but then have to purchase additional 
NZUs following the surrender to achieve policy compliance by 30 June 2020.  While we could 
achieve compliance, there is an element of speculation in this approach.   

Consultation 

42 We have received external advice on the policy review, but have otherwise not consulted 
externally.  

Relevant Legislation, Council Policy and Plans 

43 The legislation and policies relevant to this report include: 

43.1 Timaru District Council Carbon Policy 

43.2 New Zealand Emissions Trading Scheme (currently under review) 

43.3 Climate Change Response Act 2002 (currently under review) 

43.4 Climate Change Response (Emissions Trading Reform) Amendment Bill 

43.5 Climate Change Response (Zero Carbon) Amendment Bill 

44 Paris Agreement 

45 Kyoto Protocol (expired) 

Financial and Funding Implications 

46 The cost of surrendering 36,539 NZUs using the fixed price option for Council to meet its 
obligations in relation to the 2019 emissions year, will be $913,475.  This would be met from 
Council’s waste minimisation reserves (which has a current balance of approximately $1.9m, 
with the projected actual at year end being $2.4m) as the budget for the year has been applied 
to maintain compliance with the current Carbon Policy.  

Other Considerations 

47 n/a 

Attachments 

1. Carbon Policy - Proposed Amendments - May 2020 (draft, tracked) ⇩   

CCCCC_20200602_AGN_2398_AT_SUP_EXTRA_files/CCCCC_20200602_AGN_2398_AT_SUP_EXTRA_Attachment_10188_1.PDF
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