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Comments on Treasury’s Carbon Tax Policy Paper, 2013: Executive summary

EXECUTIVE SUMMARY

The Energy Research Centre (ERC) welcomes theqatioln of South Africa’s carbon tax
policy paper (National Treasury 2013), followingetlearlier discussion document (National
Treasury 2010). ERC had taken the opportunity taroent on the earlier document, based on
our research. We are pleased to see that Treasumypoving beyond discussion, to formal
policy. We offer these further comments, somewhsised since Augustin the hope that they
may contribute to the implementation of a well-gesid and environmentally effective carbon
tax.

Our analysis of the carbon tax as proposed in Trgas policy paper is that it is both low
relative to the required task and includes a compét of exemptions. The effective tax rate of
R12-48 / t CQ-eq is too little to transform South Africa’s engreconomy, and does not make a
sufficient contribution to bending the curve of mational greenhouse gas (GHG) emissions, so
that it starts following a benchmark ‘peak, platead decline’ GHG emission trajectory, as set
out in our climate policy (RSA 2011).

Before commenting on the design, some fundamestales need to be revisited. Climate
change is real and already being observed — aisdaitproblem with some specific features.
Climate change is a long-term problem requiringeatgsolutions. For South Africa and
globally, it is primarily an energy problem; that reducing GHG emissions from the use and
supply of energy. Given how central energy (anedts in some countries) is to economic
activity, that means climate change is not onleawironmental problem, but deeply a question
of our socio-economic development path. And itds a question we can escape: because even
if the costs of climate action might seem large, dme thing we do know about the costs of
inaction is that they are even larger, and woulgaie mostly by the poor. Climate change is
also a collective action problem — solutions onlgrkvif all countries act, and resist the
temptation to free-ride on the efforts of otherkisTdoes not mean that all countries need to do
exactly the same. The key task of developing c@sjtiover the next decade, is to slow the
growth of our emissions. It is necessary to nowt stashift very large systems, to avoid being
locked into a high-emission, high-climate-impact rldo This includes investments in
infrastructure with long life-times, but about whidecisions are being made now.

We understand the approach to introducing the systea phased manner. But then the design
needs to be more ideal, and appropriate to at f#aging to bend the emissions curve. Given
the low levels of the tax, the certainty and siwipli of absolute thresholds, and the greater
marginal mitigation effect that can be achievecwiite same burden to firms (unless emissions
grow), there is a compelling case at low effectiae rate to apply absolute thresholds at the
outset. Such thresholds could be agreed as paat mfocess of determining eligibility for
transitional assistance.

1. If alow tax rate, then have absolute thresholds.

a. Relative thresholds mean the tax creates no disiiveefor emissions growth. The
set of so-called ‘thresholds’ are really exemptjdeading to a lower effective tax
rate.

b. Introduce absolute thresholds at the outset, net.l& marginal tax applied above
thresholds of absolute emissions will have a greatarginal mitigation effect,
leaving the companies in the same financial pasitos a same level of emissions.
This will enable a simpler tax design.

1 Good discussions on our earlier set of commetngy@at 2013) have prompted us at ERC to review ounrent.
Our thinking has developed further, as reflectethafollowing main changes: a refinement of owpasal for
a simpler, better tax / revenue system (in thiscbiee Summary and the Conclusions); a new section
clarifying absolute and relative thresholds; angrioved accuracy in section 4.1. The majority ofdoeument
is the same as in August. We look forward to furtiscussions and will continue our anlaysis — bape this
will make a contribution to the best possible carbax for South Africa.
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Comments on Treasury’s Carbon Tax Policy Paper, 2013: Executive summary

2. Simplify thetax, apply it in full at the margin.

a. Introduce a marginal carbon tax above an absoawel | that is, levy the R120 on
40% of emissions, rather than the proposed minimafmR48 on 100% of
emissions. Every additional ton (above the 60% llofnable emissions faces the
full tax. Tons within the 60% do not pay any taaxifree thresholds are reviewed
after five years, and reduced over time. For thmemy as a whole, 100% would
be the total emissions in the 2010 greenhouse@d&] inventory.

b. A single carbon price across the economy is bdibiefit and fair. The same rate
should be applied to all firms or covered sectors.

c. To set absolute thresholds, the most reliable desdlable needs to be used. Data
from the updated GHG inventory for 2010 providesoarrview at sector level,
which is useful but not specific to individual fismFor a major emitting firm, 100%
of emissions would be its reported and audited giomis for 2010, which pursuant
to the climate policy will be reported mandatoriyata should be independently
verified by third parties, or based on audited ddbath as good practice and as a
basis for biennial reporting to the UNFCCC. Greerdgogas inventory data in turn
can be improved by this and audited data provideditie purpose of receiving
transitional assistance, providing trends of ov&d&lG emissions over time.

3. Deal with differentiation among firms in sector on the revenue side. Instead of further
exemptions for process emissions and trade-exposureduce transitional assistance for
poverty alleviation, job retention and competitigen. Z-factors can be applied elsewhere,
as we suggest below. The more carbon-efficientra i, theless transitional assistance it
receives (but note above, it pays less tax). Thisdnsistent with the purpose of the
assistance, which is to help the bigger emittedsice emissions. Overall, this helps keep
the tax simpler and provides a single carbon @eress the economy.

4. Instead of exemptions from tax, use revenues to provide assistance to ensure net
benefit for poor households and establishing a transitional assistance programme for
EITE industry

a. While not its objective, the carbon tax will gerteraevenue. This should be spent
on assistance to the poor, to create jobs andsistagith competitiveness. These
should be combined into a programme of assistance.

b. Policy instruments for ensuring that poor househokteive a net benefit under a
carbon tax are important. Free basic alternativerggnis a useful option. Direct
transfers to households should also be considered.

c. Instead of giving allowances for trade exposurelyjonTreasury should give
transitional assistance to energy-intensive andetexposed firms. Instead of
paying less tax, eligible entities (assessed byetiergy intensity of their exports)
could receive transitional assistance. As desigrbd, ‘thresholds’ for trade-
exposed sectors do not accurately target the indsistho might have real need of
transitional assistance. Z-factors contain a gadeh, but should be applied to
assistance, not exemptions.

d. In applying the Z-factors to transitional assisgnthe onus should be on firms
within EITI sectors to demonstrate their eligilyiliieven though we have a broad
understanding of firms in these sectors). It isehtrat thresholds for process
emissions and energy- and trade-intensity wouldyfygropriate. Such thresholds
should be lowered over time.

e. Assistance should be aimed at supporting the niitigahat firms can achieve, put
forward by them in a mitigation plan. These mitigatplans would be reviewed by
government, and once approved, firms would be adedle to implement them in
exchange for the transitional assistance.
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Until a clear alternative to regulate emissionsthie power sector is in place,
electricity should not automatically be exempt frbma carbon tax.

This assistance should over time make South Afaicaore efficient economy —
cost-effective, energy-efficient and carbon-effitie

5. Thepricesignal needsto belongin practice, and linked to the emissionstrajectory.

a.

A long-term price path should be set out in thegakcy, which may be indicative

for the later decades. The current proposal is farlfive years, much shorter than
the time-horizons of major investments that cowlckl South Africa into a high-

emissions path for several decades.

The price increase should be real, not nominal.

The price path could be indicative for later pesiodith clear information as to
how and when it will be adjusted.

A fundamental basis for adjustment must be thestagntribution to bending the
GHG emissions trajectory. A link between the cartiar and the emissions
trajectory is essential to ensure environmentaignty. The carbon tax will provide
more data, both that reported by companies for éiamge with the carbon tax, and
empirical information, to better estimate the resdeeness of the economy to a
carbon price. Data systems should be establishemhadble research on the price
elasticity of carbon in South Africa. This will priole a basis to assess the impact of
the carbon tax on covered sectors, sub-sectormajul entities.

6. Keep a linked emissions trading scheme under consideration, and introduce off-sets
once caps ar e set

a.

It would be prudent to continue assessing the deweénts in carbon markets
internationally, and whether it might be in Southiéa’s interest to transition to an
emissions trading scheme over time.

The relation between cap and trade suggests thdih Sdrica should not introduce
off-sets, or carbon trade, until caps are in plaaps (internationally and / or
domestically).
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Comments on Treasury’s Carbon Tax Policy Paper, 2013 1

Introduction and how to read this document

The Energy Research Centre (ERC) welcomes theqatiioin on South Africa’s carbon tax
policy paper (CTPP) (National Treasury 2013), faflog the earlier discussion document
(National Treasury 2010). ERC had taken the oppdstio comment on the earlier document,
based on our research. We are pleased to see riadUfy is moving beyond discussion, to
formal policy. We offer these further comments lire thope that they may contribute to the
implementation of a well-designed and environméntffective carbon tax.

Since the proposed design is complex, we starthen first section by reflecting on our
understanding of the carbon tax. The comments &ldeiness the key design elements (section
2). Section 3 considers the crucial issue of resgchnd how revenue will be spent. We have
tried to understand the tax better with some nurakexamples, in section 4. Other issues are
raised in section 5, before we conclude our mabstauntive comments by proposing that there
may be designs for a simpler, better carbon tagti(se 6). Some specific technical comments
are added in an Appendix.

1. What is the carbon tax policy?

Our understanding of the key features of the catbrrare as summarised here (section 7 of the
CTPP gives the full detail):

Key features

e Objective: The carbon tax aims to achieve GHG dmissreductions as its primary
objective. It aims to do so in three main ways ating producer and consumer behaviour;
contributing to mitigation and adaptation beingetaknto account in investment decisions
(including on infrastructure); and creating incees for low-carbon technologies.

e Tax rate: The nominal rate is R120 / t £49), deliberately set low and acknowledging that
the effective rate is lower. To understand theotffe tax rate, several other factors need to
be considered — tax-free thresholds, increasehentax rate over time, off-sets, and
adjustments to reward good practice within sediictors).

e Tax base: The carbon tax is to be implementedfaslanput tax, i.e. it is levied on coal,
crude oil and natural gas inputs (not directly dfhGemissions’ nor on energy outputs)

« Gases: On six gases in principle, but effective®,CH,;, N20 and PFCs (SFand HFCs
not listed in any sectors).

* Coverage: it includes most sectors of the econamiy excluding agriculture, forestry and
land use (AFOLU) and waste.

* Time period: There is a clear commitment that thestarts from 1 January 2015. The first
period is from 2015-2019, with a revisions prioat@020-2025 period

« Increases: The tax rate will increase 10% per yatlthe end of 2019. The rate of increase
for 2020-25 will be announced in February 201%atlatest.

e Tax-free thresholds: A key design feature is settioesholds, which reduce the effective
tax.

0 The tax is applied only to emissions above pergenbased thresholds of actual
emissions.

0 All sectors do not pay tax on 60% of their emissionthe first phase.

0 Energy-intensive and trade-intensive (EITI) sectget a maximum of 10%
additional reduction (cement, chemicals, etc.)

o0 Z-factors are allowed up to 5% plus or minus.
0 Overall there is a 90% maximum tax-free emissiexsépt AFOLU and waste)

ENERGY RESEARCH CENTRE



Comments on Treasury’s Carbon Tax Policy Paper, 2013 2

* Rebates for CCS: A tax rebate for carbon captudestorage (CCS) will be considered.

* Recycling of revenues: The CTPP seeks to ensure pbar households and energy-
intensive industries are cushioned from the impadta carbon tax. It is informed by
modelling of several ways of recycling revenuefalours increased investments (rather
than reducing VAT, corporate or personal income ¢axdirect transfers to households).

* No operational link to climate change damages dssions trajectory.

0 Reference to national emissions trajectory: Theepagcknowledges that the
country’s mitigation actions shall be measured r&jathe benchmark emissions
trajectory, consistent with the 2011 National Cliem@&Change Response White
Paper. It indicates that other policies have aaceffit does not attempt to define a
contribution to bending the national emissionsetrry downwards.

o Relation to climate damages: In principle, the CTRBuld set the tax rate
equivalent to marginal external damage costs. Bypoints to a lack of full
understanding, and absence of global pricing of Giissions as reasons not to
relate the tax rate to damage costs (yet).

2. Key design elements

The proposed design is complex, and not easy terastahd. Figure 1 seeks to reflect our
understanding of the Treasury’s proposed desighetarbon tax. A simpler design may have
signficant advantages.

MNominal Tax Rate ...on fossil fuel inputs

Basic tax free threshold

Effective / Net Tax Factor 2"—"/:' ©
4 A
Rate D L S - ©
Process emissions Trade exposure (no energy intensity)

Further deductions

i

Depending on Factor Z and number
of further deductions (0, 1 or 2)

Reduced tax rate

Equal to tax reduction if price of carbon

Tax less offsets credits equal to tax

R 12-30/tCO2eq Total exemption s.t. maximum of 90%

; Agriculture, Forestry & Land Use (AFOLU)
Full exemption Waste R 0/tCO2eq

Figure 1: Flow diagram of tax rates

2.1 Tax base

The carbon tax is to be implemented as a fuel i@t and is in principle economy-wide.
However, with all sectors receiving partial exerops, some full exemption, and some
additional allowances, the tax base is less cledaing the basic tax-free threshold, additional
allowances and off-sets (assuming these are alaiktbthe same carbon price) yields the
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effective tax rates shown in Figure 2. The figutevss that sectors reported essentially fall into
four categories (ignoring Z-factors). The electyigector receives the basic threshold and up to
10% off-sets, thereby paying 30% of the tax. A mif sectors get the exemption for trade-
exposure only, plus 10% off-sets. Another groupeiree exemptions for both trade-exposure
and process emissions, and up to 5% offsets. ik AFOLU and waste sectors are entirely
exempted, with a zero tax rate. Even lower ratesildvapply if Z-factor adjustments are
included.

Key Equivaient tax per tan of GHGs (at R120 per A48 RaG R24 R12 RO
. Examption for all sactors jnnomine
: ok a
SO% aremisions Percentage of emissions which areexempt  60%  70%  BO%  90%  100%
Y 1 3 ; i

Additional exemption for AFCLU,
Waste sactors - +40%

Additional exemption for trade-
exposed sectors - +10%

Additional exemption for process
amissions - +10%

Additional exemption via
offsetting - +5% or +10%
Sectors

' Petroleum - GTL, CTL,
crude, pulp and paper, sugar.

Iron and steel, cement, glass /
| ceramics, chemicals, fugitive
| emissions from coal mining.

AFOLU, waste.

Figure 2: Effective tax percentage by sector, with m  ax exemptions and offsets, assumed at same
price, but excluding Z-factor adjustments

2.2 Tax rate

The CTPP takes the approach of starting the sysiittma low carbon tax rate. The rationale is
to start the system at a low rate, calling for‘thiéial modest effective tax rate’ to be increased
over time (para 40), by 10% per year (para 42 &J.1t is unclear whether the price increase
is real or nominal.

The current design includes a low nominal tax 1@&20 / t CQ-eq), and an even lower
effective rate due to exemptions (60% for all sesstand up to 100% for AFOLU and waste).

The press release accompanying Treasury’'s pagdes steat when the threshold and additional
relief are applied ‘the effective tax rate will genbetween R12 and R48 per ton of,Q (and
zero for Agriculture and Waste)' (p.2). This assamet only that the percentages in Figure 2
are applied, but additionally the Z-factor increaglee basic threshold by 5%. This range is
confirmed in our own reconstruction (see Figure Eigure 3) it would rise to R54 if a Z-factor
added 5%, and no further exemptions were appliedffesets used. Hence the range cited by
Treasury is accurate, for consideration of domgsimng.

These tax rates will be insufficient to transforoug Africa’s energy economy. For example,
analysis in the Long Term Mitigation Scenarios fouhat only from R100 per ton of G@q

did the impact of a carbon tax on the South Afrieaonomy become significant (Winkler et al,
2007, Figure 59). Yet the proposed approach hag ihirincreases the acceptability of the tax

ENERGY RESEARCH CENTRE



Comments on Treasury’s Carbon Tax Policy Paper, 2013 4

among those who have to pay it. But the low cartbax should then be implemented
consistently across the economy, and comprehegsaeebss all sectors.

The so-called ‘basic tax-free threshold’ of 60% amethe effective tax rate is in a range from
R12 to R48 /t C@eq. This is insufficient to transform South Afrie&nergy economy.

2.3 Z-factor

The intention behind the Z-factor (para 188, and Bpappears to be to reward those firms in a
sector that are improving their specific GHG intgnsiore than others. Firms that are relatively
more carbon-efficient than others in their secteosild see a reduction in the ‘basic’ tax-free
threshold by 5%, i.e. up to 65% discount. The leasbon-efficient would receive ‘only’ 55%
of discount. Such incentives are a good element.

It might, however, be preferable not to use the&tdr to further reduce the tax rate, but rather
to define transitional assistance. Such assistsimoeld be provided to firms for whom a carbon
price might raise genuine competitiveness concdras,also for job creation as a means to
poverty alleviation. The Australian experience withJobs and Competitiveness Programme
may be a useful example to explore in greater ldetai

The Z factor could be stated conceptually as thie & the emissions intensity of the firms
relative to a ‘benchmark emissions intensity’ andimple representation in the following
formula might help those mathematically inclined:

Llerim

&L=

L

Aerler doncfmare

Where El is the specific emissions intensity inQ,@q / unit of product.

Estimated emissions intensities are reported ider@bFor electricity, the 1.04 t GOMWh is
signficantly higher than historically reported bgkeém. Eskom annual reports reported average
values of around 0.96 t GO MWh. More recently, Eskom reported 1.00 t COMWh,
indicating that it was including transmission armgtribution losses.

Independent analysis, applying standard CDM metlogiiies to calculate the ‘combined margin
emission factor’ for the South African grid yieldsfactor of 0.951CO> /MWh in 2009/2010
(Spalding-Fecher 2011). The combined margin (inp&merms) combines a build margin for
new plants with an operating margin for existingrs.

It is unclear from the first four rows in Table 8vh the ‘average’ emission intensity for the
existing fleet of power plants is derived, andppears higher than other values. Given the scale
of emissions from electricity generation, this desee careful analysis.

2.4 Exemptions from the tax

The so-called ‘sector thresholds’ outlined in swttr.3 are effectively partial exemptions. The
CTPP proposes to apply a ‘percentage-based thrkshalctual emissions’. In Table 8, 60% is
listed as a ‘basic tax-free threshold’ which apptie all sectors.

These are relative thresholds, or in more plaiglage, if emissions grow dramatically during
the period, the tax-free threshold is applied nmuy do the earlier emissions, but also to the
emissions growthThis means that no marginal effect can be achieved. As an example, if a
sector or firm emits 100 Mt in 2015, but 150 Mt2016 or a later year, the current proposal
means that they do not pay tax on 90 Mt in 201@nlfabsolute threshold were set (say at the
2015 value of 100 Mt, which would be grandfatheyjriben 60 Mt would be tax exempt. The
additional 50 Mt should face the full tax rate.

Introducing a low rate with absolute thresholds sasie merit. Relative thresholds are still a
sub-optimal tax design, even if the tax rates wegher. Havingboth a low effective tax rate
and relative thresholds means the environmental objedf the tax will be minimal.

ENERGY RESEARCH CENTRE



Comments on Treasury’s Carbon Tax Policy Paper, 2013 5

While ‘thresholds’ are subject to review every figears, it would be preferable to use absolute
thresholds from the outset. This would enable agmal effect to reduce emissions, without
increasing the burden on companies (unless emssgiamy).

Treasury’s proposal effectively charges a givercgatage (maximum 40%, some even less),
regardless of what the actual emissions are and how much they grow. So the R120 / t C&eq
becomes R48 at most (or as little as R12) per Ewery additional ton also pays only this
reduced rate. A company with emissions of one omiltons of C@pays R48 million if they are

in a sector with no additional allowance beyondlihsic 60%. So they get a 60% discount on
their total tax bill.

Rather than having a firm with a 60% tax-free thodd pay only 40% of R120 on all of its
emissions, i.e. R48 / t G&q, that firm should pay R120 on 40% of its enoissi(as suggested
in the paper itself, e.g. para 183). In other wptlds most cost-effective way of providing more
mitigation with the same financial outcome is floattcompany to charge the full tax of R120/ t
CO,-eq on only 40% of their emissions, and give thefullaexemption for the first 60% of the
emissions set. That would be a true threshold.rit®nal company would pay R48 million for
their 1Mt CQ-eq, but R120 on anything above that.

It would keep a strong investment signal but aubiel complexity and uneven distributional
impacts of the proposed approach, and the techmézards of compensation and exemptions.

Treasury should reconsider introducing absoluteerathan relative thresholds. Given the low
levels of the tax, the certainty and simplicityaifsolute thresholds, and the greater marginal
mitigation effect that can be achieved with the sdmarden to firms, there is a compelling case
to introduce a low effective tax rate, applied bs@ute thresholds at the outset. This can also
be understood as a marginal carbon tax (above soiué level), rather than a flat carbon tax,
with a complex set of exemptions and off-sets. Tvosild achieve more mitigation, leaving the
companies in the same financial position for desegl of emissions.

2.5 Additional allowances

The Carbon Tax Policy Paper proposes further alhaws, for trade exposure and process
emissions, each an additional 10% beyond the ‘b&Q#b.

2.5.1 For trade exposed sectors

In Table 8, all sectors have entries for the allogeafor trade exposure, except for electricity
(and AFOLU and waste, which are entirely exempwayy). Except for electricity, the effective
tax rate is R36 / t CLeq at most (R120 less 70%). The allowances arsepted as an
alternative approach to border carbon adjusmer@A@ section 7.6).

This allowance is designed in a manner that adesessly trade-intensity. Yet it citesergy-
intensive and trade-intensive sectors (para 203 and Table 1@h W connection between the
energy-intensity of exports (or imports), a crueigpect of assistance to EITE sectors is missed.
Competitiveness issues may apply if energy- andetbee emissions-intensive products are
exported by South African firms to countries wheie carbon price applies. Based on trade
alone, there is no necessary connection.

Allowances for trade exposure, if retained, neediddress both energy-intensity and trade-
exposure, not only the latter.

Later in the CTPP, it is indicated that this ‘cossien will be structured as a graduated relief’
(para 188). In essence, the greater the sharepoftsxof a firm’s total sales or output, the more
additional relief it receives — up to 10%. Furtfi@mmulas define trade intensity quantatively,
seeking to provide firms the option to use eithgoogts only, or exports plus imports, as a
percentage of output or sales. For exports onlfactor of 0.4 is applied’ for exports and

imports, 0.2. So a firm that chooses to count @xyorts, which account for 18% of their total

sales or output, would get relief of 7.2% (0.4*18).

2.5.1.1 Transtional assistancefor EITE sectors
As discussed above, trade-exposed sectors mudtalksimown to be energy-intensive if they are
to receive transitional assistance. Furthermotbgrahan a blanket exemption for sectors that
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trade energy-intensive goods, we believe Treasoumjdcdraw on the example of the Australian
Jobs and Competitiveness Programme for definingtasse to eligible firms in EITE sectors.
The Australian model works as follows: free carlumits (in the context of a trading scheme,
and which are later converted to cash or cash-atpriv grants) are given to EITE sectors that
have proven their eligibility under the scheme.Hheatthan assistance being organisation- or
facility-based, eligibility is dependent on prevebyrdefined process activities (which were
defined by firms in conjunction with the governmearid approved by an expert advisory
committee). Although the system is initially morentplicated in terms of defining activities
that should receive assistance, the model allows/doy focused targeting of assistance for
those activities that are both emissions-intenaie trade-exposed.

Eligible activities are assessed by their emissintensity, which is based on either a revenue
metric (average emissions/million dollars revenoe)a value-added metric (emissions per
million dollars value-added). The onus is on finrmglemonstrate quantitatively or qualitatively
that they are trade-exposed. The latter may besssden the basis of either a trade share (ratio
of the value of imports and exports to the valuelahestic production) of greater than 10% in
baseline years, or based qualitatively on a dematesk lack of capacity to pass through costs
due to the potential for international competitiavith a rigorous process of demonstration
outlined.

If firms can show that particular activities areyadle under the scheme, assistance of 94% for
high-EITE and 66% for medium-EITE sectors is gitena certain timeframe (in the Australian
case, the first five years of the carbon pricingesoe), with a reduction of 1.3% per year built
into the system. Such a system reduces job lossahose sectors that are legitimately
vulnerable at least in the short-term, while als@ining the price signal that the tax sends over
the medium- to long-term (Australia 2008).

We propose that firms must demonstrate their dliyibfor transitional assistance, that
assistance is also dependent on firms supplyinggwernment with a mitigation plan, that
following approval of the mitigation plan, the tsitional assistance is allocated in the form of
grants, and that firms report on the expenditurihefasssistance demonstrating how it has been
used to implement the plan. Firms in the procesppfying for transitional assistance might be
allowed to withohold a portion of the carbon tayments for three to six months. Those firms
that can demonstrate that they are more efficibah tthe activity norm could claim higher
levels of assistance, rather than the Z-factortfanmg as an exemption.

The levels of assistance to eligible firms wouldabiinction of a) their emissions intensity; b)
assistance rates for firms in a comparable categorsector; and c) production. Effectively,
firms would get back funds equivalent to the aasist offered, so that their effective tax rate is
reduced. The levels of assistance to EITE firmaukhbe reduced over time, and eventually
phased out entirely. The purpose must be to helpetsectors make a transition to a low-carbon
economy, not to maintain a high-carbon economy.

2.5.2 For process emissions

Additional allowances are made for process emissianfurther 10%. The sectors that would
receive this additional effective reduction arenirand steel, cement, glass and ceramics,
chemicals, and fugitive emissions from coal minfigble 8).

2.5.3 Sum of discounts and relation to off-sets

The sum of these discounts (called thresholds Bmdances) is limited to 90%. This would not
be meaningful if applied to the thresholds andvedioces, without off-sets — as the highest total
Is 85%. If off-sets were added (and the assumpsidhat prices are the same, so percentages
are comparable), then it could potentially go t&@®T his is possibly reflected in Table 8, in the
sense that sectors that received both discountsafe exposurand process emissions, in total
20%, are allowed only 5% off-sets. Sectors thatehanly’ the ‘basic’ tax-free threshold,
adding only either trader process emission discounts, can off-set up to I¥6. relationship
between the 90% limitation and discounts / off-sgteuld be more clearly stated (if this
complex design is retained).
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2.6 Off-sets

Covered sectors may use clean development mech#@idiM) and voluntary carbon standard
(VCS) credits. The maximum off-set is 10%, with sosectors only being allowed 5%. The
precise effect will depend on the relative pricdbe-effective tax rate faced by various sectors,
relative to the prices of CERs and credits from VCS

2.7 Effective tax rates

Figure 3 shows the effective tax rates, in our vstdeding of Treasury's proposed design. It
builds on the simpler presentation (in Figure 2iclwhwas without Z-factors). With the addition

of Z-factors, the four groups are shown at two exxgs, with the maximum +5% and -5%
applied to the tax-free threshold. Taking elediyicit would range from 55% to 65%, before

off-sets. It can be seen that that the 90% limitildanly apply in the case of one group (iron &
steel, cement, glass/ ceramics, fugitive emissimma coal mining), if that group has the +5%
Z-factor (i.e. is relatively efficient). With the586 (basic plus Z), 20% for both process and
trade-exposed exempations, and full 5% off-setmsfiin these sector would pay only 10% of
the tax, R12 / t C&eq.

Key Equivalent tax per ton of GHGs (at R120 R54 R42 R30 Rz24 R12 RO

Exemption for all sactors petog hnmmi)
- 60% of emissions

Percentage of emissions which ane 55% B5% T5% B0% 90% 100%

i ERE 1 ¥
Additional exemption for AFOLU, R H boot I ]
Waste sactors - +40%

Additional exemption for trade-
exposed sectors - +10%

DR

Additional exemption for process

emissions - +10% Z-facter adjuistment of bagic
eenptian s oo down by 55

Additional exemption via

offsetting - +5% or +10%

Sectors

Electricity.
' Petroleum - GTL, CTL,
crude, pulp and paper, sugar.

! Iron and steel, cement, glass /
| ceramics, chemicals, fugitive
| emissions from coal mining.

AFOLU, waste.

Figure 3: Effective tax percentage by sector, with m  ax exemptions and offsets, assumed at same
price, including Z-factor adjustments

2.8 Relative and absolute thresholds
The diagrams in Figure 4 to Figure 7 below illustraonceptually the implications of relative
and absolute thresholds.

They are shown in relation to marginal abatemerdt ¢MAC) curve, which provide a
simplified representation of the increasing costs fon reduced that firms face. The flatter
slope would mean these costs rise gradually, gepst MAC curve that they increase rapidly.
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The green and blue lines show the full tax leveld®in Treasury’s proposal) and a discounted
level. With relative thresholds, firms pay the dignted tax level up to the threshold (the red
block in Figure 4). Up to the discounted tax leviels cheaper for firms to mitigate, so they do
— and pay the mitigation cost represented by thage triangle.

Figure 4: Relative thresholds and discounted tax le  vel, with flat MAC curve

Full tax
level

discounted

tax level
— I |

-

'

7

¥

mitigation Firm pays tax on these
emissions
0%of firm's
emissions 40% of firm's 100% of firm's

emissions emissions
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For the absolute thresholds, the firm does notgrgytax on 60% of emissions, but the full tax
on 40% of their emissions. In Figure 5, the MACwuhappens to cross the 40% line before the
full tax level is reached. So firms mitigate fullp to 40% of their emissions, the orange triangle
is larger. The costs to the firm are less, sincdoits not pay on the emissions below the
threshold. They also pay the full tax on any growthemissions; whereas with relative
thresholds, they only pay the discounted tax lemegrowth.

Figure 5: Absolute thresholds and full tax level, w ith flat MAC curve

N
Full tax
level
discounted
tax level
— —— I I I —— — I | L]
-+ | -
Mitigation Firm is exempted
from tax on these
emissions
0%of firm's
emissions 40% of firm's 100% of firm's
emissions emissions

The next two diagrams show a situation where ntiigacosts increase more sharply with
increasing mitigation — a steeper MAC curve.

Figure 6: Relative thresholds and discounted tax le  vel, with steep MAC curve
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discounted
tax level
— I | I I [ | |
e . >
Ty Firm pays tax on these
963,% emissions
0%of firm's 0% o
emissions Migg, f"}?nb 100% of firm's
“Ong emissions

With absolute thresholds and a steeper MAC curigu(gE 7), there is a difference compared to
Figure 5. Mitigation costs exceed the full tax lelefore 40% of the firm's emissions are
mitigated. So they prefer to pay the full tax beydhis point, as it is less costly than more
expensive mitigation actions.

Figure 7: Absolute thresholds and full tax level, w ith steep MAC curve
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ERC comments therefore suggest that absolute tidsskwvould be better design. We are not
recommending any specific model of allocating thadds, other than to suggest that they
should be independent of present/future emissiammd,independent of output unless the firms
are in EITE sectors.

2.9 Along-term price path linked to bending the em  issions
trajectory

The price signal sent is limited to a 10% annuetease for 2015-2019. This does not provide a
sufficiently long price path, and therefore insti#nt certainty for investments in long-lived
infrastructure. Power plants, for example, havetiliies of several decades, up to 50 years. A
long-term price path should be set out in the takcp, which may be indicative in the later
decades. It should provide adjustment at pre-deéfp@nts, in relation to the tax’s contribution
to bending the GHG emissions trajectory.

Treasury clearly locates the carbon tax as a medsurensure that the primary objective of
GHG mitigation is achieved’ (para 2). The Long TeMitigation Scenarios identified an
escalating carbon tax as the single most effectit@ation option. However, the CTPP does
not link the tax level to the emissions outcomegubtes our climate policy that the national
emissions trajectory will be used ‘as a benchmarest which the efficacy of the country’s
mitigation actions will be measured’ (para 73)gdes on to say that the carbon tax is ‘just one
of the mitigation instruments’. This is insufficiehe impact of the carbon tax on emissions in
covered sectors needs to be measured, reportedesified. It may be that some sectors are
covered by other instruments, including regulatamgs.

A link between the carbon tax and the emissiorjedtary is essential to ensure environmental
integrity. Either the combined effect of the carttam and other major elements of climate
policy can be assessed against trends in GHG ionest or the impact of the carbon tax on
covered sectors, sub-sectors and major entitiebe@ssessed.
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As cited in the proposed tax policy, the NationavBlopment Plan foresees an absolute
constraint on GHG emissions internationally dur2@30-2050, and a decline in South Africa’s
emissions from 2030-2035 onwards, which will requir structural transformation in the

economy.

While South Africa ‘does not (as yet) face a bimgiarget for emission reductions’ (para 13),
there is a significant international pressure fibrcauntries (and all major economies) to put
forward more ambitious goals by 2015, to take effeam 2020. South Africa will need to
consider its existing trajectory, defined interoatlly and in national policy for 2020 and 2025,
and possibly set a goal for 2030, and indicativgly2050.

A price signal that takes seriously these constera is needed, particularly at a time when
South Africa is entering a cycle of investmentdfastructure that will be around for 50 years
and longer. An increase of 10% per year in theaanfrice for five years does not constitute
such a price signal, contrary to what is claimegamnagraph 197 (and it is unclear if the 10%
increase is in real terms or only nominal, whichulddoe much lower in real terms.) This is an
insufficient price path which does not give ceraiior long-term investors.

While understanding the rationale for a gradualreagh of introducing the carbon tax, our
analysis does not support the view that combinetth w&i low tax rate and without a clear
adjustment to the price path, the gradual approagdhsend the necessary policy and price
signals to investors and consumers’ (para 1). Effetax rates of between R12 and R48 are too
low to send a clear signal that our energy econnagds to shift beyond incremental change,
and our society at large needs to make a seriaasition.

3. Recycling and use of revenue

The carbon tax will generate revenues, though ithabt its purpose. In assessing the socio-
economic impacts of a carbon tax, it would be uabetd to consider only the payment of
revenue — the expenditure of the revenue also neetle modelled. This is referred to as
recycling of revenue. Under some recycling scesadocarbon tax can have positive economic
impacts, with the paper noting that ‘most posiiiwpacts for the recycling of revenue emanate
from the channelling of funds towards new produeiiwestments in the respective sectors’ (p.
10). Treasury’s own modelling has shown that theralv impacts on GDP are modest. The
critical distributional effects depend on how rewes are used. Broadly, the results of economy-
wide modeling undertaken by Treasury and using ald\Bank model (section 6 of the paper)
are consistent with other analysis undertaken (Ako al. 2012; Kearney 2008; Pauw 2007,
Winkler & Marquard 2009).

It is good public finance management not to ringete such revenues, but the Carbon Tax
Policy Paper indicates that on-budget expenditorddcoccur in parallel. The revenues should
be used to alleviate poverty and fund further raiiign (beyond that induced by the carbon tax
itself). Based on research at ERC, we would sugdedtthere are two broad categories to
address — protecting the poor and assisting erietggsive and trade-exposed sectors in
industry to mitigate.

Assistance provided to poor households and enetgpsive and trade-intensive industries
should be combined in a programme of transitiorsaiséance. Several design principles are
important:

a. To achieve the emission-reduction purpose of thdbora tax, thresholds (i.e
exemptions) should be targeted only at those fthmsneed assistance.

b. The relief should enable a transition to a low-ocarleconomy, not reduce the
carbon price signal in places where it is needezhBure environmental integrity.

c. Fairness requires that the resources providedT& Eims are balanced against the
needs of others, particularly poor households.
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3.1 Funding to alleviate poverty and create jobs

3.1.1 Free basic energy

Extending free basic electricity to a broader saftenergy services is an important component
of ensuring that poor households benefit from daartax, rather than suffering from higher
energy bills. The CTPP refers only to free basécticity on p. 17, but a heading sixty pages
later suggests this might be extended to free baseogy. The only other energy source
mentioned is LPG, which might be extended to capkind heating services.

In relation to recycling mechanisms and free basiergy, the document uses the terms free
basic energy and free basic electricity interchablye Based on research on energy, poverty
and development at ERC, we would support the |dbteader consideration of using revenues
to improve basienergy access. There are broadly two considerationghieatarbon tax policy
should take into account with regards to how tyckcrevenues in respect of energy access:

« How best to protect poor consumers against el@gtniprice rises as a result of the
carbon tax.

* How to use additional revenues to improve accesa¢ogy services for the poor.

Households will not be directly paying the tax, il see increases in their energy bills, and
also in energy-intensive goods. It is recommendied protecting the poor against electricity
price rises be achieved through the inclining bltzokf.

With regards to best spend of additional reventiese are several considerations:

* Free basic electricity (FBE): We do not support inorease in the consumption
allocation of FBE. Any revenues for household epemgcess should be prioritised
towards extending energy services to the curramtgerviced population and filling
current policy and funding gaps, rather than furthereasing subsidies to those that are
already being targeted — for example, extending E®Backyard dwellers and other
poor and low-income households excluded under thsept policy, as in cases where
several households are connected to one metere Thmssehold clusters exceed the
allowable electricity threshold, which makes themligible for FBE.

« Integrated National Electrification Programme —itiddal funding could be targeted
towards this programme to extend access to themtlyrunserved population.

Implementation of the Free Basic Alternative Enerf@3BAE) subsidy for unelectrified
households is extremely poor and further fundingusth not be directed into this mechanism
without substantial review of the original polidpNIE 2007) and its implementation. In 2011,
approximately 160 000 households received the FBéiEsidy (Statssa, 2012), against a picture
of more than three million unelectrified household@fe implementation challenges are far
more complex than just inadequate funding. Munidipa lack personnel and resources to
manage and admininster FBAE, and around 20% d@vent have indigent registers in place
Thus far the implementation has met with many emglés (DoE 2013) and there are only very
few successful projects (Atkins & Prasad 2013 ).afalysis of the successes and challenges of
the FBAE is required and the following questionsstrhe answered:

* Which approach to the implementation has worked?

* How can the challenges be met in municipalities nwHeBAE was tried but was not
successful?

*  Why was the policy not implemented more widely?

Municipalities are also not specifically obligatedadminster the national funding they receive
for FBAE, and often this funding is diverted to yigion of other basic services instead. Carbon
tax revenues should not be channeled into a polieghanism that is currently not working.

The use of these newly generated revenues coulpebest be targeted to where there are
current policy and funding gaps in relation to hehad energy access. National energy access
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interventions should cover all energy carriers thatpoor use. Interventions may be directed at
the distribution of energy carriers, improving emskr appliances, or programmes targeted
directly at consumers (e.g. awareness and edugatiorthis respect the following could be
considered:

* Liquefied petroleum gasis currently under-utilised in the low-income datie sector
in South Africa. There are various benefits for #g@nomy and poor consumers for
increasing use of this energy carrier — firstlyHgping to reduce peak-time electricity
demand, and secondly by providing a viable altéreato paraffin for unelectrified
households. The document makes mention of the alewvent of the National LPG
Strategy (para 51 and 238) in relation to energes& for poor households. Revenues
may be directed towards initiatives aimed at imprgvhe uptake of LPG as an energy
carrier in the domestic sector through fuel switghincentive programmes and other
demand stimulus initiatives.

« Domestic appliances for all energy carriers (wood, coal paraffin, ¢ieity) used by
the poor need attention with regards to standardk ragulations, and establishing
markets and distribution chains. Unreliable andfficient appliances in the South
African market currently have severely negativessguences for poor consumers in
terms of health and cost (through reduced effigieaed of having to replace poor
quality appliances more frequently) as well asioetntal environmental impacts in
terms of local air quality and emissions. Some mees might be used to assist poor
households in modernising appliances, thereby itring to reducing energy poverty.

e Theoff-grid solar home system programme is another energy access programme that
could be considered for funding, and has battleér omany years from slow
implementation due to national funding cutbacks.

 The low-pressure solar water heater roll-out, previously facilitated through the
Eskom rebate programme and currently being tramsfdrinto a contractual approach,
Is also advised to be considered for funding. Ttstailed systems lack a maintenance
scheme beyond the five-year warranty phase andehoids lack funds to ensure
optimal functionality of the systems over techngldifetime. Associated with this need
is a potential for job creation to capacitate hbot#s and communities with
appropriate technology knowledge, technical skillgl business skills to operate and
maintain the solar water heaters.

Revenues from the carbon tax should be used to reakegy (not only electricity) more
affordable and accessible for poor households. iRgntb avoid negative impacts on poor
households’ energy bills and proactively reducingrgy poverty might include extending the
inclining block tariff for electricity for unservetiousholds; further electrification; uptake of
LPG as an energy carrier; modernising appliandégyriml solar home systems; and roll-out and
maintenance of low-pressure solar water heaters.

3.1.2 Jobs and pro-poor development

Jobs are the top priority for South Africa. The bmar tax would positively contribute to
employment, through shifting investment towards erlabour-intensive sectors. This requires a
shift away from energy-intensive sectors, and atpassition for the workers involved in those
industries. The National Climate Change Respon$ieypdRSA 2011), taking into account the
need to limit job losses in the short-term and dorployment creation in general, has made
provision for policy interventions in this regarfthe National Employment Vulnerability
Assessments are intended to ‘assess the impgobsrof climate change and climate change
responses by sector and location to understand johatlated interventions may be required
and where they may be required’ (RSA 2011, secfidnl). Sector Jobs Resilience Plans
(9.2.2) are intended to channel investment intdagersectors. These assessments and plans
could be used to inform Treasury’'s use of carbmemaes for vulnerable sectors and identify
possible funding instruments for creating jobs.

Furthermore, jobs in energy-intensive and tradessggd sectors can be retained in the short-
term through the transitional assistance schemgopsal above. This would prevent job losses
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in the first period of the tax while the correctéstment signals are still sent to the economy as
a whole.

One means of assisting the poor and creating emm@oy is direct transfers to households. A
study for the OECD found that empirical evidenaarfrSouth Africa indicates that social cash
transfers provide critical resources for funding jgearches, enable better risk management,
increase resilience of agricultural smallholdersmaintaining production, and promote human
capital development. While the measured directceffen employment are modest, they are
positive and statistically significant (Samson 200%he National Development Plan is
supportive of stronger social protection, notingttisocial cash transfers’ are only one element
of a broader set of measures. ‘It is thus importandentify the linkages between cash and in-
kind transfers and social welfare services and thase are closely linking with the justice
system. This requires a coordinated and integppdoach to social protection.” (NPC 2012).

Treasury’s own economy-wide modeling of the impaafta carbon tax included the option of
recycling revenue via direct transfers. It redutieel negative impact on GDP (compared to a
case without recyling). It performed better in termf deviation from baseline GDP than
reductions in corporate or personal income taxugioVAT further reduced the deviation and
investments in more productive sectors switcheplaitive. While this analytical result would
point to investments, from a consideration of therall socio-economic implications of a
carbon tax, some pro-poor measures should be @vasid

Treasury should consider a direct transfers to pawuseholds, as a contribution to a broader
system of social protection.

3.2 Funding for mitigation

The flagship programmes identified as near-terrorjbiés in our climate policy and listed in
section 8.3 need financial support. DEA should fiferspecific programmes in the broad
categories and, together with institutional champidor practical programmes and measures,
should identify the funding required. These fundiregds could then be included in the national
budget and medium-term expenditure frameworkshab‘tn-budget’ activities are funded, and
contribute to the revenue-neutrality of the cartma

Transitional assistance for energy-intensive aaderexposed sectors should be provided after
taxing those sectors fully according to the desifjthe tax, but with transitional assistance then
provided by the state. This assistance should hEerdkent on firms supplying National
Treasury with a mitigation plan.

1. While not its objective, the carbon tax will gerteraevenue. This should be spent on
assistance to the poor, to create jobs and tot agtiiscompetitiveness. These should be
combined into a programme of assistance.

2. Policy instruments for ensuring that poor househalgceive a net benefit under a
carbon tax are important. FBAE is a useful optidimect transfers to households should
also be considered.

3. Instead of giving allowances for trade exposurdyjofireasury should give transitional
assistance tenergy-intensive and trade-exposed firms. Instead of paying less tax,
eligible entities (assessed by energy intensityheir exports) could receive transitional
assistance. As designed, the ‘thresholds’ for teagmsed sectors do not accurately
target the industries who might have real needrafsitional assistance. Z-factors
contain a good idea, but should be applied to tasgie, not exemptions.

4. In applying the Z-factors to transitional assisgnee broadly know EITE sectors, but
firms within these sectors should demonstrate thiégibility. It is here that thresholds
for process emissions and energyd trade-intensity would be appropriate. Such
thresholds should be lowered over time.

5. Assistance should be aimed at supporting what atitig firms can achieve, put
forward by firms in a mitigation plan. These mitiiga plans would be reviewed by
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government, and once approved, firms would be ateble to implement them in
exchange for the transitional assistance.

6. Until a clear alternative to regulate emissionghim power sector is in place, electricity
should not automatically be exempt from the cariacn

7. This assistance should over time make South Afticaore efficient economy — cost-
effective, energy-efficient and carbon-efficient.

Lessons from international experience thus supposystem whereby energy-intensive and
trade exposed firms are required to prove thegitality for receipt of transitional assistance.

The list of climate change-related tax incentivesTable 12 is useful, including accelerated
depreciation for renewables for electricity andfléds, CERS, biodiversity conservation, R&D,
industrial policy incentives.

The introduction of energy efficiency savings taxcantives is welcomed (para 240 and
Annexure C).

4. Some numbers and examples

Given the complex tax design, Figure 2 and Figusedght to illustrate as simply as possible
the implications of tax rates for different sectdrbese were grouped into four types (ignoring
Z-factors), or eight with the differentiation oflagve carbon-efficiency of Z-factors. Some
numerical examples may help to illustrate the iogilons for different fuels and examples of
the total tax burden for some major emitters intBd\frica.

4.1 Impact of tax on fuels and example firms

While conceived as a fuel input tax, a given lesfetarbon tax does not have the same impact
on all fuels. The impact on coal prices is 35 timesnuch as the impact on the price of liquid
fuels. This is due to coal being relatively cheaper unit of energy (R/ MJ) than petrol and
diesel, and to the large proportion of fixed castshe fuel price, which are unaffected by the
carbon tax (e.g. contributions to the Road Accidamd). The total tax burden on particular
firms is also helpful to understand the implicaaf a carbon tax.

Electricity supply is the biggest single sectoredfissions. Mitigation cannot be addressed by
Eskom alone, but cannot be done without Eskom. igsy Eskom bought a full 10% of off-
sets, depending on the Z-factor plants might ge76% reduction, it would pay between R30
and R42 per ton of C&eq. Taking reported emissions of 229 Mt for theppge of illustration
(though these may have changed by 2015), this wegldlt in total tax payment between R6.9
and R9.6 billion per year.

Sasol's main source of emissions is from coalqoitls. Reported figures of emissions from
Secunda coal-to-liquids are 47.2 Mt £€Y per year (Sasol 2010), and total domestic éoniss
(including Sasolburg, Natref and gas) are 70.8J@%-eq, of which 61 Mt are scope 1 and 9.8
Mt are Scope 2. Total emissions from the Sasal@ncluding overseas operations) are 75
Mt CO,-eq as reported in the 2011 Carbon Disclosure Eropport, but this includes overseas
operations which are not relevant to the SA caflaon(CDP 2011). Taking the 47.2 Mt from
Secunda CTL, and assuming that Sasol as the only @®dvider cannot have a greater
efficiency relative to any other, it would get 8@%emption (including off-sets), paying R24 / t
CO,-eq or a total of R1.13 billion per year. If thdattors were applied somehow, the effective
tax ratetzwould range from R18 to R30 per ton, antdl payments from R0.85 to R1.41 billion
per year.

2 To put this in context, according to Sasol's 2(ih@ancial results, operating profit for the Soutfridan synfuels
subsidiary to June 2013 was R28.6bn. Sasol’s taxabill for the entire group was R12.59bn, with taeoup
profit (after tax and remeasurments) for the ydd&R2v.1bn (Sasol 2013).
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4.2 Pass-through of tax to electricity prices

The Carbon Tax Policy Paper refers to a pass-ttraugchanism for electricity and liquid
fuels, suggesting that ‘the scope to pass on theonatax to consumers is quite high’ (para
247). It indicates that investment decisions ircteleity will still be influenced by the cost
implications of the tax.

Electricity is the largest single sector of GHG ssins in South Africa. So while mitigation
cannot be achieved in electricity supply aloné impossible without reducing emissions from
Eskom and independent power producers (IPPs). Tkstign whether NERSA is obliged to
pass through taxes is a matter that might be edfdo the new Tax Review Commission.

If electricity were exempt from a carbon tax, otpelicy instruments need to be applied for this
sector. A regulatory instrument would be to reqtire IRP2010 to be implemented as planned,
applying to both Eskom and IPPs. Future updatébeofRP, which is to be revised biennially,
should be less emissions-intensive than IRP201@cfwieresaw a 34% reduction in emissions
intensity compared to reference by 2030). The IRBsdnot specify who builds new power
plants, and this has recently (December 2012) deee via Ministerial determinations for IPP
programmes. Thus an approach of regulating emisdimm electricity supply (and not taxing
those under the regulated limit) would have to wapplall power producers and require their
compliance.

Until a clear alternative to regulate emissionshie power sector is in place, electricity should
not automatically be exempt from the carbon tax.

Regarding the existing levy of 3.5 c/kWh on elextyi generated from non-renewable sources
and excise duties on liquid fuels, Treasury makssumd argument — that the low effective tax
rate will not lead to real double taxation. Thisukbchange only with a significantly higher
carbon tax rate.

Producing liquid fuel from coal is highly emissiaemgensive. Secunda is the largest point-
source of GHG emissions from a single facility iough Africa: about 47 Mt C&eq per year
(Sasol 2010). About half of these emissions areceninated (and therefore would be less
expensive for CCS than at power plants); the olbiadf is relatively dilute. Sasol has made
efforts to reduce its GHG intensity, setting a cogpe target (much of which is achieved by its
operations outside of South Africa) and indicatihgt any coal-to-liquid (CTL) plan will
produce 20% less GHG emissions than earlier desigr2020, and 30% by 2030. However,
this is relative to a high-emissions plan, andmeav CTL plant such as Mafutha were built, this
would still mean a significant increase in absokngssions. In rough numbers, if Mafutha was
half the size of Secunda, and had 80% of the eomissintensity, this would still mean 28.5 Mt
CO,-eq per year. This is a case where transitionabtasge is needed, in the context of a
mitigation plan.

In the liquid fuel sector, it suggests pass-throisghot allowable. Producers will therefore have
to absorb costs, but may be able to receive assestar refinery upgrades (which could be part
of their mitigation plan if less emission-intensjer unit of product).

The electricity pricing policy indicates that taxasd levies are generally ‘over and above the
cost reflective charges’ (DME 2008). However, itegoon to provide that ‘additional pricing
signals over and above the costs must be motigdedifically and be approved by NERSA'’
(pg 33). The latter therefore provides for motiwatiabove and beyond cost-reflective tariffs
(putting aside whether external costs should b&udiecin cost-reflective tariffs). Under the
Electricity Regulation Act, the Regulator may ‘irepcribed circumstances, approve a deviation
from set or approved tariffs’. There seems to Hegal basis for NERSA to approve pass-
through of the carbon tax. The motivation couldwbeer, also be for partial passthrough, as
might the approval.
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5. Other issues

5.1 Measurement, reporting and verification

The tax is on fossil fuel inputs, and nominally ecmy-wide. However, waste and AFOLU are
entirely exempted. DEA is to approve emissionsdiagtand entities with emissions over
100 000 tons of GHGs per year will be requiredejport mandatorily. The levying of a carbon
tax in turn can be expected to generate data. Tovasion of data for compliance with the
carbon tax can, over time, become an important slatigce in its own right. Data provided in
compliance with the carbon tax and reporting rezaents should also be independently
verified by third-party experts, both as good pracand as a basis for biennial reporting to the
UNFCCC. Treasury, DEA and others with data on GHfssions should build on existing
collaboration and further enhance it.

5.2 Policy coherence: Economic as complement to reg ulatory
instruments

The Carbon Tax Policy Paper identifies the impar¢éaof policy coherence. This is broadly the
case across various components of climate polimtuding adaptation, mitigation and means
of implementation — finance, technology and humadh iastitutional capacity. The overall test
of coherence must be whether our country contribitsefair share to global mitigation efforts,
and takes responsibility for our citizens — in jgafar the poor — to adapt to climate impacts.
Given the lack of progress with global climate awtithere is little doubt that we will face the
impacts of world temperatures riusing by signifitgrmore than 2°C. More specifically,
coherence is needed across economic instrumentd @ the carbon tax) and regulatory
instruments (such as carbon budgets and emissioictien objectives).

Our analysis has shown that an effective carbonigathe single biggest intervention for
mitigation in South Africa. Of course, this depeisthe tax rate, and what else is done. There
are sectors in which regulatory instruments mightrore effective than a tax. We agree that a
carbon tax should be implemented ‘as a complen@megulatory measures’ (p. 7). Carbon
budgets are an effective regulatory mechanismrdaperly implemented. The climate change
White Paper (RSA 2011) mandates sectoral carbogdisdo be defined within the first two
years of the policy’s adoption, i.e. by 2013.

Our previous research has suggested that, genezdligr a budget or a tax would be used for a
particular entity (Winkler & Marquard 2012). Therban tax should apply in South Africa’s
major emitting sectors; or, if not, they shouldsodject to a carbon budget. Together, economic
and regulatory instruments must ensure that ountegs GHG emissions follow the ‘peak,
plateau and decline’ trajectory to which we arerinationally committed and which is a central
part of our climate policy.

5.3 Tax to emissions trading

The Carbon Tax Policy Paper argues that the ‘obspc nature of the energy sector’ (p.9)
makes an emissions trading scheme (ETS) in SoutlkaAless appropriate than a carbon tax.
The lack of liquidity in a carbon market with lirmd number of market actors is the most
compelling argument against an ETS. However, ttgsiaent does not hold if a South African
ETS were linked to others, for example in the EWING, Brazil, Australia and other countries.
There is also significant attention to market-basegthanisms in the negotiations under the
UNFCCC. Linking a carbon tax regime to ETSs elsawli® not impossible, but probably more
complicated, given the uncertainty of quantitie$séfG reduced under a tax (but set by the cap
in cap-and-trade). The paper only envisages an &h$plementing, not replacing, the carbon
tax (para 129) ‘around 2025'. Options should betkepen in this regard. The absolute
thresholds which we suggest are better design taxare like free permits in an emissions
trading scheme.

It would be prudent to continue assessing the dewetnts in carbon markets internationally,
and whether it might be in South Africa’s interstransition to an ETS over time.
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6. Conclusion: a simpler, better carbon tax

Our analysis of the carbon tax as proposed in Trgaspolicy paper is that it is both low
relative to the required task and includes a compét of exemptions. The effective tax rate of
R12-48 / t CQ-eq is too little to transform the country’s enesponomy, and does not make a
sufficient contribution to bending the curve of auational GHG emissions, so that it starts
following a benchmark ‘peak, plateau and declinélGemission trajectory, as set out in our
climate policy (RSA 2011).

Before commenting on the design, some fundamestales need to be revisited. Climate
change is real and already being observed — aisdaitproblem with some specific features.
Climate change is a long-term problem requiringeatgsolutions. For South Africa and
globally, it is primarily an energy problem — thst reducing GHG emissions from the use and
supply of energy. Given how central energy (anedts in some countries) are to economic
activity, that means climate change is not onlawronmental problem, but deeply a question
of our socio-economic development path. And itos a question we can escape, because even
if the costs of climate action might seem large, dme thing we do know about the costs of
inaction is that they are even larger, and woulgaie mostly by the poor. Climate change is
also a collective action problem — solutions onlgrkvif all countries act, and resist the
temptation to free-ride on the efforts of otherkisTdoes not mean that all countries need to do
exactly the same. The key task of developing caemtover the next decade is to slow the
growth of our emissions. We must start now to skefty large systems, to avoid being locked
into a high-emission, high-climate-impact world.ig lincludes investments in infrastructure
with long life-times, but about which decisions aeng made now.

We understand the approach to introducing the systea phased manner. But then the design
needs to be more ideal, and appropriate to at &asing to bend the emissions curve. Given
the low levels of the tax, the certainty and siwipli of absolute thresholds, and the greater
marginal mitigation effect that can be achievecwiite same burden to firms (unless emissions
grow), there is a compelling case at low effectiae rate to apply absolute thresholds at the
outset. Such thresholds could be agreed as paat mfocess of determining eligibility for
transitional assistance. Figure 8 sketches posgibfgovements to Treasury’'s carbon tax,
applying the rationale for exemptions to transitilbassistance. This simplifies the tax side, and
elaborates on the revenue side.

Figure 8: Suggested improvements to Treasury’s carbo n tax design
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The approach suggested in Figure 8 is elaboratgegkifollowing main points:

1. If alow tax rate, then have absolute thresholds.

a. Relative thresholds mean the tax creates no disiiveefor emissions growth. The
set of so-called ‘thresholds’ are really exemptjdeading to a lower effective tax
rate.

b. Introduce absolute thresholds at the outset, net.l& marginal tax applied above
thresholds of absolute emissions will have a greatarginal mitigation effect,
leaving the companies in the same financial pasitis a same level of emissions.
This will enable a simpler tax design.

2. Simplify thetax, apply it in full at the margin.

a. Introduce a marginal carbon tax above an absoawel | that is, levy the R120 on
40% of emissions, rather than the proposed minimafmR48 on 100% of
emissions. Every additional ton (above the 60%llofnable emissions faces the
full tax. Tons within the 60% do not pay any taxxdfree thresholds are reviewed
after five years, and reduced over time. For tlememy as a whole, 100% would
be the total emissions in the 2010 GHG inventory.

b. A single carbon price across the economy is bdibieht and fair. The same rate
should be applied to all firms or covered sectors.

c. To set absolute thresholds, the most reliable desdlable needs to be used. Data
from the updated GHG inventory for 2010 providesoarrview at sector level,
which is useful but not specific to individual fismFor a major emitting firm, 100%
of emissions would be its reported and audited giomis for 2010, which pursuant
to the climate policy will be reported mandatoriyata should be independently
verified by third parties, or based on audited ddbath as good practice and as a
basis for biennial reporting to the UNFCCC. Greardgogas inventory data in turn
can be improved by this and audited data provideditie purpose of receiving
transitional assistance, providing trends of ov&s&G emissions over time.
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3. Deal with differentiation among firms in sector on the revenue side. Instead of further
exemptions for process emissions and trade-exposureduce transitional assistance for
poverty alleviation, job retention and competitigen. Z-factors can be applied elsewhere,
as we suggest below. The more carbon-efficientra i, theless transitional assistance it
receives (but note above, it pays less tax). Thisdnsistent with the purpose of the
assistance, to help the bigger emitters reducesamis Overall, this helps keep the tax
simpler and provides a single carbon price actosgtonomy.

4. Instead of exemptions from tax, use revenues to provide assistance to ensure net
benefit for poor households and establishing a transitional assistance programme for
EITE industry

a. While not its objective, the carbon tax will gerteraevenue. This should be spent
on assistance to the poor, to create jobs andsistasith competitiveness. These
should be combined into a programme of assistance.

b. Policy instruments for ensuring that poor househokteive a net benefit under a
carbon tax are important. Free basic alternativerggnis a useful option. Direct
transfers to households should also be considered.

c. Instead of giving allowances for trade exposurelyjonTreasury should give
transitional assistance to energy-intensive andetexposed firms. Instead of
paying less tax, eligible entities (assessed byetiergy intensity of their exports)
could receive transitional assistance. As desigrbd, ‘thresholds’ for trade-
exposed sectors do not accurately target the indsistho might have real need of
transitional assistance. Z-factors contain a gadeh, but should be applied to
assistance, not exemptions.

d. In applying the Z-factors to transitional assis@nthe onus should be on firms
within EITI sectors to demonstrate their eligilyiliieven though we have a broad
understanding of firms in these sectors). It iseh#rat thresholds for process
emissions and energy- and trade-intensity wouldyfygropriate. Such thresholds
should be lowered over time.

e. Assistance should be aimed at supporting the ntibigahat firms can achieve, put
forward by them in a mitigation plan. These mitigatplans would be reviewed by
government, and once approved, firms would be ateble to implement them in
exchange for the transitional assistance.

f. Until a clear alternative to regulate emissionsthe power sector is in place,
electricity should not automatically be exempt fribma carbon tax.

g. This assistance should over time make South Afsicaore efficient economy —
cost-effective, energy-efficient and carbon-effitie

5. Thepricesignal needsto belongin practice, and linked to the emissionstrajectory.

a. A long-term price path should be set out in thepalicy, which may be indicative
for the later decades. The current proposal is forlyive years, much shorter than
the time-horizons of major investments that coualdkl South Africa into a high-
emissions path for several decades.

b. The price increase should be real, not nominal.

c. The price path could be indicative for later pesiodith clear information as to
how and when it will be adjusted.

d. A fundamental basis for adjustment must be thestagntribution to bending the
GHG emissions trajectory. A link between the carliar and the emissions
trajectory is essential to ensure environmentaigrity. The carbon tax will provide
more data, both that reported by companies for tiamge with the carbon tax, and
empirical information, to better estimate the rempeeness of the economy to a
carbon price. Data systems should be establishemadble research on the price
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elasticity of carbon in South Africa. This will priole a basis to assess the impact of
the carbon tax on covered sectors, sub-sectormajat entities.

6. Keep a linked emissions trading scheme under consideration, and introduce off-sets
once caps ar e set

a. It would be prudent to continue assessing the deweénts in carbon markets
internationally, and whether it might be in Southiiéa’s interest to transition to an
emissions trading scheme over time.

b. The relation between cap and trade suggests thdl $drica should not introduce
off-sets, or carbon trade, until caps are in plaaps (internationally and / or
domestically).
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Appendix: Specific technical comments

Para 82 says thaidfter 2028, the technology learning rates on new renewabl#omp
should lead to lower costs’ (emphasis added). Ts¢soof renewable energy technologies
have already declined, and will be low well befaB28. Wind power is close to parity with
coal, and PV costs have fallen dramatically in neétéstory.

The reasons for the electricity price increasenelast sentence of para 82 omit the capital
expenditure on the build programme, a key reason.

Coal remaining the dominant energy source is amstant from IEP in 2003. This should be
updated for IEP 2013.

The paper refers to a carbon price range from U838ore than $300 (para 119). It does
not make clear what emission reductions are actiatgarious price levels.

Is the impact of a R100 / t G@q tax when recycled via VAT —-0.14 (i.e. —14%),-or
0.14%? Para 155 refers to ‘—0.14’, while Tablesfslithe same value, but has ‘deviation
from the baseline by 2035(%)’ in the heading. Gitlest the text refers to a small impact,
we assume it is not —14%, but then the text shadld ‘%’ after 0.14, and the table be
labelled less ambiguously.

The paper states that a carbon tax ‘will fail thiage the Copenhagen targets on its own’.
While this is trueat this tax rate, a higher rate might. The paper is silent on whattax
would be needed to achieve South Africa’s Copentagegets, or what combination of a
tax and regulatory measures.

In the World Bank study, from what level are £€nissions reduced by 15%? It seems to
suggest a reduction against absolute historicalldef{emissions in a base year), which is
different to South Africa’s pledge to reduce 34%aiagt the future growth trajectory.
Elasticities in the original article refer to suhsghability among energy inputs, as well as
substitution between capital and energy. The caimiuthat the carbon tax has lower
welfare costs than sales taxes seems to hold onlihé ‘flexible’ reference case, not the
rigid case. This begs the question how substitatéims of energy are, and how much
capital can replace energy-intensive inputs.

Para 147 refers to 547 Mt G@q in 2009; while para 31 has the same numbedn®.

Keep electricity levy: The 3 c/kWh levy on elecifijcfrom non-renewable sources will be

continued’ it may be removed when the carbon taée iiacreases. Treasury is of the view
that double taxation is not a reality at these initval carbon tax rate levels. This seems a
sensible approach.

Table 6 is a useful one!

In Table 7, fugitive emissions are reported as 74 )it CO-eq, or 16% of total emissions..
Are the 26 Mt from ‘oil and natural gas’ from SASGLif so, that seems on the low side.
On the other hand, 40 Mt from coal mining, presumaboal-bed methane, is on the high
side.

0 Referring to a ‘base year for absolute targets] dmaselines’ for relative
targets. ‘Baseline year’ is confusing.

0 Intensity-based targets as presented heresgeatfic intensity improvements,
that is per unit of product.
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0 Intensity targets can also be economy-wide (anthah sense morgeneral),
for instance both China and India have expresseid diverall commitments to
act in terms of improvements of carbon intensitys®fP by 2020, against 2005
intensity levels (40-45% and 20-25% respectively).

* In Figure 2, it would be useful to understand whselstors make up industry.

* In the worked example of Z-factors (p. 55), theitation on the 5% is not applied. Firm
C's tax-free threshold is shown as 49.638%’ it sthanly be 55% if the logic of +5%
were carried through.

« In Table 9, all emissions intensities should spewhsof what. This is done for many
some (e.g. t C@ton of steel) but not others, for example, foaldo liquids.

e In para 209, over what period will Camden, Groataled Komati be required to reduce
emissions by 11 Mt C£O? Each or all three together?
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