PARTNERSHIP FOR MARKET READINESS (PMR)

Market Readiness Proposal (MRP)

for
THE REPUBLIC ®BUTH AFRICA

SOUTH AFRICA
The Carbon Tax Policy Package

s

.

Feburary2015

Not for reproduction, circulation or distribution

'7\'\‘ mr‘ PARTNERSHIP FOR
TS MARKET READINESS




The Carbon Tax Policy Packagarket ReadinessProposal for South AfricéFebruary 2015)

TABLE OF CONTENTS

EXECULIVE SUMIMAIY ... ittt e e e e e e e e e e e e e e e e e nnrrnr e e e e e e aans 5

Building Block 1: Country and POlICY CONEXL...........uvviiieiiiiiiiiieeee e 22
1.1. Outline of economic development and climate change mitigation objectives....22
1.2. Assessment of historic and projected emissions trends, and key drivers of the

O2dzy U NEB QA& DL.D..SYAAAAZY. A e, 25
1.3. Experience with markebased instruments for GHG emission reductions.......... 31
Building Block 2: Policy Landscape and the CarBRN.T..........ccccoviiiiiienieiiiiiieeeee e 34
2.1 Carbon pricing policy development in South AfriCa.........ccvvvvvviiiiin, 34
2.2 Obijectives of the carbon tax and the theoretical basis...........cccccvvvveeieeveeeeennnnnn. 35
2.3 Carbon tax desSigiRatUres.........covviiiiiiiieiee e 37
2.4 Carbon Tax Revenue RecycBnipternational Cometitiveness Protection...........: 45
2.4.1 International Competitiveness and Carbon Leakage...........ccccccvvevveeeeeeee...... 46
2.4.2 Revenue RecyCling MEASUIES..........cciiviiieeeee e 48
2.4.2.1Tax Shifting and Tax INCENLIVES.........ccvviiiiiiiiieeeee e, 48
2.4.2.2Funding low carbon transitiQn..............eueeeeeiiieiieeiieicicceceeeee e, 50
2.5 Modelling of the Carbon Tax Policy Package..........cccccccoeiiiccs h2

2.6 Interaction between the carbon tax and other policies, programmes and plansb5
2.6.1 Role of the carbon tax in achieving South Africa’s climate mitigation objectig&s
2.6.2 Interactionof the carbon tax& Desired Emission Reduction Outcomes (DER®GE)

2.6.3 Interaction between the carbon tax and the IRP............ccccceeiviiiiiiiie i, 56
2.6.4 Interaction between the carbon tax and other policies, programmes and plab8
2.7 CoNCIUAING FEMEAIKS........uviiiiieeeiiiieei et e e e e e e e e e e 60
2.8 Activities, Deliverables and Proposed BUdget.............cooveiiiiimiiiieeiiiiiiiiieeeeens 61
Building Block 3: Cofeechnical and Institutional/Regulatory Market Readiness Componédts
3.1. MRV systems for market iINStrUMENIS.........ccuuiiiiieeiiiie e 64
700 0t R O ¥ ¢ =T [ A= 11 = 14T U 64
3.1.2 Proposed Institutional setup for the carbon tax MRV...........ccccvvvvivieevieeeennnd) 67
3.1.3 Proposed MRV structure for the carbontax.................ocooeicciiiiiiiiiniiee, 71
3.1.4 MONITOMING ... err e e e e e e e e e e e e e e e e e e e e e e e e e e e s e eeneeen d 2
3.1.5 Reporting and verification (QUdItiNG)..........ccoovviiiiiii 74
3.2 Review future needs and proposed activities for MRV..........ccccccvvvvevveeereeeeenn . 16
3.3 Assessment of core technicand institutional componentfor a transition from the
South African carbon price regime to a potential global carbon pricing regime........ 78
3.4 Activities, deliverables and proposed budget...........coooooiciiiiiiiiiiiiiiiieeeeeeeee 80
Building Block 4. Planning for the carbon taX...........cccccccc e, 87
4.1 Implementation of the carboN taX ... 87
4.2 Design and development of the Carbon Tax Offset scheme............cccceeeeennnnes 87
20t R 1 0T U T3 1T o SO 87
4.2.2 Design of the proposed offset schemeurrent status and next steps.............. 90
4.3 Activities, deliverables and proposed bUdQEL.............oocuiviviiiiiiiiiiiiiieee e 101
Building Block 5: Organisatioc@pmmunication, Consultation and Engagement............... 110
5.1 Project management and organisatiQn...............ccooeceiieriiniiiiiniii e 110
5.2. Overview of communication and stakeholder engagement to date................. 110
5.3. Discussion of the Communication and Engagement Challenge in South. Africhl1
5.4. Communications & Strategic Stakeholder engagement appraach.................. 111
5.4.1. Activity 1 Establish and communicate a unified, coherent and progressive
government approach to the Carbon taX............eeeeieeeiiiiiiiiiiiiee e 111



The Carbon Tax Policy Packagarket ReadinessProposal for South AfricéFebruary 2015)

5.4.2. Activity 2: Strategic engagement with key stakeholders................cccoennn. 112
5.4.3. Activity 3: Media COMMUNICALIONS.........ccoviiiiiiiiieee e 112
5.5. Activities and Propged BUQEeL..........coooiiiiiiiiiiieeeieee e 113
Building Block 6: Summary of schedule and budget.............cccovvveeiiiiiiiiieeen 115
6.1 Overall activities and Proposed BUAQEeL............ooocuvriiiieiiniiiiiiiiiee e 115
BIBHOGIaPNY....cce e 116



The Carbon Tax Policy Packagarket ReadinessProposal for South AfricéFebruary 2015)

List of acronyms

AFOLU Agriculture, Forestry and Other Land Uses

CDM Clean Development Mechanism

CDP Carbon Disclosure Project

CcaQ Carbon Dioxide

COP Conference of Parties

CH Methane

DBSA Development Bank of Southern Africa

DEA Department of Environmental Affairs

DERO Desired EmissiaReduction Outcome

DoE Department of Energy

DoT Department of Transport

The dti Department of Trade and Industry

EEDSM Energy efficiency demarglde management

EUETS EuropeariJnion Emissions Tradii®ystem

ETS Emissions Tradingystem

GHG Greenhouse gas

IEC Independent Expert Committee

IEP Integrated Energy Plan

IRP Integrated Resource Plan

IGCCC Intergovernmental Committee on Climate Change
IPAP Industrial Policy Action Plan

IPCC International Panel on Climate Change

IPPU Industrial Processes and Product Use

MTEF Medium Term Expenditure Framework

MW Megawatt

MDGs Millennium Development Goals

MRV Monitoring, reporting and verification

M&E Monitoring and Evaluation

NAEIS National Atmospheric Emissions Inventory System
NCCC National Committee on Climate Change

NMM New Market Mechanism

NCCR National Chhate Change ResponBelicy(White Papey
NDP National Development Plan

NGP New Growth Path

NPC National Planning Commission

NT National Treasury

OPENED Open Energy Database

PPD Peak, Plateau and Decline trajectory

REIPPPP Renewable Energy Indepesiat Power Producer Procurement Programme
SANEDI South African National Energy Development Institute
SARS South African Revenue Service

SAAQIS South African Air Quality Information System
UNFCCC United Nations Framework Convention on Climate Change

WEM With Existing Measures Analysis



General Information

1. MRPcontact pointsand development team South Africa

Name Cecil Morden

Organsation National Treasury, South Africa

Title Chief DirectorEconomic Tax Analysis

Address 240 Madiba Street, Pretoria, South Africa, 0001
Telephone +27 12315 5476

Email CecilMorden@treasury.gov.za

Name Peter Janoska

Organsation National Treasury, South Africa

Title Senior EconomisEnvironmental and Fuel Taxes
Telephone +27 12315 5783

Email Peter.Janoska@treasury.gov.za

2. Additional MRP developmentdéam

Name Organistion
Memory Machingambi National Treasury, South Africa
Jongikaya Witi Department of Environmental Affairs, South Africa

Mactavish Makwarela

Department of Environmental Affairs, South Africa

Mokgadi Modise

Department of Energy, South Africa

Max Horstink SoutlSouthMrth
Emily Tyler SouthSouthNorth
Alyssa Gilbert Ecofys

Noemie Klein

Ecofys



mailto:Cecil.Morden@treasury.gov.za
mailto:Peter.Janoska@treasury.gov.za

The Carbon Tax Policy Packagarket ReadinessProposal for South AfricéFebruary 2015)

Executive Summary

This Market Readiness Proposal (MRP) focuses on a road map towards implementation of the
South African carbon tax policy. The design of the carbon tax is aletatyadvanced stage

The South African carbon tax is one of the key measuittsn amix of measures envisioned by

the Government to respond to the challenge of global climate change.

The main objective of this MRP is to advance carbon pricing policy in South Africa towards the
implementation of the carbon tax. Thigll be undertakerby putting the carbon tax in the wider
Souh African climate change policgerspective and interaction, and outlining an initial
roadmap detailing activities and associated budgets.

Funding window

The South African Carbon Tax is planned to be implemented in 20b8idering the experience
in other Partnership for Market Readined3NIR implementing countries, a possible timeline for
finalisation of the MRP and subsequent potential funding could be the following:

November 2014 | presentation of the draft MRP to éhPMR BrtnershipAssembly (PA)

March 2015 presentation of the final MRP to the PMR PA and allocation of
implementation funding
March 2015 Dual implementation of the allocated MRP fundingse)) up of the grant

Deember 2015 | agreement and of the PMBroject management structurandb)
implementationof part of the fundinghrough a Wrld Bankadministered
contracting Bank Execution based on jointlevelopment othe ToRs for
MRP activities and joint selection procedure

June2015- Sart of the PMR funding phaseill follow the dual implementation pathwa
January 2016 as outlined above

This shows that the MRP activities are likely to start along with the carbon tax and the carbon
offset scheme. Thimeans that the South Africamgernment willsupport the implementation

of specific core infrastructure needed to operatiosalthe carbon taxhroughits own funds or

other support programs.

Structure of the MRP
This Market Readiness Proposal follows the Tool for Market Readiness Proposah 2€dsio
March 2013, adapted to the South Africa case. The MRP is structured as follows:

Building Block 1: Country and Policy Context
Building Block 2: Policy Landscape and the Carbon Tax
Building Block 3ore Technical and InstitutiatiRegulatory Market Readiness

Components
Building Block 4Planning for the carbon tax
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Building Block 1: Country and Policy Context

This Building Blogkrovides an overview of the wider policy framework around the carbon tax.
South Africa made a voluntary commitment at the 2009 Copenhagen Climate Change
negotiations, to reducgreenhouse gasgHG emissions below business-usual by 34 percent

in 2020 and 42 percent by 202k accordance with Article 4.7 of the UNFCCC, thienéxo

which this ambition can be realised depends on the legalvhich developed countries meet
their commitment to provide financial, capacibilding, technology development and
technology transfer support to developing countries.

The National Clinta Change Response Policy (NCCRP) is the guiding framework for the
O2dzy i NBEQa NBaLRyaS G2 OftAYFI({S OKFIy3aSeo Ly +ty STF
change and to meet the voluntary international commitments, the government is proposing to

utilise a package of measur@éSigureA). This package of measures will include both mitigation

(to reduce greenhouse gas emissions) and adaptation (to ensure that parudicprivate

investments are climate change resilient).

Mitigation . .
. o Adaptation Climate Change
- National GHG emissions . . Monitoring and
reduction trajectory Resilience to climate 9
. s change-related Evaluation
- Define deswed emission extreme weather - Climate change policy
reduction outcomes events audit

(DEROs)

- Implement economic
instruments (e.g. carbon
tax, carbon offsets,
incentives)

- Assessment of climate
finance flows

Key policy areas in
South Africa’s
climate change

Resource Mobilisation response strategy

Priority flagship

- Climate finance programmes
strategy - Water Conservation
- Integrate market-based - Renewable Energy
instruments Green Job Creation - Energy Efficiency
- Use financial

- Promote investment in - Transport

the green economy - Waste Management
- Assess vulnerability of
different economic
sectors to climate change

institutions as
intermediaries

FigureAYS& LRt AOe INBFa Ay {2dziK ! FNROIFIQa ylrdA2ylt Of AYl

Focusing on the area of GHG mitigation, an important interventicdhasproposed limits on

future emissions in the form of Desired Emissions Reduction Outcomes (DEROSs) by sector and
subsector, in line with the performance benchmark of the National GHG Emissions Trajectory
Range (also called the Peak, Plateau and Decline trajéctpecified in the NCCRP. Domestic
market based instruments would primarily consist of the carbon tax and an associated carbon
offsetting scheme.
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Activitiesand Proposed Budget
No activities have been identified with this Building Block.

Building Block: Policy Landscape and the Carbon Tax

This Building Block introduces the carbon tax design @uttines itsinteracton with other
policies.Theimplementationof the carbon tax whichwill be the keycarbon pricing policy for
SouthAfrica,is the central focus for thisMRR The objectives of the carbon tax are to change
behaviour of producers and consumers, put a clear price on carbon and level the playing field
between highcarbonintensive and lowcarbonintensiveproduction processesThe carbortax
should support net carbon emission reductiomsa part of { 2 dzG K ! FNAOF Q& &dza Gl Ay
trajectory. The tax is expected to stimulagmissionreductions by increasing the uptake of
energy efficiencyand thus reducing the eergy intensity of the eonomy. Through careful
design, the carbon tashould also provide loAgrm competitive advantages for early movers
whilst protecting competitiveness in the short ternThe carbon tax proposal takes a phased
approach in order to enable a smooth transititowards a low carbon economy. As such, the
tax should minimise the need for retrofitting and ensure that the right price signals are in place
for investors and consumers from this point onwards.

The carbon tax will ba part of a package of measures thaim to reduce greenhouse gas
emissions. The tax itself is also ansitigation strategy, protecting South African producers and
consumers from highecarbon pricesover longer term i6 the event of e.g. border carbon
adjustments or similameasure$. This overall strategy, and the carbon tax design itself strive to
minimise adverse impacts on the pooresitizens and, at the same time, protect the
competitiveness of South African industry. Economic modellirtheo€arbon tax policy shows
that the tax can drive considerable GHG mitigation ,athelpending on the implementation
pathwayover the coming years, deliver up to around 45%mftB AT NAVOIlnf target

Scopeand tax base

The carbon tax will cover allrdct GHG emissions from sources that are owned or controlled by
the relevant entity (Scope 1 emissignsThese emissions relate to energy use (i.e. fuel
combustion and gasification) and nemergy industrial processes. It will apply to all stationary
and mobile direct and process emission sources. The South African carbon tax will be based on
fuel inputs with approved emissions factors, or an approved transparent and verified monitoring
procedurefor process emissions.

The tax will directly affect théllowing sectors or activities: electricity generation, gasification,
glass, cement, crude oil refining, mining, paper & pulp, iron & steel, aluminium, chemicals, and
transport. The AFOLU and waste sectors will be exempt during the first implementagése ph
(20162020) due to measurement difficulties. The carbon tax will cover gases according to IPCC
Tier 1 guidelinescérbon dioxide, methane, nitrous oxide, perfluorocarbons, hydrofluorocarbons
andsulphurhexafluoride).

Entitiesthat engage in activiéis that produce direct GHG emissiomdl be liable for the tax and
will need to submit their taxreturns based on their own assessment of emissioiise
Department for the Environment (DE&)working orthe development oimandatory reporting
requirements for emissionsin South Africafor economic sectors through théNational
Atmospheric Emsons Inventory System (NAEIS), whicbusth begin in January 2016. The
NAEIS will play a major role in the verificateomd auditingprocess for carbon tax liabilitythe

7
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DEA will collect information on emissions at an installation level which will be aggregated to
company level in order to verify that companies are ctyimg with their tax liabilityMeanwhile

the Department of Energ{DoE)is responsible for energy reporting at company level, which will
provide a basis for GHG reporting and will feed into NA#eitB. the mandatory GHG reporting

and the tax liability will follow the National Atmospheric Emission Reporting Regulatiohs an
Licensing System as developed by DEA. This meanslthlidensng activity underthe Air
Quality Actwill cover the carbon taxsawell aghe need to reportGHG emissions. This amounts

to between 1,000 and 1,500 companies and around 75% of nationalsems.TableA below

providessummarised key inclusion information for the first phase of the tax

TableA: Key inclusion data for the South African carbon tax system

Design paameter
Inclusion data
Emissions covered
Taxable/Liable Entity
Sectors directly covered
Gases covered

Threshold for inclusion

Number of entities covered by tax
Taxdesign
Tax basis

Tax rate

Taxfree thresholds
Flexibility

Institutions
- Implementing authority
- GHG reporting and MRV
- Energy reporting
- Offsetting schemadministration

- Carbon taxpolicy and carbon offsets schem
design

Reportingregimes
CED system

NAEIS system

Carbon tax liability reporting

Description

Scope ldirect energyand process emissions)
Taxpaying entity

All direct emitters

Carbon dioxide, methane, nitrous oxid¢
perfluorocarbons, hydrofluorcarbons andsulphur
hexafluoride

No threshold. Tax liability will follolNational
Atmospheric Emission Reporting Regulations ant
Licensing System.

1,000- 1,500+

Fuel inputs, with additional methodologies fc
process emissions

Tax rate starting aZ AR 120/t CQ-eg. with a yearly
increase of terpercentuntil 20192020

Between 6@90% (including offsets)

Revenue recycling options; carbon offset provisi
of up to 10%; Zactor (using GH®enchmarking)

South African Revenue Service (SARS)
Department of Environmental Affairs (DEA)
Department of Energy (DoE)

Designated National Authority (DNA) (currently
within the DoE)

National Treasury (NT)

Companylevel energy reporting. Threshold 160
annual energy consumption. To be aligned w
GHG reportingFeeds into NAEIS system.
Facilitylevel GHG reporting. No threshold, w
follow National Atmospheric Emission Reportil
Regulations and Licensing System. Verifies car
tax liability.

No threshold. Tax liability will followNational
Atmospheric Emission Reporting Regulations «
Licensing System.
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Timing

Originally planned for implementation in 2015, the South African Carbon Tax is now expected
for 2016, to allow foralignment of the Carbon Tax withhe DEROsDraft legislation for the
carbon taxwas finalised in late2014 anddraft legislation is expectedo be submitted to
Parliament in the first quarter of 2015.

Carbon Tax Policy Outline
The key design features of the carbon tax are outlined in the diagram beloavexplained in
the following sections

| Carbon tax at R120er ton

of CQe from 2016.

90% maximum tax free
allowance

- Tax free
allowance of
60-90% -
effective tax
rate of R12
R48 t/CGe

Energy Efficiencgavings tax
incentive

Tax incentive for Solar PV panels
businesses

R&D tax incentivéor green

=3

- Tax free technology.
thresholds
= 60% basitax freethreshold phased dow / NBRAG 3FrAyad 9alzyea OFNb2y G E

liability for the renewable energy
premium built into theelectricity
tariffs

after 2025
- Largely

| 10% taxree allowance for
trade exposure

—| Phasingdown of the electricitylevy

Income tax exemption for carbon

| 10% tax free allowance for 1
offset projects

process emissions

Support for the installation of solar
water geysers

5-10% allowance for Carbol
Offsetsg to reduce the
carbon tax liability

Subsidy scheme for Solar PV panels
for households

Roll out of a smart metering
programme for households

Enhanced free basic electricity /
energy for low income households

Improved public passenger transpoj

FigureB: Carbontax policy design

Institutions

The carbon tax policy design and implementation process is led by the NT. The DoE is involved
asits energy use data informs energy combustion GHG emissions data collected by the DEA. The
South African Revenue ServiG®ARS) will be the main implementing authoadty tax liability
assessment The DEA will lead the MRV process, collecting the GHG emissions data and
incorporating the carbon tax within th&lational Atmospheric Emissions Inventory System
(NAEIS, part of the South African Air Quality Information System, SAAQHDEAwill work

closely with the DoE, as a joint implementation partner in the carbon tax MRV work. The DoE,
which is developing the Central Energy Database, will supply energy combustion dat to t
NAEIS. The Dalarrently hoststhe DNA who will be responsible fadministeringthe offsetting
scheme within the carbon tax framewowk.relocation of the DNA to the DEA is possible.

TaxRate
The carbon tax will be introduced at 120 Rand per ton©f €gjuivalent, with a yearly increase
of ten percent until 201920. The tax rateis based on literature studies and the prevailing
carbon price. The economic modellihgs shownthat the rate can deliver considerable GHG
mitigation (by between 35 percent and44 percent in 2035 in different scenariogind

9
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contribute towards meeting thevoluntary GHG mitigation targets &outh AfricaThis pricing
approach is seen to provigegradually strengtheningnd clearprice signalthe marginal arbon
tax rate will increase by 10% per annum during the first phase of the carbon tax22a0% and
by CPI+2 in the subsequent phases (after 20P0&. annual rate of increase will be reviewed at
the end of the first implementation phase and is expededthe announced in the 2020 budget.

Protecting industry from competitiveness impacts in the shagrm
The carbon tax will impose a carbon price on many industries that sell their products on

international markets, creating concerns about competitiveness issues. In addition, the cost of

carbon will be passed through to emdnsumers within South Africa. S0l ! F NA OF Q& LINE T A f
emerging economy makes these seeimonomic challenges even more acute. The specific
design feature®f the carbon taxthat address these issues are:

1

)l
1
)l

= =4

Its implementationthrough aphased approach

Percentagebased thresholds in the first phase below which the tax is not payable;
Due consideration of limitations withegards tothe emissions reduction potential in
certain sectors (expected to includbe cement, iron and steel, aluminium and glass
sectors)

Additional relief for tradeexposedand emission intensiveectorsto provide recognition
of carbon leakagéssuesandimpacts on competitiveness

Set oftargetedrevenue recycling measures; and

Carbon dfset allowancego be used by companies to reduce thi&ix liability up to a

limit.

Taxfree thresholds and offsets

¢ 2

Y2RSNI (S GKS {GFEQ& AYLI O -fréeyfiResh@ds lwdl beS |

implemented in the first phase. The basic threshold will be G6#6the fuel combustion
emissions and 70% for process emissj@afiectively reducing the tax rate to R48/t&€. and
R36/tCQ-eq respectivelywith an additional exemption for trade exposure. Adjustment of the
basic taxfree threshold will be based ointensity benchmarksf applicable The taxree
thresholds will be reduced or replaced by absolute emission thresholds in the second phase
(202025).

In addition,up to ten percent offsets will be available to emittefalowing the 2013 Carbon Tax
Pokh O LJ LISNR& O2YYAUYSyd (2 (j&s fuRnr@ddoatedinS y i
the 2014 Carbon Offsepaper (NT, 2014)The offset provision, taken together with the basic
tax-free threshold and additional allowangecapsthe maximun taxfree thresholds at 90
percent. Offsetsare also used to encourage locdtlgsed emission reductions in sectors not
directly covered by the tax.

.FaSR 2y {2dziK ! TNRAOIQa G201 f 3IND OFK Ratwnd 3|
GHG Inventory), and aaverage GHG emissions growth rate over the past decade, national GHG

emissions are likely to stand at approximately 610 MteCD FY 2016/17. Considering that

majority of GHG emissions accounted for in the GHG inventory will form the carbon tax and the

marginal tax rate of R120 tG€) the amount of revenue collected from carbon tax is likely to be
between R7.3 and R29.0 billion for the 2015/16 fiscal year, with the most likely amount of
revenue collected hieg around R18 billion. This wide estimate range is linked to the tax free

thresholds that can vary between 60 and 90 per cent. With a tax free threshold of 60 per cent,

only 40 per cent ofthe emissions will be taxable during the first phase. This taxtfresshold

1C

2F¥ O
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can increase to 90 per cent if the offset allowance is taken into account, which means only 10
per cent of emissions will be taxable. The middle estimate would take into account the tax free
threshold of around 75 per cent.

Revenue Recycling drilax Shifting Measures

The carbon tax is intended to contribute to the mitigation of carbon emissions and to South
FTFNRAOFQa GNYyaAdiAzy G2 | f2;m udbedirdy onSHe2y 2 Ye s
economy. The carbon tax will thus be supported by cemantary measures and incentives,

some ofwhich will be implemented in advance of the tax itself. For example, a tax incentive to

support energy efficiency savings and encourage businesses to act upon their Scope 2 emissions

relating to purchased energy .(p electricity, heat, steamhas been implementedOther

proposed complementary revenue recycling and tax shifting measures outlined in the carbon tax

policy paper include:

1 Free basielectricity/fenergy, through the Integrated National ElectrificatiBnogram,
which targets (poor) households, schools and clinics;

1 Enhancemenbf renewable energpower generation

1 Roll out of smart metes, incentives for solar water heaters & geysers and solar
photovoltaic panels for households;

1 Promotion of public transport and of the shdt freightfrom road to rail;

1 Various tax incentivedor businessesas presented inFigure B, including Energy

Efficiency Tax Incentivand accelerated depreciatiofor renewable energy technology,
with a special focus osolar photovoltaic panejsand
9 Arestructuring of the electricity levy.

Bearing in mind the set of proposed measures to mitigate the economic impact of the carbon
tax, the governmenhas carriedout economic modelling work to support the decisions on the
revenue recycling and tax shifting optiottsat will support the deliveryof these goals in the
most economicallefficient manner. Potential options broadly fall within the following options:
tax shifting, tax incentives and dmudget allocations. Further analytical work might be
necessary to determine an effective mix of raue recycling measures and the timing of
implementation for these measures.

Additionally, the impacts of the introduction of a carbon tax on internatica@hpetitiveness
should be examined in greater detaitd the role of the trade exposure allowancetthas been
devised as one the carbon tax design features should be further ass@$sedarbon tax design
currently provides a trade exposure allowance by using one of two methods to calculate trade
exposure, either through (a) exports plus imports o) @mly exports.This has been well
received, but it seems appropriate to explar@difications to the current formula

Interaction between the carbon tax and other policies, programmes and plans

{2dziK ! FNAOIF Q& Of AYI (S YRAiding BloieieRnfent, L@l finte@@ = 2 F & K
with a number of existing policies guiding development of most economic sectors, including

those that already have an emissions mitigationbemefit. Overlapping policies can either

reinforce or undermine each otherHood, 2013), and it is therefore key to assess policy

interactions and develomtegratedclimate/energy policy packages. A South African carbon tax

will interact with a number of existing policies, programmes and pl&eg. policies to align

includethe Integrated Resource Plan (IRP) amelDEROs

11
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The Integrated Resource Plan (IRP) is the main sectoral guiding document informing the
development of the South African electricity sector. It identifies the preferred generation
technology (and assumed engrgefficiency demand side management) required to meet
projected electricity demand up to 2030. The polagjusted plan contained in the Integrated
Resource Plan 20130 that was published in 2010 and promulgated in March 2011 represents
the official govenment position on future generation capacity in South Africa, until it is replaced
by a further iteration.

To increase the effectiveness of the carbon tax as well as other policies interacting with it, their
synergies and misalignments will need to belgsed. The IRP will be revised every two years,
which means there will be a need for continuous alignment with the carbon tax. Possibly some
elements of he IRP could be phased out aftée carbon taxreaches a stage when it sends a
sufficiently strong pce signal while others may need to be amended. Conversely, significant
shifts in primary energy supply or infrastructure could affect the carbon price levels needed to
meet South Africa’s climate objectives in the longer teFor example, wch change$n South
Africa could be triggered by either the expansion or contraction of the nuclear fleet, or merhap
the increased import of hydmower. Such changes can also be influenced by a future carbon
budget placed othe South Africa public utility Eskom.

MeanwhileDEROs are a set of emissions reduction goals for the (20§0), medium (2030),

and short term (201€020), which collectively ensure that national emissions remain within the
performance benchmark of the National GHG Emissions Trajectorg Rpagified in the NCCRP

(also called the Peak, Plateau and Decline trajectory). Where necessary the DEROs will be
translated into carbon budgets for selected companies or entities. Comleary carbon
budgets are limits placed on the aggregate emissairesach qualifying company or entity.

A mix of policy measures will be developed to help achieve the DEROs and cdeymhny
carbon budgets. Measures may include regulatory instruments or economic instruments, such
as incentives and taxes. The carbon tax will be one of the policy measuretousgtieve the
DEROs. The DEA is still developing the methodology and procedures to determine the DEROs
and carbon budgets. Alignment will be sought between the proposed carbon tax and the design
of the DEROs and carbon budgets.

It is envisaged that dimg the first phase of the carbon tax (202620) the DEA methodology

for carbon budgets and DEROs will be refined. During this period, carbon budgets for entities
will be close to the business as usual emissions level, which implies that at the outsathbe
budget will merely be indicative, instead of binding at more constrained levels. Therefore, the
total taxable emissions (and relative tax free thresholds) envisaged in the carbon tax design
could be based on the suggested carbon budgets, with cathmlgets basically being the same

as actual taxable emissions. During the next carbon tax plgaBem 2020 onwards, the
alignment is envisaged to be designed around carbon budgets as absolute thresholds (absolute
units of MtCOZeq.), with the carbon taxluring the subsequent tax phases (earliest from 2021)
possibly applying to the emissions above that level to avoid posing a double mitigation burden
on firms.

Activities andProposed Budget

Building Block 2 assesses how a South African carbon tartenfict with a number of existing
policies programmes and plangelated to economic sectordBased on the policy overview
conducted for this task, a number of issues have been identified that merit additional attention.

12
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91 Further analytical work to examé an effective mix of revenue recycling and tax shifting

measures.

Further analytical work to assess existing international competitiveness measures.

Analysis of how private and international climate finance can complement domestic

sources of climate finace (which will primarilgonstitutethe carbon tax).

T wSOASg 2F GKS | RSljdzZ 08 2F GKS OFNb2y 0dzR3ISI
emissiors reduction objectivesand the effectiveness and appropriateness of the carbon
budget alignment with the carbon tax

= =4

Total funding requirements associated with these gaknount to USD50,000.

Building Block 3: Core Technical and Institutional/Regulatory Market Readiness Components

Building Block 3 focuses on the key activities relatedhtmitoring, reporting and verification

(MRV)required to implement the carbon tax. Accurate, consistent and relibiV will be

central to the impementation of the carbon taxlhe Department of Environmental Affairs (DEA)

is leading the MRV elements ohd carbon tax. The complementary participation of the

Department of EnergyDoB will further be required becaussompany leveénergy use data will

be supplied to theDoE South Africa has reported GHG inventories since 1998. The (&téGt

inventory, indicatingthe GHG emissions during tlyears 200€2010,was gazettedn June2014

for public commentand uses the 2006ntergovernmental Panel on Climate Change (IPCC)
methodology.¢ KS Ay @Sy (G2NE LINRPOGARSa | ayl LJAK2eén 2F { 2 dz
time.

DEA is in the process of developing a climate change response Monitoring and Evaluation (M&E)
a2al0SY FT2N) {2dziK ! TNAOI ® ¢KS 20SNItft 202S0O0GABS ;
transition to a low carbon and climate resilientcsety. It will further enable South Africa to

meet international reporting obligations and will evolve with international MRV requirements.

The nost relevantelement of he domestic M&E system for the carbon tax MRVthe

development of theNational Atmospheric Ensisions Inventory System (NAEMNEISs part of

the South African Air Quality Information System (SAA@hE will be used for reporting of

climate change mitigéon plans by industryNAEIS offers tools and methodological guidance for

the reporting of six GHGs (OCH, NQ, perfluorocarbons, hydrofluorocarbons, sulphur

KSEF Tt dz2NARSO | 002 NRA y 3Thei RAEISykiSnis lalile/td pfbdide tive SNJ m 3 dz
information on emissions andill set out mandatory reporting requiremesbf emissionsn

South Africaby industry, whib shall begin in January 2811

The intention is tointegrate the existing MRV infrastructure ather data domains such as
energy, industry and wastefhe NAEIS will play a major role in the verification process fo
carbon tax liabilityThe proposed carbon tdiability will be determinedased orthe emissions

at a company level, resulting directly from fuel combustion and gasification and from non
energy industrial processedata will follow two separate reporting paths, dependiran
whetherthey relate to energy or process emission sources. Engigyed data will be reported
and verified according to guidelines outlined and managed byDibE Pracess emissions data
will be reported and verified within the NAEIS system and managed by thedoE#anies will
use the information in these data streamsrgport to SARSn order to meet their carbon tax
liability.

13
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The DEA and DoE are involved witdl&oK ! FNA OF Q&4 o6 NRF RSNJ awx | yR Of A
which provide important context to understanding the functioning of the carbonstecific
MRYV. In the broader context thair Quality At and the Energy Act provide the regulatory
framework for mandatory GHG and energy reportitrgparticular, the DEA holds responsibility
for implementation of the Air Quality Act and reporting of the national GHG inventory and DoE
carries out energy repting activities under the Energy Adh terms of reporting, theSouth
African M&E system is the overarching system that moni®eosith Africa’s mitigation and
adaptation responseAs part of the broader M&E systemha NAEISsystem will set out
mandatory reporting requirementsof emissionsin South Africaby industry and will as such
inform the carbon tax liability.The mandatory GHG reportingvill follow the National
Atmospheric Emission Reporting Regulations and Licensing System as developed Bif DEA.
licensal activities under the Air Quality Act will alsobe covered under the carbon tax amdll

need to selfreport their GHG emission®d SARSThis amounts to between 1,000 and 1,500
companies and around 75% of national emissidinere is an agreemeiietweenDEAand DoE

to align GHGwith energy reporting.This broader framework ofhe MRV is schematically
illustrated inFigureC.

Under the South African carbon tax design tax paying entities will be required4@gelt their

carbon emissions liability to SARS. In addition, most entities will be required tot riyedr
emissions to DEA under the mandatory air quality and climate change regime in the NAEIS as
well as their energy use and energy management plans in terms of the DoE mandatory reporting
regulations. This approach introduces consistency in the oveeabon tax MRV system. It
means that similar companies shall be subjected to similar mix of measures and most
importantly, there will be no administrative risk in terms of managing the system in the-ghort
midterm.

14
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FigureC Schematic overview ofhe broader context of the carbon taMRV

Regulabry Regime

The National Environmental Management: Air Quality Act No. 39 of 2004 is currently the core
regulation underpinning MRV and, in particular the NAEIS sydfaergy Ac{Act 34 of 2008)
provides the DoE with its mandate in relation to energy and fuel use ddtae specific
regulation relevant to MRV for the carbon tax is under development by both the DEBaihd

and will frame mandatory reporting requirements in Soéthica.Table B provides an overview

of the expected regulatorgievelopmentimelines.

Table B: Expected regulatory developments oemissionsand energy reporting

Regulation (leading authority)

Timeline (tentative)

Activities and developments

National atmospheric emission
reporting regulations

August- October 20B

Regulation drafting

18 July 2014

Publication of the draft
regulation

November2014¢ February2015

Stakeholder consultation ang
public comments

May ¢ June 2015

Regulation to become
operational

Commencement of

January 2016 .
mandatory reporting
JulySeptember2014 Draft regulationavailable for
Energy reporting regulatiorDpB public comment
Octoberc December 2014 Stakeholder consultation ang

public comments
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Regulation to become

JanuaryMarch 2015 operational

Proposed institutional setup for MRV
FigureD providesa schematic overview of the proposed institutional setup for MRV.

Supporting Carbon tax institutional setup LEGEND

frameworks . Government

departments

National South African Liable entities

N - . & institutions
Treasury Revenue Service (self-reporting)

O Working groups

& advisory
DEDaI—tn_IEnth :---------loln‘;l;---------: Commju-ees
Municipal & Enviror.n_l:r!e..ntal ! onharmonized = _. DoE-DEA
provincial Affairs — energy data Memorand{{m of
authorities DEA Inventory reporting Understanding
L] A\ ]

(in development)

Unit

Department of D Key databases
Energy and reporting

Carbon tax frameworks

MRV
GHG
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and reporting
M&E system, L 4 frameworks

incl. industry Central

mitigation Energy . MRV
management Database frameworks

plans I

. Emissions sources
or liable entities

:  Carbon
: Disclosure -
.

) : Industrial
Project =
smssassmammnaal processes

FigureD: Schematic representation of the proposed ingttional setup for MRWfor the carbon ax.

The institutional setupillustrated above provides the overarching structure for the
implementation of the carbon tax. MRV requires a variety of methodologies, regulations and
processes to be structured.

Figure Ebelow provides a schematic overview of the proposed structure of the carbon tax MRV
system.
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17



The Carbon Tax Policy Packagarket ReadinessProposal for South AfricéFebruary 2015)

Activities, Deliverables and Proposed Budget

A number ofMRVtrelatedissueshave beendentified as priorities for action and key targets for
support from the PMRas well as for internal supporfotal budget for MRV activitigs USD
2,47Q000.

Building Block 4: Planning for the carbon tax

Building Block 4 focuses on the roadmap towards implementation obffemt scheme under
the carbon tax.

The carbon offset component of the carbon tax has a dual purpose:

1 To provide flexibility for tax paysto lower their tax liability; and

9 To incentivie mitigation and assist sustainable development in South Afigcdivities
not directly covered by the tax and/or benefiting from other government incentives,
especially, AFOLU, waste, renewable energyamailgy efficiency.

At this stage, it is envisaged thate proposed offset schemwill primarily rely onexisting
internationalcarbon offset standards and the associated institutional and market infrastructure
This will be complemented by requirements specific to the South African schigntiee initial
stage aly projects inSouth Africawill be eligible under the carbon offset scheme in order to
support mitigation in South Africalhe extension of the geogphical eligibility to the SADC
region might beconsidered over timelnternational offsets could be considered once an
international carbon market exist3he offset scheme will focus on technologies fraativities
that are not included in the carbon tdiability, whichcouldinclude the transport, waste and
AFOLU sectactivities

Once the offset scheme is operational, the possibility of introducing a donstatidardwill be
assessedlt is estimated that there is a consideralieitigation potential within the AFOLU
sector, which is currently not very well covered by the international standards / project
methodologies A potential domestic standaravould primarily cover the types of projects that
are not well catered founder international standardsThe institutional, regulatory, technical,
operational and legal implications of developing a domestic offset scheme would need to be
evaluated in detail. This is outside the scope of the current PMR grant request.

Approvedinternational standards will bacceptedunder the South African offset schemi¢ is
proposed that suchstandardscould include the Clean Development Mechanism (CDM), the
Verified CarborStandardVCS)andthe Gold Standard (GS)he third party approval process of

the projects and tk credits associated with these existing standards will be used (e.g. CDM
validation, registration, verification and issuance processes). The work on outlining the
modalities of how each of the standard will be used in the South African scheme and how the
differences between the proposed standards will be addressed has commenced. Before the
carbon creditsgenerated by projects under the international standards can be wsetér the

South Africancarbon tax, their eligibility under the South African scheméllweed to be
reviewed. Acarbonoffset certificate will be issued by the administrator of tisouth African
schemeto confirm this eligibility

Estimates suggest that sufficient demand will exist to incentivise the development of offset
projects in Soth Africa. The latest studies show that the total supply of carbon offsets in
accordance with the eligibility criteria (as proposed by National Treasury in April 2014 Offsets
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paper) is estimated at approximately 13t®0D-eq. per annum. The anticipated loend range

of the demand is estimated at 181tCO-eq. per annum (Promethium Carbon, 2014These
estimates however do not include large potential supply of credits from the AFOLU sector,
which has traditionally not been very well covered by existirtgrnational standards. National
Carbon Sinks Assessment identified a number of project types that could be explored and a
separate carbon offsets work stream has been initiated to enhance the development of projects
in the sector.

FigureEbelow presents the envisaged design of the proposéidet scheme
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INSTITUTIONAL FRAMEWORK & TECHNICAL INFRAS
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FigureE Envisaged design of the proposed offset scheme
Activities, Deliverables and Proposed Budget

Total budget for carbon offset component activitiagnounts to USB,000,000. The offset
scheme is expected to start along with the tax in 2016.
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Building Block 5: Organisation, Communication, Consultation and Engagement

NT has undertaken a lot of preparatoryovk, signalling and consultingn the South African

carbon tax. It has been communicated regularly and thoroughly, and opportunity has been given

to provide comments on the tathrough a number of channeldDespite tle extensive

consultations, a level of misinformation, misunderstanding and lack of clarity remains
throughout society. There is an @oing need to situate the carbon tax clearly as a policy

instrument to assist in addressing the climate mitigation chaien In addition, keypusiness

all 1SK2ft RSNA KI @S aA3ayAFAOIyd @SatSR AyGaSNBada
structure, and are influential and powerful economic players.-gdimg, and potentially

intensified resistance to the tax as it movato implementation phase may be anticipated. The

tax is one instrument of a suite of mitigation policy instruments and approaches being
developed bygovernmentasper the NCCRP withe DEA as lead department. Alignment of the

carbon tax with other govgf Y Sy i RSLI NI YSy (aQ Hiadamettal oy A GA L (A ¢
successful response to climate change. Howearrongoing communication and engagement
challengamight henceensue the need to develop a robust strategy.

A comprehensive communications and strategic stakeholder engagement strategy is proposed

to be a priority to establish a unified message, ensure public-hyf = | YR YIF ylF 38 (KS
under a carbon tax. These elements are essential to the successfutriemitation of the tax.
The communications and strategic stakeholder engagement workfagilis on the following
issues:
1. establishing a unified message on #tebontax from government,
2. ensuring public buyn, and
3. YFylF3Ay3 GKS wi24aSNBEQ dzyRSNJ I OFNb2y GFE®

Activities, Deliverables and Proposed Budget
Total budget fothe communication strateggctivitiesamounts to USF80,000.

Building Block 6: Summary of schedule and budget

Building Block @resents the total budgeheeded to implement the carbon tax policy in South
Africa TableC below indicates the envisioned sources of funding. The South AfricammiNti
Government will finance a significant share of the funding requirements.

TableC Summary of schedule and budget
Sources of Eundin Total BB2 Total BB3 Total BB4 Total BB5 | Grand Total
g (USD) (USD) (USD) (USD) (USD)
National Government $200,000 $270,000| $1,200,000 $330,000( $2,000,000
PMR $550,000| $2,200000( $1.800,000 $450,000( $5,000,000
GRAND TOTAL $750,000( $2470000( $3,000000 $780,000( $7,000,000
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Building Block 1 : Country and Policy Context

Outline of economic development and climate change mitigation objectives
l 34SaayYSyid 2F KAaU2NRO

GHG emissions

Experience with markebased instruments for GHEnission reductions

1.1. Outline of economic development and climate change mitigation
objectives

The National Development Plan (NDRndorsed byCabinet in 2012 as the strategic framework
for government planningjdentifies a number of targets and actiorie address the key
developmental challengesnd promote sustainable growtin South AfricaThe NDP recognises

the potential impact of climate change on South Africa, and the economic and developmental
benefits of reduaig greenhouse ga@GHG)emissions.It includesa number oftargets and
actions towards supporting the transition to a low carbon economy.

South Africa has lonigeen actively involved in the global climate areme countrysigned the
UN Framework Convention on Climate CharfglFCCCas a nonAnnex 1 party in 1993,
ratified the Conventiorin 1997 and in 2002it ratified the Kyoto Protocol to the Convention

South Africa made a voluntary commitment, at the 2009 Copenhagen Climate Change
negotiations, to reducé&sHGemissions below busessasusual by 34 percent in 2020 and 42
percent by 2025.In accordance with Article 4.7 of the UNFCCC, the extent to which this
ambition can be realised depends on tlevel to which developed countries meet their
commitment to provide financial, capagibuilding, technology development and technology
transfer support to developing countries.

The National Climate Change Respoifssicy (NCOR, approved by the Cabinein 2011
2dzift AySa GKS {2dziK ! TNAOIY 3I20SNYYSyidiQa @GAarzy -
longterm transition to a climateesilient and dwer-carbon economy and society.

In an effort to address the challenges posed by climate change and to timeetoluntary

international commitments, the government is proposing to utilise a packagelabtation and

mitigation measuresThe former component aims to ensutteat publicand privateinvestments

are climate change resilientThe latter component isinformed by the recognition of

responsibility as global citizen to the international effort to curb global emissiohise NCCRP

alsohighlights climate change as a significdmeat to sustainable developmerandrecognises

that it has the potential todzy RSNXYAYS GKS LINRPINBaa YIRS (24l N
development goals and the Methnium Development Goals (MDGBEA, 2011a)
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TheNCCRProvides a GHG trajectory, with emissions peaking in 2@2@5, stabilising in 2025
- 2035 and declining in absolute terms from around 2035 (Peak Plateau ad DeeRig) as

shown inFigure2.
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The key elements of the overall approach to mitigatisrstated in theNCCRRBre (DEA, 2011a)

i Establishing a national system of data collection to provide detailed, complete, accurate
and upto-date emissions data in the form of @GHGInventory, National Atmospheric
Information Systermand a Monitoring and Evaluation System to support the analyfsis o
the impact of mitigation measures.

1 Using tle National GHG Emissions Trageg Range as theenchmark against which the
collective outcome of all mitigation actions will be measured

91 Definingdesired emission reduction outcom¢PEROshor each sectorand subsector
of the economy this involves irdepth assessmestof the mitigation potentialper
sector, best available mitigation options, science, evidence and a full esses of the
costs and benefits. Where appropriatesompany levelcarbon budgetswill be
considered.

1 Requiring companies and economic sectors orsetiors for whonDERO#$ave been
established to prepare and submit mitigation plans, including measurable and verifiable
indicators for each programme and meassite monitor implementatiacn and outcome.

1 Developing and implementing a range and mix of different types of mitigation
approaches, policies, measures and actions that optimise the mitigation outcomes as
well as job creation and other sustainalidevelopment benefits.

1 Deploying a rage of economic instruments to support the system of desired emissions
reduction outcomes, including (amongst others) dygpropriate pricing of carborOne
area of focus to advance carbon pricing policy will be the implementationnof a
economy widecarbontax. The carbon tax is the key focus for this Market Readiness
Proposal.

TheYl 22 NAGEe 2F {2dziK ! FNR Ol QPaTheSOoHdetnmentthetefor®2 YS F NP
recognses that large mitigation contributions will have tbe achieved byredudng the
emissionsassociated wittenergy generation and u§®EA, 2011a)The mitigation optionso be
actively pursued by policy are thoseith the biggest mitigation potential in thmediumterm
(DEA, 2011a)suchas
i transitioningto electricity generatioroptions with a lower carbon footprint
9 increased uptake ofenergy efficiencyopportunities especially in industry, public,
commercial and residential buildings and in transport;
1 promoting mitigation options in the transport sectancluding transport modal shifts
(road to rail, private to public transport) and switches to alternative vehicles (e.g.
electric and hybrid vehicles) and lowearbon fuels.

The firsttwo groups of mitigation optons in the electricity sector @&re identified in the policy
R2dza 0SSR LYyGS3INI ISR wS&a2dz2NDOS tfly oLwtO 2F HAMIJ
position on the development of 2 dzil K ! F NA O} Q &he$nkid ditigitibnCeleriedts & SO0 2 NI
containg in the IRP 2010 are:
1 The maintenance of an emissions constraint of 275 million tons gp&Qyear from the
electricity industry after 2024;
1 The installation of 19 GW renewable power sources (solar photovoltaic, concentrating
solar power, wind) by 2030;

22dziK P FTNRAOFQa SYSNHe dza$S SyYraarzya Ay GKS &SENJ Hann NBLINE
average of 49% for developing countries as a gi@pA, 2011a)
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1 The maintenance of energy efficiency demaside management (EEDSM) measures at
the level of a maximum load of 3 420 MW.

9 The inclusion of a full nuclear fleet of 9 600 MW to ensure that sufficient dispatchable
baseload capacity is constructed to meet tdemand during peak hours and provide
acceptable assurance of security of supply;

The IRP should be updated every two years, so the IRP 2010 is already significantly outdated. A
draft IRP updatewas published in 2013 for stakeholder consultation purposes. It indude
somewhat lower (but still optimistly economic growth projections (in line with the NDP
aspirations of average growth of 5.4% annual average growth until 2030), which results in
somewha reduced electricity demarfd Because of slower growth in eleicity demand and

higher nuclear costs than those assumed in the IRP 2010, the 2013 update finds that no nuclear
capacity $ necessary until 2025 @035, if desired economic growth does noaterialise.

Other mitigation options that could provide smaller but still relevant mitigation potential are
carbon capture and storagen synfuels productionnon-energy emissions in the agriculture
sectorandtransitioning to more sustainable patterns of consumption and production

{2dziK ! FNAOI Qa4 OfAYIFGS OKIFy3aS YAGAILGAZ2Y AYy(dSND
the National Emissions Trajectory Range mentioned abbwéhis end, South Africagsirrently

developing a Climate Change Response Monitoring and Evaluation System, which should
amongst othersassess progress of implementation of objectives and measures set under the

carbon budget approach and sectoral mitigation strateg{BEA, 2011a)The monitoring

process will be coordinated and overseen by epartment of Environmental Affair®EA,

which will implement it through sectoral implementation mechanisms, and publish the

outcomes of the monitoring process on a yearly b&3EA, 2011a)

As policydesignoccurs,it is inevitable thatsome of the envisioned presseswill changeover
time to accommodatefor new perspectives omvhat is realisticon the ground.This canfor
instancebe seen in thecurrent process on developing desired emission reduction outcomes
where the scope as eisioned in the NCCRP is evalvirstakeholder consultation will also
influence policy design.

The governmenthas commiteditself to actively pursue the mobilisation and effective use of

domestic and international resources to finance the costheftransition to a climateresilient

society (DEA, 2011a)This includes explorinthe role of financial institutions, both public and

LINA @I 6§S3 Ay OKIFyYyySt Ay dmakBesmuabithtvesailtracting éhdzi K | F NA (
tracking climate finance, mainstreaming climate change response into the budgetary process

and developing a climate finance strategy.

1.2. Assessment of historic and projected emissions trend, and key
AOEOAOO T £# OEA Al O1 6ouso ' (' AT EOOCEITO

®The NDP growth aspiration of 5.4% per year feriedium term seem somewhat optimistic considering the latest
nearterm growth projections of 1.4% and 2.3% in 2014 and 2015, respectively, as forecasted by (H¢ANFD14).
*The 2013 update projects electricity demand in 2030 to be in the range of 846 TWh, as opposed to the 454
TWh in the IRP 201@OE, 2013)
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{ 2dzi K | Fshign©droflé S Y A

The first national GHG inventory in South Africa was prepared in 1998 using the 1996 IPCC
Guidelines for NationaGHG Inventories and based on1990 data Thewe have been three
updates since, of whichhe latesttwo have used thenew 2006 IPCC guidelines. THata
presented here is based on the latest GHG inventory publigh@®13compilingemissions for

the period 20000 2010(DEA, 2013a)

In 20104 2 dz{i K totAl BidisSibnwiere estimated to b83Mt CQ-eq. (exclding theLand
subsector), which is a 25.5% increase compared to 2000 @@\t CQ-eq.).

Over the period2000- 2010, emissions from thenErgy sector increased by nearly 3Q&d by
almost 60% for the \Astesector. Emissiondrom the Aforestation, Forestry and Other Land Use
(AFOLUYsector (excl. Land) declined by 5% over the 10 year period, anddhstrial Processes
and Product Use(IPPU sector emissions declined by 1.1% over the same period. The
development of total enssions per sector are shownthme figure below.
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m Energy
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Figure3:{ SOG 2N}t O2y G NRoOodziA2ya (2 foftBedurigkd200F-RMODERA (201 f DI
2013a)

If Land emissions are disregardediet Energy sector contributed 82.3% to the total GHG
inventory in 2000, which increased to 85.1% in 2000 these, 59.8% can be assigned to
electricity production in 2000 and 60.6% in 2010, while transport accounted for 9.3% of energy
sector emssions in 200@nd 9.6% in 2010.HE secondargestemitter is the AFOLU sector,
which contributed 8.5% to total emissions in 2000 a6d% in2010. The percentage
contribution from the Waste sector increased from 2.7% to 3.4% over the 10 year period.

®|f Land subsector is included, it acts as a net carbon sink, bringing the total 2010 emissions down ta 6&3ekl
(DEA, 2013a)
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A more detailedd NB I { R2gy 27T (K SinHaby keyBnilssion $afelcridsag Y
defined by the IPCC, shows thBhergy Industriegusing solid fuels)s the single largest
O2y (i NR 06 dzii 2 NJ ditétal eémisSons OdmirfuitingB56% of total emissioriEhese
emissions are almost eight timésgher thanemissions fronRoad Transportatignwhich ranks
second with a relative contribution of 7.3%. This is followed/layufacturing and Construction
(also based on the use of solid fuels) with 6.1% Bnekric Fermemtion and Solid Wasteboth

with 4.7%, as shown ifiablel.

It is also interesting to note thaa vast majorityof { 2 dzi K ! ¥ NA Ol Q@eémisSoyisS NH &
come from twocompanies Eskom the parastatal utility providing coabased electicity and

Sasal with its coalto-liquids facility which emmited 231.9 MiQ-eq. and 61.4 MEQ-eq. in the

12 months ending in March 201é&spectively(CDP, 2012)
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Tablel: Absolute and relative contributions of GHG emissions by IPCC categories (excl. Land) in 2010

o . Relative
Absolute emissions in contributionto
IPCC Category GHG 2010 .
(MtCQO-eq) total paponal
’ emissions
Energy Industrieg Solid Fuels (ofe} 3242 56.0%
Road Transportation CQ 425 7.3%
Manufacturng Industries and Construction CQ 35.1 6.1%
Enteric Fermentation CH 27.3 4.7%
Other Sectors Solid Waste CQ 27.0 4.7%
Other Emissions from Energy Production (ofe} 22.1 3.8%
Other Sectors Liquid Fuels CQ 17.6 3.0%
Solid Waste Disposal CH 16.6 2.9%
Iron and Steel Production CQ 124 2.2%
Ferroalloys Production CQ 6.5 1.1%
Cement Production CQ 4.2 0.7%
Energy industriesLiquid Fuels CcQ 4.1 0.7%
Manufacturing Industries and Constructiefsaseous fuely CQ 3.8 0.7%
Civil Aviation CQ 3.7 0.6%
Indirect NO Emissions from managed soils N,O 3.4 0.6%

Source(DEA, 2013a)

A trend assessmerntdf emission®ver the period 2002010indicated that Other sectorgusing
solid fuels) show the fasteshcreasein emissions, followed b@pther Emissions from Energy
Production Enteric Fermentationand Iron and Steel Productiomgainif the Land sector is
excluded

Key emission drivers in South Africa

{ 2 dz( K erfissidisCekhiDiéi a close rationship with the developmen2 ¥ (G KS 02 dzy i NB ¢
economy (as measured by GDP growtBgtween 2000 and 2005 { 2dzi K ! FNA Ol Q&a S
increasedapidly (by 2.8% and 6.4% in 2002 and 2088pectivelywhich leveledbff to 4.6%in

2005) This increase wadriven primarily byeconomic growth(DEA, 2013a)As an open

economy,the globaldownturn was felt by South Africthrough a decrease in export demand.

South Africa officially entered an economic @sesionin the third quarter of 2008, which lasted

for four consecutive quarters.sfa result, GHG emissions during that same period decreased

across almost athajor emissiorcategoriedDEA, 2013a)lowards the end of 2009, SbuAfrica

recovered from the recessicand achievedyrowth of 0.9%,with growth being limited primarily

by a slow recovery in the manufacturing sectdrhe growthresulted in a marginal increase

Onom:>0 Ay UK G(DEASMIMIMNE ¢ B A D2AHZYNE QE SO02y2Ye& NB
supported byhosting the 2010 FIFWorld Qup in June and July 2010, atite GHG emissions

increased by 4.1% during that yg&EA, 2013a)

Energy sector emissions
/| 2Y&AARSNAY3I GKS SySNHe aSOG2NI A& o6& FFEN GKS fF N
further information on this sectorand its emissionsis presented here The Energy sector
includes:
1 Exploration and exploitation of primary energy sources;
1 Camversion of primary energy sources irftnal energyin refineries and power plants;
1 Transmission and distribution of fuels; and
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91 Final use of fuels in stationary and mobile applicatiipEA, 2013a)

Primary energy supply in South Africa is dominated by coal (65.7%), followed by crude oil
(21.6%), renewable sources and wastes (mainly traditional biomass) (7.6%), with a relatively

small contribution from natural gas (2.8%) and nuclear (1.9%), as shdtakigure4.

Primary energy supply

(1)

7 000000 T
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5000000 .
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® Muclear
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Figure4: Total primary energy supply in South Africa for the period 26B009(DoE, 2010)

The main source of emissions in the energy sector isfilo@ fossil fuel combustion.hE total
GHG emissionsom the energy sector increasdicom 38 CQ-eq. in 2000 to 495MtCQ-eq. in
2010, an increase 029.7%. The largest proportion of this increasecan be attributed to
emissions fronfossil fuel combustion foelectricitygeneration.

Total cumulative emissions over the 10 year period amounted,3@9Mt CQ-eq. The most
significant contibutorsto these emissions aréhe Energy Industriesub-secta, contributing
68.1% of total cumulative sector emissions (witisskom accounting for 59.2% of total
cumulative sector emissions), followed Byansportwith 9.3% of emissions andanufacturing
industries and constructionith 8.2%, as shown iRigureb.
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Figure5: Contribution of subsectors to total cumulative energy sector emissions for the period 2@00
2010

Future emissiorprojections

t NE2SOGA2Y 2F {2dziK ! TNAOI Qa VY la@ompoyidntdf thBl D S YA &3
recent studywhich focused omuantifyingd KS YA GA I GA2Yy LRGSYdAlFf F2NJ
industry, transport, waste and AFOLU sec{@EA, 2013B) The study based its future emission
F2NBOFada 2y | aY2RSNIGS 3INRGOUK NI GSe NTPSY I NR2 F
and published in the 2012 draft Integrated Energy Plame projection of moderate growtfat

the time of conducting the study in 201R)4 a dzySa G KIF G0 GKS O2dzy iNE QA D5t
4.2% per annum over the mediutarm (2015and 2020) and 4.3% per annum over therig-

term (20212050), and will be limited bycontinued skills constraints and infrastructure
bottlenecks(DEA, 2013b)

Future GHG emissions up to 2050 have been produced usimgttem-dzLJ Y S (i K2 R2f 23& oI
2y aSOG2NIf Y2RSta 7T2NJ I fGHGavENy IMCEWIth BkiStihgdzZRS R A Y
a S| a dAMIEM) projection incorporates the impacts of climate change mitigation actions

including climate change policies and measures implemented td’ dareler these projections

total GHG emissiongach 663MtCQ-eq. in 2020 and 1593MtCQ-eq. in 2050, as can be seen

in Table2 (DEA, 2013b)

® Not yet publicly available.

7Although lower compared to the economic growth rate assumed in the draft IRP update, this too is a somewhat
optimistic assumption considering the latest IMF projections for South African economic grbtvéd®6 and 2.3% in
2014 and 2015, respectiveliMF, 2014).

8 This means thatmissions over the period 2000 to 2010 follow the actual path of observed emissions.
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Figure6: National GHG emissions projection under the WEM cél3&A, 2013b)

A sensitivity analysief the WEM case shows thift economicgrowth were lower (with GDP
growth assumed to be 3.8% per annum over the medium and-teng), ab®lute emissions by
2050would be lower by232 MtCQ-eq. (1599, compared tathe medium growth scenarj@scan

be seen inTable2: On the other hand, if economic growth were to be higher (at 4.8% per
annum over the mediurterm and 5.4% per annum over the loteym), then emissions are
projected to be290 MICQ-eq. (18%) higher in 2050 than under a medium growth scenario

Table2: National GHG emission projections based on lower and higher economic growth assumptions
in MtCQ-eq.

2020 2030 2040 2050
low high low high low high low high
growth growth growth growth growth growth growth growth
Energy 365 389 467 527 603 749 818 1,110
Industry 141 157 175 225 231 344 314 543
Transport 60 60 78 78 101 101 126 126
AFOLU 53 53 53 53 52 52 52 52
Waste 24 24 33 34 42 43 50 52
Total 643 683 806 917 1,029 1,289 1,360 1,883

Source(DEA, 2013b)

1.3. Experience with market -based instruments for GHG emission
reductions

General experience with markebased instruments
Effective implementation of a broacharketbased instrument such as the carbon tax requires
considerable institutionahnd administrativecapacity.South Africa hamited experience with
broad marketbased instruments for mitigating environmental externalitiesddes however,
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havesome expeence withnarrowly focused markebasedinstrumentstargeting specific areas,
including some with climatehangemitigation objectivesThese include

9 The Electricity Generation Levy, imposed generatorsof coal and nuclear based

electricity®

i The Motor Vehicle Carbon Dioxide Emissions Tax, which is levied on motor vehicles
emitting above a specified threshold deemed harmful to the environment. The objective
of the levy is to influence the composition of South Africa's (SA) vehicle fleet to become
more erergy efficient and environmentally friendly. The levy is to be paid by the vehicle
manufacturers’.
Incandescent LighBulbsLevy, which is imposed on producers of slightbulbs™.
A range of tax incentive measures to support renewable energy investments, for
exampleaccelerateddepreciation allowances for renewable electricity generation and
biofuels production.
1 The energy efficiency savings tax allowance.

T
T

Experience with carbon markets

South Africa hasomeexperience with carbon markets and the Clean Development Mechanism
(CDM).Fifty-five South AfricanCDM projects have been registereand thirty-two are at the
validation stageln additionthirty Progranme of Activities(PoA}? have been registered and
twelve PoA are at the validation staégs of February 2014)

The projects submitted to the DNA for initial review and appravelide those relating tdio-

fuels, energy efficiency, waste management, cogeneration, fuel switching and-pgdrer, and
covers manufacturing, mining, agriculture, energy, waste management, housing, transport and
residentialsectors In addition to the CDM, there are over 20ojgcts registered under one of

the voluntary carbon offset standards, bringing the total number refjistered projects
potentially generating carbon credits t®4.

Whilethe South African CDM projects represent about a third of all CDM projects in'Aftia
number is very small relative tothe number of projects developed in other emerging
economiesmost notably China with over 3,700 registeré&€DMprojects, India with over 1,500,

Brazil with over 300, Mexico with nearly 2@hd Indonesia with nearly 15@ lack of finance

and technical capacity for supporting the CDM has been a key challenge to accessing the large
potential that exists in the countr{DoE, 2012)

Most of thecarbonONB RA GA&4 3ISYSNFIGSR o6& {2dziK ! FNAOIF Q& LINE
this could change with theintroduction of the carbon tax and theotential to use domestic
carbon offsetgissued under selected standajds2 t A YA G O2 YLI(NTA2812)Q (G E f Al G

o http://www.sars.gov.za/ClientSegments/Custofgcise/Excise/EnvironmentaévyProductsPages/Electricity
GenerationLevy.aspx

1% http://www.sars.gov.za/ClientSegments/Custosigcise/Excise/EnvironmentaévyProducts/Pages/Motor
vehicleCO2emmisionlevy.aspx

1 http://www.sars.gov.za/ClientSegments/Custofgcise/Excise/EnvironmentaévyProducts/Pages/Electric
Filamentlampslevy.aspx

12 http://cdmpipeline.org

3 http://cdmpipeline.org/regions_7.htm
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Role forthe carbon tax in the overall climate policy framework

In the NCCRPthe gpvernment recogrses the need for flexibility in pursuing SouthT NA OF Q&
mitigation objectivesand the important roleof marketbased instrumentshat allow companies

and sectors to achieve emiss®reduction in the most cosgfficient mannerDEA, 2011a)he
NCCRPRhus seeghe pricing of carboras part of a suite of policy interventiorte set South
Africa ona path to a lowercarbon economybut is not prescriptive mthe form such pricing
should take.This is specified bNTQ & / | NBalicy Papdr, Bvhich argues thanelto the
oligopolistic nature of the South African energy sector, a carbon tax is more appropriate than a
capandtrade system (NT, 2013) This however,does not preclude the possibility of
complementing, or eveneplacing, thecarbon tax with anemissions trading schemia the
future.

Several studies modelling the broad macroeconomic impact of a carbon tax for South Africa

have indicated that thei  E  O2dz R 6S |y AYLRNIFIYG AyadNHzySyi
mitigation objectives at a reasonable cost to the economy, especially if coupled with one or

more revenue recycling option@NT, 2013) This could geneta both environmental and

employment benefitsand thus deliver the doubldividend pursuedd & { 2 dzi K | FNX OF Q&
change response poli¢NT, 2013)
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Building Block 2: Policy Landscape and the Carbon Tax

Carbon pricing policy development in South Africa

Objectives of the carbon taand the theoretical basis

Carbon tax design features

Carbon taxevenue ecyclingand international competitiveness protection measures
Modelling of the carbon tagolicy package

Interaction between the carbon tax and other policies, programmes and plans
Concluding remarks

Activities, deliverables and proposed budget

1.
2.
3.
4,
5.
6.
7.
8.

2.1 Carbon pricing policy development in South Africa

Market-based instruments can complement and reinforce environmentally related regulatory
measures and at the same time cobuite towards fiscal objectivesThe South African

32 @3SNY YSy i Qmarkatages iNsBuménts Xirgt emerged as part of the extensive
studies carried out to support the environmental fiscal refopwmlicy (NT, 2006).Ths policy

paper lag the foundation for theSouth African carbotax policydiscussion papethat followed

in 2010(NT, 2010)In 2011, the National Climate Change Response White Paper (DEA, 2011)
anchored this policy into the national climate change strategy and, in 2013, the carbon tax policy
paper was releasedN@tional Treasur¥ HA Mo 00X 2dzif AyAy3a GKS G EQa NI (
features.In the 2010 discussion paper, three implementation options were presented: taxes on
measured GHG emissions, a fossil fuel input tax or taxes on energy ouiptas. levied on
direct GHG emissions from sources that are owned or controlled by the relevant entity (Scope 1)
emissions has been selected in line with mandatory GHG reporting being implemented by DEA.

Environmental Stakeholder -
Fiscal Reform Carbon Tax Carbon Tax Carbon Offsets Consultation Legislative Carbon Tax

: Discussion Paper Policy Paper Paper Process Process Implementation
Policy paper P Y Pap > P

(Dec 2010) (May 2013) (April 2014)  (Aug 201%; Dec (2015) (2016)
(2006) 2014)

Figure7: Carbon pricing policy development in South Africa

The stakeholder consultation process highlighted a number of issuesffieatthe carbonii I E Q &
design features. These relate primarily@asuring the technical and administratiespectsof
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the system the ideal price in the system, the requirements for a smooth transition to reduce
impacts on economic copetitiveness and on householdshe requrements for revenue
recycling, and alignment of the tax with other policies such as DEROs. These key ngoints a
elaborated on below:

1 Implementation feasibilityin order to be successfully implemented and adopted by
stakeholders, the carbon tax needs to be technically and administratively feasible. As
such, theAFOLlANd waste sectors will be excluded for thesfiimplementation phase
(201620) as there aresome difficulties associated with the measurement of GHG
emissions in these sectors.

1 Pricing with time, the tax should relate to the marginal external damage costs of GHG
emissions. However, in the absenddriernational agreements, and in consideration of
competitiveness issues, a modest tax will first be introduced and gradually increased.

1 Smooth transitionthe tax targets key emitting sectors in South Adrandto limit the
impacts on economic compeitieness or on households, tévee thresholds anadarbon
offsetallowancesare proposed.

1 Revenue recyclingn order to limit impacts on poor and leimcome households and to
further support lowcarbon economic developments, revenue recycling will be
considered through tashifting and/or budget funding of specific programs.

1 Alignment with the DEROs and devel@mt of the regulatory framework for the tax.

2.2  Objectives of the carbon tax and the theoretical basis

Objectives

The carbon tax will be the key carbon pricing policy for South Africa, and the implementation of
the carbon tax is the key focus for this MarlReadiness Proposdlhe objectives of the carbon

tax are tochange behaviour of producers and consumerd a clear price on carbon arevel

the playing field between higbarbonintensive and lowcarbon intensive manufacture. The
carbon tax should saport net carbon emission reductionisence supporing South! ¥ NA OF Qa
sustainable growth trajectory.

The carbon tax proposal takes a phased approach (see threshodéstion 2.3 on paga7) in
order to enablea smooth transition towards a low carbon economy. As such, the tax should
minimise the need for retrofitting and ensure that the right price signals are in place for
invedors and consumers from this point onwards.

The carbon tax is expected to stimulamissiors reduction by increasing the uptake of energy
efficiency thus reducing the energy intensity of the econoiftye carbon tax should therefore
also stimulate the development of low carbon technologiBstough careful design, the carbon
tax should also provide loAgrm competitive advantages for early movers whilst protecting
competitiveness in the shoterm.

The carbon tax will be implemented as part of a package of measures that aim to reduce
greenhouse gas emissionghe tax itself is also a rigkitigation strategy, protecting South
African producers and consumers from higher castsr the long termin the possibleevent of

e.g. border carbon adjustments or similaeasures by trade partner3his overall strategy, and

the carbon tax design itself strive to minimise adverse impacts on the poorest parts of society
and, at the same time, protect the competiéiness ofthe South African industryEconomic
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modelling ofthe carbon tax policy shows that the tax can drive considerable GHG mitigation
impact and depending on implementation over the coming yeeosild deliver up to around
45% of SA voluntary targetgesection2.5).

Theoretical basis

Certain economi@ctivities have a negative impact on the environment. These impacts are not
directly priced into the productsnd services that they relate to, and therefore are known as
negative environmental externalities.The introduction of acarbon price internalises the
negativeenvironmental eternalitiesdirectly into the prices of products and services. Including a
carbon price that is sufficiently high should imbed environmental considerations into consumer
choices. In this way the market itself can be mobilised to stimulate emgsadnction.

Tradifonal command and control regulation may restrict emissions but they do so evenly across
all actors. Therefore, these policies can stimuletaissiors reductionbut do not do so in a way
that is necessariljnosteconomically efficient.

Instead of settinglirect limits on emissions, the carbon price can be delivered through a range
of marketbased measures, these include a carbon tax, but can also include allocating emission
allowanceshrough e.g. an emissions trading syst€BTS)or providing funding ithe form of
grants, subsidies or tax rebates on the basis of environmental performance. A rbadexd
measure allowsfirms flexibility in the way that they comply with emissions reduction
requirements, based on their own circumstances including costengial to reduce emissions

etc.

The carbon pricecould encourage consumers to choose low carbotensive products,
stimulate the introduction and growth of low carbon alternatives to existing produstaell as
research and development into new amthovative low carbon technologies.

The choice of the carbon price needs to match the level of the environmental externality and be
sufficient to achieve the environmental outcome required. For a makstd mechanism that

is based on quotasuch asan ETS, the environmental outcome can be secured by limiting the
guotas available but the price is unknown. In the case of a carbon tax, the environmental
outcome is uncertain but the price is known from the outset. As a resulbyder to secure a
certain enwvironmental outcome, the price of the carbon tax needs to be revised as an
understanding develops of how the economy responds to the introduction of such a tax.
Through modifying the tax level over time, the environmental objective can be secured.

The ewironmental objective of the South African government is behind the decision to
introduce a carbon pricing system. However, a carbon tax has been chosen for several reasons.
Firstly, South Africa has afigopolisticmarket structure inthe energy sectoand there may not

be enough players in an ETS market to ensure sufficient trading activity and market liquidity to
deliver an appropriate carbon price signal. South Africa is also a country still undergoing
significant economic developmerand tackling posrty. A carbon tax is a way to gradually
introduce a carbon price in a way that can avoid disrupting competitiveness. In addition, careful
and targeted recyclingf the carbon tax revenues can contribute to other important objectives,
including poverty redction.

The carbon taxreatesa long term price signal ancin be replaced by or complemented by an
ETS in the longderm, depending on international developments
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2.3 Carbon tax design features

Scopeand tax base

The carbon tax will cover allrect GHGmissions from sources that are owned or controlled by
the relevant entity (Scope ] emissions These emissionselate to energy use (i.e. fuel
combustion and gasification) and nemergy industrial processes. It will apply to all stationary
direct and pocess emission sourcé€seebelow). The South African carbon tax will be based on
fuel inputs with approved emissions factors, or an approved transparent and verified monitoring
procedure.

The taxwill directly affect the following sectors or activities: electricity generation, gasification,
glass, cement, crude oil refining, mining, paper & pulp, iron & steel, aluminium, chemicals, and
transport. The AFOLU and waste sectors will be exempt duniadinst implementation phase
(20162020), due to measurement difficulties. The carbon tax will cover gases according to IPCC
Tier 1 guidelinesc@rbon dioxide, methane, nitrous oxide, perfluorocarbons, hydrofluorocarbons
andsulphurhexafluoride).

Table3: Share of emissionger subsector(draft estimates)(DEA, 2013a)

. . Emissions - Emissions - Total Emissions -  Percent
2010: GHG Inventory (Estimates) -- Categories CO2Eq(Gg) CO2Eq(Gg) CO2Eq (Gg) cﬂnﬁih“‘g’n
1 - Energy 484 489 94.82%|
A - Fuel Combustion Activities 461 662| 90.35%|
1.A_1.A - Electricity 294 640 57.66%)|
1.A.1.B - Petroleum Refining 2 576 0.50%|
1.A.1.C - Manufacture of Liquid Fuels (Synfuel ) 31079 6.08%)
1.A.2 - Manufacturing Industries and Construction 40 882
1.A.3 - Transport 46 708
Civil Aviaion 3 287
Road Transport 43 136 8.44%
Rail Transport 285
1.A.4 - Other Sectors 45777
B - Fugitive emissions 22 827, 4.47%|
2 - Industrial Processes and Product Use 29 525 5.78%|
2.A - Mineral Industry 5510
Cement production 4 187
Lime production 1219
Glass Production 104
2.B - Chemical Industry 465
2.C - Metal Industry 22 518
Iron and Steel Production 12 448|
Ferrpalloys Production 6 458
Aluminium production 1 294
3 - Agriculture, Forestry, and Other Land Use (3 879) -0.76%|
4 - Waste 835 0.16%|
Total National Emissions and Removals 510 970 100.00%
International Bunkers 2 564

Entities that engage in activities that produce direct GHG emissions will be liable for the tax and

will need to submit their tax returns based on their own assessment of emissibaDEAis
alsoworking onthe development ofmandatory reporting requirementsf emissionsn South
Africa for economic sectorghrough the National Atmospheric Engons Inventory System
(NAEISseesection3.1 for further information), which shall begin in January 20Tthe NAEIS
will play a major role in the verification process for carbon tax liabilitye DEA will collect
information on emissions at an installation level which will be aggregated to aamyipvel in
order to verify that companies are complying with their tax liability (seetion3.1on MRV for
more detaik). Meanwhilethe Department of EnergyD0F is responsible for energy reportirag
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company levelwhich will provide a basis for GHG reportangd will feed intothe NAEISBoth

the mandatory GHG reporting and the tax liability will follow the National Atmospheric Emission

Reporting Regulationand Licensing System as developed by DEA. This mearslthegnsel
activities under the Air Quality Actcovered under the carbon tawill need to reportGHG

emissions. This amounts to between 1,000 and 1,500 companies and around 75% of national
emissons. The tablebelow providessummarised key inclusion information for the first phase of

the tax

Table 4:Key inclusion data for the South African carbon tax system

Design parameter
Inclusion data
Emissions covered
Taxable/Liable Entity
Sectors directly covered
Gases covered

Threshold for inclusion

Number of entities covered by tax
Tax design
Tax basis

Taxrate

Taxfree thresholds
Flexibility

Institutions
- Implementing authority
- GHG reporting and MRV
- Energy reporting
- Offsetting scheme administration

- Carbon tax policy and carbon offsets schel
design
Reportingregimes
CEDsystem

NAEIS system

Carbon tax liability reporting

Description

Scope 1 (direct energgnd process emissions)
Taxpaying entity

All direct emitters

Carbon dioxide, methane, nitrous oxid¢
perfluorocarbons, hydrofluorcarbons and sulphu
hexafluoride

No threshold. Tax liability will follolNational
Atmospheric Emission Reporting Regulations ant
Licensing System.

1,000- 1,500+

Fuel inputs, with additional methodologies fc
process emissions

Tax rate starting at ZAR 12@Q-eq. with a yearly
increase of ten percent until 20120

Between 6@90% (including offsets)

Revenue recycling options; carbon offset provisi
of up to 10%; Zactor (using GH®Benchmarking)

South African Revenue Service (SARS)
Department of Environmental Affairs (DEA)
Department of Energy (DoE)

Designated National Authority (DNA) (curren
within the DoE but possible relocation might b
considered

National Treasury (NT)

Companylevel energy reporting. Threshold 160
annual energy consumption. To be aligned w
GHG reportingFeeds into NAEIS system.
Facilitylevel GHG reporting. No threshold, w
follow National Atmospheric Emission Reportil
Reguations and Licensing System. Verifies cart
tax liability.

No threshold. Tax liability will followNational
Atmospheric Emission Reporting Regulations «
Licensing System.
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Timing

Originally planned for implementation in 2015, the South African Carbon Tax is now exjmected
20186, to allow foralignment of the Carbon Tax with DERD&ft legislation for the carbon tax is
expected to be finalised before the end of 2014 and submitteBarliament in the first quarter

of 2015. Figure8 below illustrates the overaltimeline of the conceptualisation, design and
implementation of the carbon tax.

[ | KEY PARTICIPANTS & RESPONSIBILITIES
National Treasury (policy design & implementation),
supported by DEA & DoE

SARS (coordination & revenue collection)

DEA (MRV, non-energy process emissions)
DoE (energy emissions)

LEGISLATIVE PROCESS DEA - GHG
Carbon tax Stakeholder reporting

policy design onsultati DoE - Energy
reporting

MRV & TECHNICAL ALIGNMENT
GHG inventory Industrial processes

(latest in 2013) Info. exchar (DEA- NAEIS)

M&E system design \{led by IGCCC nergy (DoE —Central
(2011-2014) Energy Database => NAEIS)

INSTITUTIONAL AND PRACTICAL SETUP

ECONOMIC RESEARCH
Economic modelling

REVENUE RECYCLING

Tax shifting (?)
Tax rebates (?)
Flagship programmes (?)

TARGET EMISSION SOURCES
Energy use, non-energy + agriculture, forestry,
TAX-FREE THRESHOLDS
Basic : 60%, based on
benchmarks (100% for
AFOLU & waste)
Additional allowances
(up to 10% each):
*  Trade exposure
*  Process emissions
* Fugitive emissions

Reduced or replaced
by absolute thresholds

DESIGMNFEATURES

OFFSETS
PHASE 1 PHASE 2 - from2019(?)
Up to 10% using Introduction of
existing standards domestic standards

COMPLEMENTARY MEASURES

| LANDMARK PUBLICATIONS Electricity levy phase-down

2006 —Environmental fiscal reform policy paper
2010—Carbontax discussion paper

2011 —Climate change White Paper

T 2013 —Carbon tax policy paper

TIMELINE

2016 —Launch of the first Phase

Design Planning . First phase Second phase
(2006—2012) (2013-2015) (2016-2020) (2021-2026)

Figure8: Timeline ofoverall conceptualisation, design and implementation tife carbon tax
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Carbon Tax Policy Outline
The key design features of the carbon tax are outlined in the diagram below. These features are
further explained in the subsections below.

Carbon tax at R120erton
of CQe from 2016.

90% maximum tax free
allowance

60% basitax freethreshold

| 10% taxree allowance for

trade exposure

| 10% tax free allowance for

process emissions

5-10% allowance for Carbol
Offsetsq to reduce the
carbon tax liability

Figure9: Carbon tax policy design

Institutions

- Tax free
allowance of
60-90% -
effective tax
rate of R12
R48 t/CGe

- Tax free
thresholds
phased dow
after 2025

- Largely
neutral
impact on

_[Energy Efficienc@avings tax ]

incentive

Tax incentive for Solar PV panels ffol

businesses

1 technology.

R&D tax incentivéor green

/ NBRAG F3FAyad 9
liability for the renewable energy
premium built into theelectricity
tariffs

Phasingdown of the electricitylevy

Income tax exemption for carbon
offset projects

Support for the installation of solar
water geysers

Subsidy scheme for Solar PV pane
for households

Roll out of a smart metering
programme for households

Enhanced free basic electricity /
energy for low income households

<

412Y0a OFNb2Yy G} E

Improved public passenger transpoj

The carbon tax policy design and implementation process ibyetie NT. The DoE is involved

as its energy use data informs energy combustion GHG emissions data collected by the DEA. The
South African Revenue Service (SARS) will be the main implementing authority on tax liability
assessment. The DEA will lead the MBdcess, collecting the GHG emissions data and
incorporating the carbon tax within théational Atmospheric Emissions Inventory System
(NAEIZ;, part of the South African Air Quality Information System, SAAQIS). The DEA will work
closely with the DoE, asjaint implementation partner in the carbon tax MRV work. The DoE,
which is developing the Central Energy Database, will supply energy combustion data to the
NAEIS. The DoE currently hosts the DNA who will be responsible for the offsetting scheme
within the carbon tax framework. A relocation of the DNA to the DEA is possible.

TaxRate

The carbon tax will be introduced at 120 Rand per ton of é&fivalent, with a yearly increase

of ten percentuntil 2019.The tax rate is based on literature studies and tirevailing carbon

price. The economic modelling has shown that the rate can deliver considerable GHG mitigation
and contribute towards meeting the voluntary GHG mitigation targetsSo@ith Africa (by
between 35 percent and 44 perceint 2035acrossdifferent scenarios)This pricing approach is
seen to provide a clear and lotgrm price signal. @ provide a gradually strengthening price
signal, he annual rate of increasauring the first carbon tax period will provide for above the
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inflation rate ncreases.The annual rate of increase will be reviewed at the end of the first
implementation phase and is expected to be announced in the 2020 budget.

.FASR 2y {2dzikK ! TNAOFQa G2aGFf 3INDOEXKRamn& Il a Sy
GHGnventory), and an average GHG emissions growth rate over the past decade, national GHG
emissions are likely to stand at approximately 610 Mt,eC@ the 2016/17 fiscal year
Considering that majority of GHG emissions accounted for in the GHG inventofgrmilthe

carbon tax and the marginal tax rate of R120 #&Qhe amount of revenue collected from
carbon tax is likely to be between R7.3 and R29.0 billion for the 2015/16 fiscal year, with the
most likely amount of revenue collectedibg around R18 bilon. This wide estimated range is
linked to the tax free thresholds that can vary between 60 and 90 per cent. With a tax free
threshold of 60 per cent, only 40 per cent of emissions will be taxable during the first phase.
This tax free threshold can irease to 90 per cent if the offset allowance is taken into account,
which means only 10 per cent of emissions will be taxable. The middle estimate would take into
account the tax free threshold of around 75 per cent.

Protecting industry from competitivenss impacts in the shorterm
The carbon tax will impose a carbon price on many industries that sell their products on
international markets, creating concerns about competitiveness issues. In addition, the cost of
carbon will be passed through to emdnsumers within South Africgoui K | FN&X OF Q& LINR T A f
emerging economymakes thesesocioeconomic challengeseven more acute. The specific
design feature®f the carbon taxthat address these issues are
1 A phased approacto its implementation
1 Percentagebased thresholds in the firphase below which tax is not payable;
91 Due consideration of limitations with the emissions reduction potential in certain
sectors (expected to includbe cement, iron and steel, aluminium and glass sectors)
1 Additional relief for tradeexposedto provide recognition oftarbon leakagéssuesand
impacts on competitiveness;
1 Set oftargeed revenue recycling measureand
1 An dfset scheméo be used by companies to reduce thiix liability up to a limit.

Section2.4 provides more detail on these design features.

Taxfree thresholds and offsets

¢2 Y2RSNIGS GKS GFEQ& AYLI OG frdeyfiResh@dslwil s | &Y 232
implemented in the fist phase. The basic threshold will be 60% for the fuel combustion

emissions and 70% for process emissions, effectively reducing the tax rate to R4AS§tQath

an additional exemption for trade exposure. Adjustment of the basidrze threshold will be

based on intensity benchmarks. The feeee threshold will be reduced or replaced by absolute

emission thresholds in the second phase (2Q30.

In addition,up to 10% carbon offset allowance will be available to emitters as peR2@id
Carbon Tax Policy LJI LJScoliirdtment to the development othe carbon offset program,
further elaborated in the 201€arbon Offset paper Besides providing a fléility option, dfsets
are also used t@ncourage locallpased emissionreduction insectors not directly covered by
the tax. The offset provision, taken together with the basic-teee threshold and additional
allowances impliesthe range oftax-free thresholdslies between 60 and 90% These percentage
tax-free thresholds may be reduced in the second phase of the tax (2028) and may be
replaced eventually with absolute emission thresholds.
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Tax free thresholdeombined with a gradual increase in the marginal tax nai provide a

clear long term price signal while facilitating a gradual transition to a low carbon economy. Tax
free thresholds will additionally be combined with revenue recycling measures thattai
incentivise uptake of renewable energy and enhancement of energy efficiency in the economy
and thereby improvethe economic competitiveness of South African economy. Section 2.4
contains further details on the revenue recycling and international cditipeness measures.

Table5 provides an overview giroposedtax-free thresholdsand additional allowance$or the
various sectors
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