[image: image1.wmf]
Carbon Credits…

This is an online publication and is put up with the understanding that the author, either directly or indirectly, will not be responsible for the results of any action taken on the basis of this work, for any error or omission, to any person.
Carbon Credits…

Our earth was a complex composition of gases and dust as it was forming a million years ago…

…spinning around itself, it cooled down and formed into a planet with the necessary elements to form life…
The only known planet, so far, in the entire universe to hold life…
 …Our earth was blessed with the perfect set-up, comprising the specific quantity of gases in the atmosphere, like oxygen and CO2. A natural balance of gases ensured sustainability of life to start on the planet…

As humans progressed from caves to concrete jungles the need for advanced technology shot-up. The industrial revolution brought in a new era of advancement of luxury and also generated huge employment. Changing technology brought along two things; firstly, it made life at ease for the people, and secondly, it tagged the advance degradation of the environment with GHG’s (greenhouse gases). 
The GHG’s started jeopardizing the balance of one of the gases… CO2 … in the atmosphere leading to accumulation of carbon to a greater extent then required.
These GHG’s are responsible for increase in CO2 and depletion of Ozone layer (ozone layer protects the earth from harmful radiations). The GHG’s also are responsible for heating up the earth’s temperature by trapping the heat inside. This affects the environment at large and risk the chance of survival of humans on the only known life supporting planet known to mankind…
So what are the chances of saving our earth? How can we change the balance of fate? You say we close down polluting units? Eradicate polluting vehicles that roam the planet? Shut off your air conditioning? This cannot be done; this will give birth to unemployment, non-development, riots and all hell will turn loose.

The only solution is to decrease the quantity of pollution churned out by these GHG guzzlers. Imposing regulation and strict norms on countries is the best way.
One of the regulations for stricter compliance is the introduction of carbon credits through the much publicized Kyoto Protocol…
What is Carbon Credit?

The Kyoto Protocol has created a mechanism under which countries that have been emitting more carbon and other gases (greenhouse gases include ozone, carbon dioxide, methane, nitrous oxide and even water vapour) have voluntarily decided that they will bring down the level of carbon they are emitting to the levels of early 1990s.

Developed countries, mostly European, had said that they will bring down the level in the period from 2008 to 2012. In 2008, these developed countries had decided on different norms to bring down the level of emission fixed for their companies and factories.

A company has two ways to reduce emissions. One, it can reduce the GHG (greenhouse gases) by adopting new technology or improving upon the existing technology to attain the new norms for emission of gases. Or it can tie up with developing nations and help them set up new technology that is eco-friendly, thereby helping developing country or its companies 'earn' credits.

India, China and some other Asian countries have the advantage because they are developing countries. Any company, factories or farm owner in India can get linked to United Nations Framework Convention on Climate Change and know the 'standard' level of carbon emission allowed for its outfit or activity. The extent to which I am emitting less carbon (as per standard fixed by UNFCCC - United Nations Framework Convention on Climate Change) I get credited in a developing country. This is called carbon credit. For example, a company generates energy, for the purpose of manufacturing, by burning coal and in the process releases 100 metric tones (MT) of carbon dioxide in the atmosphere in, say, a year. Now through the implementation of advanced technology they generate energy using wind power instead of burning coal, and in the process save 10 MT of carbon dioxide, then they are eligible for 10 carbon credits. (One carbon credit is = 1 MT of carbon).
These credits are bought over by the companies of developed countries.

How do the developed countries use these carbon credits?

The developed countries are placed high in the chain of polluters. The companies in these countries also have a set of norms or standards for emission of carbon dioxide. If they are emitting more than the prescribed limit, then they have to buy carbon credits from the market to set-off the excess emissions.
Does it mean that we allow polluters in developed countries to buy carbon credit and get away with it?
It is incorrect to say that because under UNFCCC the polluters cannot buy 100 per cent of the carbon credits they are required to reduce. Say, out of 100 per cent they have to induce 75 per cent locally by various means in their own country. They can buy only 25 per cent of carbon credits from developing countries.
Is it simple to earn carbon credits?
Mere adoption of advanced technology for reducing carbon emissions does not make you eligible for carbon credits. Strict norms have been fixed for the issue of carbon credits, as stated below.
Verification: A Clean Development Mechanism (CDM) project is monitored or ‘verified’ after the project has been approved or registered by the CDM Executive Board. After the project is registered by the Executive Board, the Designated Operational Entity (DOE) periodically checks (usually once a year) whether emission reduction has actually taken place or not. It is only after verification by the DOE that Certified Emissions Reductions (CERs) are delivered. There are presently more than 11 DOEs globally, out of which five are represented in India.
CERs are in the form of certificates, just like a stock. A CER is given by the CDM Executive Board to projects in developing countries to certify that they have reduced greenhouse gas emissions by one tonne of carbon dioxide per year. For example, if a project generates energy using solar power/wind power instead of burning coal, and in the process saves (say) 10 tonnes of carbon dioxide per year, it can claim 10 CERs. 
Trading of Carbon Credits…

How does MCX (Multiple Commodities Exchange) trade carbon credits?
Those who knew about the possibility of earning profits, adopted new technologies, saved credits and sold it to improve their bottom line.

Many companies did not apply to get credit even though they had new technologies. Some companies used management consultancies to make their plan greener to emit less GHG. These management consultancies then scouted for buyers to sell carbon credits. It was a bilateral deal.

However, the price to sell carbon credits was not available on a public platform. The price range people were getting used to be about Euro 15 or maybe less per tonne of carbon. Today, one tonne of carbon credit fetches around Euro 22. 
It is traded on the European Climate Exchange. Therefore, you emit one tonne less and you get Euro 22. Emit less and increase/add to your profit.

We at the MCX decided to trade carbon credits because we are in to futures trading. Let people judge if they want to hold on to their accumulated carbon credits or sell them now.

MCX is the futures exchange. People here are getting price signals for the carbon for the delivery in next five years. Our exchange is only for Indians and Indian companies. Every year, in the month of December, the contract expires and at that time people who have bought or sold carbon will have to give or take delivery. They can fulfill the deal prior to December too, but most people will wait until December because that is the time to meet the norms in Europe.

Say, if the Indian buyer thinks that the current price is low for him he will wait before selling his credits. The Indian government has not fixed any norms nor has it made it compulsory to reduce carbon emissions to a certain level. So, people who are coming to buy from Indians are actually financial investors. They are thinking that if the Europeans are unable to meet their target of reducing the emission levels by 2009 or 2010 or 2012, then the demand for the carbon will increase and then they may make more money.

So investors are willing to buy now to sell later. There is a huge requirement of carbon credits in Europe before 2012. Only those Indian companies that meet the UNFCCC norms and take up new technologies will be entitled to sell carbon credits.

There are parameters set and detailed audit is done before you get the entitlement to sell the credit. In India, already 300 to 400 companies have carbon credits after meeting UNFCCC norms. Till MCX came along, these companies were not getting best-suited price. Some were getting Euro 15 and some were getting Euro 18 through bilateral agreements. When the contract expires in December, it is expected that prices will be firm up then.

On MCX we already have power, energy and metal companies who are trading. These companies are high-energy consuming companies. They need better technology to emit less carbon.

Is this market also good for the small investors?
These carbon credits are with the large manufacturing companies who are adopting UNFCCC norms. Retail investors can come in the market and buy the contract if they think the market of carbon is going to firm up. Like any other asset they can buy these too. It is kept in the form of an electronic certificate.

We are keeping the registry and the ownership will travel from the original owner to the next buyer. In the short-term, large investors are likely to come and later we expect banks to get into the market too. This business is a function of money, and someone will have to hold on to these big transactions to sell at the appropriate time.
Financial Accounting of CDM Credits in India…

India is one of the fastest developing countries in the current global scenario. It is also considered as a major player in the global market on the supply side of CERs. Indian companies have started getting credit of CERs and some of them have also entered into sale arrangement with buyers in the international market. Carbon credit trading being a new concept, it has given rise to interesting financial accounting issues. Some of the Issues involved are (i) how to account for expenditure on CDM projects, (ii) whether or not to account for self-generated CERs held with registry, (iii) if credits are to be accounted, at what point of time these should be recognized in books of accounts and at what value, and (iv) how to account for sale consideration of CERs and its disclosure in accounts and notes.

Answers to these questions are found within existing pronouncements of ICAI as well as Schedule VI requirements.
As of now, there is no separate Indian accounting standard to measure income and expenditure from carbon reducing projects. The existing standards can well account for new capital investments, its depreciation, recurring costs and sale proceeds of CERs. Some experts feel that CDM projects should be accounted for as a separate segment under AS-17 (segment reporting). A CDM project cannot be a profit centre or cost centre in itself. In a multi-segment industry, any CDM project can be identified with its parent segment.
CERs are Goods: CER credits are considered goods, as they have all the attributes thereof, “a ‘goods’ may be a tangible property or an intangible one. It would become goods provided it has the attributes thereof having regard to (a) its utility; (b) capability of being bought and sold; and (c) capability of being transmitted, transferred, delivered, stored and possessed.” Though CERs are goods, their sale is undertaken, if not in exceptional circumstances, certainly on non-recurring basis. We have already seen that a CDM project cannot be a

Profit/cost centre in itself, and, therefore, it is neither possible nor desirable to attempt to work out separate profit or loss of any CDM project, with an accuracy expected from accountants. A combined reading of Section 43A and Schedule VI of the Companies Act clearly establishes that sale proceeds of CERs should be disclosed as a line item in schedule of other income, if amount is material.
Revenue Recognition on Sale of CER Credits: 
As we have already concluded that CER credits are goods, their sales proceeds have to be recognized in financial accounts as per para.11 of the Accounting Standard 9 (‘revenue recognition’). The conditions of para.11 are self explanatory, and are reproduced below:

“11. in a transaction involving the sale of goods, performance should be regarded as being achieved when the following conditions have been fulfilled: 

(i) the seller of goods has transferred to the buyer the property in the goods for a price or all significant risks and rewards of ownership have been transferred to the buyer and the seller retains no effective control of the goods transferred to a degree usually associated with ownership; and 

(ii) No significant uncertainty exists regarding the amount of the consideration that will be derived from the sale of the goods.”
Self-generated CERs Held with Registry:

Self-generated CERs held with registry cannot be included in Inventories as defined in Accounting Standard-2, as they are not held for sale in the ordinary course of business. On the other hand, such credits meet all the criteria of ‘Intangible Asset’ as defined in Accounting Standard-26 i.e. 
(i) Identifiability, (ii) control over a resource, and (iii) expectation of future economic benefits flowing to the enterprise.

Para 19 to 23 of Accounting Standard-26 deal with recognition and initial measurement of an intangible asset. Para 20, which is the operating portion of this section, provide that an intangible asset should be recognized if, and only if:

(a) It is probable that future economic benefits attributable to the asset will flow to the enterprise; and

(b) The cost of asset can be measured reliably.

Since we have already demonstrated that availability of CER credits is only an additional benefit of a CDM project, it would be impossible to measure the cost of self-generated CER asset reliably. Thus it can be concluded that though self-generated CERs held with registry are Assets (Intangible), they cannot be recognized in Accounts due to specific requirements of Accounting Standard-26.

Accounting Carbon Credits as per AS-12: 
Some experts, having admitted that there are presently no guidelines/standards for accounting of Carbon Credits, have suggested that they be accounted as Government Grant.

There logic is based on the definition of the term ‘Government’ prescribed in para 3.1 of AS-12, which reads: “Government refers to government, government agencies and similar bodies, whether local, national or international.” The logic forwarded appears to be misplaced, as in case of financial transactions arising out of carbon credit, monetary consideration will not flow from any government or government agency. In total gambit, UNFCC CDM registry acts as a Demat banker recognizing CER credits and keeping an account of it. 
There is no grant at all from any agency. Further, as soon as Carbon Credits are accounted as Government Grants, Accounting Standard-9 ‘revenue recognition’ will cease to operate, leading to other accounting and taxation complications. 

Conclusion:
It can be seen that accounting for carbon credits is not an exhaustive approach. It is still unclear as to the accounting treatment of the CERs.

ICAI may come up with some guidelines in due course.
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