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<Abstract>

Accounting and Tax Issues on the
Carbon Cap and Trade Program

Juneg Lee, Moonchyl Kim and Sangwon Park

If a cap and trade emissions program is introduced, accounting
guidance for emission rights should be provided by accounting
standards setters such as IASB and FASB. However, no accounting
standards for emission rights have been provided so far.

This study examines accounting issues for emission rights under
EU-ETS and suggests accounting methods on emission rights.
Specifically, we review several alternative accounting methods which
have been suggested for emission rights and evaluate the respective
accounting consequences. Especially, we focus on two main
accounting issues about emission rights. First, we evaluate the nature
of emission rights allocated by government, that is, whether they
satisfy the definition of an asset and if so, what kind of asset they
are. Second, we discuss accounting treatments for the credit if issued
emission rights are accounted as an asset.

We conclude that emission rights satisfy the definition of an asset
and suggest that they can be classified as an financial instruments
and their fair value changes are recognized through profit and loss.
Alternatively, emission rights could be classified as an intangible
asset on the condition that all changes in the asset’s fair value are
recognized directly in profit and loss. In regard to accounting for the

credit if emissions rights are initially recognized, we suggest that the
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credit account should be treated as a conditional liability. The
accounting methods we suggest can make some contributions for
resolving accounting mismatch problems which have been pointed
out in the accounting for emission rights so far.

Also this article reviews the tax issues arising with relation to the
introduction of the carbon cap—and-trade program and the carbon
tax as means of regulating carbon emissions under United Nations
Convention on Climate Change(UNCCC) and suggests ways to
improve the taxation as follows;

First, value added taxes(VAT) on emission allowances under the
cap—and-trade program should not be taxed since tax consequences
are temporary rather than permanent by allowing a deduction of
mput tax to a purchasing company, and non-tax treatment can be
justified for the purpose of supporting efforts of reducing carbon
emissions.

Second, in case that the allowance is allocated free, the value of
the allowance is included in income for the purpose of corporate tax.
However the allowance should not be included in income since the
allowance does not render a benefit, but a burden, and penalizes a
company which reduces carbon emissions.

Third, in case that allowance is acquired by participating or
investing in Clean Development Mechanism(CDM), it is
recommended that the acquisition cost of the allowance be the fair
market value of the allowance and the remainder of the total
mvestment be treated as the acquisition cost of the CDM mnvestment
for the purpose of corporate tax.

Fourth, in case that more than two allowances are acquired in an

1dentical tax year, average method should apply for the corporate
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purpose. However free allowances allocated originally and other types
of allowances such as purchased allowances and CDM allowances
should be separately treated each other where the free allowances are
stated as zero.

Fifth, carbon taxes should not be included in income or deduction
for the corporate tax purpose. However, the payment of carbon taxes
where the taxes are not received at sales should be deducted.
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