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Executive Summary

1. The UK Climate Change Bill is expected to receive Royal Assent in
November 2008. The Bill will introduce a clear and credible framework for the
UK to achieve its goals of reducing greenhouse gas emissions and ensure
steps are taken towards adapting to the impacts of climate change. It creates
a new approach to managing and responding to climate change in the UK
through setting ambitious targets, taking powers to help achieve them, and
strengthening the institutional framework.

2. To help long-term business planning and investment, the Bill requires
the Government to set up a system of ‘carbon budgets’ capping emissions
over successive five-year periods, with three budgets set ahead at any time.

3. A carbon accounting scheme is required to monitor compliance with
targets and budgets and keep track of carbon units. This is necessary
particularly because, in addition to the UK’s own domestic emissions, carbon
units purchased from or sold overseas through emissions trading also need to
be accounted for. The Bill defines the “net UK carbon account” as net UK
emissions taking account of any carbon units that have been credited (e.g. by
being bought from other countries) or debited (e.g. by being sold to other
countries). The net UK carbon account must not exceed the budget at the
end of each period, and the carbon accounting system will set the detailed
rules for how the net UK carbon account is to be calculated.

4. The proposals being consulted on in this document cover the type of
carbon units that can count towards the net UK carbon account, the
circumstances when carbon units can be credited to and debited from the
account and the system that will keep track of all the units. Other issues, such
as the Government’s plans for purchasing credits to help meet the budgets,
are outwith the scope of this consultation.

Carbon units

5. The carbon units used to monitor and track emissions under UN and
EU rules have been subject to significant scrutiny and are widely accepted as
representing genuine and verifiable emission reductions. Using these
internationally recognised carbon units for UK carbon accounting will allow the
system to “talk” to other systems, such as those used to determine
compliance with UN and EU rules, allowing emissions trading between them
and therefore increasing the breadth and depth of the carbon market. At this
time, no other types of carbon units offer the necessary level of assurance to
be recognised in the net UK carbon account.

Proposal 1: All those carbon units which are recognised under the Kyoto
Protocol and EU Emissions Trading Scheme should be eligible to count
towards the net UK carbon account. No other units should be eligible.
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Question 1: Do you agree with the proposal that all carbon units which are
recognised under the Kyoto Protocol and EU Emissions Trading Scheme
should be eligible to count towards the net UK carbon account? Should any
other units also be recognised or should additional restrictions be considered?

The circumstances in which units are to be credited and debited

6. The consultation proposes the circumstances in which carbon units
may be credited to the net UK carbon account. In summary, these are:

e Where Government (including the Devolved Administrations and the
wider public sector) has bought eligible units from abroad, including
units bought voluntarily to offset emissions on the Government estate.

e Where individuals, businesses and other non-Governmental
organisations have bought eligible units voluntarily to offset their
emissions, if they wish these to be credited to the net UK carbon
account and signal this by transferring the units to a dedicated “credit
account”.

e Where eligible units are bought from abroad by participants in existing
emissions trading schemes, specifically the EU Emissions Trading
Scheme and, from 2010, the UK Carbon Reduction Commitment, to
offset emissions in excess of the allowances they have been allocated
or sold.

7. If the Government sells eligible carbon units that represent part of its
“assigned amount” allowance under the Kyoto protocol, these units could then
be used by the buyer to cover its own emissions. To avoid double counting,
the units must therefore be debited from the net UK carbon account. In the
case of the EU ETS, in the event that overall emissions from operators were
lower than the UK’s cap, the difference would be counted as a debit, because
this would allow operators to sell excess units which could offset emissions
elsewhere.

Proposal 2: Government may buy carbon units and designate them as credits
by transferring them into the “credit account” and declaring them as such.
Credits may include units bought by Government or other public sector bodies
to offset emissions from their operations. In addition, units bought by
individuals, businesses and other non-Governmental organisations may be
designated as credits, if the purchaser so wishes.

Proposal 3: If, at the end of each year, the UK Government has sold carbon
units to a third party such that it has reduced its total holdings below its
“assigned amount” allowance under the Kyoto protocol, a number of units
equivalent to the reduction will be debited from the net carbon account.

Proposal 4: Carbon units bought by participants in the proposed Carbon
Reduction Commitment to offset their emissions under the proposed “safety
valve” mechanism will be deemed as credits to the net UK carbon account.
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Proposal 5: The number of credits to or debits from the net UK carbon
account derived from the EU ETS will be calculated as the difference between
the total number of units surrendered by UK operators and the total number of
units allocated to the operators by the UK Government.

Question 2: Do you agree with the proposals for the circumstances in which
units should be credited to or debited from the net UK carbon account? Are
there any other circumstances in which carbon units should be considered as
credits or debits?

Cancellation of surplus carbon units

8. The Bill allows the UK to set a carbon budget that goes beyond our
international obligations, such as those under the Kyoto Protocol. However,
setting a more stringent budget will only lead to a real reduction in emissions if
none of the carbon units representing the surplus over and above the budget
level are used to offset greenhouse gas emissions elsewhere. This can be
guaranteed by cancelling these surplus carbon units, thereby putting them
beyond use and preventing them from being sold to a third party.

Proposal 6: By the end of the budget period a number of carbon units equal
to the difference in stringency between the carbon budget and the UK’s Kyoto
target must be cancelled.

Question 3: Do you agree that the proposals to cancel units equivalent to the
difference in stringency between the UK budget and the Assigned Amount
under Kyoto by the end of the budget period is necessary and sufficient to
comply with clause 26(4) of the Bill?

Other carbon accounting provisions

9. If the net UK carbon account is below the level of the budget at the end
of the period, the excess may be ‘banked’ by adding it to the budget for the
next period. In this case, units representing the banked amount may need to
be cancelled to prevent double counting.

Proposal 7: If, after the end of the budget period, carbon units are carried
over into the next period, a number of carbon units will be cancelled equal to
the amount that is being banked, unless the units are also being carried over
for the purposes of Kyoto.

Question 4: Do you agree that units that are banked for a future budget
period must be cancelled if they are not also being carried over for Kyoto
purposes?




10. If revisions are made to annual emissions figures, in accordance with
international carbon reporting practice, a compensatory adjustment will be
required to reflect these revisions in the net UK carbon account.

Proposal 8: Compensatory action in response to retrospective changes to
emissions figures will be taken in the final net UK carbon account for the
whole budgetary period.

Question 5: Do you agree that compensatory adjustments to retrospective
emissions figures should be made in the final net UK carbon account for the
whole budgetary period?

Administration of the accounting scheme

11. The administration and operation of the UK carbon accounting scheme
should, as far as possible, be compatible and coordinated with the existing UK
registry, that was set up to fulfil UN and EU requirements. It is not envisaged
that a new and separate registry system will be needed, although some minor
changes will be required to the existing system. The net UK carbon account
will be calculated, and other reporting requirements fulfilled, using both data
extracted from the registry and other data available to Government.

Proposal 9: The Carbon Accounting Scheme will utilise the existing carbon
accounting systems under the UK Registry, as administered by the
Environment Agency, as far as is necessary to calculate the net UK carbon
account.

Question 6: Do you agree that the administration and operation of the UK
carbon accounting system should build on the existing carbon accounting
systems under the UK Registry?

12. The proposals in this consultation are consistent with the current
provisions of the Bill at the time of publication (as amended in Public Bill
Committee in July 2008), but also take into account the Government’s
acceptance of the recommendation by the Committee on Climate Change on
7 October to include all six Kyoto greenhouse gases in targets and budgets.
The proposals are also consistent with UN and EU rules. However, the Bill
remains subject to change until it is approved by Parliament and becomes an
Act, and any changes may require revisions to these proposals. Furthermore,
both UN and EU rules will change when the current commitment period or
phase ends at the end of 2012. It is therefore highly likely that the carbon
accounting regulations will need to be amended after 2012.




1 Purpose of the document

13.  The purpose of this consultation is to seek views on the proposals for
carbon accounting in the UK under the Climate Change Bill (the Bill).

14. Clauses 25-27 of the Bill require the Secretary of State to make
provision for a carbon accounting scheme by the introduction of new carbon
accounting regulations. Carbon accounting will be used to determine
compliance with the carbon budgets and targets established under the Bill to
reduce greenhouse gas emissions in the UK. Importantly, this includes
determining which carbon units should be counted as credits or debits against
the budgets. Whilst the basic requirements of a carbon accounting system
are established in the Bill, secondary legislation will be required to establish
the detalils.

15. In particular, we are inviting views of stakeholders on our proposals for:

e the types of carbon units to be used in calculating the net UK carbon
account,

e the circumstances in which carbon units can be credited to and debited
from the net UK carbon account, and how this will be done,

e ensuring that carbon units credited to the net UK carbon account cease
to be available to offset other greenhouse gas emissions,

e how units will be tracked and accounted for accurately, and

e the administration of the scheme.



2 The Consultation Process

2.1 How to respond to this consultation

16. In order to give interested parties sufficient time to consider the
proposals, we are providing a twelve week period for responses. If you wish
to make any comments, please send them to the DECC, Climate Change
Strategy & Bill Delivery Team, Area 4E, Ergon House, Horseferry Road,
London SW1P 2AL or email them to ukca@decc.gsi.gov.uk . The deadline for
sending in your comments is 19 January 2009. The list of interested parties
being consulted is available on the DECC website alongside the consultation
document at http://www.defra.gov.uk/corporate/consult/carbon-
accounting/index.htm.

17.  Inline with DECC’s policy of openness, at the end of the consultation
period, copies of the responses we receive may be made publicly available
through the Information Resource Centre, Lower Ground Floor, Ergon House,
17 Smith Square, London SW1P 3JR.

18.  The information they contain — including your name, contact details and
any other personal information — may also be published in a summary of
responses. If you do not consent to this, you must clearly request that your
response be treated confidentially. Any confidentiality disclaimer generated
by your IT system in email responses will not be treated as such a request.
You should also be aware that there may be circumstances in which DECC
will be required to communicate information to third parties on request, in
order to comply with its obligations under the Freedom of Information Act
2000 and the Environmental Information Regulations.

19. The Information Resource Centre will supply copies of consultation
responses to personal callers or in response to telephone or email requests
(tel: 020 7238 6575, email: defra.library@defra.gsi.qov.uk). Wherever
possible, personal callers should give the library at least 24 hours’ notice of
their requirements. An administrative charge will be made to cover
photocopying and postage costs.

20.  We will summarise all responses and place this summary on our
website at http://www.decc.gov.uk.

21.  Should you have any comments or complaints about the consultation
process (as opposed to comments about the issues which are the subjects of
the consultation), they should be addressed to the Consultation Coordinator,
Area 7C Nobel House, 17 Smith Square, London SW1P 3JR or email
consultation.coordinator@defra.gsi.gov.uk.

22. The Data Protection Act: information provided by respondents to this
consultation exercise will be held and used for the purposes of the
administration of this current exercise. If you submit comments in response to


mailto:ukca@decc.gsi.gov.uk
http://www.defra.gov.uk/corporate/consult/carbon-accounting/index.htm
http://www.defra.gov.uk/corporate/consult/carbon-accounting/index.htm
mailto:defra.library@defra.gsi.gov.uk
http://www.decc.gov.uk/

this consultation exercise, we may keep your name and address on a list to be
used for future consultation exercises on related topics.
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3 Introduction

The Climate Change Bill

23. Climate change is the greatest challenge facing the world today.
Changes in the global climate will bring changes in weather patterns, rising
sea levels and increased frequency and intensity of extreme weather which
will impact across the whole of society. The scientific evidence is
overwhelming that human activity — resulting in greenhouse gas emissions —
is the primary driver of the observed changes in climate. The debate now, is
over the severity and timescale of the impacts. The Stern Review on the
Economics of Climate Change clearly demonstrated that the benefits of strong
and early action far outweigh the economic costs of not acting. We still have
a small window to limit dangerous climate change and urgent global action is
required. The UK is playing its part in leading this action through the Climate
Change Bill.

24.  The UK Climate Change Bill will introduce a clear and credible
framework for the UK to achieve its goals of reducing greenhouse gas
emissions and ensure steps are taken towards adapting to the impacts of
climate change. It creates a new approach to managing and responding to
climate change in the UK through setting ambitious targets, taking powers to
help achieve them, and strengthening the institutional framework. This
represents a major contribution to a global deal on climate change and puts
the UK firmly on a pathway to becoming a low carbon economy. It
demonstrates, at home and abroad, the Government’s commitment to taking
the action necessary to avoid dangerous climate change. The Bill is expected
to receive Royal Assent in November 2008.

25.  The Bill will put into statute the UK’s targets to reduce greenhouse gas
emissions by at least 26% by 2020 and by at least 80% by 2050, compared to
emissions in 1990 which represents the baseline. The long-term target had
been set at a 60% reduction in CO, emissions only by 2050, based on the
evidence of the Royal Commission on Environmental Pollution from a 2000
report. However, at the request of the Secretary of State for Environment,
Food and Rural Affairs, the Committee on Climate Change - an independent
expert group created under the Bill — has recently reviewed the evidence
since that report and recommended that the UK should set a target of 80%
and that the target should apply to all six Kyoto greenhouse gases®. The
Committee also recommended that the scope of the Climate Change Bill
should not be extended to include international aviation and shipping, though
both these sources of emissions should be included in the UK’s climate
change strategy. The Government accepts all the recommendations of the
Committee on Climate Change and will be amending the Climate Change Bill
to reflect the new 2050 target.

! The ‘basket’ of six gases under the Kyoto protocol: carbon dioxide, methane, nitrous oxide,
hydrofluorocarbons, perfluorocarbons and sulphur hexafluoride.
11
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26.  To help long-term business planning and investment, the Bill requires
the Government to set up a system of ‘carbon budgets’ capping emissions
over successive five-year periods, with three budgets set ahead. The
Committee on Climate Change will advise Government on what the level of
the budgets should be, and will report annually to Parliament on progress
towards meeting the targets and budgets. The Bill requires the Committee to
publish its advice on the level of the first three carbon budgets (covering the
period from 2008-2022) not later than 1 December 2008.

Carbon accounting

27.  The carbon accounting rules proposed in this consultation address the
requirement in the Bill to put in place a scheme for carbon accounting through
regulations approved by Parliament. They cover the requirements for the UK
including the Devolved Administrations. The rules will be used to determine
compliance with the targets and budgets established under the Bill. The
Government has a duty under the Bill to ensure that the net UK carbon
account for a budget period does not exceed the level of the budget.

28. A separate system for carbon accounting is needed because, in
addition to the UK’s own domestic emissions, carbon units purchased from or
sold overseas through emissions trading also need to be accounted for in the
net UK carbon account. The rules need to set out which types of carbon units
are allowed to count towards our budgets, and establish the circumstances in
which carbon units can be debited from (e.g. because they have been sold or
transferred to other countries), and credited to (e.g. by being bought or
transferred from other countries, and being used towards the UK’s compliance
with its budget) the net UK carbon account.

29. The net UK carbon account is defined as net UK emissions for a given
period, taking account of all the carbon units that have been debited and all
the carbon units that have been credited. Net UK emissions represent the
starting total of the net UK carbon account before any carbon units are
credited or debited. Net UK emissions are defined as gross emissions,
including emissions from land use, land use change and forestry (LULUCF)
activities, that are then adjusted to take into account removals by sinks
associated with LULUCF activity.

30. In this consultation and the Climate Change Bill, the terms ‘carbon unit’,
‘the net UK carbon account’, ‘carbon accounting’, ‘carbon budgets’ and
equivalents apply to all six greenhouse gases in the Kyoto ‘basket’, not just
carbon dioxide. The Bill requires that emissions and reductions of
greenhouse gases are measured in tonnes of carbon dioxide equivalent
(CO2e).

Scope and timing
31. Our aim is to lay the carbon accounting regulations before Parliament

for approval in March 2009 so that they are in place when the first carbon
budgets are announced. Government is required to set the first three carbon
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budgets by 1 June 2009 and the Chancellor has already made a commitment
to announce the first carbon budgets alongside Budget 2009.

32.  Our analysis is that any costs associated with establishing and running
a carbon accounting system along the lines of the proposals being consulted
on in this document will be borne entirely by Government. Given that the
establishment and operation of the carbon accounting system will not impose
any costs on business or the third sector, and that the annual cost to the
public sector will be below £5 million, Government guidance dictates that the
proposed policy for carbon accounting does not require a formal Impact
Assessment. However, the costs and benefits of the proposed system will still
be considered in making final decisions on the policy.

33. The proposals for carbon accounting are consistent with the current
provisions of the Bill as amended in Public Bill Committee in July 2008, and
references to specific clauses in this document are to that version. The
proposals take into account the Government’s acceptance of the Committee
on Climate Change’s recent recommendation to include all six Kyoto
greenhouse gases in targets and budgets as outlined previously and are
therefore designed to be suitable for all-greenhouse gas budgets.

34. However, it should be noted that the Bill remains subject to change
until it is approved by Parliament and becomes an Act. Should any change be
made to the Bill that impacts on carbon accounting, the accounting rules being
proposed will need to be amended accordingly.

35.  Any UK carbon accounting system must be compatible with the UN
Framework Convention on Climate Change (UNFCCC) rules under the Kyoto
Protocol and the Marrakech Accords, the EU Emissions Trading Scheme (EU
ETS), and with our EU and international obligations more generally, including
the EU Monitoring Mechanism Decision (280/2004/EC) which imposes
monitoring and reporting requirements for EU Member States to comply with
the UNFCCC and EU ETS rules. The first carbon budget will run from 2008-
12, in parallel to the timescales of the Kyoto Protocol first commitment period
and the second phase of the EU ETS. The proposed rules covered in this
consultation are therefore compliant with the 2008-2012 requirements under
the Kyoto Protocol, EU ETS and EU Monitoring Mechanism.

36. However, with the first commitment period of the Kyoto Protocol due to
end in 2012, negotiations are currently taking place at the UN and the
UNFCCC to agree a new framework that takes us beyond 2012. Negotiations
are also ongoing in the European Union on the details of the third phase of
the EU ETS, to run from 2013 to 2020 as part of the EU’s overall climate and
energy package. With the current uncertainty as to the outcomes of these
processes, it is difficult to ensure the carbon accounting rules will remain fit for
purpose in the long term and therefore, there is a strong likelihood that the
carbon accounting regulations will need to be revised once the post-2012
rules at EU and UN level are agreed.

37. UK targets and carbon budgets include emissions from domestic
aviation and shipping, but exclude emissions from international aviation and
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shipping since there is currently no internationally agreed methodology for
allocating these emissions to individual countries. Should a decision be made
in the future to include international aviation and shipping within the scope of
UK targets and budgets, it will be necessary to review the carbon accounting
rules. In addition, the EU Emissions Trading Scheme will include international
aviation from 2012, and an adjustment to the rules may be required to account
for this, as discussed in further detail in section 5.2.
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4

4.1

Carbon units

Types of carbon units

Proposal 1: All those carbon units which are recognised under the Kyoto
Protocol and EU Emissions Trading Scheme should be eligible to count
towards the net UK carbon account. No other units should be eligible.

38.

Clause 25 of the Bill requires that carbon accounting regulations must

specify the carbon units that are eligible to count towards meeting our
budgets. The proposal is that the types of units listed below should be
eligible. Each unit represents 1 tonne of CO,, or its equivalent.

Assigned Amount Unit (AAU)

An accounting unit issued by Annex 1 Countries under the Marrakech
Accords of the Kyoto Protocol, i.e. developed countries which have
agreed to reduce their emissions to target levels below their 1990
emissions. It is the basic currency used to track emissions under the
Kyoto Protocol. Each Annex 1 country has an assigned amount of
AAUs to cover emissions during the commitment period 2008-2012.
The number of AAUs assigned represents the cap for that country
under the Kyoto Protocol; it is based on a country’s emissions in 1990
(the baseline) less the percentage it has committed to reduce its
emissions by.

Certified Emissions Reduction (CER)

A credit from Kyoto Clean Development Mechanism (CDM) projects
issued by the CDM Executive Board. CDM enables Annex 1 countries
to invest in project-based emission reduction activities in developing
countries. There are a subset of CERs associated to afforestation and
reforestation activities known as temporary CERS (tCERSs) and long-
term CERs (ICERs). These units are valid only for a specific period of
time to deal with the potential non-permanent nature of the emissions
removals achieved by these activities and the risk of re-emission into
the atmosphere at a future date, e.g. if a plant is cut down or destroyed
through fire or disease. Different rules of expiry apply to tCERs and
ICERs. Temporary CERs differ from ICERSs in that tCERs expire at the
end of the commitment period subsequent to the period in which they
were issued, while ICERs expire at the end of the crediting period for
the project. Prior to their expiry date (even if they have been retired),
both tCERs and ICERs have to be replaced by other Kyoto Units
(AAUs, CERs, ERUs or RMUSs). Unlike tCERs, expired ICERs cannot
be replaced by other ICERSs or tCERs.

Emissions Reduction Unit (ERU)

Credits from Kyoto Joint Implementation (JI) projects issued by the host
country by converting either AAUs or RMUs. JI allows Annex 1
countries to jointly implement emissions reduction projects with the
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investing country being able to “credit” the reductions against their own
reduction obligations.

e Removals Unit (RMU)
A Kyoto unit representing a net removal of greenhouse gases through
land use, land use change or forestry activities issued by the Kyoto
Annex 1 Country.

e European Union Allowance (EUA)
Allowances issued to participants of the EU ETS by respective EU
Member States. Each Member State’s National Allocation Plan (NAP),
approved by the European Commission, sets an overall ‘cap’ on the
total amount of emissions allowed from all the installation covered by
the scheme in their territory. The cap is converted to allowances
(EUAS), which themselves are converted from a Member State’s
Assigned Amount Units. The EUAs are then distributed to installations
in the scheme.

The benefits of internationally recognised units

39. All the types of carbon units being proposed are recognised by the
UNFCCC under the Kyoto Protocol and the Marrakech Accords and/or the EU
Emissions Trading Scheme. Except for EUAS, the units were created under
the Kyoto protocol, in order to establish a system of national carbon
accounting for those countries, like the UK, which agreed to emissions
reduction targets. The EU Emissions Trading Scheme sits within the system,
using essentially the same carbon units.

40. There are a number of benefits to recognising the same types of
carbon units in the carbon accounting system under the Climate Change Bill.
The units described above have been defined clearly and in detail, ensuring
their environmental rigour in terms of “verifiability” (i.e. that the emissions
reductions they represent are certain to have occurred) and, for baseline-and-
credit-schemes such as CDM, “additionality” (i.e. that the emissions
reductions they represent would not otherwise have occurred had the credit-
generating activity not taken place). Carbon units recognised under the EU
ETS and Kyoto Protocol have been subject to rigorous international scrutiny to
assure their quality.

41.  Utilising internationally recognised units enables carbon units
purchased to meet our domestic targets and budgets also to contribute to our
UN and EU obligations to reduce emissions.

42.  The types of carbon unit being proposed each represent the equivalent
of 1 tonne of CO, and are interchangeable. They can be swapped or
transferred any number of times, including across borders. This increases the
opportunities for trading carbon units internationally. Since emissions of
greenhouse gases have the same effect wherever they are emitted,
establishing a carbon accounting system that allows flexibility of how and
where the emissions reductions will be achieved lowers the overall costs of
making the reductions.

16



43. In short, the proposal that carbon accounting under the Climate
Change Bill should use internationally recognised carbon units will allow the
system to “talk” to other carbon accounting systems, allowing emissions
trading between them, and therefore increasing the breadth and depth of the
market. This tends to increase liquidity and reduce costs.

44.  The proposed carbon units include those that will be eligible for
approval under the Government’s quality assurance scheme? for carbon
offsetting. This will enable carbon units bought through this scheme for the
purposes of voluntary offsetting of emissions to be credited to the net UK
carbon account under the circumstances described in section 5.2.

45.  Other types of carbon units could potentially be recognised in the net
UK carbon account, such as Voluntary Emissions Reductions (VERS), which
are often used for voluntary offsetting. If VERs were recognised in the carbon
accounting regulations, these units could be counted as credits against the
net UK carbon account, for example if bought by Government to help meet
our carbon budgets. However, there is considerable variation in quality,
credibility and costs among different VERs. VERs have not gone through the
same level of certification and verification as Kyoto and EU ETS compliant
credits. As such, Government does not currently have the confidence that
VERs can offer the necessary level of assurance in relation to issues such as
additionality and transparency. Our proposal is therefore that such carbon
units — and any others not listed above - should not be recognised in the net
UK carbon account.

46. The carbon accounting regulations could be amended if it is decided in
the future that another type of unit should be included, for example if it is
included in the EU or international frameworks. Any amendment would be
subject to the “affirmative resolution” procedure in Parliament, ensuring that it
has proper scrutiny in both the House of Commons and Lords.

Qualitative restrictions on units

47.  In addition to adopting the same carbon units, we propose to adhere to
any qualitative restrictions applied internationally. Under the UN and EU
rules, there are certain limits on the use of some of the carbon units, as
described in Annex 1. For example, nuclear and carbon capture and storage
projects are not allowed under CDM rules and forestry projects generate only
temporary credits. Adhering to these qualitative restrictions would ensure
whatever we do under the Bill would be consistent with UN and EU limits. Not
doing so, as with diverging from internationally recognised types of carbon
units, could increase the cost to the UK of meeting its domestic and
international obligations, and introduce unnecessary complications into the
system. Should international qualitative restrictions change — for example, the
UK is currently negotiating for carbon capture and storage projects to be

% The launch of the quality assurance scheme is expected in the near future. Initially, only
Kyoto-compliant credits may be approved under the scheme.
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allowed under CDM rules — then the carbon accounting rules would adopt the
changes made by default.

48. The carbon accounting regulations could in theory impose further
restrictions on subsets of one or more type of carbon unit. For example,
CERs originating from projects to reduce emissions of industrial gases (such
as fluorinated gases) in developing countries have been criticised on the basis
that they offer perverse incentives. Similarly, large-scale hydroelectric
projects have been criticised, on the grounds of negative environmental and
social impacts.

49. Government believes that working closely with EU and international
partners to improve the rules of the Clean Development Mechanism is the
most effective way to deal with such criticisms. Placing extra qualitative
restrictions on units that can be recognised under the net UK carbon account
would reduce the flexibility of meeting carbon budgets and lead to extra costs.
For example, it would mean that some of the units used by EU ETS operators
to cover their emissions would not be able to be counted against the net UK
carbon account. This would reduce the contribution of the EU ETS to meeting
our carbon budgets, and additional reductions would need to be made to the
net UK carbon account to compensate, either through further activities to
reduce net UK emissions, or by buying extra carbon units from abroad, both at
an additional cost.

Question 1: Do you agree with the proposal that all carbon units which are
recognised under the Kyoto Protocol and EU Emissions Trading Scheme
should be eligible to count towards the net UK carbon account? Should any
other units also be recognised or should additional restrictions be considered?

18




5 Calculating the net UK carbon
account

5.1 Definition of the net UK carbon account

50. Clause 26 of the Climate Change Bill specifies that the net UK carbon
account for a given period will be calculated as the sum of:

e the net UK emissions of targeted greenhouse gases for that period;

and

¢ the total number of units debited in that period; less
¢ the total number of units credited in that period.

51. The UK’s net emissions therefore represent the starting total of the net
UK carbon account before any carbon units are credited or debited to the
account. Following the recommendations of the Committee on Climate
Change, the Government intends to expand the definition of targeted
greenhouse gases at clause 23 of the Bill to include all six greenhouse gases
in the ‘basket’ under the Kyoto Protocol. Clause 84 defines the territorial
scope of net UK emissions as the amount of net emissions of targeted
greenhouse gases from sources within the UK, UK coastal waters, or the UK
sector of the continental shelf. Clause 29 makes clear that emissions from
international aviation and shipping are not included in the net UK carbon
account, unless new secondary legislation provides for this.

52.  The figure below illustrates the basic accounting equation in

diagrammatic form.
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5.2 The circumstances in which units are to be credited or
debited

53. Clause 26 of the Bill requires that the carbon accounting regulations
must describe the circumstances in which carbon units may be credited to the
net UK carbon account for a period, and the circumstance in which they must
be debited from the net UK carbon account for a period.

54.  This section describes the proposed system for crediting or debiting
carbon units bought by Government and, in certain specific circumstances,
individuals and the private sector. It also describes how international credits
bought by participants in existing emissions trading schemes, namely the EU
ETS and the UK Carbon Reduction Commitment, will be credited to the net
UK carbon account.

55. It should be noted that any future introduction of new trading schemes
within the UK, or significant changes to the rules of existing trading schemes,
may require additions or amendments to the carbon accounting regulations, to
take account of credits bought under them.

5.2.1 Accounting for credits bought by Government and others

Proposal 2: Government may buy carbon units and designate them as credits
by transferring them into the “credit account” and declaring them as such.
Credits may include units bought by Government or other public sector bodies
to offset emissions from their operations. In addition, units bought by
individuals, businesses and other non-Governmental organisations may be
designated as credits, if the purchaser so wishes.

56. Clause 82 of the Climate Change Bill allows Government to buy carbon
units to offset greenhouse gas emissions. Clause 26 states that carbon units
that are credited to the net UK carbon account for a period must cease to be
available to offset other greenhouse gases. Clause 14 states that the
Secretary of State must have regard to the need for domestic action on
climate change and clause 33(1)(b) requires the Committee on Climate
Change to advise on the extent to which the carbon budgets should be met by
domestic action. Clause 15 requires that the annual statements of emissions
to be laid before Parliament state, amongst other things, the number and type
of carbon units credited to and debited from the net UK carbon account.

57. The Government's approach to purchase of international credits to
contribute to meeting our carbon budgets is outside the scope of this
consultation and the carbon accounting regulations. In making decisions
about the role of international credits, Government will need to find the right
balance between domestic and international action, taking into account the
advice of the Committee on Climate Change as well as a range of other
factors including economic, environmental and international considerations.
This issue will be addressed at the time we set out the first carbon budgets,
alongside Budget 2009. However, the provision within the Bill for
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Government-bought carbon units to contribute to the net UK carbon account
must be provided for in the carbon accounting regulations. The following
mechanism is proposed for accounting for Government-bought units:

58.  Where Government (including the Devolved Administrations and the
wider public sector) has acquired carbon units from a third party to be used to
meet carbon budgets, such units will be credited to the net UK carbon
account. In order for a unit to be designated a credit:

i) the unit must be transferred to the “credit account”, and
i) a Minister must declare the unit is being credited to the net UK carbon
account.

59.  The credit account will be a new government party holding account in
the UK registry specifically created for holding carbon units to be credited to
the net UK carbon account. Units transferred to the credit account will not
automatically be credited to the net UK carbon account; this will also require a
Minister to declare the units as credits.

60.  Carbon units held in the credit account must be cancelled or retired and
cannot be sold or transferred. This in effect makes carbon units within the
credit account unavailable for offsetting other greenhouse gas emissions, in
line with the provisions of the Bill. Retirement or cancellation need not take
place immediately on transfer to the credit account, but must happen before
the final statement for the budgetary period is published, before the deadline
of 31 May in the second year following the end of the period.

61. The choice between cancellation or retirement makes no difference in
carbon budget terms or to the taxpayer. This is because the Government must
retire a number of carbon units to cover UK emissions to comply with the
Kyoto Protocol, but must also cancel a number of carbon units at the end of
the budgetary period equivalent to the difference in stringency between the
carbon budget and the UK’s Kyoto target (see section 6.1). Units credited to
the net carbon account can therefore be either retired or cancelled to
contribute to either one of these requirements.

62. However, having the option to either cancel or retire units credited to
the net UK carbon account provides the flexibility to take whatever course of
action is preferable at the time in order to meet our obligations under UN and
EU rules. This flexibility may be needed to avoid breaching the Commitment
Period Reserve, a requirement that Annex | Parties hold a minimum level of
AAUSs, CERs, ERUs and/or RMUs that cannot be traded in order to minimise
the risk of non-compliance.

63.  This system would allow credits to the net UK carbon account to
include units bought voluntarily to offset emissions where the units in question
are of a type recognised by the carbon accounting system. Our proposal is
that voluntary offsets should only be eligible as credits where the emissions
being offset fall within the scope of “UK emissions”, as defined by the Climate
Change Bill.
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64. Inthe case of voluntary offsetting of emissions from Government and
wider public sector operations, Government proposes to credit these units to
the net UK carbon account. Not doing so would increase the overall cost to
the UK of meeting its carbon budgets, but Government will consider what
implications this will have, for example for its commitments on carbon
neutrality.

65. Inthe case of units bought by individuals, businesses and other non-
Governmental organisations, these could also be eligible as credits, because
the proposal above would allow anyone to transfer units to the credit account.
Therefore, if a private purchaser specifically wishes voluntary offsets they
have bought to contribute to our carbon budgets, either they, or a third party
acting on their behalf, may transfer the units to the credit account. Note,
however, that a Minister would also have to declare that the units were being
credited.

5.2.2. Debiting carbon units sold by Government to a third party

Proposal : If, at the end of each year, the UK Government has sold carbon
units to a third party such that it has reduced its total holdings below its
“assigned amount” allowance under the Kyoto protocol, a number of units
equivalent to the reduction will be debited from the net carbon account.

66. If the Government sells carbon units to a third party, that represent part
of its “assigned amount” allowance under the Kyoto protocol, these units could
then be used by that third party to cover its own emissions. To avoid double
counting, those units must therefore be debited from the net UK carbon
account.

67. To account for this possibility, our proposal is that, at the end of each
year, an assessment will be made of whether the total number of carbon units
held by Government (not including those in the credit account but including
the UK’s allocation under the EU ETS) is less than the UK’s assigned amount
(adjusted for differences in scope between the UK’s Kyoto target and the
budget) for the budgetary period. If it is, and if it is also lower than it was at
the same time the year before, then a debit must be made from the net UK
carbon account. The number of units to be debited would be the difference
between the UK’s total holding of carbon units and the UK’s adjusted
assigned amount for the budgetary period (or the holding at the same time the
year before, if this was already less than the UK’s assigned amount).

68. The differences in scope between the UK'’s Kyoto target and the budget
relate to territorial coverage. The Kyoto Protocol covers the UK, Crown
Dependencies and Overseas Territories whilst the Bill covers the UK only.
Further details on the calculation of the UK’s ‘adjusted’ assigned amount
attributable to UK emissions as defined by the Climate Change Bill can be
found at Annex 2.
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5.2.3 Accounting for credits bought through the Carbon Reduction
Commitment

Proposal 4: Carbon units bought by participants in the proposed Carbon
Reduction Commitment to offset their emissions under the proposed “safety
valve” mechanism will be deemed as credits to the net UK carbon account.

69. The Carbon Reduction Commitment (CRC) is a mandatory cap and
trade programme. From 2010, large non-energy intensive commercial and
public sector organisations (e.g. supermarkets, hotel chains, Government
departments) — covering around 10% of UK emissions — will be required to
submit permits equivalent to their emissions, with the ability to sell those
permits they buy but do not need, so incentivising energy efficiency.

70.  There will be a cap on the number of CRC units in circulation®. Should
organisations wish to acquire further emission allowances in excess of the
cap, they will have the option of doing so through the ‘safety valve
mechanism’. Under this approach participants will contact the scheme
administrator, the Environment Agency, who will purchase an EU ETS
allowance (EUA) that they will retain, before issuing a new CRC Safety Valve
allowance to the CRC participant.

71. EUAs bought through the safety valve mechanism should count as
credits to the net UK carbon account on the basis that they represent a UK-
funded abatement. The EUAs purchased on behalf of CRC participants will
result in an equivalent reduction of emissions elsewhere in the EU ETS.

72.  To account for this, our proposal is that EUAs bought through the
“safety valve” will be transferred by the CRC system administrator into the
dedicated credit account described above, from which they can only be
cancelled or retired. A Minister will declare that the EUAs are being credited to
the net UK carbon account.

5.2.4 Accounting for credits and debits derived from the EU ETS

Proposal 5: The number of credits to or debits from the net UK carbon
account derived from the EU ETS will be calculated as the difference between
the total number of units surrendered by UK operators and the total number of
units allocated to the operators by the UK Government.

73. The EU Emissions Trading Scheme (EU ETS) was introduced by the
European Union to help meet the EU’s greenhouse gas emissions reduction
targets under the Kyoto Protocol. It covers emissions from electricity
generators and energy intensive industry, representing about half of the UK’s
total emissions. It enables the EU to regulate the amount of emissions

% In the first years of the scheme (before 2013), a cap will not be set by Government but the
total number of CRC units available will be determined by the number bought by the scheme
participants through fixed priced sales.
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produced in aggregate by setting an overall cap for the scheme but, by
allowing trading of emissions rights, gives companies within the scheme the
flexibility to determine how and where the emissions reductions will be
achieved. This approach ensures that the emission reductions take place
where the cost of the reduction is lowest thus reducing the overall costs of
combating climate change.

74. The scheme is divided into phases, and the current (second) phase
runs from 2008-12. For this phase, each Member State’s National Allocation
Plan (NAP), approved by the European Commission, sets an overall ‘cap’ on
the total amount of emissions allowed from all the installations covered by the
scheme in their territory. This cap is converted to allowances (EUAS), which
are themselves converted from the Member States’ Assigned Amount Units
and are then distributed by Member States to installations in the scheme,
either through free allocation or by auction/sale.

75. Installations covered by the Scheme are required to monitor and report
their emissions. At the end of each year they must surrender a number of
allowances equivalent to their actual emissions. They may use all or part of
their allocation and have the flexibility to buy additional allowances or other
carbon units®, if they require them, or to sell any surplus allowances
generated from reducing their emissions below their allocation.

76.  For the net UK carbon account, any amount of emissions from UK EU
ETS operators in excess of the UK’s cap must be taken as a credit, because
operators will have to buy units from abroad to cover these emissions.
Conversely, any amount of emissions lower than the UK’s cap must be taken
as a debit, because this would allow operators to sell units to be used to cover
emissions elsewhere in the UK. This means that, whether or not actual
emissions by UK EU ETS operators exceed or fall short of the cap, the final
contribution from the EU ETS to the net UK carbon account will be equal to
the cap, as is appropriate for a capped emissions trading scheme.

77.  The following approach is proposed to identify the number of credits or
debits generated through the EU ETS when calculating the net UK carbon
account. In any given year, immediately after the deadline passes for
operators to surrender eligible units under the requirements of the EU ETS
(30 April in the following year), a number of units will be credited or debited to
the net UK carbon account equal to the difference between:

¢ the total number of units surrendered by operators of installations in the
preceding 12 months, and

e the total amount of the initial annual allocation to those installations.

* In addition to EUAs, operators can only surrender CERs and ERUs for compliance with EU
ETS requirements. There is a quantitative limit on the number of CERs and ERUs that can be
used by operators (set out in the Phase Il NAP) and there are also qualitative limits on the
types that can be used (i.e. credits from nuclear facilities and LULUCF activities are prohibited
under the linking directive).
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78.  The “initial annual allocation” will be derived by dividing the total UK
allowance under EU ETS as set in the NAP by 5 for each year of the 5-year
commitment period. In all these calculations, installations in Gibraltar, which
are covered by the EU ETS but outside the scope of the Bill (see Annex 2 ),
will be excluded.

79.  Where the figure is positive (i.e. the number of units surrendered is
greater than the number allocated), that number will be credited to the net UK
carbon account. If the figure is negative, that number will be debited from (i.e.
added to) the net UK carbon account.

80. Itis worth noting that aviation (both domestic and international) will be
included in the EU ETS from the beginning of 2012, the last year of the
second phase of the scheme and of the first budgetary period. The details of
exactly how emissions from aviation will be allocated to Member States are
uncertain and so it is not possible to make provision for this in these
proposals, although it is clear that at least the domestic portion will need to be
accounted for. It is also very likely that the operation of the EU ETS, including
the mechanism for allocating EUAS, will change significantly for the third
phase although, again, the details have yet to be agreed. Therefore, it is very
likely the carbon accounting regulations will need to be amended before and
after 2012 to take account of developments.

The figure below illustrates credits of EU ETS origin in diagrammatic form

1. Operators 2. The total number 3. To give the total
surrender carbon of EUAs allocated to amount of credits that
units equivalent to operators by the UK will contribute to the net
the amount of governmentis UK carbon account.
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subtracted \Z
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Question 2: Do you agree with the proposals for the circumstances in which
units should be credited to or debited from the net UK carbon account? Are
there any other circumstances in which carbon units should be considered as
credits or debits?
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6 Other carbon accounting provisions

6.1 Cancellation of surplus carbon units equal to the
difference in stringency between the carbon budget and the
UK"s Kyoto target

Proposal 6: By the end of the budget period a number of carbon units equal
to the difference in stringency between the carbon budget and the UK’s Kyoto
target must be cancelled.

81. The Climate Change Bill allows us to set a domestic target which goes
beyond our international obligations. However, setting a more stringent
domestic target under the Bill will only result in environmental benefits if it
leads to a real reduction in actual emissions. This would not be the case, for
instance, if setting a more stringent target under the Bill — and reducing UK
emissions accordingly — simply freed up surplus Kyoto units which we could
then sell to other countries, who would then use them to cover additional
emissions.

82. Clause 26(4) of the Bill therefore requires that the carbon accounting
regulations under the Bill contain provision for determining whether our carbon
budgets are more stringent than our international targets (for example under
Kyoto). Where this is the case, Clause 26(4) requires that carbon units
representing the amount of emissions in excess of the budget are not used to
offset greenhouse gas emissions in the UK, or traded to other countries to
offset emissions elsewhere.

83.  To comply with this clause, we propose that, before the publication of
the final statement for a budgetary period (which Clause 17 specifies must be
by 31 May in the second year following the end of the period), a number of
surplus carbon units equal to the difference in stringency between the carbon
budget and the UK’s Kyoto target must be cancelled.

84.  The difference in stringency is to be determined as equivalent to the
difference between our assigned amount allocation under Kyoto and our
carbon budget, adjusted for the difference in scope between the two. Taking
into account the difference in scope will require two adjustments: first, to
remove from the calculation Kyoto assigned amount units relating to Overseas
Territories and Crown Dependencies (which are not covered by the carbon
budgets); and, second, to reflect the different methodologies used to calculate
net emissions from land use, land use change and forestry (LULUCF) under
Kyoto and in carbon budgeting. This is described in more detail in Annex 2. If
enough carbon units to cover the surplus have not already been cancelled
before (for example, by cancellation of units in the credit account), extra
carbon units up to that amount will need to be cancelled at the end of the
period.
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Question 3: Do you agree that the proposals to cancel units equivalent to the
difference in stringency between the UK budget and the Assigned Amount
under Kyoto by the end of the budget period is necessary and sufficient to
comply with clause 26(4) of the Bill?

6.2 Banking and borrowing

Proposal 7: If, after the end of the budget period, carbon units are carried
over into the next period, a number of carbon units will be cancelled equal to
the amount that is being banked, unless the units are also being carried over
for the purposes of Kyoto.

85. Clause 16 of the Bill allows the Secretary of State to decide to bank the
whole, or part of, the amount by which the carbon budget for a budgetary
period exceeds the net UK carbon account for the period. The amount of the
carbon budget for the next period must be increased by the amount carried
forward. Therefore the amount of any carbon units banked into the next
budgetary period needs to be recorded.

86.  The Kyoto Protocol also allows units to be carried over into the
subsequent period, although only AAUs, ERUs (converted from AAUs) and
CERs can be carried over and there are quantitative limits on the numbers of
ERUs and CERs permitted. Carbon units carried over in this way maintain
their original serial numbers and are valid for the next budgetary (or
commitment) period.

87.  Carbon units being banked into the next budgetary period under the Bill
must not be sold to third parties or otherwise made available to offset other
emissions in the current budgetary period, as this would constitute double
counting. It is therefore proposed that, after the end of the budget period from
which units are being carried forward, a number of carbon units equal to that
being banked must be cancelled; this will apply unless they are also being
banked for Kyoto purposes in which case they must be banked accordingly
under Kyoto rules.

88. Clause 16 of the Bill also allows the Secretary of State to borrow up to
1% of the next budget for use in the current budgetary period. However,
should borrowing occur, it will be reflected by a change to the budgets rather
than by accounting for credits and debits to the net UK carbon account. The
carbon budget for the later period must be reduced, and that for the earlier
period increased by the amount carried back. No accounting adjustments will
be required.

Question 4: Do you agree that units that are banked for a future budget
period must be cancelled if they are not also being carried over for Kyoto
purposes?
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6.3 Revisions to the annual emissions figures

Proposal 8: Compensatory action in response to retrospective changes to
emissions figures will be taken in the final net UK carbon account for the
whole budgetary period.

89.  Scientific knowledge and understanding of emissions measurement
continues to develop. Clause 15 of the Bill therefore requires that, if an
adjustment to the emissions figures for an earlier year in a budgetary period is
necessary in accordance with international carbon reporting practice (as
defined in clause 89), the Government’s annual emissions statement to
Parliament must specify the adjustment required and state the adjusted
amount. This is in line with practice under the Kyoto Protocol.

90. Itis proposed that any adjustment required should be carried out by
making a compensatory adjustment to the final net UK carbon account for the
whole budgetary period. This is the preferred option, rather than making
adjustments earlier in the period, as it consolidates all compensatory action to
the end when there is certainty that there will be no further retrospective
adjustments. It also avoids the potential confusion caused by making
retrospective adjustments to already published figures for the net UK carbon
account for a particular year.

Question 5: Do you agree that compensatory adjustments to retrospective
emissions figures should be made in the final net UK carbon account for the
whole budgetary period?
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7/ Administration of the accounting
scheme

Proposal 9: The Carbon Accounting Scheme will utilise the existing carbon
accounting systems under the UK Registry, as administered by the
Environment Agency, as far as is necessary to calculate the net UK carbon
account.

91. Clause 25 of the Bill makes provision for a scheme for registering or
otherwise keeping track of carbon units, or for establishing and maintaining
accounts in which carbon units may be held and between which they may be
transferred. This can be done either by adapting an existing scheme or
putting in place a new system. The Bill makes provision for the Secretary of
State to delegate the administration of the scheme to another body.

92. Computerised registries are key components of the EU ETS and
international emissions trading under the Kyoto Protocol. The UK greenhouse
gas emissions trading scheme registry already exists as required by the EU
Emissions Trading Directive. The UK Registry records the issuance, transfer,
cancellation, retirement and banking of carbon units that take place under the
Kyoto Protocol. In the UK, the Registry is operated by the Environment
Agency (EA) in their capacity as the Registry Administrator.

93. The administration and operation of the UK carbon accounting system
should — as far as possible — be compatible and coordinated with the current
registry. We do not believe that a new and separate registry system will be
required, although, as described in section 5.2, it will be necessary to open a
new credit account within the existing registry.

94.  Physical movements of units within the registry will be required to
comply with some parts of the carbon accounting regulations, such as
transferring carbon units to the credit account and subsequently retiring and
cancelling them as described in section 5.2.

95. The net UK carbon account will be calculated based on data extracted
from the registry, and other data available to Government. As required by the
Bill, the figure for the net UK carbon account will be published for each year in
the annual statement of emissions, and for the budgetary period as a whole in
the final statement for the period. The statements will also record the total
amount of units credited to and debited from the net UK carbon account for
the period, and give details of the number and type of these units.

Question 6: Do you agree that the administration and operation of the UK
carbon accounting system should build on the existing carbon accounting
systems under the UK Registry?
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Annex 1 Types of carbon units and condition for use
Unit Acronym | Description Who Can they be used Can they be Can they be carried over?
issues by operators for EU | used for Kyoto
them? ETS compliance? compliance?
Assigned | AAU Basic Kyoto currency tracking Annex 1 | No Yes Yes - unlimited
Amount performance against targets Party
Unit
Certified CER Generated for emission CDM Yes — but with Yes' Yes — but only up to a limit of
Emission reductions or removals from Registry | exceptions on the 2.5% of the Assigned Amount
Reduction CDM projects number® and type®
of credits
temporary | tCER Generated for emission CDM No Yes® No — tCERs are only valid for
Certified removals from afforestation and | Registry the Commitment Period in which
Emission reforestation CDM projects they are issued
Reduction
long-term | ICER Generated for emission CDM No Yes® No — ICERs are only valid for
Certified removals from afforestation and | Registry the Commitment Period in which
Emission reforestation CDM projects they are issued
Reduction
Emission | ERU Issued for emission reductions Annex 1 | Yes — but with Yes’ Yes — but only up to a limit of
Reduction or removals from JI projects by | Party exceptions on the 2.5% of the Assigned Amount.
Unit converting an equivalent number® and type® ERUs generated from RMUs

® Under the Linking Directive, Member States were given the flexibility to set their own limits for the use of ERUs and CERs in phase Il of the EU ETS. The
UK set this limit at 8% and it is applied to each installation separately (rather than a nation-wide limit).

® Operators cannot use credits from forestry projects (sinks) and nuclear facilities for compliance. In addition, any hydropower project greater than 20MW
must be planned in line with criteria from the World Commission on Dams.

" The European Commission has proposed to limit the access to project credits across both the EU ETS and the non-traded sector in the EU 2020 Climate
and Energy Package.

® tCERs and ICERs may be retired in total only up to the level of 1% of the Party’s initial Assigned Amount
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quantity of the Party’s existing of credits cannot be carried over.
AAUs or RMUs
Removal | RMU Issued for net emission Annex1 | No Yes No
Units removals from land use, land Party
use change and forestry
activities
European | EUA Issued to installations covered Annex 1 | Yes No No’
Union by the EU ETS by converting a | Party
Allowance proportion of a Party’s AAUs
Voluntary | VER Generated by projects that are Variable | No No N/A
Emission assessed and verified by third
Reduction party organisations rather than
through the UNFCCC

° EUAs are only valid for the phase in which they are issued. However, they can be replaced by EUAs generated from AAUs for the next commitment
period
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Annex 2

A. Summary of differences in scope between the Kyoto Protocol, EU
ETS and the Climate Change Bill

Kyoto protocol EU ETS Bill
Territorial scope UK, Crown UK, Gibraltar UK only
Dependencies,
Overseas
Territories®
Current greenhouse | Kyoto basket of six CO, only at this Kyoto basket of six

gas coverage

greenhouse gases

stage, but potential to
include other
greenhouse gases in
future

greenhouse gases

Treatment of
domestic aviation

Included in Kyoto
target, on basis of

Not included
currently, but

Included.

and shipping fuel sold for journeys | emissions from both
beginning and ending | domestic and
within the UK international aviation
will be included from
2012.
Base year used 1990 for CO,, Not applicable — 1990 for CO,,

methane, N,O; 1995
for other gases

every year the
number of
allowances in the
system is
determined, and at
the end of the year
operators must
surrender a number
of allowances equal
to their emissions.

methane, N,O; 1995
for other gases

Treatment of
LULUCF in

Baseline is emissions
from deforestation

Not applicable —
LULUCEF is not

Baseline is emissions
and removals

calculation of the only included in the EU following IPCC
1990 baseline ETS guidelines
Timing of Fixed in 2006 based | Not applicable Determined
calculation of 1990 | on data collected in because no baseline | consistently with
baseline 2004, cleared by year international

UNFCCC review in
2007

reporting practice

Level of 2008-2012
budget

87.5% of the
1990/1995 baseline,
multiplied by 5 to
cover the 5 year
commitment period

As set in the UK NAP

Yet to be decided

1% That have ratified the Kyoto Protocol (i.e. the Cayman Islands, the Falklands, Bermuda,
Montserrat and Gibraltar)
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B. Calculation of the U K’ asljusted Assigned Amount attributable to
UK emissions as defined by the Climate Change Bill

Under the Kyoto Protocol, the UK has been given an assigned amount of
carbon units (AAUSs) to cover emissions during the commitment period 2008-
2012. In total 3,412,080,629 AAUs have been assigned to the UK which in
effect represents the UK’s cap under the Kyoto Protocol. The number of
AAUSs that have been allocated corresponds to the total net UK emissions™ in
1990 (which represents the baseline year) reduced by 12.5% (which represent
our Kyoto Protocol target for reducing greenhouse gas emissions) and
multiplied by 5 to cover the 5-year commitment period.

To calculate the UK’s Assigned Amount that is attributable to UK emissions as
defined by the Climate Change Bill, the above figure has been adjusted to
take into account differences in scope between the Kyoto Protocol and the
Bill. The calculation is based on the equation A-O where:

A = our assigned amount under Kyoto
O = all Kyoto GHG emissions in the baseline year from Crown Dependencies
and Overseas Territories

This equation gives:
3,412,080,629 - 16,126,130 = 3,395,954,499

This means the UK’s adjusted Assigned Amount attributable to UK emissions
as defined by the Climate Change Bill = 3,395,954,499 AAUs

[all units are 1 tCO, or 1 tCO2¢e]

C. Eligibility of Removals Unit (RMU) counting towards the net UK
carbon account.

The UK'’s net emissions represent the starting total of the net UK carbon
account before any carbon units are credited to or debited from the account.
The net emissions for the UK are calculated as gross emissions (including
emissions from land use, land use change, and forestry (LULUCF)) that are
then adjusted to take into account removals by sinks associated with LULUCF
activity.

Removals Units (RMUSs) are issued to Kyoto Annex 1 parties to cover net
removals from LULUCF activities. Since removals are already factored into
the calculation of net UK emissions for Climate Change Bill purposes, UK-
derived RMUs must not be credited to the net UK carbon account as this
would represent double-counting of removals of LULUCF origin. However,
sale of any UK-derived RMUs to another country must be accounted for by
debiting the net UK carbon account accordingly since this would permit an

! The total net emissions include emissions from deforestation in the base year.
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equivalent amount of greenhouse gases to be emitted elsewhere in the world.
In these respects, RMUs will be treated in the same way as AAUs in the
carbon accounting system.

D. Accounting for Land Use, Land Use Change and Forestry
emissions when calculating the difference in stringency between the
Kyoto target and carbon budget.

There is a difference in the treatment of LULUCF in reporting greenhouse gas
emissions under the Kyoto protocol, and under current Intergovernmental
Panel on Climate Change (IPCC) guidelines. The UK reports LULUCF
activities in the UK greenhouse gas inventory following IPCC guidelines.
These data will be used to assess our progress towards the UK’s domestic
targets and will feed into the baseline that is used to determine our carbon
budgets. However, only a subset of these LULUCF emissions and removals
were included in the baseline that was used to determine the Kyoto target and
are counted in calculating UK emissions to determine compliance with the
Kyoto target.

This difference in the way LULUCF is accounted for needs to be reconciled in
order to calculate the difference in stringency between the Kyoto target and
the carbon budget, at the end of the Kyoto first commitment period and the
first carbon budgetary period in 2012.

The proposed method for doing this is to make an adjustment based on the
difference between reported net emissions under the Kyoto methodology and
the IPCC methodology over the 2008-2012 period.

To calculate the difference in stringency between the Kyoto target and carbon
budget, taking into account differences in reporting of LULUCF activities, the
following calculation will therefore be carried out:

Difference in stringency = (A-O)-(B-L)
where:

A = our assigned amount under Kyoto

O = all Kyoto GHG emissions from Crown Dependencies and Overseas
Territories

B = our carbon budget under the Bill

L = difference between net emissions from LULUCF under Kyoto and the Bill
over the period 2008-2012.
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Glossary

1tCOse
AAU
CD
CDM
CER
CO,
CRC
DECC
DEFRA
EA

EC
ERU
EU ETS
EUA
GHG

IPCC

Ji

ICER
LULUCF
NAP

oT

RMU
tCER
the Bill

UNFCCC
VER

1 tonne carbon dioxide equivalent

Assigned Amount Unit

Crown Dependencies

Kyoto Clean Development Mechanism

Certified Emissions Reduction unit

Carbon Dioxide

Carbon Reduction Commitment

Department of Energy and Climate Change
Department for Environment, Food and Rural Affairs
Environment Agency

European Commission

Emissions Reduction Unit

European Union Emissions Trading Scheme
European Union Allowance

Kyoto ‘basket’ of 6 greenhouse gases comprising carbon
dioxide, methane, nitrous oxide, hydrofluorocarbons,
perfluorocarbons and sulphur hexafluoride.
Intergovernmental Panel on Climate Change

Joint Implementation

Long-term Certified Emissions Reduction unit

Land use, land use change and forestry

National Allocation Plan

Overseas Territories

Removals Unit

Temporary Certified Emissions Reduction unit

The Climate Change Bill

United Nations Framework Convention on Climate Change
Voluntary Emissions Reduction unit
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