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Scope of the consultation

Topic of this | Consultation on the Draft Order to implement the Carbon Reduction
consultation: Commitment (CRC)
Scope of this | The Carbon Reduction Commitment (CRC) will be a new mandatory carbon

consultation:

dioxide emissions trading scheme for the UK targeting emissions from large
public and private sector organisations, and designed to help generate a shift
in awareness, behaviour and infrastructure. This is the third public
consultation in the development of the scheme and is published alongside
the Draft Order which will form the statutory basis of the scheme. The first
consultations and subsequent Government responses resulted in the
Government committing to develop such a scheme (June 2007), and setting
out the way in which the scheme would work (March 2008). This consultation
is seeking views on the way we have set out the Draft Order i in particular
whether there are any unintended consequences i and seeking views on a
few outstanding policy issues.

This consultation is published alongside a Draft CRC User Guide that sets
out the practical steps that will need to be undertaken by an individual
organisation to comply with the scheme (as set out in this consultation). We
would welcome your views on the Guide and whether it could be improved to
make it more helpful to users both in terms of content and layout.

Geographical UK

scope:

Impact There is an Impact Assessment, which is attached as part of the consultation
Assessment: package

Basic Information

To:

Businesses, public sector organisations, industry and trade associations,
NGOs, charities, individuals and other interested parties

Body/bodies
responsible for the
consultation:

The Carbon Reduction Commitment Team, Department of Energy and
Climate Change

Duration:

12 Weeks 7 From 12 March to 04 June

Enquiries:

Carbon Reduction Commitment (CRC)
National Carbon Markets

Department of Energy and Climate Change

12



3 Whitehall Place,
London

SW1A 2HD

Email: crc2009consultation@decc.qgsi.gov.uk

How to respond:

All responses should be addressed as above. Electronic responses are
preferred. Respondents in Scotland, Wales and Northern Ireland are asked
to copy their submission to the appropriate Devolved Administration. Further
details can be found at the front of this consultation document.

Additional ways to

become involved:

DECC is planning to hold a number of consultation workshops across the UK
during the consultation period at which organisations will be able to provide
feedback directly to DECC officials. Dates for these workshops will be
announced in due course.

After the | Responses to the consultation will be examined in depth after the closing

consultation: date. After that, Government intends to publish a response to the
consultation and publish an updated version of the Order for debate in
Parliament

Compliance with | This consultation complies with the Code of Practice on Consultation

the Code of

Practice on

Consultation:

Background

Getting to this
stage:

In 2005, Government published its Energy Efficiency and Innovation Review
which, drawing on analysis by the Carbon Trust, identified cost effective
abatement options for large non-energy intensive organisations which existing
policies were not delivering. The analysis suggested that various barriers such
as split incentives between landlords and tenants and organisational inertia
prevented economic measures from being adopted.

Government then committed, in the Energy Review of July 2006, to deliver
carbon savings of 1.2 million tonnes of Carbon (MtC) - equivalent to 4.4 million
tonnes of CO, per year - by 2020 from large non-energy intensive business and
public sector organisations.

In November 2006, Government consulted on options to achieve this target but
primarily focused on:

1. The Carbon Reduction Commitment (then called the Energy Performance
Commitment) i a mandatory oO0cap and trad
use emissions from large business and public sector organisations.

13
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2. A system of voluntary benchmarking and reporting of energy use covering
large business and public sector organisations.

Responses demonstrated strong support for a mandatory approach, with the
majority of respondents considering that a voluntary measure would not deliver
the required target reductions.

Analysis commissioned by Government in 2006 established that a mandatory
emissions trading scheme, such as the Carbon Reduction Commitment would
deliver net benefits to the target sector.

Further analysis commissioned by Government in 2007, looked at various policy
options for emissions reductions and concluded that an emissions trading
scheme covering the target sector performed favourably compared with
alternatives such as expanded Climate Change Agreements, stronger building
regulations or mandatory reporting and benchmarking.

It was therefore announced in the 2007 Energy White Paper that Government
would proceed with implementation of a mandatory emissions trading scheme i
the Carbon Reduction Commitment.

Government subsequently consulted on the detailed implementation options for
CRC including areas such as price of allowances, definition of organisations,
auction design, emissions coverage and relation to CCAs and EU ETS. The
Government Response was published in March 2008.

Previous 1 Two full public consultations

engagement:
oNov 2006 - on measures to reduce carbon emissions in the large non-

energy intensive business & public sectors

oJune 2007 i Implementation proposals for the Carbon Reduction
Commitment (formerly the Energy Performance Commitment)

T Workshop i Sept 2006 i London i on lessons learned from UK ETS that could
be applied to CRC

1 Workshops to coincide with the two consultations;

oJanuary 2007 i London, Manchester, Edinburgh, Cardiff and Belfast
(over 500 attendees)

oJuly 2007 i London, Manchester, Edinburgh, Cardiff and Belfast (over
500 attendees)

T Workshop i March 2008 1 London i to discuss the report on the June 2007
consultation and Governmentdé s pol i cy deci sions (2

Workshop 7 September 2008 i London i to raise awareness with Trade
Associations

1 A series of focus groups with private and public sector stakeholders on key
CRC design issues

1 Direct engagement with industry associations and trade associations e.g. the

14



CBI, UK Emissions Trading Group, UK Business Council for Sustainable
Energy, Major Energy Users Council, Water UK and British Retail
Consortium

1 Information fliers sent to every potential CRC patrticipant as part of their energy
bills during early 2008

9 During the summer of 2008 letters were sent directly to CEOs and Company
Secretaries of 13,000 organisations informing them that they could qualify for
CRC. These were supported by follow up phone calls.

1 Speaking engagements at private and public sector events, including
conferences, workshops and trade association meetings

1 Indirect engagement via national press, trade press and professional bodies
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How to respond

Comments on the Draft CRC Order, Consultation Document, Regulatory Impact
Assessment (RIA) and User Guide are welcome. All responses will be considered
before final decisions are taken.

Please note that responses must be received by 1700 Thursday 04 June 2009.

Wherever possible, consultees should submit comments by email using the
consultation response form available online, and clearly state which consultation
guestions they are addressing i this will assist us in processing responses as
efficiently as possible. Responses should be submitted to:

crc2009consultation@decc.gsi.gov.uk

Response forms can also be submitted by post to:
Carbon Reduction Commitment (CRC)

National Carbon Markets

Department for Energy and Climate Change

3 Whitehall Place,

London

SWI1A 2HD

Please include the following information in your response:
9 Name
1 Organisation name Email
1 Address
1 Type of organisation i.e. NGO, individual, business type, public or private sector
1 Size of organisation (number of employees)

In order to build up our stakeholder list, your details will be added to our database.

Respondents in Scotland, Wales and Northern Ireland are asked to copy their
submission to the appropriate Devolved Administration:
16


mailto:crc2009consultation@decc.gsi.gov.uk

Scotland

By email: climate.change@scotland.gsi.gov.uk
By Post: Climate Change Division

Scottish Government

1G Dockside

Victoria Quay

Edinburgh EH6 6QQ

Enquiries: 0131 244 7815

Wales

By email: Climate-Change@wales.gsi.gov.uk
By Post: Ruth Gow

Climate Change and Water Division

Welsh Assembly Government

Cathay Park

Cardiff CF10 3NQ

Enquiries: 029 2082 3615

Northern Ireland

By email: keith.brown@doeni.gov.uk

By Post: Keith Brown

Climate Change Unit

DOE Planning and Environmental Policy Group
2nd Floor, Calvert House

23 Castle Place


mailto:climate.change@scotland.gsi.gov.uk
mailto:Climate-Change@wales.gsi.gov.uk
mailto:keith.brown@doeni.gov.uk

Belfast, BT1 1FY

Enquiries: 028 9025 4735
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Executive Summary

The Carbon Reduction Commitment (CRC) will be a new statutory carbon dioxide

emissions trading scheme for the UK, which will cover emissions from primarily non-

energy intensive large public and private sector organisations. It is designed to help

generate a shift in awareness, behaviour and infrastructure. This is the third public

consultation on the development of the scheme. Published alongside it is the Draft

Order that sets out organi sationsd | egal ob
Guide outlining the practical steps that will need to be undertaken by an individual
organisation to comply with the scheme.

Organisations that qualify for CRC will be required to report their annual CO,
emissions to Government at the end of each scheme year. Each participant will be
required to hol d anamicsasnicoens aa lnl uonbaenrc esfdé @t
scheme year that corresponds with its total CO, emissions. Government will sell
allowances to participants and in future years will control the amount of CO, emitted

by the participants taken together, by limiting the number of allowances available for

sale. Participants will be able to trade allowances amongst themselves and those

that do not hold sufficient allowances at the end of each year, or who incorrectly

report their emissions will be subject to a stringent penalty regime.

The scheme is scheduled to start in April 2010 and will target emissions at an
organisation rather than site level basis. Responsibility for emissions will be assigned
to the organisation that is the customer of the energy supplier T this is usually the
organisation who pays the energy bill. Government will aggregate organisations
together using group structures based on the tests in Companies Law to constitute
an O6organisationd in CRC. Certain ordgmani sat.
status will also be aggregated for the purposes of CRC. Section 2 of this document
describes the responsibilities of the different parties in these circumstances,
including franchisors/franchisees; local authorities/schools and Universities/Colleges.
This section also sets out the proposed responsibilities for large subsidiaries;
treatment of landlord and tenant responsibilities; and approach to domestic housing.

Any organisation that used at least 6,000MWh of half hourly electricity during 2008
will qualify for the scheme. All organisations with a half hourly meter settled on the
half hourly market will have to provide Government with a list of their settled half
hourly meters. Organisations that exceed the 6,000MWh threshold will have to
register as a participant in CRC. Section 3 sets out the qualification and registration
steps and proposes a revised disclosure requirement for those organisations that
exceed the qualification threshold of 6,000MWh. In section 5, Government proposes
that if, afterr e movi ng half hourly electricity used
hourly consumption was below 1,000MWh they will qualify for an exemption from the
scheme for the duration of that phase.
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If an organisation qualifies as a participant, it will need to report its emissions from all
fixed point energy sources (not just electricity) and obtain and cancel a
corresponding number of allowances at the end of each year. However, emissions
from certain activities, including transport, or emissions covered by other
Government policies, do not have to be included in CRC, as outlined in section 4.
Furthermore, to reduce the burden of monitoring small sources of emissions, only
90% oft he participantés footprint i s GClirrateui red
Change Agreement (CCA) or EU Emissions Trading System (EU ETS). In meeting
this requirement, organisations must include all emissions from energy sources that
are classed as Core Sources, even if together these exceed 90% of the footprint.
Core sources refer to electricity and gas use measured by certain types of meters.
Ultimately any emissions within the 90% of emissions coverage that are regulated by
a CCA or EU ETS, can be omitted from the emissions an organisation includes in
CRC. In addition, subsidiaries of participants (and in some cases entire participants)
that have a CCA covering more than 25% of their emissions will be exempt from
CRC for all their emissions. Where the CCA applies to a subsidiary, only the
subsidiary will be exempt. The rest of the organisation will still have to participate.
Government proposes, in section 5, that if after exempting subsidiaries, the whole
organisation has less than 1,000MWh of half hourly electricity left in CRC, then the
entire organisation would be exempt.

Participants will monitor their total energy use during a Footprint Year, which will
normally take place prior to the start of compliance years. In the Introductory Phase,
the Footprint Year is concurrent with the first compliance year of the scheme (April
2010-2011). Data on the footprint and emissions that will be included in the scheme
must be reported to the Administrators in a Footprint Report, submitted four months
after the end of the Footprint Year. Government proposes that qualification for the
CCA exemptions is established on the basis of the Footprint Year.

During each year participants will have to monitor and record their CRC emissions.
These will be calculated using the emissions factors proposed in section 9 and the
use of estimates to determine energy use will be allowed. Participants will have to
report emissions data by the last working day of July, following the end of that
compliance year. These monitoring and reporting requirements, and other key
obligations in CRC, are described in section 9.

By the July reporting deadline, participants will also have to obtain and cancel a
sufficient number of allowances to cover their reported emissions. These allowances
can be purchased in one of three ways, described in section 6. There will be an
annual Government sale or auction at the start of the year. During the Introductory
Phase, an unlimited number of allowances will be sold at a fixed price of £12/tCO»
during two month long sale windows (April 2011 and 2012). During the capped
phases the number of allowances for sale will be limited by Government and sold via
an auction. There will be no sale of allowances in the first year of the scheme. The
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first Government sale in April 2011 will be a double sale where participants purchase
allowances to cover their actual emissions from 2010/11 and forecast emissions for
2011/12.

Outside of these Government sales or auctions, allowances can be bought and sold
by trading with others on the secondary market; or purchased via the safety valve
mechanism. This is a buy-only link to the EU ETS. Government proposes that there
will be a minimum price of £12/tCO, for allowances issued via the safety valve in the
Introductory Phase, and these allowances will generally be issued once a month to
reduce administrative burden.

Revenue raised from the Government sale of allowances will be recycled back to
participants, based on their performance in the scheme. As outlined in section 7,
payments will be proportional to each
or penalty according to their improvements in energy efficiency, as measured by
their ranking in the Performance League Table (PLT). The league table is designed
to incorporate reputational incentives in CRC, as well as provide the basis for the
financial incentives. Performance is assessed on the basis of three differently
weighted metrics, outinedinsect i on 8. These reflect
absolute emissions, the change in its emissions relative to turnover or revenue
expenditure, and, in the Introductory Phase, a measure of the action it has taken to
manage energy use prior to the scheme starting. The league table will be published
in October, after the end of each compliance year. It is proposed that historic
baselines, on which performance is assessed, should be updated to reflect the sale
or purchase of large subsidiaries.

The scheme is designed to be administratively light touch for participants.
Participants will be required to keep records of the data they report, including
evidence for exemptions, in an evidence pack. In order to verify that participants are
reporting correctly and cancelling sufficient allowances, a proportion of participants
will be audited each year. The audit procedure is described in section 10. Section 11
sets out the enforcement regime for the scheme. Government proposes a number of
civil penalties based on a combination of fixed and variable fines, as well as
publication of non-compliance. A limited number of criminal offences are also
proposed, along with a system for appeals and powers of inspection.

21

par ti

t

he



1. Introduction - Policy Context, Background and
Rationale

The Carbon Reduction Commitment (CRC) will be a new mandatory carbon dioxide
emissions trading scheme for the UK targeting emissions from large public and
private sector organisations, and designed to help generate a shift in awareness,
behaviour and infrastructure. This is the third public consultation in the development
of the scheme and is published alongside the Draft Order. Subject to this
consultation, it is intended that the scheme will be established by:

1 An Order in Council under the Climate Change Act 2008 trading scheme
powers. This Order will provide most (but not all) of the legal basis for CRC.
A Draft Order has been prepared for this consultation, and contains specific
provisions currently considered necessary to give effect to CRC i so as to
give readers an idea of how the specific requirements of CRC might be
framed legally. Readers should, however, be aware that the Order is subject
to ongoing consideration and change by DECC so as to improve it in terms of
its overall structure and clarity; there may also be substantive amendments
arising as a result of this consultation. The final form of the Order is likely,
therefore, to differ in its structure and presentation from the current draft.

1 Allocation Regulations made under section 21 of the Finance Act 2008.
These Regulations cover the sale of allowances by Government to scheme
participants (but not the purchase of EU ETS allowances for the safety valve i
the purchase powers are set out in the Draft Order). These Regulations may,
similarly, be subject to further structural or presentational amendments.

The first consultations and subsequent Government responses resulted in the
Government committing to develop such a scheme (June 2007), and setting out the
way in which the scheme would work (March 2008). This consultation is seeking
views on the detail of the scheme design, as it has been set out in the relevant
provisions of the Draft Order i in particular whether there are any unintended
consequences i and seeking views on a few outstanding policy issues.

This consultation is published alongside a Draft CRC User Guide that sets out the
practical steps that will need to be undertaken by an individual organisation to
comply with the scheme (as set out in this consultation). We would welcome your
views on the Guide and whether it could be improved to make it more helpful to
users both in terms of content and layout.
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1.1 Carbon Reduction Commitment (CRC) i An introduction

The Carbon Reduction Commitment (CRC) is a groundbreaking mandatory
emissions trading scheme for the UK. It is designed to tackle carbon dioxide (COy)
emissions not already covered by Government regulation. CRC is a central part of

the UKOG6s strategy & emissions) sotthabwel camrgduce aur CO
carbon footprint and deliver the ambitious emissions reduction targets set in the

Go v e r n n@imated@bange Act, including an 80% reduction in CO, emissions by

2050. The scheme will deliver emissions savings of at least 4.4 million tonnes of CO,

per year by 2020 and is expected to cover 4,000 to 5,000 organisations. Analysis
suggests that, by driving energy efficiency measures, the scheme can also deliver a

Net Present Value benefit to participants of £1billion through savings in energy bills.

Organisations that qualify for CRC will be required to report their annual CO;

emissions to Government at the end of each scheme year. Each participant will be

required to holdandcanc e | a number of déemissions allo
scheme year that corresponds with its total CO, emissions. Government will sell

allowances to participants and in future years will control the amount of CO, emitted

by the participants taken together, by limiting the number of allowances available for

sale. Participants will be able to trade allowances amongst themselves and those

that do not hold sufficient allowances at the end of each year, or who incorrectly

report their emissions will be subject to a stringent penalty regime.

CRC will start in April 2010, and has been designed by the UK Government and
Devolved Administrations working in partnership. It will target emissions from energy
use by large organisations, which represent around 10% of UK emissions. Likely
qgualifying organisations include large businesses, retailers, banks, landlords,
supermarkets, hotel  chains, restaurant  chains, water = companies,
telecommunications companies, government departments, large local authorities,
universities etc. It will apply to both public and private sector organisations.

As stated in the previous consultations, CRC will target emissions from fixed energy
sources at an organisation rather than site level, to reduce the administrative burden
on participants that would be created by targeting individual sites. The scheme does
not include transport emissions. Responsibility for emissions (and half hourly
metered electricity consumption for qualification purposes) will fall to the
counterparty to the energy supply contract T in most cases this will be the
organisation that pays the energy bill.

Emissions trading schemes provide a financial incentive to reduce emissions by
placing a price on carbon emissions, whilst allowing the reductions to be made
where they are most cost effective. In the case of CRC, participating organisations
will have to purchase allowances equivalent to their emissions each year. Overall,
Government will constrain emissions by limiting the number of allowances available
(t he .TTRGwlldhe subjectto a decreasing cap from 2013 to ensure that overall
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emissions are reduced year on year. Individual organisations can determine the
most cost-effective means of meeting their emissions targets i either to improve
their own energy efficiency or buy a greater proportion of the available allowances.
This means that CRC provides an efficient mechanism to achieve emissions
reductions.

The concept of emissions trading will be new to many organisations qualifying for the
scheme. To allow participants to adjust to a trading scheme, and to enable
Government to establish accurate data on emissions across the target sector, CRC
will feature a three year Introductory Phase. In this phase there will be a simple fixed
price annual sale of allowances without a cap on the total number of allowances
available.

Following the Introductory Phase, all CRC allowances will be purchased by means of
an annual online auction. The volume of allowances available will be fixed according
to the cap set by Government. Participants will bid for the number of allowances they
require according to their projected emissions and cost of abatement options. When
setting the cap, Government will take into account the views of the Committee on
Climate Change, the data accumulated during the Introductory Phase, t he
overall emissions reduction targets and the wider policy landscape.

CRC will be broadly revenue neutral to the Exchequer. Subject to state aid
clearance, sale/auction revenue will be recycled back to participants by means of a
direct annual payment proportional to 2010/11 emissions, with a bonus or penalty

depending on an organisationdés position

addition to a bonus payment, organisations who reduce their emissions in the
scheme will gain financially in two ways: firstly by lower energy bills, and secondly
through lower CRC allowance costs. It should therefore be noted that better than
average performers will increase their share of the recycling payments while their
expenditure on allowances is going down. These all provide additional incentives for
organisations to reduce emissions.

The scheme will feature an annually published Performance League Table ranking
all participants according to how well they perform in the scheme. The league table
is included in the scheme to leverage corporate social responsibility drivers, in
addition to financial drivers. Relative performance against other participants in the
scheme will be calculated on the basis of three weighted metrics. In the Introductory
Phase only, these are:

1.Absolute metric - Reduction in absolute emissions (60%)

2.Growth metric - Reduction in emissions per unit of turnover or revenue
expenditure (20%)
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3.Early Action metric - In the Introductory Phase only, a measure of good energy
management practices taken before the start of the scheme (20%).

The combination of reputational and financial drivers is designed to raise awareness
of energy and carbon issues at senior management level. This is key to driving
behaviour change in participant organisations, and maximizing the uptake of
financially beneficial energy efficiency measures available. Furthermore, the
obligation in CRC to monitor and report on energy use and emissions will generate
data that can i nfeasionmmaking@ratimimesh dost-effacsive futdre
investments in infrastructure and other efficiency measures.

CRC is also designed to be as simple
administrative requirements:

1 Organisations will carry out self-certification of their emissions, which will then
be backed up by an independent risk based audit regime (as opposed to the
administratively intensive EU Emissions Trading System (EU ETS) system of
third party verification of all sites);

1 responsibility for emissions will be the party to the energy supply contract; and

1 CRC focusesonlyon t hose emissions not covered

Agreements (CCAs) and those outside the direct emissions covered by the
EU ETS.

1.2 Practicalities of the Scheme

1.2.1 Scheme Administrators

The Environment Agency (EA), Scottish Environmental Protection Agency (SEPA)
and the Department of Environment in Northern Ireland are appointed as the joint
scheme Administrators (Article 4 of the Draft Order). However, the basic
administrative functions will be carried out by the EA for the whole of the UK and
certain functions must be performed by them. These are in relation to establishing
and maintaining a registry, publishing league tables and dealing with registry
accounts and allowances. Scheme regulation will be carried out by the relevant body
in each part of the UK and include such functions as carrying out audits on
participants and taking enforcement action against any organisation whose HQ is in
their jurisdiction. Where reference is made to the Administrators in this document, it
may be taken as reference to any, or any combination of the Administrators.

1.2.2 Scheme Phases

The scheme will be divided into set time periods known as phases. The first phase is
the Introductory Phase, starting in April 2010, and will run for three years.
Subsequent phases will each last for five years. Each phase is comprised of a
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number of consecutive compliance years which run from 1 April to 31 March, like
financial years. There will be no gaps or breaks between phases or compliance
years.

In the Introductory Phase allowances will be sold at a fixed price of £12/tCO2, and
there will be no limit on the number of allowances an organisation can purchase in
each sale. In all subsequent phases, Government will set a cap on the total number
of allowances available to the CRC sector as a whole, and these allowances will be
auctioned, rather than sold at a fixed price. More details on allowances sales and
auctions are described in section 6 of the Consultation document.

Prior to the start of the compliance periods of each phase Government proposes that
there will be:

1 a qualification period in which organisations must determine whether they
meet the qualification criteria for participation in the scheme. For the
Introductory Phase, the qualification period is the calendar year 2008. For
subsequent phases, the qualification period will be the financial year prior to
the footprint year (i.e. 1 April 2010 7 31 March 2011 for the second phase).

1 a footprint year in which participants must calculate their total footprint
emissions, and determine their emissions responsibility under CRC. In the
Draft Order, the first year of each phase is a footprint year.

Government proposes that in the Introductory Phase only, the footprint year
will overlap with the first compliance year. Therefore the year 1 April 2010 i
31 March 2011 will be the footprint year but also the first compliance year of

the Introductory Phase. This is a change from Governmentd s previ

announced intention to use the six month period prior to the beginning of the
scheme (October 2009 i April 2010) to collect data for the Footprint Report. In
order to reduce administrative burdens on participants, Government is now
proposing to allow participants more time to set their footprint data over the
course of twelve months rather than six. For future capped phases, as set out
in March 2008, Government intends to use the year immediately following the
gualification year as the footprint year. This will be 2011/12 and 2016/17 for
the second and third phases respectively.

1 aregistration deadline by which qualifying organisations must register as a
participant in the scheme. For the Introductory Phase, participants will be able
to register from April 2010 until September 2010.

For subsequent phases, the registration deadline will be the last working day
of the footprint year (i.e. 31 March 2012 for the second phase).
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1.2.3 Compliance activities

Every phase will then be arranged in compliance years. In each compliance year,
participants will generally complete four steps:

1.At the beginning of each compliance year, they will be able to purchase
allowances from Government based on their expected energy use for that

1

year-.

2.They should monitor their energy use, purchasing or selling allowances on the
secondary market as necessary, and in July, following the end of each
compliance year, they will be required to report their energy use emissions to
the Administrators.

3.In July, participants will also need to surrender allowances equal to the total
energy use emissions during that compliance year.

4.In October, of the same compliance year they receive a revenue recycling
payment from Government.

More information on the compliance obligations is provided in section 9 of this
document, while the Revenue Recycling is dealt with in section 7.

CRC time periods are described in the Draft Order in Article 5. Figure 1.1 below
summarises the key milestones for the Introductory Phase of the scheme. The
reporting obligations that appear in Figure 1.1 are discussed in section 9 of this
document.

! The purchase of allowances in the Government sale is not a legal requirement i participants could
acquire all their allowances from the secondary market
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1.3Why CRC?

In 2005, Government published its Energy Efficiency and Innovation Review which,
drawing on analysis by the Carbon Trust?, identified cost effective abatement options
for large non-energy intensive organisations which existing policies were not
delivering. The analysis suggested that various barriers such as split incentives
between landlords and tenants and organisational inertia prevented economic
measures from being adopted.

Government then committed, in the Energy Review of July 2006°, to deliver carbon
savings of 1.2 million tonnes of Carbon (MtC) - equivalent to 4.4 million tonnes of
CO; per year - by 2020 from large non-energy intensive business and public sector
organisations.

In November 2006, Government consulted on options to achieve this target but
primarily focused on:

9 The Carbon Reduction Commitment (then called the Energy Performance
Commitment) T a mandatory 6cap and traded6 scheme <cov
emissions from large business and public sector organisations.

1 A system of voluntary benchmarking and reporting of energy use covering large
business and public sector organisations.

Responses demonstrated strong support for a mandatory approach, with the majority
of respondents considering that a voluntary measure would not deliver the required
target reductions.

Analysis® commissioned by Government in 2006 established that a mandatory
emissions trading scheme, such as the Carbon Reduction Commitment would
deliver net benefits to the target sector.

Further analysis commissioned by Government in 2007°, looked at various policy
options for emissions reductions and concluded that an emissions trading scheme
covering the target sector performed favourably compared with alternatives such as
expanded Climate Change Agreements, stronger building regulations or mandatory
reporting and benchmarking.

2 fiThe UK Climate Change Programme: potential evolution for business and the public sectord Car b o n
Trust December 2005 -
http://www.carbontrust.co.uk/Publications/publicationdetail.htm?productid=CTC518
3 The Energy Review, July 2006 - http://www.berr.gov.uk/files/file31890.pdf
* fEnerqy efficiency and trading part II: options for the implementation of a new mandatory UK
emissions trading schemed NERA/ Enviros, April 2006
http://www.defra.gov.uk/environment/climatechange/uk/business/crc/policy.htm
° fiComparison of policies to reduce carbon emissions in the large non-energy-intensive sectordo De f r a,
August 2006 - http://www.defra.gov.uk/environment/climatechange/uk/business/crc/policy.htm
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It was therefore announced in the 2007 Energy White Paper® that Government would
proceed with implementation of a mandatory emissions trading scheme i the Carbon
Reduction Commitment.

Government subsequently consulted on the detailed implementation options for CRC
including areas such as price of allowances, auction design, emissions coverage,
and relation to CCAs and EU ETS. The Government Response was published in
March 2008’

The responses to the consultation demonstrated a high level of support for the
majority of the Governmentoés proposralxs for
below. The figure shows the degree of agreement or disagreement with
Government 6s p rarg o eathsguegtionhaskedxin the consultation
(represented on the y-axis)

0% 10% 20% 30% 40% 50% 60% 70% Number of respondents 100%

ONot sure

Figure 1.2: Responses from the Previous Consultation

The design of CRC reflects considerable input from stakeholders and Government
has directly taken on board recommendations from stakeholders regarding areas
such as cashflow implications and inclusion of schools.

1.4Where CRC fits in the Climate Change policy map

The Climate Change Act, passed in December 2008, creates a new legal framework
for the UK achieving, through domestic and international action, at least an 80%

® The Energy White Paper - May 2007 - http://www.berr.gov.uk/files/file39387.pdf
" Governments response to the June 07 consultation on the implementation proposals for the CRC
(June 2007) - http://www.defra.gov.uk/environment/climatechange/uk/business/crc/policy.htm
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reduction in carbon dioxide emissions by 2050, against a 1990 baseline.
Government is required to set five-year carbon budgets, placing binding limits on
aggregate carbon dioxide emissions. There is provision in the Act for the targets to
be amended in light of significant developments in climate science or in international
law or policy.

Domestically, the UK has already put in place a wide range of measures to reduce
its CO2 emissions; these include the Climate Change Levy (CCL), which applies to
all but the smallest businesses, as well as Climate Change Agreements (CCAs) and
the EU ETS. These measures are primarily targeted at the heaviest direct emitters
such as power generators in the EU ETS and energy intensive industry under CCAs.

The UK Government considers, therefore, that there is the potential for large
business and public sector organisations to
long-term emissions reductions targets and that a new mandatory instrument i CRC

- is needed to target these organisations more effectively.

This will deliver a more balanced approach to reducing carbon emissions across the
economy by placing absolute limits on sectors not previously facing a targeted
emissions reduction instrument. Government estimates that only a small percentage
(5%) of the 4,000 i 5,000 CRC organisations will have some of their emissions
captured by the EU ETS, with the remaining emissions covered by CRC (or
potentially CCAS).

It is important to acknowledge that there will be no administrative emissions overlap
between CRC and EU ETS and CCAs. Organisations will not have to purchase
allowances for emissions that are already covered by either a CCA or EU ETS.

CRC will operate as part of a wider package of measures to secure carbon savings
cost-effectively from the sector. The CCL and the price effect of the EU ETS cap
which effects electricity generators will provide a basic price signal on the value of
energy savings i internalising external costs. These and other policy measures will
continue to help address barriers and market failures, not only within CRC
organisations but also the much larger population of organisations outside of CRC.
Building Regulations will play a valuable role in setting minimum standards for new
and newly refurbished buildings.

CRC will also operate in the context of two key Directives i the Energy End Use
Efficiency and Energy Services Directive (ESD), and the Energy Performance of
Buildings Directive (EPBD). Within the framework of the ESD, Government has for
example announced proposals for better metering and biling. The full
implementation of EPBD will further influence the market and encourage additional
investment by extending requirements to provide key information, enabling
comparison of buildings with respect to energy performance at the time of
construction, sale or rental. These policies, aimed at energy use in buildings, help to
address information barriers and landlord-tenant issues. The Carbon Trust and Salix
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provide advice, funding and interest free loans to organisations across the public and
private sectors, helping organisations to overcome information gaps and financial
barriers. Finally, business led voluntary agreements i such as the Carbon Disclosure
Project® i can also play an important role in fostering leadership and helping
organisations to share best practice amongst themselves.

1.5How CRC has been designed from a Better Regulation
perspective

Government welcomes the stakeholder emphasis on Better Regulation, and has

worked closely with stakeholders to develop CRC in line with Better Regulation

principles. The Better Regulation Commission (BRC) sets out the principles for

Better Regulation with regard to climate <c¢h
Cli mate Change: a r espo’nWebelieve that CRC n®eéter n  r e
these seven Better Regulation tests based on the following analysis:

Test one i Ensure climate policy is consistent with a healthy UK economy.

Initial analysis from which CRC arose identified that cost effective energy efficiency
measures exist which are not being undertaken by the large non-energy intensive
sector. CRC has been specifically designed so that the benefits of the scheme in
lower energy costs outweigh the potential costs of participation. At the proposed
gualification threshold of 6,000 MWh, (described in more detail later) the Net Present
Value (NPV) of the scheme from the point of view of regulated organisations (at a
commercial discount rate of 10% per year) is £1 billion at energy prices in late 2008.
The threshold has been increased from the 3,000 MWh/year that was first proposed
to help further ensure that the organisations covered are larger energy users with the
greatest potential to make significant energy savings, which will benefit the
organisations involved.

These energy savings can be expected to deliver significant NPV benefits,
regardless of the economic outlook.

Test two T Government must develop and act consistently with a climate
change strategy: avoiding piecemeal announcements.

CRC has been developed in full consultation with stakeholders as part of the Energy
Efficiency Innovation Review, Climate Change Programme Review, Energy Review
and Energy White Paper. The Climate Change Act, passed in November 2008, sets
out legally binding targets for emissions reductions in the UK of 80% by 2050. CRC

8 The Carbon Disclosure Project (CDP) - http://www.cdproject.net/
o fRegulating to Mitigate Climate Change: a response to the Stern reviewd BRE
http://www.brc.gov.uk/upload/assets/www.brc.gov.uk/climate change.pdf
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will play a key part in helping us to meet this target. Indeed the Act explicitly provides
for the use of emissions trading schemes to drive emissions reductions. CRC is also

A

consistent with Gover nment 6s strategy foach todacking r e

climate change where all parts of the economy play their part. As such the scheme is
designed to target a sector of the economy not currently subject to emissions
reduction targets and avoids overlaps with existing policy to reduce emissions such
as CCAs and the EU ETS.

Test three T Test policy against a carbon price benchmark and in terms of their
contribution to other goals.

The BRC emphasises that climate change policies must be backed up by robust
analysis of the costs and benefits and that value-for-money assessment of policy
measures must be consistently applied across Departments. CRC has been
repeatedly subject to cost-benefit analysis. The most recent updated IA
accompanies this consultation document. It shows that the proposed scheme should
be cost-beneficial to organisations captured by CRC and to society as a whole.
Moreover, the analysis indicates that this conclusion is robust to a series of
scenarios.

Testfour-Car bon policy choices must be eff

CRC does not include CCA emissions or direct emissions covered by the EU ETS, to
avoid double administrative burdens on organisations already subject to these
policies. In addition, subsidiaries of participants (and in some cases entire
participants) with over 25% of their energy use emissions covered by CCAs would
be completely exempt from CRC.

The CCL applies to all energy use in organisations captured by CRC. Electricity
generation is covered by the EU ETS which means the cost of this is reflected in
electricity prices for these organisations. Therefore, there is an element of multiple
carbon pricing. Importantly, this does not impose any double administrative burdens.
Furthermore, analysis indicates that for the target sector, a focussed downstream
instrument is needed in addition to existing carbon pricing to ensure the uptake of
cost-effective carbon savings, which is the purpose of CRC. The CCL and the pass
through effect of the EU ETS alone will not drive the level of energy efficiency
required or achievable for the sector.

Test five - Keep administrative costs to a minimum.

CRC has been designed to keep the costs of the scheme to a minimum. The cost of
participation for the whole group of CRC participants will be limited as CRC will be
broadly revenue neutral to the Exchequer. Revenues from the sale or auction of
allowances will be recycled back to participants.

33

c

bal

ent



Administrative burdens have been reduced by basing reporting requirements around
energy bills with emissions responsibility assigned to the energy customer.
Government has f ur t her reduced the schemeds -admini
certification backed up by a risk based audit rather than use independent verification.

To avoid any double administrative burdens, energy use emissions covered by
CCAs and direct emissions covered by the EU ETS will not be covered by CRC. In
addition, CCA participants (either entire organisations or subsidiaries) who have a
CCA covering more than 25% of their total energy use will be completely exempt
from CRC. A small percentage of the organisations covered by CRC would have
some of their emissions in EU ETS, but only their remaining emissions (such as
electricity or non-EU ETS gas use) would be included in CRC.

Test six - Do not use climate change as a justification for other policy goals.

CRC is a focused climate change instrument targeted at a specific sector where
cost-effective emissions reductions are demonstrably available. It is not a tool to
achieve other goals such as revenue raising. As outlined above, CRC spreads the
burden of tackling climate change to different areas of the economy. Meanwhile, the
benefits to CRC participants of lower energy bills should outweigh the costs of
participation.

CRCb6s focus on carbon abatement reflects th
change by Gover nment . The Governmentés <chief ScCi
climate change is the most serious threat facing us, while Sir Nicholas Stern

highlighted the cost of action now is outweighed by the costs of inaction. The

impacts of climate change will affect everybody. Therefore, all parts of the economy

need to take responsibility for their emissions.

Testseveni I f it i snaoéhangwiv.r Ki ng

The operation of CRC will remain under review, in consultation with stakeholders.
Flexibilities will exist in the scheme to enable fine-tuning for smoother operation and
simplification. Government recognises that any significant changes to the design of
the scheme will impact on certainty for participants. They will, therefore, be
undertaken on as well-defined a basis as possible, in order that business can plan
accordingly and with confidence. In the first instance Government is committed to
completing a post-implementation review after the Introductory Phase of the scheme.
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2 Determining the CRC Participant

2.1 0verview

The Carbon Reduction Commitment (CRC) will be an organisation based scheme
rather than an installation or site based scheme such as the EU ETS or Climate
Change Agreements (CCAs). Whereas an installation or site based approach is
appropriate for the industrial point sources regulated under the EU ETS and CCAs,
CRC targets primarily large non-energy intensive organisations. These organisations
generally consume large amounts of energy across many small sites with centralised

corporate energy managemente x per ti s e. An organisat.

be grouped together to participate as one entity to avoid the administrative burden
that would be created by submitting returns for each individual site or subsidiary.

Government considers that this appr oach iis consistent
stimul ate greater awareness of energy
management and to encourage the sharing of best practice throughout a group.
Grouping organisations together under their parent will maximise the emissions
coverage of the scheme whilst limiting the overall administrative responsibility to only
one grouped entity rather than multiple sites and subsidiaries.

The scheme will cover a wide range of organisations from both the private and public
sectors. Qualification for CRC (which is described in section 3 of this consultation) is
based on an dalfghauny neetered etectricis/y consumption and not on
the type of business it undertakes. All organisations that use at least 6,000MWh of
half hourly electricity (as defined in section 3) during 2008 will qualify for the scheme
subject to the exemptions outlined in section 5. This means that the definition of the
CRC participant must be robust enough to cater for different types of organisation.
The scheme will cover all companies, partnerships, sole traders, public sector
organisations and other incorporated bodies that have operations in the UK.
Wherever appropriate, the CRC legislation has drawn on definitions of organisations
from existing legislation which should already be familiar to the organisations
concerned. The appropriate definition of CRC participants has been the subject of
two significant pieces of independent analysis®® as well as extensive stakeholder
consultation throughout the development of the policy.

Articles 6 T 27 of the Draft Order define the types of organisation that participate in
CRC.

1% iHow is the successful qualification of EPC organisations ensured?0 Def r a, Ma y 20
http://www.defra.gov.uk/environment/climatechange/uk/business/crc/policy.htm a n dAnaiysis of CRC
organisation structures in the public and private sectorso Def r a, March 2008

http://www.defra.gov.uk/environment/climatechange/uk/business/crc/policy.htm
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2.2Treatment of Groups-6 Par ent s and Subsi di

Subsidiary organisations (@ r o u p m ¢ rard ethes @arents will be grouped
together for the purposes of the scheme under the highest parent organisation.
Government proposes that the legal responsibility for compliance with the scheme
will rest with the group as a whole, but that the group will be required to nominate a
Oprimary member 6 wi tAdministiatorsnwilltcbrrespasnic: hire most
instances this is likely to be the highest parent organisation, but where there is
agreement between the Administrators and the participant an alternative group
member can be nomi nat ed. This wil/ enabl e

aries

partic

member 6 who is best placed to carry out the

requirements. Article 46 and Part 3 of Schedule 15 of the Draft Order provide for the
nomi nat i omaroyf neae nmboperrid

To establish a parent subsidiary relationship Government will use the definitions
enshrined within section 1162 of the Companies Act 2006**. Under the Companies
Act 2006 a parent is defined if:

a) it holds a majority of the voting rights in the undertaking (normally determined
by its shareholding), or

b) it is a member of the undertaking and has the right to appoint or remove a
majority of its board of directors, or

c) it has the right to exercise a dominant influence over the undertaking-
i) byvitueof provisions contained in the
i) by virtue of a control contract, or

d) it is a member of the undertaking and controls alone, pursuant to an
agreement with other shareholders or members, a majority of the voting rights
in the undertaking.

These tests will be applied in CRC to most organisations, both public and private
sector, to determine their grouping 7 not just those business undertakings required to
report under the Companies Act. This will not apply to individuals (with the exception
of sole traders) or groups of individuals (with the exception of partnerships and other
unincorporated associations).

The group will be classified as the CRC participant and will report emissions and
surrender allowances for all the relevant operations of the parent and subsidiaries.
The group will appear in the Performance League Table (see section 8 for more
information), and receive associated revenue recycling payments (see section 7).

1 sSee the Companies Act 2006 - http://www.berr.gov.uk/bbf/co-act-2006/index.html
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Government 6s use of exi st i ngneefopougpnisaiensi ni t i o

to produce a distinct group structure specifically for CRC purposes.

The exceptions to this are the treatment of franchises in the business sector and
certain instances within the public sector (notably grouping schools under local
authorities), where Government has grouped entities together to achieve specific
policy objectives. To achieve these objectives Government has developed the
principle of Associated Persons described in more detail in Box 2.1 below.
Government also proposes specific provisions for determining the grouping of central
Government departments. This is dealt with in section 2.6.1 below.

Article 7 and Schedule 2 of the Draft Order deal with Parents and Subsidiaries,
Article 7 and Schedule 3 deal with Associated Persons and Schedule 15 deals with
the interaction of Group members (Combined Participants).

Box 2.1: Responsibility for grouped entities: Associated Persons

Who are Responsible and Associated Persons in CRC?

In CRC, there are some limited circumstances in which an organisation must

take responsibility for the energy use of another separate, but functionally

related, organisation. In these special cases, the organisation to which

emissions are being assigned is referred to asthe A Pr i nci pal f
this document) the @esponsible person6 The organisation being aggregated is

referred to as the Associated Person .6Responsible persons have to include

the electricity use of their Associated Persons when determining whether they

qgualify for CRC, and are responsible for the energy use emissions of their

Associated Persons when participating in the scheme. This is dealt with in

more detail in Sections 2.4.1, 2.6.2 and 2.6.3.
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Responsible person (RP) Associated Person (AP)
The RP will in general be the CRC | The APs have a duty to provide the
participant. In the case of franchising, |[r esponsi bl e per so
the franchisors might be subsidiaries|as si st anced i n Cc
of a CRC patrticipant scheme.
Local Education Authority School*?
Franchisor Franchisee
Greater London Authority Related bodies
University College

2.2.1 Date to determine Group structure

For the purposes of qualifying for the scheme, the participant group structure will be

defined as the one in place at the end of the qualification year (for the first phase this

is 31 December 2008). This means that the organisation will have to include all

relevant half hourly electricity usage (see section 3.1) for which it was classed as the

customer during 2008, from all the subsidiaries that it owned on this date. To

determine qualification the organisation will need to aggregate all the relevant half

hourly electricity used by these &égroup mem
period the member was part of the group.

Once an organisation has qualified for the scheme, for compliance purposes it will
generally be responsible for all the energy use emissions from any sites or
subsidiaries it purchases from the date of the purchase. Likewise, it will only be
responsible for sites or subsidiaries it sells up to the point of sale. The subsidiaries
and sites will be deemed to be part of the group from the date of purchase. To
reduce administrative burdens, Government will generally not require participants to
notify the Administrators of any purchases or sales of sites or subsidiaries, but will
require the inclusion of their emissions in their annual reports.

The exception to this approach is where there are any changes to the group
structure which involveent i re participants or OPrincipal
®esignated Changesdé ( s e e 2.8.8).cTheseowould be deemed to take effect at

the start of the emissions year during which the transfer happened, and will need to

be notified to the Administrators.

Article 14 determines the date the structure of the organisation is established.

'2 In Northern Ireland, schools will be APs of the Education and Skills Authority
38



2.3Principal Subsidiaries

It is likely that some CRC participants will be composed of a number of legally

defined subsidiaries that would be large enough to qualify for the scheme in their

own right. To account for this, Gover nment
undertaking that would have qualified for the scheme were it not part of a larger

group either within the public sector as part of, for example, a Government
department, or the private sector as a distinct legal subsidiary. Therefore, any

subsidiary undertaking of a participant that used at least 6,000 MWh of half hourly
electricity in 2008 wi be cl| asidimydwodds a OP
be classified as a Principal Subsidiary even if it were eligible for CRC exemption

under the CCA group member exemption.

Government intends to address three key issues identified in the policy design
consultation through the inclusion of the Principal Subsidiaries rules, as set out in the
Government response to that consultation, namely:

1. To avoid significant emissions being lost from the scheme for the remainder
of the phase where the subsidiary is sold to a non participant, Government
proposes to transfer the responsibility for participating in the scheme with
the sale of the Principal Subsidiary.

22.To better reflect a participantds perfo
Table and revenue recycling process (see sections 7 and 8) Government
proposes to amend historic emissions profiles to reflect the sale or
purchase of Principal Subsidiaries.

3. To maximise the leverage of reputational and CSR drivers for energy
efficiency improvements in these subsidiaries (which may be well-known
brand names), Government proposes to publish their results as an annex
to the main Performance League Table.

Governmentds intention is that the participa
these Principal Subsidiaries. In particular, Government proposes that the participant

will need to declare to the Administrators at the time of registration whether it has

any OPrincipal S u b sgoidg basis,i repartta separate,totabenergg N 0 n
use emissions figure for each subsidiary (see section 9.2.4). To minimise
administrative burdens, Government proposes that CRC organisations would not be

asked to report in respect of each Princiopal
metering, breakdown of fuel sources and other factors. The Principal Subsidiaries

will not appear in the main Performance League Table for revenue recycling

purposes.

Since Principal Subsidiaries would, in any case, be monitoring their energy use in

order to enable their group to satisfy the ¢
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the total energy use emissions figure for each Principal Subsidiary should not add
significantly to organisationso6 admini

Emissions from any subsidiaries that sit below the Principal Subsidiary would count
towards the emissions total of the Principal Subsidiary. Where a Principal Subsidiary
itself has subsidiary undertakings large enough to qualify, these also would be
classed as Principal Subsidiaries.

Any such subsidiary that is owned by an organisation at the end of the qualification
year will be deemed to be a Principal Subsidiary of that participant.

Article 2 and Schedule 16 of the Draft Order deal with the classification of Principal
Subsidiaries.

Box 2.2: Establishing Principal Subsidiaries

strati

KEY
C] Highest parent
organisation
Principal Subsidiaries i those

that would be required to
C] participate in their own right if

they were not part of Group A

. Subsidiaries reported
as part o )
il (o) (6 @3 (o) 8D @3 (o)

data

The diagram above is an illustrative organisation structure for the Group
Organisation A as at midnight on 31 December 2008 (the end of the Qualification
Year). The Group will participate in CRC and will be responsible for all CRC eligible
emissions across the organisation. It will be required to report a total emissions
figure that includes all the energy use emissions from all its subsidiary organisations
and for cancelling allowances that corresponded with these emissions.

Subsidiaries B, By, B4, C1, Dy and Dy, all consumed at least 6,000MWh of half hourly
electricity in 2008 and therefore would have qualified for the first phase of the

scheme in their own right, had they not been part of Organisation A. These
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subsidiaries  wi | | be <c¢lassed as OPrincipal
l ntroductory Phase and wi IDésignated Chandesbde crt
outlined below. In addition to reporting an emissions figure for its whole group,
Government proposes that organisation A would also be required to separately
report the emissions from any Principal Subsidiary within its group as part of its
annual emissions report (see section 9.2.4). Organisation A would therefore be
required to report separate energy use emissions figures for subsidiaries B;, By, By,
C1, D1and D4. The Principal Subsidiaries would need to include emissions from any
subsidiaries that sit below them. For example, B; will need to include emissions
from Ci, Co and Ca.

u | tecs

Question 1. Do you agree that organisations should have to report total
energy use emissions from their Principal Subsidiaries?

Yes/No/Don6t Kknow
If no, please explain your reasoning

9 Does the wording in the Draft Order (Article 2 and Schedule 16) around
Principal Subsidiaries lead to any unforeseen consequences?

Yes / No

If yes, please explain your reasoning

2.3.1 Purchase or Sale of a Participant or Principal Subsidiary -
Transferring Scheme Obligations (Designated Changes)

As stated in the Government response to the CRC policy design consultation,
Government is committed to avoiding the administrative burdens of site based
changes of operation. This experience is based on the challenges previously
encountered in the voluntary pilot UK ETS scheme, which included only around 30
organisations, where changes of operation would reflect in transfer responsibility for
emissions. By comparison, CRC is expected to cover between 4,000 and 5,000
organisations and the administrative impact would be correspondingly higher if this
approach was adopted. However, Government is proposing to account for large
changes in CRC participant structures featuring entire participants or Principal
Subsidiaries.
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As discussed above, CRC will place an obligation on the group to report on all the
group members that sit within its structure. Given the nature of business and
organisational change there will be instances where the parent of a group or
Principal Subsidiary changes, for example if it is bought by a non-CRC participant or
is subject to a management buy-out. Government proposes that the scheme will
cater for large scale organisational change featuring participants or Principal
Subsidiaries (AnDw9yi gaadedwi Chantgreansf er
participating in the scheme to the purchasing organisation. If Government did not
transfer responsibility for participating to the buying organisation then significant
guantities of emissions would be lost from the scheme for the remainder of the
phase if a participant or principal subsidiary was purchased by a non-participating
organisation.  Furthermore, by transferring responsibility to another participant,
Government will be able to update historic emissions baselines and better reflect a

t he

participantdéds performance in t pagmehteague tabl

Where a transfer involves a Principal Subsidiary, the emissions from that

subsidiaryds core sources and the proportio

sources of e n e r 4) gséociated with the principal subsidiary will be
transferred to the new participant.

Government proposes that in the case of organisational change involving whole
participants or Principal Subsidiaries, the responsibility for participating in the
scheme will transfer to the new group/owner. The participants affected will be
required to inform the Administrators of this change. However, if a participant sells a
smaller non-principal subsidiary, or transfers assets to a non-participant, there would
be no transfer of obligations and the participant would not be required to notify the
Administrators. Government does not propose to account for these types of
organisation change due to the significant administrative burden it would create for
participants in terms of tracking emissions and reporting each change to the
Administrators.

There are essentially two types of transfer of responsibility which would be
accounted for by the schemeds o60Design
participant or Principal Subsidiary is sold to, taken over by or merges with a non-
participant; and those where the transfer occurs between existing participants. These
are dealt with in turn below and in more detail in Annex 1.

2.3.1.1 Transfers involving a participant and a non-participant

Where a participant or principal subsidiary merges with or is taken over by a non-
participant, the purchasing organisation will become a new CRC participant.
Responsibility for complying with the scheme will transfer to the new owner. In these
instances the new owner will be required to register for the scheme. However, the
new owner will have to report emissions only from the original participant. It will not
have to report on emissions from parts of its business that were not previously
included in the scheme until the start of the next phase (if it qualifies at that time).
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T he s c h@esgnaesl Change rules will cover three types of change involving
both participants and non-participants:

i. Existing participant taken over by non-participant
ii. Principal subsidiary taken over by non-participant

iii. Mergers between a participant (or principal subsidiary) and a non-participant

2.3.1.2 Transfers between participants

Takeovers, sales and merger will also occur between organisations that are existing
participants wi t hin t he scheme. | nedt hese
mechani sm wil| all ow participants®o histori
recycling calculations to be adjusted to allow for the change. It will also allow for the

creation of new participants where a demerger of a principal subsidiary, or the

merger of existing participants to form new entities, occurs. Four different types of

change would be accounted for involving the transfer of emissions between
participants.

i. Participant purchased by another participant

ii. Principal subsidiary of one participant taken over by another participant
iii. Principal subsidiary becomes a stand-alone entity (de-merger)

iv. Merger between two participants (or participating Principal Subsidiaries)

Article 47 and Schedules 16 and 17 define the takeovers, mergers and de-mergers
relevantt o C Ré&3ignatéd Changes6) and t heir effect with re

2.3.1.3 Timing of Designated Changes

Designated Changes are deemed to have taken effect at the start of the emissions
year during which the change took place. Where a participant or Principal
Subsidiary is purchased by another party in the middle of the year, the purchasing
organisation that owns the Participant or Principal Subsidiary at the end of that
emissions year would need to report and surrender allowances for the original
participant or Principal Subsidiary for the entire year. Doing so will reduce the
administrative burden on both the seller and the buyer of the organisation, avoiding
the buyer and seller having to negotiate and calculate the share of emissions that
each would take on. It will also make it simpler to adjust both the revenue recycling
and historic emissions baselines to reflect the transfer. Whilst the new parent will
have to surrender allowances corresponding with a full year of emissions from the
entity it has purchased, its recycling payment would reflect the purchase.

43



To reduce administrative burdens only Designated Changes are deemed to take
place at the start of the year. The purchase or sale of a non-Principal Subsidiary or
site would be deemed to take effect at the time of the purchase and the purchasing
organisation would need to report and surrender allowances to cover the part of the
year for which it owned it.

When a Designated Change takes place any affected participants must notify the
Administrators within three months and provide details of the date the change took
place and the other parties involved.

Article 47 and Schedule 17 of the Draft Order address the timing of Designated
Changes.

Question 2. Do you agree that Government should transfer the
responsibility for participating in the scheme with the purchase of
participants and Principal Subsidiaries?

Yes/No/Don ot know

If no, please explain your reasoning

Question 3. Do you agree that designated business change should be
deemed to have taken place at the start of the emissions year?

Yes/No/Don o6t know

If no, please explain your reasoning

2.4Treatment of business groups

Government is mindful of the complex structure of many businesses and has
therefore drawn on existing company law to provide a clear definition of the CRC
participant for private sector organisations. Many CRC participants will be groups
made up of a number of different legally defined subsidiary undertakings grouped
together under a highest parent organisation.

The scheme identifies highest parent companies with reference to the definitions of
parents and subsidiaries as set out under section 1162 of the Companies Act 20062,
Most businesses operating in the UK should already be familiar with these definitions
and will be producing annual reports in line with the requirements of the Companies

1B see Companies Act 2006 - http://www.berr.gov.uk/bbf/co-act-2006/index.html
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Act 2006. Establishing such an organisational @roup6for CRC purposes should be
relatively straightforward and mirror the structure required as part of their existing
business obligations.

In the case of a group company structure, the emissions from any operations that a
subsidiary has in the UK are <covered
participation. Emi ssions from either
will not be included in the scheme.

Government proposes that all business entities will be grouped in a similar way,
including those that are not covered by the Companies Act 2006. The Companies
Act 2006 tests will be used to determine highest parent organisation. Subsidiaries
belonging to the highest parent will be grouped together to participate as one entity.
This will include limited liability partnerships (LLPs), private equity funds and sole
traders, but will not include individuals or groups of individuals. Note that
Government considers that it would very unusual for a sole trader to consume
enough half hourly electricity to be included in CRC.

Article 7 and Schedule 2 of the Draft Order define parents and subsidiaries.

by
a

Question 4.  Does the wording in the Draft Order (Article 7 and Schedule
2) around the treatment of business groups lead to any unforeseen
consequences?

Yes / No

If yes, please explain your reasoning

2.4.1 Treatment of franchise agreements and other vertical distribution
agreements

2.4.1.1 Overview

Government intends to impose obligations on both parties to a particular type of
business arrangement where one person is trading under the corporate image and
direction of another person, often known as vertical distribution agreements. In
these instances, the parties to the contract do not belong to the same group
structure and are only linked by a particular type of business contract. Government
intends to consider parties to these agreements as one entity, and assign
responsibility for emissions to one party of the agreement.
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The rationale underpinning this decision is mainly related to the nature of these
agreements, where the parties generally share a common trading image and where
one party to the agreement (a superior party) has the potential to influence the way
in which energy is used by the counterparty to that agreement. Placing responsibility
with the superior party to the agreement maximises leverage of reputational and
corporate social responsibility drivers, given that the public recognises the brand and
will often not be aware of business arrangements such as franchising agreements.
This approach is in line with the overall aim of CRC i to drive improvements in
energy efficiency and deliver cost-effective carbon savings.

The Government Response to the CRC policy design consultation committed to
ensure that large non-energy intensive franchise-based organisations participate in
CRC, with franchisors taking responsibility for the emissions of their franchisees.

The rationale for including franchising agreements within CRC applies to a variety of
business models in use in the UK business sector. These models include
franchising, those often known as vertical distribution agreements and models such
as distribution or licence agreements, where the parties exercise their business at
different levels of the distribution chain.

Government considers that these agreements commonly include some degree of
influence on the way in which the o6franchi s
This level of influence can indirectly impact the way in which energy is used.
Government accepts that influence would be indirect in the majority of instances. In

many types of verti cal di stribution agreement , t
franchisee6 to equip and pr ercgisexits busiess pr e mi
according to a pre-defined business format. Government considers that this element

can be used as a proxy to indicate a degree of influence on energy management

choices.

As a communication shorthand, Government proposes to label these agreements as
6franchi singo. H o we v eParagraphi6tohSchedule B)ewe Baved e r (s
sought to establish a definition that would capture franchising and other types of

similar vertical distribution agreements.

Government has been in dialogue with a number of organisations in the fast food,
retail, telecommunications, automotive, mail delivery, and oil and gas sectors, as well
as trade associations, which has informed the proposed approach, set out below.

In relation to qualification, this approach would entail that the half hourly metered
electricity consumption from all of the franchisee operations would need to be
aggregated with that of 60t he franchisor 6 (1
hourly electricity collectively met or exceeded the 6,000MWh inclusion threshold over
the course of the qualification year, the franchisor organisation would qualify for
CRC. The oO6franchisord would then partici pal
incurred at franchisee premises within its CRC energy use portfolio.
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Definition of franchise agreements

The CRC Draft Order introduces a definition of franchise in Schedule 3 that is
essentially based on the following key elements.

1 The existence of an agreement between parties operating at different levels of
the distribution chain and where, as a result of that agreement:

fAaThe franchiseed conducts its business by
providing services, in accordance with the agreement; and

TAThe franchiseeo equi ps aosr ipnrsetsreuncttse di tbsy
franchisor o, so that al | the premises cC.
uni form internal appearance, whi ch t he
franchisoro.

Question 5. Do you agree that the proposed definition of franchising (see
Paragraph 6 of Schedule 3) achieves the stated CRC policy goal of
including large franchise based and similar organisations?

Yes / No / Not Sure

If no, please explain your reasoning and suggest a workable alternative
approach which could achieve these objectives

91 Does the proposed definition of franchises lead to unforeseen
consequences, if so, what?

Box23:Exampl es of the treatment of o&éfranchi ses

In the automotive sector, car dealerships generally operate under a selective or
exclusive distribution agreement. Irrespective of the classification of the agreement,
car dealerships would be included in CRC, with their energy use emissions allocated
to the car manufacturer brand, if the distribution agreement meets the requirements
of the franchising definition outlined above (i.e. the manufacturers, as part of the
distribution agreement, instruct the dealer in respect of the way premises are
equipped and presented to customers). This, of course, assumes that the car
manufacturer is sufficiently large (with UK half hourly electricity use exceeding the
qualification threshold) to be a CRC participant. It also assumes that, whilst certain
subsidiaries of the car manufacturer may be exempt on account of having Climate
Change Agreements, the car manufacturer has a highest parent company that is not
wholly exempt.
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In the oil industry, petrol stations may operate under a licence agreement or a
dealership agreement. Even though these agreements are not legally regarded as
franchising, for the purpose of CRC they would nonetheless have to be assessed
against the CRC legal definition of franchising agreements. In most instances, the oll
company provides the dealer (petrol station) with a provision of fuels and with a
licence to use the brand on site, but does not instruct the petrol station dealer as to
how to equip or present the premises i in which case the energy use at these petrol
stations would not be the responsibility of the relevant oil company within CRC.

In the mail delivery industry, post offices operate under a variety of legal agreements
and models. Under the proposed approach, only in those instances where the post
office premises are equipped and presented in a uniform way, as instructed by the
service provider, would the post office energy use emissions be grouped as part of
the responsibility of the service provider.

2.4.2 Overseas Ownership

Government wishes to avoid giving differential treatment to organisations owned by
overseas parents. Government has therefore decided that 1 irrespective of whether
the highest parent organisation is based in the UK or overseas i if the UK half hourly
electricity use of the highest global parent organisation (based on any UK half hourly
electricity from the parent and any of its subsidiaries) exceeds the proposed CRC
inclusion threshold, then the organisation will qualify for CRC and will need to
nominateaUK-based group member to be the organisa

For example, in the case of a US-based parent organisation with multiple UK

subsidiaries and operations i where the total UK half hourly electricity use exceeds

the inclusion threshold i the UK energy use of these bodies would be grouped to

form a single CRC organisation (effectively
business). Government proposes that such a CRC undertaking will be required to
nominate a leading UK subsidiary - or, alternatively, a proxy/agent for service in the
UKT who wil| act as the O6primary member
scheme. This would apply equally to situations in which an overseas based business
owns, for example, a larger number of UK subsidiaries each under the qualification
threshold and to situations where two subsidiaries are both above the qualification
threshold. Principal subsidiaries of overseas companies will be considered as
described above for UK companies. Importantly, this mirrors the approach that would
be taken if the companies were wholly UK owned.

(@)}
—

or
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2.5Joint Ventures and PFI

Government proposes that Joint Ventures and PFI/PPP/BDFO arrangements (where
there is no parent with a greater than 50% controlling stake) will participate as
individual CRC organisations (where the inclusion threshold is exceeded).
Responsibility would not be split between the shareholders. Therefore, where no
single organisation owns a majority share in a company, the company's electricity
consumption will not be aggregated with that of its joint owners for the purposes of
ascertaining eligibility for the scheme. This principle is clearly also relevant to private
equity and venture capital contexts.

Article 7 and Schedule 2 (para 5 (d)) of the Draft Order deals with the classification
of organisations with multiple owners.

Box 2.4: Treatment of Joint Ventures

In the example below, Organisation C will be classed as a subsidiary of Organisation
A as Organisation A owns a majority share in Organisation C.

Own% / Owns
70% 30%

In the example below, neither stakeholder owns a majority share of Organisation F.
In this situation, if Organisation F has an energy consumption of at least 6,000MWh
through half hourly meters in 2008 then it will be a participant in CRC in its own right
and so will report its own emissions. If Organisation F has an energy consumption
below 6,000MWh through half hourly meters in 2008 then its emissions will not be
reported under CRC, even if Organisations D or E are participants.
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D o

owns Owns
50% 50%
oo

In the example below Organisation Y is also a participant in its own right because
none of the stakeholders hold a majority stake.

EDEDCDED

Own owns
32% 8%

o

In the example below, Organisation Z reports the emissions for Organisation D as it
is the majority stakeholder, owning a larger than 50% share of the company.

COEDEDED

Own T Owns

wns
11%

15% 10%
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