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THE CRC ENERGY EFFICIENCY SCHEME

The past year has seen extensive political discussion on climate change, with phrases such as “carbon
budgets”, “emissions trading” and “carbon accounting” becoming almost everyday parlance in the run up to

the passing of the Climate Change Act 2008.

Now one of these carbon initiatives is about to hit home in the form of the Carbon Reduction Commitment,
or CRC Energy Efficiency Scheme (CRC), as it has recently been re-badged. But it is much more than a mere
‘commitment’. It is a binding legal obligation that will force large companies and public sector organisations
to improve their energy efficiency, starting in April 2010.

It is expected that between 20,000 and 25,000 organisations in the UK will have to provide information about
their energy use, with at least 5,000 of those being required to comply with the CRC in full.

What is the current position?

The Government issued its response to the consultation on the
Draft Order to Implement the CRC on 7 October 2009 and the
timetable and next steps are as follows:

> on 9th November 2009 the Environment Agency (EA)
published on its website guidance covering how to: assess
qualification, identify organisation structure, assess
exclusions and exemptions and register (further guidance is
anticipated in March 2010);

> the EA's User Guide is to be updated to reflect the policy
changes outlined in the consultation response;

> the Order to implement the CRC is to be laid before
Parliament early this year;

> revised allocation regulations (setting out details of the
Government allowance sales) are to be laid before Parliament
in early 2010;

> the CRC commences in April 2010; and

> details of the emissions cap are intended to be announced in
2012.

This Briefing has been prepared on the basis of the Draft Order
to Implement the CRC and the Government Response and Policy
Decisions dated 7th October 2009.

What is the CRC and how does it work?

The CRC is intended to increase energy efficiency thus reducing
carbon emissions by at least 4.4 million tonnes of UK CO:
emissions per year by 2020, while at the same time delivering
reductions in energy costs of around £1 billion per year by 2020.
It will require certain public and private sector organisations to
count their greenhouse gas emissions from April 2010 onwards.
From 2011 they will then have to purchase, and subsequently
surrender, enough “emissions allowances” to cover their annual
CO= emissions. They will also have to produce an annual report
detailing their carbon emissions.

From April 2013, the CRC will become a “cap and trade scheme” —
like the EU Emissions Trading Scheme — and a limited number of

emissions allowances will be auctioned in advance for each year.
These allowances may then be traded between organisations
participating in the scheme, on the “secondary market”, so
that those with a surplus can sell to those
with a deficit.

Funds spent on allowances will be ‘recycled’ back to CRC
participants 6 months after the allowances are auctioned, with
companies being repaid the amount that they spent on
allowances, with either a penalty deducted or a bonus added,
depending on their emissions reduction performance compared
with that of other participants, as determined by their place on an
annual league table. This ‘recycling’ payment means that the
scheme is effectively revenue neutral.

However, in the first phase of the scheme (April 2010 — 2013), the
rules are slightly different.

Year One: April 2010 - March 2011

In the first year of the CRC there is no auction of allowances, and
organisations must simply calculate their CO:= emissions from
non-transport related use of electricity, gas and any other fossil
fuels. For many organisations, however, the reality is that this will
not be a simple task.

Although gas and electricity suppliers are now required to provide
data for all meters, this does not detract from the difficulties
that many organisations are likely to encounter in monitoring
their energy use. This includes the initial task of locating all gas
and electricity meters, and identifying and obtaining details of any
purchases of fuel for the purpose of estimating their CO-
emissions.

Year Two: April 2011 - March 2012

The first sale of emissions allowances will take place in April 2011
and firms will have to buy allowances to cover their anticipated
emissions for Year Two. Allowances (each being an authorisation
to emit one tonne of CO:) will be sold at a fixed price of £12 each.

In October 2011 the first ‘recycling’ of funds will take place. This
means that firms will be reimbursed for the money that they
spent on emissions allowances in April, with either a bonus added
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“All organisations that consumed at least
6,000 megawatt hours of electricity during
the calendar year of 2008 will have to comply

or a penalty deducted depending on their energy saving
performance, as benchmarked against other CRC organisations in
the annual league table.

Year Three: April 2012 - March 2013

Emissions allowances will be sold, still at a fixed price of £12, in
April 2012 for the year ahead. In October 2012 the funds spent will
be ‘recycled’ to firms again.

Year Four Onwards/Phase 2: April 2013 - March 2018

From April 2013 there will no longer be a fixed price of £12 for
emissions allowances, and a limited number of them will be
auctioned instead. In each 5-year “carbon accounting” phase, the
limited number of allowances auctioned will decrease to reflect
the UK’s carbon budgets. This will tend to push up the price of
allowances, meaning that emissions reductions and energy
efficiency measures should make even better economic sense for
CRC participants.

In 2013, all previous emissions allowances will be cancelled, so that
any surplus allowances that have not yet been surrendered do not
add to the number auctioned under the cap. However, from this
stage on, allowances will be capable of being ‘banked’ for use in
future years.

“There are a number of
exclusions and exemptions based
on whether organisations
participate in the EU ETS, or
have emissions subject to
CCAs.”

Who must comply with the CRC?

All organisations that consumed at least 6,000 megawatt hours
(MWh]) of electricity through half-hourly meters (HHMs) during
the calendar year 2008 — which equates roughly to an annual
electricity bill of £400,000 — will have to comply with the CRC.
These organisations will have to register online for the CRC
between 1st April and 30th September 2010, or face significant
penalties. Organisations which register in 2010 must comply with
the CRC for the whole of the first phase, up to 2013. Thereafter,
organisations subject to the CRC will have to register for the
scheme by the last working day of the first year of a subsequent
phase.

Organisations which consumed less than 6,000MWh through
HHMs in 2008 will have to provide the EA with a list of all of their
HHMs settled on the half-hourly market, as well as details of their
total consumption of HHM electricity during that calendar year, by
the end of September 2010. All organisations with one or more
half-hourly electricity meters settled on the half-hourly market
must therefore identify all of their HHMs, and also ascertain the
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extent of their total electricity consumption through all HHMs for
2008.

The Government has tried to avoid any significant overlap
between the CRC and other measures designed to encourage
emissions reductions, such as the EU ETS and voluntary industry
sectoral Climate Change Agreements (CCAs). There are therefore
a number of exclusions and exemptions that may apply to
organisations, based on whether they participate in the EU ETS,
or have emissions which are subject to CCAs.

CCA Exemption

Organisations with 25% of their emissions covered by a CCA
during the first year of a CRC phase are exempt from
participating in the CRC. Where the participating organisation is
a group of companies, eligibility for the exemption will be assessed
and applied separately in relation to each group member, and
(where the group member is a franchisor) the combination of the
franchisor and the relevant franchisee.

Where the organisation subject to the CRC is a group with some
subsidiaries subject to CCAs, and others not, the whole group and
any franchisees will only be exempted where their combined
electricity consumption in the first year of the relevant phase is
less than 1,000MWh.

This suggests that there will be some overlap with CCAs, with for
instance, companies with less than 25% of their emissions
covered by CCAs still subject to the CRC. However, for the
purposes of the CRC, energy consumed in a facility covered by a
CCA, and which has been used for a purpose in relation to which a
target applies under that CCA, will not be considered to have been
consumed. This means that such emissions are effectively not
counted as part of the emissions for any given CRC year.

EU ETS Exclusion

To avoid overlap with the EU ETS, the CRC provides that energy
will not be considered to have been consumed for the purposes of
the CRC where it has been consumed in an installation covered by
the EU ETS Directive, and its use results in the release of
emissions within the meaning of that Directive and in respect of
which the company is required to surrender allowances under the
EU ETS.

Top of the league?

As indicated above, a CRC league table will be published annually
by the EA, ranking participants based on their emissions
reductions. In the first phase of the scheme, participants will
also be able to benefit from taking certain early energy saving
measures.

Good performance in the league table will be important for a
number of reasons.

Firstly, an organisation’s position in this table will determine
whether it will suffer a penalty or receive a bonus when the



“Where the parent and subsidiaries are
participating as a group, the parent
company is respon8|ble for the compliance

of all group members.”

money it spent on allowances is ‘recycled’ to it. In the first year
the penalty or bonus can only amount to a maximum of +/-10%.
However, this will rise to as much as +/-50% in 2015. One of a
participants' main priorities will be to ensure at least that so-
called recycling’ payments are not lost, which will mean ensuring
a reasonable position on the annual league table.

However, there is also another consideration in the context of
the league table, and that is corporate image. In pitting
companies against one another, rather than against fixed
common criteria, such as emissions limits or similar, the
Government will hope to harness competition in the free market
to drive down emissions and increase the uptake of energy
saving measures. Without this ‘reputational’ aspect of the
scheme, the uptake of such measures would be dictated largely
by the price of the allowances and the price of energy, which
would be the determining factors in assessing whether any
particular measure is cost-effective.

The first league table will be published in October 2011, during
the first year of the scheme.

During the first phase of the CRC, there will be three sets
of criteria against which performance in the league table
is assessed:

1. Early action — Participants will score points for taking early
measures to become more energy efficient, or to reduce
their emissions. For instance, points can be scored for
emissions certified under the Carbon Trust Standard or
Energy Efficiency Accreditation Scheme, or for voluntarily
installing settled HHMs, daily read gas meters, or remotely
read meters. In the first year of the scheme, this will be the
only criteria for the league table.

2. Absolute emissions reductions — Participants absolute
emissions reductions will be calculated against historic
average emissions over the previous five years. This is the
critical league table, in that it is triple weighted in
comparison to the remaining tables in calculating a
company’s overall performance.

3. Relative emissions reductions - Participants emissions
reductions are assessed taking into account any growth or
decline in turnover. The aim of this is to encourage, and give
credit for, low carbon growth.

Following the end of the first phase of the CRC, the early action
metric will no longer feature. A participant’s overall performance
will be assessed by weighting the individual metrics, with absolute
emissions reductions triple weighted, as indicated above.

There have been some criticisms of the league table aspect of
the CRC, alleging that companies that are performing the worst
at the moment are likely to benefit the most from the ‘early
action’ metric used in the first phase. The argument goes that
these companies will be able to benefit in the table by taking low
cost energy saving measures, which have already been
implemented by many other participants. The Government
response to these criticisms is that companies will save more

money the more energy efficient they become, due to savings in
energy bills. However, with the league table and the recycling
payment effectively coupled with one another, this does not
really address the concerns of many companies, at least in the
initial scheme phase.

Out of the comfort zone — carbon trading

Under the CRC the purchase of allowances from the Government
is based on projected emissions for the compliance year ahead,
meaning that there will inevitably be discrepancies between
projected and actual emissions, which must be balanced prior to
allowances being surrendered. The way participants will do this is
through the sale and purchase of allowances on the ‘'secondary
market’ — i.e. between one another. This will take many
organisations well out of their comfort zones, as they grapple
with predicting and managing their emissions and energy use, and
developing trading strategies.

On the last working day in the July following the end of a
compliance year, participants must both report their CRC
emissions for the year and surrender enough allowances to cover
those emissions. There has been some concern that, because of
many participants unfamiliarity with allowances trading, there will
be a last gasp dash at this point to purchase additional
allowances, and offload any surpluses. This would lead to spikes in
the price of allowances, and might result in the CRC's ‘'safety valve’
mechanism having to kick in, allowing participants to purchase EU
ETS allowances and use those instead of CRC allowances.
However, this is intended to be used as a last resort, rather than
a regular measure, and entails some additional costs on the
participant, such as a deposit and additional administrative costs.

The EA has indicated that it will provide guidance on the
mechanics of allowances trading, but will not provide advice on
trading strategies, which will be left up to participants. Pilot
schemes mirroring the CRC have apparently experienced low
volumes of trades, but it remains to be seen how participants
adapt and set about trading with one another.

Corporate Structures

Parent Companies and Subsidiaries

The CRC is an organisation based scheme and organisations which
are part of a group will participate together as a group under the
highest UK based parent company. The tests used for
determining parent and subsidiaries and group structures are
those under the Companies Act 2006 (essentially determined by
majority voting control or the ability to appoint/remove a majority
of the board of directors).

It will be possible for subsidiaries who would qualify to participate
in the CRC in their own right ("Significant Group Undertakings")
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“Strong penalties are required to deter
abuse and secure compliance...in certain
cases the administrators will have power to

to elect to participate in their own right (together with their
subsidiaries). This is referred to as "disaggregation" and the
Significant Group Undertaking will become legally responsible for
all obligations under the CRC and be liable for any penalties for
failing to do so. There will be no joint and several liability with other
members of its group.

Where the parent and subsidiaries are participating as a group,
the parent is responsible for the compliance of all group members
(although it will be possible to nominate another group company
to perform the administrative requirements of the CRC on behalf
of the group). All subsidiaries must therefore pass relevant
details up the chain to their ultimate parent to determine
whether they qualify, and thereafter to enable the parent to fulfil
the annual reporting requirements and to purchase the
appropriate number of allowances for it and its subsidiaries.
Where the parent company is not a UK company, its UK
subsidiaries must assess whether, as a group, they qualify.

“Participants must report their
CRC emissions for the year and
surrender enough allowances to
cover them.”

The main issue that this highlights is the need for effective
communication and co-operation between group members. With
subsidiaries potentially operating different reporting systems
and billing procedures from their parent, collating all of the
required data is likely to be a significant task in itself. Add to this
the need for verification of figures prior to Board sign off, to
avoid being penalised for errors in reported data, and there are
the makings of a real headache for some parent companies.

Designated Changes

The CRC includes measures to deal with the potential impact that
the sale or purchase of a large subsidiary (or an entire
participant] would have on a group’s emissions. Where a
Significant Group Undertaking is sold by a CRC participant, the
sale will be deemed to have taken place at the beginning of the
compliance year in which the sale took place. The scheme
administrator must be informed of the change within 3 months of
it occurring and the scheme administrator will then adjust the
seller’s and purchaser’s emissions data, such that the buyer will,
for the purposes of the CRC, become responsible for the
emissions of the subsidiary from the beginning of the compliance
year in which it was purchased. However liability for outstanding
penalities or those relating to non-compliance prior to the
change taking place will remain with the original parent grouping
and will not transfer to the new owner.

Franchisors

Franchisors and franchisees are treated similarly to parents and
subsidiaries, and must also come together to assess whether
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they qualify for the CRC, and for the purposes of participation
thereafter. In this situation the franchisor is responsible for the
energy emissions of all of its franchisees — even where the
franchisee is owned by another CRC organisation, as opposed to
by the franchisor.

There are special rules to cater for the situation where the
franchisor is itself a subsidiary of another company, when it must
report its energy use, and that of its franchisees, to the
group parent.

Here, as with parents and subsidiaries, the key to success will be
good communication and co-operation between franchisors and
franchisees, as well as early planning and collation of information.

Joint Ventures

If a participant has an interest in a joint venture company which
does not constitute a subsidiary (using the Companies Act tests)
of that participating company or group then it will not be included
by that company or group for the purposes of the CRC. However,
if the joint venture company would otherwise qualify then it will be
treated as the highest parent organisation and must participate
in the CRC like any other person and the joint venture parties will
need to ensure that the joint venture company takes steps to
comply.

Audit and Enforcement

The EA is responsible for the day to day administration of the
CRC. However the local administrators (i.e. the EA, SEPA and
NIEA) are responsible for enforcement, monitoring, auditing and
charging of participants in their respective jurisdictions.

Participants should expect to be audited at some point every 5
years. Accordingly, robust and secure information management
and storage systems will require to be put in place by
participants.

Given the self-certification basis of the CRC, the Government's
view is that strong penalties are required to deter abuse and
secure compliance. The penalties are predominantly civil with
fines and publication of non-compliance being the most common,
although in certain cases the administrators will have power to
block trading accounts.

“The key to success will be good
communication and co-
operation, as well as early
planning and collation of
information.”



“The CRC, focused on energy efficiency
rather than renewables, will not provide
additional incentive for renewable

generation.”

Interaction with Renewables Obligation

There has been much criticism of the interaction of the CRC with
the Renewables Obligation and the new feed-in tariffs proposed to
support renewable electricity generation. The Renewables
Obligation enables those generating renewable energy to earn
ROCs (Renewables Obligation Certificates), which can then be sold
on the open market. The scope to earn ROCs has been a significant
driving factor in the installation of renewable generating capacities
by a number of companies not ordinarily concerned with
generation. The Government recently undertook to introduce feed-
in tariffs to provide a guaranteed price for electricity generated
from renewable sources, in order to remove some of the risks
involved in developing renewable electricity generation.

However, the Government has confirmed that companies will not be
able to report emissions savings from on-site renewables under
the CRC unless they forego their ROCs entitlement. The rationale
is that this would potentially enable them to benefit from a double
subsidy, as they would earn money for selling their ROCs, and could
also earn a bonus under the CRC for their resulting improved
emissions performance.

This has led to warnings that this could stifle investment in
renewables projects, with companies saying that investment in on-
site renewables is only attractive where it is financially viable (in the
sense of being subsidised by money from the sale of ROCs earned,
or from the guaranteed price supplied by feed-in tariffs) and the
resulting carbon savings can be reported. It seems that in the
environmental context the importance of corporate image cannot
be underestimated.

While the Department of Energy & Climate Change (DECC) has
confirmed that the CRC, focused on energy efficiency rather than
renewables, will not provide an additional incentive for renewable
generation, it has conceded to publish a table showing the increase
in onsite renewable generation by organisations, together with any
energy efficiency savings, alongside the CRC league table. This
should enable organisations to benefit from improved corporate
image resulting from their renewables investment, without
effectively resulting in a double subsidy by Government.

Despite some calls for the CRC to be postponed for a year in light
of the recession, the Government looks set to press ahead with its
implementation. If it continues, final legislation will only be
published a few months prior to the start of the scheme in April
2010. Businesses should start planning now to ensure they are
prepared, and to avoid significant penalty payments for late
registration and submission of information.

Geographical note: The CRC applies on a UK-wide basis, having
been developed by the UK Government and the devolved
administrations. Accordingly, certain aspects of the scheme will
be administered by the Environment Agency, which also acts as
the regulator for England and Wales. The other regulators are the
Scottish Environment Protection Agency and the Northern
Ireland Environment Agency.

> Start collating the information required for registration
or information disclosure. Ascertain where all of your
HHMs are (and those of any subsidiaries or franchisees),
and send the EA a list of these, along with (for group
companies or franchisors) a single contact address for
the gualification pack to be sent to;

v

Complete the qualification pack when received.

v

If your organisation used more than 6,000MWh of
electricity through HHMs in 2008, register for the CRC
online between April 2010 and 30th September 2010;

v

If your organisation does not qualify for the CRC, make an
information disclosure online by September 2010;

v

Establish appropriate methods for collating and storing
data required and if you are part of a group, establish
appropriate group wide monitoring and reporting
procedures to capture the data required to comply with
the CRC reporting obligations;

v

Between April 2010 and April 2011, monitor and manage
energy use and emissions and consider the number of
allowances you will require to purchase, factoring in any
changes to your company structure or assets; and

v

Consider whether you can take advantage of the early
action metric by becoming accredited by the Carbon Trust
Standard, or by voluntarily installing automated meters.

The matters covered in this publication are intended as a general overview
and discussion of the suhjects dealt with. They are not intended, and should
not be used, as a substitute for taking legal advice in any specific situation.
Semple Fraser LLP will accept no responsibility for any actions taken or not
taken on the basis of this publication.
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For most industrial operators and for the vast UK renewables industry, the legal regulations surrounding waste and renewables are a
severe headache, with very significant commercial ramifications which are buried deep in complex EU and UK laws which are still in a
state of frustrating transition and uncertainty.

Semple Fraser’s specialist Waste, Renewables & Energy team handles the maze of EU and domestic climate change legislation, dealing
with energy security, resource efficiency, and carbon cutting. It’s a fraught agenda — how to do more with less (be energy efficient,
create less waste, put what waste there is to good use, emit less carbon, and develop renewable forms of energy), yet stop the lights
going out.

Our Group comprises industrial lawyers with a Brussels connection and technical industry understanding. We know the problems which
are out there because we represent many industrial producers and managers, in court and out of court. We have our “seat at the table”
with our main non-industrial client, the European Commission and we know the EU law intimately. We have to.

Our unique focus enables us to provide practical advice to our industrial operator clients and our streamlined legal services and
products ensure that they get what they want, bespoke to their commercial ohjectives.

KEY CONTACTS

Vincent Brown

Partner, Head of Waste, Renewables &
Energy Group

t. 0141 270 2242

e. vincent.brown@semplefraser.co.uk

THE FIRM

Semple Fraser is a multi-national practice that advises clients
throughout the UK from our offices in Glasgow, Edinburgh and
Manchester. We offer market-leading advice in the areas of
banking, commercial property, construction, corporate, corporate
recovery & insolvency, employment, environment & pollution, IT/IP,
litigation, property finance, planning and tax.

Our success as one of the leading commercial law firms has been
built on the simple principle of sticking to what we do best. In
other words, we concentrate solely on providing specialist advice
in the key areas of most importance to our clients, based on a
thorough understanding of the unique issues and pressures
affecting the business environments and industries in which they
operate.

Bill Fowler

Partner, Waste, Renewables & Energy Group
t. 0131 273 3736

e. bill.fowler@semplefraser.co.uk

Over the years, this has resulted in the development of particular

expertise in certain industry sectors - Construction &
Engineering, Finance, Real Estate and Waste, Renewables &
Energy.

SEMPLE FRASER LLP

GLASGOW OFFICE EDINBURGH OFFICE
123 St Vincent Street 80 George Street
Glasgow G2 5EA Edinburgh EH2 3BU

T +44 (0)141 221 3771 T +44 (0)131 273 3771
F +44 (0)141 221 3776 F +44 (0)131 273 3776

MANCHESTER OFFICE
14th Floor, Lowry House
17 Marble Street
Manchester M2 3AW

T + 44 (0)161 638 8770

F + 44 (0)161 638 8771

E info@semplefraser.co.uk

Visit our website to sign up to receive regular communications
and register for seminars.

www.semplefraser.co.uk

Semple Fraser LLP is a limited liability partnership registered in Scotland with
partnership number S0300371. Registered Office 123 St Vincent Street, Glasgow G2
5EA. Regulated by the Law Society of Scotland and the Solicitors Regulation Authority
in England and Wales.
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