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Those organisations who prepare early have the opportunity to gain competitive
advantage in terms of managing cost and reputational impact, as well as having
greater confidence in their purchase of carbon allowances under the CRC.

The CRC is a mandatory cap-and-trade

scheme for emissions targeted
at organisations in the non-
energy intensive sector in the
UK. Organisations that used a
minimum of 6,000MWh (approx
£1m at current prices) of electricity
through Half Hourly Meters
(HHMSs) in 2008 wiill be included.
The scheme comes into force in
April 2010 and the Government
published its final consultation
and guidance in March 2009.

This document is an update to the
KPMG CRC guide entitled *“Step by
Step” published in August 2008.
Here we confirm the requirements of

participating companies, share our key

insights from helping organisations
prepare, dispel some of the common
myths and outline the key changes
included in the final consultation.
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What has changed since August 2008?

The March 2009 final CRC consultation
published by the UK Government
contains important changes and
clarifications:

The Oct 2009 — Mar 2010 baseline
period, against which performance

is measured, has been changed to
run concurrently with the first year of
compliance (Apr 2010 — Mar 2011)

The registration period is now
Apr 2010 to Sep 2010, with
registration packs being sent out
in September 2009

Each year’s submission must be
made by the last working day of
July following the compliance year

Allowances can be carried over
between years except between
2012/13 and 2013/14 and
between phases

= Position in the league table beyond

year one is largely determined
by gross improvement in carbon
footprint with a small proportion
(up to 25%o) factoring in change
in revenue

* The contents of the evidence packs

have been outlined, including the
need for director sign off and tick-box
disclosures on the organisation’s
carbon management strategy

Fines for non-compliance have been
increased and fixed

Schools will be included in the
footprint of local authorities

Household property usage will not
be included in the footprint of local
authorities or housing associations

The revised timeline for introduction
of the CRC is illustrated in figure 1

Figure 1: Phase 1 timeline (as of March 2009)
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Common Myth

Dispelling some of the
CRC misconceptions

KPMG insight

Only electricity usage is included in
the CRC footprint

UK electricity usage though half-hourly meters in 2008 is used to qualify an organisation for

the scheme. However, once qualified, all non-transport energy use in the UK must be used to
calculate the carbon footprint e.g. gas, coal and oil usage. Having Climate Change Agreements
(CCAs) and/or participating in the EU Emissions Trading Scheme (EUETS) does not automatically
exclude organisations. Evidence will still be required to prove exemption.

Oct 2011 is a refund for a single year

Two years’ worth of allowances (2010/11 and 2011/12) are purchased in April 2011 and both
are refunded to participants in October 2011 to reduce cash flow impacts. This complicates
the accounting treatment as a refund has been received in October 2011 for all of the 2011/12
allowances purchased in April 2011 even though the participants in the scheme haven't yet
emitted all of the carbon for which they purchased the allowances. This complication applies
for all later years as well.

The money we spend each year
on allowances will be given back
to us with a bonus/penalty for
performance in the league table.
This means that the maximum we
could lose is the maximum penalty
on our spend on allowances in
that year

The CRC has been designed to be broadly revenue neutral as most of the money collected from
the auctions will be refunded to participants. However, the CRC will not be cost neutral to
participants. Besides the cost of compliance (staff time, admin fees etc) and charges levied by
the government (registration charges, administration fees (tbc) and potential fines) the ultimate
cost is determined by the participants” ability to reduce their carbon emissions over time.

A common misconception is that the maximum a poorly performing participant could lose is the
current year's penalty from the amount they spend on allowances at the start of each year.
This is incorrect. The refund individual participants are entitled to is based on three factors:

e |nyears 1to 3 of the scheme, a diminishing proportion of the league table ‘score” is
comprised of the ‘Early Action Metric'. This is determined by the coverage of voluntary
automatic meters across the estate and the proportion of emissions covered by the
Carbon Trust Standard;

e The league table performance beyond year 1 is largely governed by a participant’s
performance in reducing their own emissions compared to previous years; and

e The quantity of allowances an individual participant purchased in the baseline year (year
1) as a proportion of the total allowances purchased by all participants during year 1.

It is this final point that takes many participants by surprise. The entitlement to a proportion of
the total refund ‘pot’ (before the bonus/penalty from position in the league table is applied) does
not change over time. If the pot shrinks (ie most participants reduce their carbon emissions) then
the refund a participant is entitled to shrinks too, no matter how much money they spent on
allowances that year. Therefore, to break even from this measure, participants need to reduce
their emissions at the same rate as the overall fund is shrinking.

It is this complexity that could pose significant challenges for the finance function when
recording the costs of the CRC in any one year. As an additional factor, any profit/loss made
when trading allowances on the secondary market (i.e. from other participants) will not count
towards the sums that are refunded and they will also be subject to relevant taxation.
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The cost of carbon is very low and
won't affect the bottom line

In the first three years of the scheme, the cost per tonne of carbon at auction will be fixed at
£12 per tonne. This equates to a few percent on utility spend. However, the bonus/penalty
for performance in the league table increases rapidly and some models indicate the sums at
stake could easily be 20-50% of utility bills by 2020.

It doesn’t matter if we don't respond -
carbon isn't important to our business

Government auditors will check 20% of all evidence packs each year based on an assessment
of risk. Some organisations could be checked every year. Fines are significant, fixed and tiered to
make prosecution simpler. For example, £5,000 for any organisation failing to register and £40
per tonne of CO2 incorrectly reported (over 5%). Organisations that fail to comply may also be
publicly named and placed at the bottom of the league table.

If the business grows, we can
change our baseline against which
performance is measured

A participant’s performance in the league table is largely governed by their ability to reduce
their emissions over time compared to a baseline. This baseline is the rolling five year average
of the previous five years’ emissions (or less when the scheme has not been running for five
years). This baseline can be updated under certain circumstances such as the sale/purchase of a
subsidiary that would be in the CRC in its own right.

However, the baseline cannot be updated following organic growth or the sale/acquisition of

a non-CRC business. As net improvement (factoring in a change of revenue) is only considered
for up to 25% of the league table score, any growth that does not allow rebaselining is likely to
increase an organisation’s relative carbon footprint. This will reduce performance in the league
table and increase the costs of carbon to the whole organisation. This is anticipated to be a very
significant governance issue for Private Equity and acquisitive businesses in the future.

We already calculate our carbon
footprint so don't need to act

The CRC boundaries are very specific and may not match current calculations. Many carbon
footprints also include estimations and are rarely subjected to the level of review that financial
numbers may receive. As the carbon footprint is now linked to the financial statements through
the CRC we strongly suggest this should change.

The CRC guide will tell me everything
I need to know

Whilst the draft guidance published by the UK Government in March 2009 is a significant step
forward in communicating the facts, there are a number of questions still outstanding and the
legislation is yet to be finalised. For example. currently there is no international accounting
standard for the treatment of carbon allowances and this isn't covered in the user guide.
KPMG have therefore published a guide called “Accounting for Carbon”.

(4

Big groups [are] unaware of looming
emissions bill...Companies are likely to

spend about £660m a year on allowances 99

Financial Times, 12 March 2009

© 2009 KPMG Europe LLP, a UK limited liability partnership, is a holding company of a number of members of the KPMG network of

independent member firms affiliated with KPMG International, a Swiss cooperative. KPMG Europe LLP and KPMG International provide no

client services. RRD-136481




kpmg.co.uk

What are some of the risks of
the CRC?

All potential participants in the CRC
should begin to prepare in 2009.
Organisations will have a number of
risks to manage:

« Organisations with many sites and
multiple utility suppliers will have
much greater risk of error in their
data systems

< Landlords / tenants will have to
to determine responsibility for
paying for carbon by reviewing
contracts. The cost of carbon paid
for by tenants or subtenants can be
affected by organisations outside
of their control

< Private equity houses and those
organisations that regularly buy
or sell entities risk significant
fluctuations in the cost of carbon,
with the actions of the fund/parent
affecting the costs of carbon for all
portfolio companies (see table on
CRC myths)

< Organisations that grow organically
could see the cost of carbon rise as
they expand

+ Non-UK owned organisations,
particularly those with multiple sister
companies in the UK, will have to
participate as one entity and will
need to develop systems for
allocating costs

= Organisations whose year end is
between April and October will
have challenges determining the
cost of carbon to recognise in the
accounts as the refund of spend
on allowances in April (based on
league table performance) is not
determined until the October
league table is published

Contact us

As a participant, what do | really
need to do?

The legislation will drive change in
organisations. Some are mandatory,
whilst others are encouraged for those
organisations who wish to perform
well in the scheme:

= Participation is at a top-co level.
Non-UK organisations must
nominate a responsible UK
subsidiary. For Private Equity,
uniquely, the top-co
is the fund

e Include all companies that are >50%
owned by the top-co or fund

e Determine total electricity usage
through HHMs in 2008, register
for the scheme if you have at least
one meter, and begin to participate
if you cross the usage threshold of
6,000MWH through HHMs

= Pay for every tonne of carbon
emitted from energy use in buildings
and build this into accounts, budgets
and investment decisions from
April 2010

e Forecast carbon allowances for at
least 12 months ahead of every
April from 2011

» Develop systems to track actual
usage vs budgeted allowances

< Have a Director sign off on reported
carbon numbers

< Publicly disclose information on
carbon management within your
organisation

» Keep records for five years to allow
Government auditors to challenge
your compliance when required

< Consider carbon pricing in future
business investment and strategies

Richard Sharman
Lead partner, Carbon Advisory Group

richard.mas.sharman@kpmg.co.uk
+44 (0) 20 7311 8228

When should | start to prepare?

The CRC starts in April 2010 but our
practical experience tells us that it
takes several months to develop
the systems, skills and coordination
required to respond effectively.

The Government is relying on
participants to self-register for the
scheme and fines for non-compliance
are deliberately heavy. Participants are
expected to understand the scheme
and register correctly. Late registration
incurs an automatic fine.

The responsibility for complying with
the requirements of the CRC are

not just constrained to the energy or
environmental team. Our experience
indicates that finance, estates, legal,
procurement, audit and many other
functions all need to be involved early
in preparation.

KPMG'’s Carbon Advisory Group are
currently working with public and
private sector organisations to help
them understand the impacts of this
new legislation. We can help you:

* Determine if you qualify

= Review systems to provide
confidence and recommendations
for improvement

e Model the financial impact of a
variable carbon price

» Understand timing of investments
to realise maximum value

Ben Wielgus
Lead CRC advisor

ben.wielgus@kpmg.co.uk
+44 (0) 20 7694 8573

The information contained herein is of a general nature and is not intended to address the circumstances of any
particular individual or entity. Although we endeavour to provide accurate and timely information, there can be no
guarantee that such information is accurate as of the date it is received or that it will continue to be accurate in the
future. No one should act on such information without appropriate professional advice after a thorough examination of

the particular situation.
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