The Carbon Reduction Commitment
Energy Efficiency Scheme (CRC):
Consultation on the treatment of the CRC
In the context of Landlord and Tenant
Relationships

SECTION 1: THE PURPOSE OF THIS CONSULTATION
AND HOW TO RESPOND

This is a consultation addressed to all property owners and occupiers and follows on from
the publication called ‘The Carbon Reduction Commitment: A Guide for Landlords and
Tenants™ published by a group of industry bodies in June 2009. This consultation has
similarly been put together by a working party® representing all interests in the property
industry.

The primary purpose of this consultation is to explore whether a cross-industry consensus
can be reached on how CRC costs should be apportioned between landlords and tenants in
new leases.

From extensive discussions with representatives from investors and occupiers it is clear that
the CRC is going to challenge all parties. The CRC is intended to incentivise its participants
to reduce their emissions. There is much to be done in rented buildings to encourage
landlord and tenant cooperation. It is intended that the working group will carry out further
work in this regard as it is a complex topic in itself.

Appendix 1 contains an overview of some of the complexities relating to the CRC and
landlord and tenant relationships. Further examples of these issues are set out in the Guide.

If the response to the consultation suggests that a consensus is possible, it is proposed to
ask a small group of commercial property lawyers to produce a range of standard CRC
lease provisions. Such provisions could be incorporated into new leases either as a whole
or in part according to the wishes of the parties. They could also be supplemented — if that
is what the parties wish to do — with additional text within a lease.

Although the primary focus of this consultation is on new leases, standard CRC lease
provisions could also be used to vary existing leases, for example by using a template deed
of variation, but this is something that would require the express agreement of the parties.

! The latest version of the Guide for Landlords and Tenants is available here:
http://www.bpf.org.uk/topics/document/23672/carbon-reduction-commitment-crc---a-guide-for-landlords-and-tenants
2 A list of the working party members is set out in Appendix 3.




There are three important reasons for encouraging the property industry to adopt a standard
approach to the manner in which CRC costs are apportioned between landlords and
tenants:

Standard CRC lease provisions will not need to be individually negotiated between
landlords and tenants, saving time for both lawyers and their clients. Similarly it will
not be necessary for solicitors to read through, and report upon, complex
administrative arrangements when reporting upon existing leases in the context of
investment sales and purchases.

Standard CRC lease provisions will help to ensure that property sales and purchases
do not become overcomplicated, which would inevitably be the case if a multitude of
different solutions to apportion CRC costs and benefits between landlords and
tenants were adopted.

Standard CRC lease provisions will assist the management, letting and trading of
properties. Different methodologies of calculating the costs and different methods of
allocating the recycling payments will make it very difficult to set up standard systems
for tracking and accounting for the CRC.

In order to help those responding to this consultation paper, please note that:

Section 2 sets out a list of questions to which responses are invited;

Section 3 sets out explanatory notes that all those seeking to answer the questions
in Section 2 are strongly advised to read, particularly if they are unfamiliar with some
of the issues raised by CRC in relation to leased buildings; and

Appendix 1 contains a brief explanation of the CRC and some information about its
impact on landlords and tenants.

Responding to the consultation

The questions in Section 2 have been grouped together under the following themes:

General Concepts

Costs of Complying with and Administering the Scheme
Purchase of Allowances

Recycling Payments

Changes in Landlord or Tenant

Energy Reduction Measures

When responding, please bear in mind that the value of your feedback will be enhanced if
you set out your reasoning for your answer. We welcome free text responses as well but
only in addition to responding to the consultation questions, not as an alternative.
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Also please bear in mind that the objective of the CRC is to achieve a reduction in carbon
emissions.

Please send your response to the consultation, preferably by email (with an MS Word
compatible document attachment) by close of play 5" February 2010 to:

Patrick Brown
Secretary to the CRC Working Party

at:

crc@bpf.org.uk

or:

c/o British Property Federation
7" Floor

1 Warwick Row

London

SWI1E 5ER

A word version of Section 2 of this document, containing the questions, will be available on
the BPF website in early January 2010.

For any additional enquiries, please direct them in the first instance to the email address
above.

NOTE: The contents of this consultation paper are based on the draft legislation contained in
the consultation published by DECC in March 2009 and the subsequent policy changes
stated in the Response to the consultation issued in October 2009. Although the policy
framework of the CRC is now nearly final, a revised version of the draft legislation is due to
be published to reflect the policy changes that have taken place since the draft was
published earlier this year. It is anticipated that an amended version of the legislation is likely
to be published during the period of this consultation.
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SECTION 2: CONSULTATION QUESTIONS ON WHICH
YOUR VIEWS ARE SOUGHT

Explanatory notes are contained in Section 3 to assist in responding to the questions in this
section. This consultation paper uses the terms that have been defined in both the draft
legislation and the various government consultations and other policy papers that have been
published. A glossary of these terms was included in the Guide for Landlords and Tenants.
If you are not familiar with the defined terms used in this document, or the manner in which
the CRC will operate, you may wish to refer to the Guide for Landlords and Tenants.

A separate MS Word document will be made available shortly to assist in responding to the
guestions below.

A. Respondent Information

In order to help us to balance the responses that we receive, we would be grateful if you
would please supply some information about you and the capacity in which you are
responding. We may wish to contact you after the deadline for responses in order to clarify
aspects of your response. In publishing any summary of responses, we will not name any
respondents without their express permission.

1. Contact Details

Name

Title
Organisation
Telephone

Email
\Website
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2. What is your primary interest in the Carbon Reduction Commitment?

Role (please tick — may be more than one)
As a landlord who expects to participate in the
CRC as soon as it starts

As a landlord who expects to participate in the
CRC not immediately, but in future phases

As an occupier within a building where the
landlord will be within the CRC

As an occupier within a building who expects
to participate directly in the CRC in its own
right

As a managing agent

As an occupier who is unsure whether any of
its space or its landlord(s) will fall into the
CRC

As a legal services firm

/As an environmental consultancy

As a trade association (if so, please specify|
who you represent

Other (please specify)

B. General Concepts

3. Do you believe, in principle, that tenants should contribute proportionately
towards the CRC costs incurred by their landlords in relation to:

(a) energy use within a tenant’s own premises
(b) Energy use within the common parts of the buildings that they occupy

(c) administration of the CRC by the landlord (e.g. consultancy fees, submission of
the paperwork)

If you do not think that tenants should contribute, please explain why you do not
think that they should.

4, Do you believe that tenants should only contribute if they are credited with a fair
share of the recycling payment received by their landlord that reflects their
contribution to emissions? Please explain your reasoning.

5. If you do not agree that tenants should contribute to the CRC costs incurred by
their landlords, how do you think that such costs should be met (e.g. by an
increase in the overall cost of rents per square foot)?

5|Page



10.

Do you agree that any standardised approach to CRC for leased buildings should
allocate costs and benefits to individual buildings and even individual tenants by
reference to actual energy use (wherever this can be ascertained) i.e. following
polluter pays principles? Whether you answer yes or no, please explain your
reasoning and give any hypothetical examples if possible.

It is possible that some existing lease wording will allow the costs of the CRC to
be passed through to the tenant (perhaps as part of the service charge). Are you a
party to an existing lease that contains wording that you believe would allow the
landlord to pass the costs of CRC to the tenant? If so, please can you supply a
copy of wording of the specific clause that leads you to believe that this will be the
case?

If you answered yes to the preceding question, please give an indication in
general terms of the percentage of your portfolio (whether you are a landlord or
tenant) that this applies to.

Detailed Aspects

Costs of Complying with and Administering the Scheme

Do you believe that landlords should be able to pass on to their tenants the costs
of (a) complying with the CRC (purchasing allowances to surrender, completing
reports to submit, etc), and / or (b) administering the transfer of allowance costs /
recycling payments (e.g. the landlord’s internal or consultancy costs incurred in
administering the CRC?

(a) Yes/No (b) Yes/No

Explanation: Explanation:

If the administration costs and cost of allowances were to be passed on to tenants
(recycling of benefits will be considered in the Section below entitled ‘Recycling
Payments’), please indicate how you believe the costs should be dealt with:

(a) split amongst all tenants according to the area they occupy as a percentage of the

landlord’s portfolio;

(b) split according to actual energy use where information exists but otherwise

according to area occupied as a percentage of the landlord’s portfolio;

(c) one of the above (please specify) but with a proportion paid by the landlord

(please also specify the proportion that you think the landlord should pay); or

(d) other (please explain).
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ii. Purchase of Allowances

11. In relation to the common parts, how do you envisage CRC allowances for energy
consumption should be dealt with? Do you believe that the cost of them should
be:

(a) split amongst tenants in the building depending on sq ft occupied;
(b) paid by the landlord; or
(c) other?

Please provide reasoning for your answer.

12. Should tenants provide landlords with the money to buy allowances or should the
landlord buy the allowances and then charge the tenants retrospectively? If the
landlord uses the tenants’ money to buy the allowances, to whom would the
allowances belong?

13. If the tenants are providing the landlord with money to purchase allowances, when
should they provide this money?

(a) In advance, where estimates are made on consumption, so that the landlord has
the money to buy the allowances that it has estimated will be needed for the
forthcoming compliance year?

(b) Retrospectively so that the landlord receives the money at the end of the
compliance year once it is known how much energy was actually consumed
across its estate?

14.1t has been suggested by some participants, in relation to the parts of a building
occupied by tenants (although not the common parts of a building), that a landlord
and a tenant may agree that those tenants who are CRC participants and therefore
able to buy allowances will buy allowances for their own consumption and then
pass them to the landlord before it is necessary for the landlord to surrender them
at the end of each compliance year. Do you believe that landlords would be
interested in operating such a system? Provisions in the lease (e.g. enabling the
landlord to buy sufficient allowances to cover the tenant’s default, and pass the
cost to the tenant) could set out what should happen if the tenant does not have
enough allowances to pass to the landlord?.

® See notes in Section 3
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15.

16.

17.

18.

Recycling Payments

If the recycling payments are to be passed to the tenant, what methodology do
you believe should be put in place to calculate the tenant’s share of the recycling
payment? Possibilities might include the use of internal league tables based on
the performance of individual buildings or the landlord’s property portfolio or the
use of formulae based on reductions or increases in energy usage year on year,
etc.

Do you think it is feasible and cost-effective for landlords who purchase
allowances relating to their tenants’ energy consumption to operate league tables
of their buildings and their tenants within those buildings? Are there any
alternative approaches that could achieve a similar result while being cheaper and
easier to operate?

Changes in Landlord or Tenant

What should happen where a tenant changes during the compliance year? If the
landlord is passing costs and recycling payments to the tenants, do you think that
the landlord should continue to deal with the current tenant and leave the
incoming and outgoing tenants to sort out their respective CRC costs
contributions and share of recycling payment between them, in the same way as
happens now between incoming and outgoing tenants in relation to service
charges?

Where a landlord changes during the compliance year, the landlord who sold the
building will receive the recycling payment but it will no longer have a contractual
relationship with the tenants of that building that would require him to pass on to
tenants a share of the recycling payment. The landlord who has bought the
building now has a contractual relationship with the tenants of that building but
will not receive a recycling payment that related to the emissions from the
building. What do you think should happen in the case of:

() a CRC participant landlord selling to a different CRC participant landlord;

(b) a CRC participant landlord selling to a non-CRC participant landlord; and

(©)

A non-CRC participant landlord selling to a CRC participant landlord (for example,
will the tenants be entitled to any recycling payments)?
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D. Energy Reduction Measures

There is much to be done in rented buildings to encourage landlord and tenant cooperation. It is
intended that the working group will carry out further work in this regard as it is a complex topic in
itself.

19. If CRC costs are not passed on to tenants by a landlord, how do you envisage that
landlords and tenants could be incentivised to work together to reduce carbon
emissions associated with the building?

20. Assuming that the costs are passed on to the tenants, do you think that the
concept of a fund (into which the recycling payments would be paid) for improving
the energy efficiency of an individual building, or a portfolio of buildings, could be
practicable? Please explain your reasoning.
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SECTION 3: EXPLANATORY NOTES TO QUESTIONS
IN SECTION 2

Notes relating to B. General Concepts
Notes relating to question 3

There are two different scenarios that should be taken into account here:

e Where the landlord pays the energy bill for the premises occupied by the tenants,
and passes on the cost of energy to the tenants, either (where the energy is sub-
metered) according to the amount of energy used or (where there are no sub-meters)
usually on a floor area basis.

¢ Where the landlord pays the energy bills for the common parts (which will normally
include the energy used for the heating and ventilation systems and also fuel for any
standby generators).
In any building, there could be a combination of either or both of these scenarios. It is
important to understand that there are some very large and some very modern buildings
where the landlord purchases electricity for tenants for use in their own premises. These are
not necessarily multi-let buildings as it is often cheaper for landlords to use their purchasing
power to buy electricity for large parts of their portfolio.

Notes relating to C. Detailed Aspects
i. Costs of Complying with and Administering the Scheme
General notes relating to this section

The administrative costs of being a participant will be considerable, particularly for larger
organisations. These costs may include:

e The cost of initial registration with the scheme administrator®.

e The cost of annual registration with the scheme administrator®.

4 Where a landlord has to participate in the CRC because all or most of its emissions constitute emissions from demised areas,
it is likely to want to include these costs in those that it passes through to tenants. Where a landlord is participating in the
CRC principally because of emissions associated with its own buildings, then it is harder to see why tenants should
contribute towards this cost.

® See footnote 10 above.
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¢ Any installation of software needed to manage compliance with the CRC, both at a
macro level to allow the CRC participant to submit data to the scheme administrator
at organisation level, but also at the micro level so that it can identify costs and
potentially distribute costs and benefits accurately and efficiently on a building by
building basis / tenant by tenant basis.

e Forecasting emissions for the forthcoming compliance year taking into account the
organisation’s energy efficiency/carbon abatement strategies (including consultancy
costs).

¢ Monitoring, assessing and managing emissions through the compliance year.

o Where necessary, the cost of buying or selling allowances through the secondary
market or buying allowances through the safety valve.

e Reporting emissions and surrendering sufficient allowances to cover the
organisation’s emissions.

e Consulting tenants at each stage of the process.

¢ Managing the distribution of the recycling payments to tenants, which might involve
the maintenance of a sinking fund, an internal league table of tenants or any other
process agreed with tenants.

¢ Potential fines for non compliance.

ii. Purchase of Allowances

Notes relating to question 11

Working out how much to charge each tenant is difficult because, in respect of any
compliance year, landlords may acquire their allowances from different sources, and at
different times and for varying costs. A landlord may acquire the allowances it has forecast
that it will need in the annual fixed price sale or auction (as applicable to the phase in
guestion). It may buy allowances on the secondary market or by private arrangement (e.g.
on the acquisition of a building, from the seller of that building). Allowances may also be
held over from year to year (other than in the last year of the introductory phase).
Transparency is key: where tenants contribute towards the cost of allowances bought by the
landlord, the tenants will wish to see detailed information as to their provenance and cost.

Box 1: hypothetical example — buying allowances

Assume that a CRC participant owns a portfolio that comprises only three buildings: Alpha,
Beta and Gamma. Alpha and Beta are fully occupied. Gamma is half empty. The landlord
is responsible for supplying the energy for the common parts and the demised areas of all
three buildings.

The landlord estimates the energy use at the start of the compliance year and decides that it
is not likely to find a tenant for the empty part of Gamma. It buys allowances in the auction
to reflect the expected energy use of the existing tenants.
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The landlord’s assumption that it would not find a tenant proves incorrect and later in the
year the landlord has to buy extra allowances for Gamma at a much higher cost than in the
auction, since there is now a shortage of allowances to cover all three buildings.

e Should the unexpected additional cost (because the additional allowances that the
landlord had to buy were more expensive) be borne by the tenants of Gamma alone?

e Or should the unexpected additional cost be shared between all of the landlord’'s
buildings?

e Or should the new tenant pay the increased cost for the allowances itself?

e Or should the landlord bear the responsibility for the unexpected additional costs itself
despite the fact that this would presumably require an analysis (after the event) of when
and why the landlord bought its allowances?

It should be noted that one of the issues highlighted by this example is the extent to which a
tenant should share in the risks inherent in the CRC with its landlord. These risks may not
always involve a shared cost. There may be occasions where a profit is made e.g. where
the landlord sells surplus allowances in the secondary market. In this situation, should the
tenant benefit from any profit made from the sale of these allowances?

Some possible methods of ascertaining the cost of allowances are set out below. This list is
not exhaustive.

1. Average cost of allowances

The landlord passes on the average cost of allowances bought over the compliance year.
However, since the average cost will not be known until the end of the compliance year,
where the landlord is charging in advance for CRC, the price that the landlord charges will
either need to be an average cost related to the allowances purchased during (for example)
the landlord’s service charge year, or the lease will need to build in a system of balancing
the cost of allowances (as in the case of a rent review) after each year’s service charge
account has been closed.

Neither way is ideal, but the first option may be easier to administer.

Even if it is agreed that an average cost of allowances is to be used, it needs to be made
clear in the lease whether there are to be any exclusions from the calculation of the average.
For example, if the landlord was to decide to buy all its allowances in the secondary market
at the end of the year, once its actual energy use is known, rather than from the Government
at the beginning of the year, the tenants will not wish to pay more if the cost of allowances is
higher as a result of this decision.

2. Buy allowances for specific buildings

A second option is that the landlord should buy allowances for particular buildings, which are
then ring-fenced for each building and, where relevant, sold with the building. This seems a
less attractive idea for landlords as it limits the use to which those allowances could be put
later in the year when a more accurate assessment of different buildings’ energy use is
available. It would prevent spare allowances being diverted to different buildings or even to
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different organisations within the same group of companies. However, for tenants it may be
attractive as it will prevent double charging when an investment changes hands.

3. Landlord charges an unrelated price for the allowances

A third option, which may be adopted by some landlords, is to charge the tenants a price for
allowances that is unrelated to the cost actually paid by the landlord. This could be either
less or more than the cost price. By charging their tenants more than the nominal cost of
allowances, landlords may wish to encourage their tenants to reduce their energy use even
more than the CRC is intended to do. So long as any additional proceeds over and above
the actual cost of such allowances to the landlord are channeled into energy-reducing
schemes that directly benefit them, tenants may be prepared to accept such provisions and
even come to welcome them.

4. Landlord charges only the net cost of the allowances (after allowing for the recycling
payments)

In order to minimise the administrative costs of implementing the CRC, the landlord could
wait until after the recycling payment has been received in October after the end of the
relevant compliance year before allocating the net costs to the tenants. While landlords
would need to be aware of the cash flow implications of this, it could provide a way of
reducing transaction costs and simplifying the calculation of costs or benefits to be passed
down from organisation to building level, and ultimately to the tenants.

Notes in relation to question 13

The issue of the timing of payments between landlords and tenants is an extremely complex
area as the timings of payments are themselves dependent upon what the payments will
comprise — which is the subject of other parts of this consultation paper.

However, for the purpose of this section, we have assumed that tenants will contribute
towards their landlords’ CRC costs. We now compare the effects of two different methods of
passing on costs:

(A) The costs incurred in connection with the CRC are passed from landlord to the
tenants or to a service charge account as those costs are incurred.

On first sight this option seems the simplest way to manage the CRC between the two
parties. However, it is very difficult to work out exactly what costs should be passed from
landlord to tenant/service charge account, and when.

The landlord will be buying allowances for a given compliance year across a period of 16
months. The Government's sale takes place in April, at the start of each compliance year.
The landlord may buy allowances then, or it may buy allowances in the secondary market, at
any time up to the end of July in the following year, which is when its annual report for the
given compliance year has to be submitted and its allowances surrendered. This may
include buying allowances by private arrangement on the acquisition of a property.
Similarly, the landlord could be disposing of allowances by private treaty or on the secondary
market during the same period.

In relation to any one compliance year (with the exception of the beginning of the second
phase), a landlord could be using up allowances left over from previous compliance years
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(allowances cannot be carried over from the introductory period into the first auction period
but otherwise they may be banked for use in future years).

In a real-time accounting system, the landlord would charge to the tenants the sums
expended, as they were expended. Two advantages of this method for the landlord are that:

e it removes any credit risk (i.e. that a tenant could become insolvent after the landlord
has incurred expenditure but before it is repaid by the tenant); and

e itremoves any cash flow issue in that it is effectively the tenants’ money that is being
used to buy allowances.

The landlord could either ask the tenants to put it in funds just before it incurs the cost, or
send demands afterwards (either on demand or on the next quarter day). (Note — where
applicable, “quarter day” should be read as “rent payment day” or “service charge day”,
whichever is most appropriate in the circumstances.)

When a recycling payment is received, the tenants could be given their proportions
immediately, or these could be held by the landlord on account until the next payment is
due. At some stage the landlord might wish to recover any administrative expenses, if it has
been agreed that tenants will pay these (see the discussion in Section 3C above).

There are two possible disadvantages to this approach:

e The cost of each allowance is set once and for all at the time when the landlord buys
it, rather than being averaged out over the compliance year with the cost of all the
other allowances bought by the landlord for its emissions (which could include those
relating to its own business(es) as well as those relating to other properties that it
owns). This could be a disadvantage to the landlord if it needs to buy additional
allowances on the secondary market at the end of a compliance year, at a higher
price. This is demonstrated in the example in the box above. This is connected to
the second disadvantage explained below.

¢ Allowances, once bought, would effectively have been allocated by the landlord to
the particular building, since it would be the tenants in that building that would have
paid for them. It is not yet clear whether that is how landlords and tenants will wish
to treat allowances. Imagine that a landlord owns three buildings, Kappa, Lambda
and Mu. It occupies Kappa and the other two buildings are tenanted. It buys 100
allowances for each at the start of each year, using the tenants’ funds for this
purpose in relating to the two tenanted buildings. At the end of the year Kappa and
Lambda each have emissions equal to 120 allowances and Mu has emissions equal
to 60 allowances. Overall, therefore there are sufficient allowances. Assume now
that additional allowances on the secondary market now cost twice as much as the
allowances bought at the beginning of the year. Can the landlord allocate the 40
“unused” allowances from Mu to Kappa (its own building) and Lambda (the other
tenanted building)? It is arguable that, on the basis that the tenants in Mu have paid
for the allowances, they are no longer the landlord’s allowances to reallocate. The
tenants may not wish to sell them to the landlord, or to the tenants of Lambda, since
they may believe that the price of carbon will be even higher next year and they wish
to hold them over until then.

So if this option is to be adopted, it will require an understanding on everyone’s part that
allowances are permanently allocated to a particular building once they have been bought.
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(B) The costs incurred in connection with the CRC are only passed on by landlords
after the end of each compliance year and once all the relevant costs are known.

In this option, tenants are charged annually for the landlord’s CRC costs, but (subject to
possible advance payments being made by the tenants) nothing is charged to tenants until
at least three months after the end of a compliance year. By this time, all the allowances for
that compliance year will have been bought, and the recycling payment relating to the
energy consumption in the previous compliance year will have been received. The
landlord’s annual report (which has to be delivered in July following the end of the
compliance year) will have been submitted, so that it will be possible to work out exactly how
much of the landlord’s energy use is attributable to each building. That amount can then be
charged to the tenants and/or to the service charge account (as appropriate).

There are of course disadvantages to this option as well:

(1) The key disadvantage to a landlord is that the tenants will always be paying the landlord
in arrears, in some instances up to 16 months after the landlord has incurred the costs. This
is not an insurmountable problem as it should be possible to compensate the landlord in
some manner, and to cover the credit risk on the tenants. Two possible methodologies are
(i) for the landlord to receive an additional payment (perhaps calculated by reference to
interest rates) in August when the tenants pay the landlord after the allowances are
surrendered for the relevant compliance year (this would cover the cost to the landlord,
although not the cash flow or the credit risk on the tenants); (ii) alternatively the tenants
could make payments on account to the landlord of (say) either one quarter of the expected
total amount of CRC costs, or equal to what the landlord expects to pay that quarter (the
largest expenditure is always likely to be in April when it is anticipated that the majority of
allowances will be bought). This methodology would look very similar to a separate service
charge system running in parallel with the building’s main service charge system.

(2) Tenants would effectively be paying CRC costs one year after the relevant energy use is
incurred. For example, for compliance year 2012/13 (1 April 2012 to 31 March 2013), the
payment would not be due to the landlord until after the landlord’s annual report had been
submitted at the end of July 2013. This means that if tenants were particularly energy-
efficient in that compliance year, they would not see the benefit of it in the form of a smaller
payment for the landlord in relation to CRC until July 2013 at the earliest.

(3) The cost of the allowances bought by the landlord (and indeed the whole of the
landlord’s CRC organisation) will be averaged out across the entire year. This could benefit
either the landlord or the tenant depending on how the market reacts to the scheme.

(4) The CRC is designed so that recycling payments that are calculated by reference to a
given compliance year (say 1 April 2016 to 31 March 2017) are paid in the October following
the end of that compliance year (October 2017) using auction revenues that relate to the
next compliance year (April 2017 to March 2018). In other words there is a disconnect
between the costs of CRC (i.e. the purchase of allowances) for a given compliance year and
the recycling payment for a compliance year. For CRC participants that are landlords, this
feature of the scheme causes problems because matching CRC costs (which are being
charged to tenants in relation to a particular compliance year) to the recycling payments that
relate to that compliance year is important. This matching is important because the tenant
paying the costs relating to a compliance year may not be the same as the tenant that
receives the recycling payment for that compliance year, where the original tenant of the
demised premises changes. If landlords allocate recycling payments to tenants that do not
equate to their contribution to the costs of CRC or their period of occupation and hence
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energy consumption, then the tenant receiving the recycling payment will be receiving a
share of the recycling payment that relates neither to its contribution to costs nor its actions
in trying to reduce energy consumption. Some tenants will gain a windfall and others will not
receive a fair share of the recycling payment that their contribution and energy efficiency
efforts should have resulted in. As the bonus or penalty payment to be applied to recycling
payments will increase from +/- 10% to +/- 50% in the first 5 years of the scheme, and may
increase further over time, this problem is exacerbated.

To attempt to address this difficulty, it would be possible to delay balancing the year's CRC
account until the recycling payment that relates to the compliance year for which CRC costs
have been contributed is paid. This is paid in October, three months after the annual report
is submitted (i.e. for compliance year 2016/17 where CRC costs would have been
contributed by tenants during the course of that compliance year, the recycling payment that
is calculated relating to that compliance year’s data is paid in October 2017. To try to match
CRC cost contributions for a given compliance year to recycling payments that relate to that
compliance year would result in a delay in the settling-up process for that compliance year
by a further three months, so that it would not occur until at least seven months after the end
of the compliance year.

(5) Itis not clear who is to pay for allowances that are bought by the landlord but not used in
any one compliance year. Apart from in the last year of the introductory period, it will be
permissible to carry over the allowances into the next year. If the price of allowances rises
over time (as it is anticipated will happen), banking allowances in this way may become very
common. This would require careful account management from landlords participating in
the CRC.

Notes on question 14

Potential for tenants to purchase their own allowances

This method would enable landlords to pass to those of their tenants who are CRC
participants responsibility for buying allowances related to energy used by the tenants in
their own premises, where it is supplied through the landlord’s meter and billed to the
tenants by the landlord. Tenants who are not CRC participants in their own right will not be
able to buy allowances from the Government in the fixed price sale/auction at the start of
each year so the landlord would have to retain responsibility for those non-CRC participant
tenants.

A landlord could therefore agree with tenants that are CRC participants that they will buy
their own allowances, and then pass them to the landlord before it is necessary for the
landlord to surrender them at the end of each compliance year. Provisions in the lease
could set out what should happen if the tenant does not have enough allowances to pass to
the landlord. These are likely to provide that the landlord could buy sufficient allowances to
cover the tenant’s default, and pass the cost to the tenant. Given that the landlord might
need to buy the allowances at that late stage through the secondary market, it is possible
that the tenant could end up paying a considerable sum for its failure to buy sufficient
allowances but could pay less if the cost of allowances is less in the secondary market if
companies have over purchased at the beginning of the year.

This method could be used whether or not the tenant’s energy supply was sub-metered. In
practice, tenants would find it easier to operate if the supply were sub-metered as they
would be able to keep an eye on their energy consumption — although the landlord could
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provide (say) weekly figures even if the supply were not sub-metered, dividing up the total
energy use by all tenants into individual figures using the same proportions as will be used
when the account itself is divided up among tenants.

This method could not be used for the common parts of buildings, so it could not be used on
its own. It would still be necessary to incorporate some sort of service charge provisions of
the kind set out in options A and B (see pages 13 and 15).

The landlord would still be responsible for distributing the recycling payments that it
receives. It should also be noted that the landlord will still be responsible for the tenants’
emissions under the terms of the scheme notwithstanding that it has effectively contracted
out its obligation to acquire allowances. |If a situation arises where the landlord has
insufficient allowances, it is the landlord not the tenant who would face enforcement action
under the CRC Regulations.

iii. Recycling Payments

General notes on this section

Where the tenants are paying towards the cost of the allowances, tenants will want the
landlord to pass back to them the benefit of the recycling payments.

Failure to pass on recycling payments in some manner would mean that tenants would be
less motivated to reduce their carbon emissions and, as a result, the landlord’s position in
the league table would suffer, which may then impact on the landlord’s reputation relating to
sustainability, carbon management and so on.

For these reasons the working party considers it unlikely that landlords will seek to charge
their tenants for the cost of allowances but decline to pass on the benefit of the recycling
payments.

Specific notes in relation to question 15

A key problem for landlords is that the CRC operates at a group, not at a building, level. A
large landlord may have a portfolio of many types of building, held in various group
companies. Additionally, some buil