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Environmental taxes are widely seen as 
necessary to achieve the EU's goals of emission 
reductions and sustainable growth. One day 
they may become a resource for the EU budget. 
These instruments put a price on the use of the 
environment, taxing the harmful effects of 
production and consumption by raising retail 
prices to levels covering their costs to society.  
Market-based instruments have several 
advantages: they are efficient, low cost and 
flexible. Environmental taxes also generate 
revenue for the state.  
An environmental tax reform would decrease 
pollution and, ideally, reduce unemployment 
at the same time.  
There are also possible drawbacks: increased 
tax burden, unfair redistribution of wealth and 
loss of international competitiveness. 
Nevertheless all these can be mitigated by a 
well designed tax system.  
All EU Member States use environmental taxes, 
although to a rather limited and decreasing 
extent. The minimum level of energy taxation is 
regulated at EU level. 
The experiences of the EU and OECD members 
are positive. Taxes have reduced the energy 
and CO2 intensity of their economies without 
generating predicted negative effects. 
A review of the Energy Taxation Directive is 
planned, but taxation is a joint competence, 
therefore negotiations may take time. 

 
Taxing energy and emissions? 
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Issue definition 

Environmental issues 
At the Lisbon Council's Eco-Innovation 
Summit in January 2011, the Commissioner 
for Climate Action, Connie Hedegaard, called 
for a shift towards environmental taxes.  

The European Union has committed itself to 
reduce greenhouse gas emissions and 
intends to show a good example to the rest 
of the world. To achieve this goal a complex 
set of tools will be used, including 
regulations and standards as well as market-
based instruments. Emphasis has tended to 
shift towards the latter in recent years.  

Until recently, the environment was 
considered to be free for everyone to use. 
The resulting abuse made it clear that it 
needs to be priced to be used responsibly. 

Consumers have to be convinced to buy 
more environmentally consciously. This can 
be achieved by informing them about the 
environmental effects of products. The most 
efficient way is to convey the information in 
the prices, by making them reflect their 
environmental harm as a cost. 
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Environmentally related taxes, levied on 
measured pollution or environmentally 
harmful substances and practices, can also 
steer consumption in a sustainable direction. 

Own resources issues 
The idea of a tax-based EU own resource has 
come up several times in the Commission 

http://www.theparliament.com/latest-news/article/newsarticle/hedegaard-calls-for-eu-energy-taxes/
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and the Parliament. One option would be 
redirecting a part of the existing energy tax. 
The idea may be revived in the negotiation 
of the next Multiannual Financial Framework. 

Economics and environment 

Externalities 
An externality is the cost to society of 
production that is not reflected in the price. 
Environmental damage is a typical example 
of a negative externality. The producer does 
not have to include it in the price as the 
environment is a public good and therefore 
freely available. Polluting is (or used to be) 
free, its cost to society is (was) not reflected 
in the price of the product or service. As a 
result the customer's choice amongst 
alternatives is (was) not based on the real 
costs, and thus they are (were) not 
encouraged to choose the one best for 
society as a whole. In other words: 
environmentally damaging products may be 
cheap in the shop, but costly for the public. 

Internalising externalities 
To make the customer's choice better 
informed, these externalities need to be 
included in the price. Using regulation or 
market-based instruments, externalities can 
be turned into costs and reflected in the 
price, thus internalising them. 

Market-based instruments 
The state can try to reduce externalities by 
administrative measures, such as bans or 
minimum standards. A more efficient way to 
achieve this goal is by market-based 
instruments that are able to correct the 
imperfections of the market. The most 
commonly used tools are charges1, fiscal 
instruments and tradable permits (e.g. the 
EU Emissions Trading System). 

Fiscal instruments can be divided into two 
main categories: taxes and subsidies. Taxes 
put a price on environmental damage while 
subsidies encourage the choice of 
environmentally favourable goods. 

Environmental taxes 
Environmental taxes are, by definition, levied 
units of environmentally harmful substances, 
such as Greenhouse Gasses (GHGs, e.g. CO2, 
NOx or SO2) or other pollutants. However the 
emission of these substances is often difficult 
or expensive to measure, therefore the tax 
may be based on proxies such as petrol, 
heating oil or coal-produced electricity, the 
use of which results in emissions. 

Calculating the tax 
The optimal environmental tax would be a 
Pigouvian tax2, in which the price is equal to 
the cost of production plus the cost to 
society caused by pollution. This would 
inform the consumer about the real cost of 
the product and make misusing the 
environment pointless for the producer. 

In practical terms, though, it is too difficult 
and/or costly to calculate the Pigouvian tax. 
Therefore the optimal tax should be set to 
achieve specific environmental targets with 
the minimum cost. 

Environmental tax reform 
ETR3 describes a reshuffling of the entire tax 
system that shifts the emphasis from taxing 
labour or production to taxing 
environmentally harmful practices, mostly 
energy or emissions. The idea of ETR is 
revenue neutrality, meaning that the overall 
tax burden remains the same. 

Arguments for and against 

Advantages of market-based instruments 
In comparison with regulation, market-based 
instruments are more efficient and flexible. 
Their efficiency lies in the low costs of 
achieving the environmental targets, as they 
require less detailed information than 
regulation, keeping administrative costs low. 
They also act as an incentive for innovation 
to find abatement possibilities, thus 
achieving long-term reduction in pollution. 
They also allow producers to choose the 
level and method of abatement. They have 
an educational effect through price signals 

http://ec.europa.eu/clima/policies/ets/index_en.htm
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distinguishing between environmentally 
friendly and harmful products. 

In some cases, though, regulation might be 
more effective, especially when the 
environmental problem is location-specific. 

Pros and cons of environmental taxation 
Revenues 
Among the different instruments taxation 
has a significant advantage for the state 
insofar as it creates calculable revenue. This 
can be used for environmental purposes or 
to reduce the negative welfare effects of the 
environmental taxes.  

Labour market 
ETR promises a double dividend: as well as 
reducing pollution it can lead to increases in 
employment through shifting taxes away 
from labour to pollution. It also promotes 
green technologies that can generate jobs. 
Evidence from green tax reforms in several 
EU countries proves this suggestion.4 

Tax burden 
It can have a negative welfare effect by 
raising the overall tax burden, if not done in 
the framework of ETR.  

Distributional impact 
Taxes levied on energy products and 
transport are regressive, taking more from 
the poor than the wealthy. Energy and 
transport are basic necessities which account 
for a higher proportion of the budgets of 
low-income citizens. To mitigate this effect a 
system of differentiated tax rates or subsidies 
(such as tax credits or direct payments) may 
be needed, entailing significant 
administrative costs.  

International competitiveness 
Additional taxes on production may result in 
higher costs and a resulting loss of 
international competitiveness for producers 
from countries which introduce such 
measures. Some vulnerable energy intensive 
sectors would be hit especially hard. This 
could result in the resettling of production in 
regions without such taxes. The result would 
be negative for the state (loss of tax revenue 

and employment) and would only relocate 
not reduce pollution.  

Revenue paradox 
Relying on the incomes from environmental 
taxes can be dangerous for a state, as – if 
effective – the revenues would decline over 
time. The state loses income as the taxes 
reduce the environmentally harmful 
practices on which they are levied. That is 
why many MS are increasing their tax levels. 

Indirect effect 
The effect of incentives such as taxes 
depends more on the market, the outcome is 
not guaranteed. Quantity-based instruments, 
such as emission quotas, are more effective 
in ensuring a specific environmental effect. 

Experiences in the EU 

EU statistics 
All EU Member States use environmental 
taxes, but to quite different extents. 
However, average use is relatively high in 
comparison with other OECD members.  

The EU supports market-based instruments 
to fight climate change and has introduced 
several measures at EU level, such as the 
Emissions Trading System and the revised 
Eurovignette Directive5. Taxation, though, is 
a national competence and the EU has only 
limited possibilities to act. It has, however, 
set up a framework for the taxation of energy 
products and electricity, which sets the 
minimum level of taxation of different types 
of energy products derived from fossil fuel. 

In MS, the ratio of environmental taxes to 
GDP and total taxation has declined. This can 
be explained by the nature of these taxes: 
they are levied on units of consumption and 
fixed in nominal terms, so they do not follow 
inflation and drop due to lower emissions. 

On average, the ratio was around 2.5% of 
GDP or 6.1% of tax revenues in 2008. The 
highest proportions can be seen in Denmark, 
Malta, the Netherlands and Bulgaria, and the 
lowest in Lithuania and Spain. 

http://ec.europa.eu/energy/res/legislation/doc/biofuels/taxation_energy_products_and_electricity.pdf
http://ec.europa.eu/energy/res/legislation/doc/biofuels/taxation_energy_products_and_electricity.pdf
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On average, 72% of environmental taxes are 
levied on energy, 24% on transport and only 
4% on pollution (emissions, waste and noise 
management) or resources (extraction of raw 
materials). The exceptions are Estonia, 
Slovakia, the Netherlands and Denmark, 
where pollution and resource taxes amount 
to over 10%. 
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Environmental taxation in the EU (% of GDP, 2008)
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The Nordic countries and the Netherlands 
started an environmental tax reform in the 
early 1990s and most of them achieved a 
significant reduction in their GHG emissions. 

The UK did even better after the 2001 
introduction of the Climate Change Levy. 

The declining proportion of environmental 
revenues proves a decrease in energy and 
CO2 intensity in the whole of the EU. 

Practice in some Member States 
Sweden 
Since the start of the ETR in 1991 the tax 
level has increased from €43 to €108 per 
tonne of CO2. At the same time the extra tax 
was complemented by the reduction of 
income tax and social charges on employers. 
The revenues were also used to finance R&D 
activities.  

The reform had the intended effects of 
reducing GHG emissions by 9.1%. More 
specific targets concerning sulphur, NOx and 
the changeover to greener cars have also 
been reached. The new system also 
contributed to technical development.6 

United Kingdom 
Britain introduced the fixed nominal rate 
Climate Change Levy in 2001 compensated 
by reduced social charges and subsidies for 
environmental projects. The policy resulted 
in a 17.4% emission reduction.  

Ireland 
A new Carbon Tax based on CO2 emissions 
of energy products was introduced in 
Ireland's 2010 budget. 

France 
France abandoned or postponed its plans to 

introduce a carbon 
tax (climate-energy 
contribution) in 2010.7 

The tax was initially 
set at market price 
lifting the cost of 
petrol, diesel, gas, 
heating fuel and coal 
used for transport and 
household energy. It 
was criticised by the 
public for adding to 
the already high tax 
burden, but also by 

environmentalists as being insufficient. 

Experiences of the OECD 
The experiences of OECD members to date 
prove that environmentally related taxes can 
be effective and efficient instruments in 
tackling climate change. Still their efficiency 
and effectiveness could be higher if 
exemptions and special provisions were 
reduced.8  

There is no empirical evidence of negative 
effects of such taxes on international 
competitiveness, as all countries developed a 
system of exemptions or tax revenue 
recycling. 

The administrative costs of environmental 
taxes are relatively low, but all special 
provisions increase them. This means a 
trade-off between the operational costs and 
the fairness of the taxes. 

http://customs.hmrc.gov.uk/channelsPortalWebApp/channelsPortalWebApp.portal?_nfpb=true&_pageLabel=pageImport_ShowContent&propertyType=document&columns=1&id=HMCE_CL_001174
http://customs.hmrc.gov.uk/channelsPortalWebApp/channelsPortalWebApp.portal?_nfpb=true&_pageLabel=pageImport_ShowContent&propertyType=document&columns=1&id=HMCE_CL_001174
http://www.moneyguideireland.com/new-carbon-tax-in-budget-2010.html
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The negative redistribution effect caused by 
the regressivity of the taxes can be mitigated 
by direct subsidies or fiscal compensation to 
low-income households rather than 
exemptions or reduced rates. 

Role and possibilities of the EU  

Taxation is an area of joint competence of 
the EU and the Member States. The 2003 
Energy Taxation Directive paved the way for 
a common environmental tax policy, but left 
significant room for manoeuvre for the MS.  

The Commission released a Green Paper 
including suggestions for the revision of the 
Directive in 2007. It makes a case - also 
supported by analysts - that existing energy 
taxes should be divided into energy and 
environmental (emission) elements. Energy 
products could be taxed based on energy 
content and CO2 emissions, not volume. It 
planned to create framework rules for 
carbon taxation for emitters outside the EU 

ETS. The decision was delayed and an impact 
assessment launched in June 2010.9 

The possibility of a new EU own resource 
based on energy taxes was brought up 
several years ago. In one option the 
Commission proposed an EU tax on energy 
or more restrictively on motor fuel used for 
transport, possibly supplemented with a levy 
on aviation fuel or the related emissions. 
Though a tax-based own resource was 
turned down by the Council in 2004. The EP 
supports it with additional environmental tax 
options: an "ecotax" beside an energy tax. 

Further reading/Main references 

The role of fiscal instruments in environmental 
policy, Katri Kosonen and Gaëtan Nicodème, 
Taxation Paper No 19, European Commission DG 
TAXUD, 22/07/2009, 

An ever less carbonated Union? Toward a better 
European taxation against climate change, Eloi 
Laurent, Jacques Le Cacheux, Notre Europe, 
December 2009 
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Endnotes 

 

1 E.g. Congestion Charges in London or Stockholm, motorway tolls most EU countries, waste water charges in Germany and 
Sweden etc. 

2 Named after economist Arthur Pigou, this tax is equal to the negative externality, making the price reflect all costs to society. 

3 Environmental tax reform is also commonly referred to as "green tax reform" or "ecological tax reform". 

4 COMETR project involving Denmark, Germany, Finland, the Netherlands, Sweden and the UK 

5 Directive 2006/38/EC amending Directive 1999/62/EC on the charging of heavy goods vehicles for the use of certain 
infrastructures harmonises the conditions under which MS may charge heavy goods vehicles (HGVs) for the use of major 
motorways. A proposal to revise the Directive to enable MS to internalise the environmental costs of HGVs' journeys is expected 
to undergo second reading in Parliament in spring 2011. 

6 Economic Instruments for the Environment, The Swedish Environmental Protection Agency. 
7 Paris scraps carbon tax plan, Ben Hall, Financial Times, 23 March 2010. 
8 The political economy of environmentally related taxes, OECD, 2006, p. 10. 

9 EC delays on EU Carbon Tax, Taxation International News and Information, 25 June 2010. 
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