EDITORIAL

I INTRODUCTION: DOMESTIC, REGIONAL,
AND INTERNATIONAL PERSPECTIVES ON
ENVIRONMENTAL TAX POLICY

As recently experienced during the last summer in
Europe, America, or Asia, extreme weather events such
as heat waves or heavy floods are affecting entire popula-
tions, leaving them exposed to new risks that exacerbate
their living conditions and, in some cases, threaten the
habitability of large geographical areas. Scientific evidence
shows that some of these events would be ‘virtually
impossible without human-caused climate change'.1

Although some of these developments are beyond
human control, it is not too late to adopt policy measures
at different levels to mitigate their effects. The costs
related to the adoption of preventive measures might
initially appear to be substantial, however, they should
be compared with the enormous amounts that countries
will have to pay to cover the costs of the damages caused
by climate change. Cost-benefit analyses that have already
been made by several public and private actors, in parti-
cular insurance companies,2 leave little doubt as to the
necessity to act decisively and rapidly.

Unlike other challenges previously faced by states (for
example, ensuring peace and order within a jurisdiction,
fighting against poverty, or illiteracy), the fight against
climate change is a global task that requires collaboration
from all actors and at all levels. It is remarkable that,
despite strong political divergences on geostrategic issues,
world powers now tend to agree on the urgency of collec-
tive climate action.

Therefore, the time has arrived to develop innovative
environmental policies with national, regional, and global
dimensions. Beyond the primary concern of raising reven-
ues, domestic tax systems have been shaped by non-envir-
onmental concerns such as economic development and
redistribution. Adopting them to this new context will
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not only require the creation of new environmentally-
driven taxes (or similar instruments) but also a thorough
evaluation of existing taxes in the light of their environ-
mental incidence. At the national level, the priority
should be to monitor favourable tax regimes that were
established over the years and to ensure that public money
does not directly or indirectly subsidize carbon intensive
activities or the production and consumption of environ-
mentally damaging goods and services. To a lesser extent
and in such a way as to minimize windfall effects, tem-
porary tax incentives should introduced to accelerate the
shift towards greener methods of energy production and
consumption.

At the regional level such as, for example, in the
European Union, policies should be enacted to harmonize
domestic tax systems in order to relieve national legisla-
ture from the pressure of cross-border environmental com-
petition and national lobbies. As the European green deal
shows, tax policies are part of a broader framework encom-
passing other regional policy areas from trade, energy,
transport, industrial policy, and even finance.

At the international level, a first step could consist of
the adoption of an agreement on the types of counter-
measures that states would be allowed to introduce in an
effort to limit the negative effects of becoming free riders
by jurisdictions that do not abide by globally accepted
environmental standards.

As to the exact content of these measures, policymakers
may find inspiration in the results of decades — long
research in the area of environmental taxation which is
briefly summarized in the next section.

There is no doubt that significant legislative changes that
will impact everyday tax practice will occur in the near
future. This special issue is aimed at contemplating some
of these changes. The articles published in this issue aim at
bridging the gap between environmental policy and taxation
policy. Some deal with the actual environmental
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consequences of very specific tax issues, whether in a domes-
tic or a cross-border context. Others offer a broader and more
far-reaching perspective on what tax systems could look like
once they have fully integrated the imperatives of climate
change.

2 ENVIRONMENTAL TAXATION: FROM Picou
T0 NORDHAUS

The development of environmental taxation dates from the
1920s when Arthur C. Pigou, a British economist, theorized
the idea that ‘negative externalities’ (which he called ‘dis-
services’) should be internalized by the state. In his book, The
Economics of Welfare, Pigou makes a general argument about
the role of taxes in making those whose activities generate
costs on society to pay for these costs. Pigou also addresses
the role of tax subsidies in encouraging desirable activities
and compensating individuals that undertake them. Though
Pigou is often perceived as the ‘father’ of environmental taxes
(often referred to as ‘Pigouvian taxes’), it is worth recalling
that his book does not at all focus on environmental tax
measures. Pigou is generally interested in all types of activ-
ities that involve negative externalities, including invest-
ments in ‘motor cars that wear out the surface of the road’
or the construction of ‘buildings in a crowded centre, which
by contracting the air space and the playing-room of the
neighbourhood, tend to injure the health and efficiency of
the families living there’.” What these examples have in
common is that they concern activities that are not fully
negative: both investments in motor cars and the construc-
tion of buildings are useful activities. This explains why
taxing them is better than prohibiting them altogether.
Though appealing, Pigou’s arguments in favour of tax-
ing negative externalities raised questions: ‘How should
they be taxed?’; and ‘How can the cost of negative extern-
alities be measured?” These questions were answered by
William Baumol and Wallace Oates who suggested that
the tax rate should be a function of the environmental
objective to be achieved.” If their reasoning is applied to
the case of climate change, it implies that greenhouse gas
emissions should be priced at a sufficiently high rate in

order to meet the temperature goal of the Paris
Agreement, specifically, to hold the ‘increase in the global
average temperature to well below 2°C above pre-indus-
trial levels and pursuing efforts to limit the temperature
increase to 1.5°C above pre-industrial levels, recognizing
that this would significantly reduce the risks and impacts
of climate change’.’

The major problem with carbon taxes and other carbon
pricing instruments such as emissions trading schemes is
that they might be ineffective when they are only applied by
a small group of countries. This is due to the risk of carbon
leakage. The unilateral adoption of a carbon price can lead to
the relocation of production to jurisdictions with lower
environmental standards that would consequently lead to
an increase of greenhouse gas emissions at the worldwide
level. To overcome this problem, William D. Nordhaus, the
2018 winner of the Sveriges Riksbank Prize in Economic
Sciences, proposes the creation of ‘climate clubs’.® This con-
cept could be realized through the adoption of an interna-
tional climate treaty combining ‘target carbon pricing and
trade sanctions’.” Stated differently, Nordhaus' proposal
relies on the introduction of an ‘international target carbon
price’.® Countries would remain free to adopt the policy tool
they prefer (either a tax, a trading system, or a mixed
approach), however, they would need to ensure that these
policies ‘produce a minimum domestic carbon price’, for
example, a price of USD 25 per tonne of carbon dioxide.”
A similar idea calling for an ‘international carbon price floor
among large emitters’ has recently been discussed by Ian
Parry and others from the International Monetary Fund.'® In
addition to the establishment of a minimum carbon price,
Nordhaus also advocates for the adoption of sanctions on all
non-cooperative countries. He suggests that they should be
penalized through the imposition of uniform percentage
tariffs on the goods they export to cooperative countries.''

In some ways, the idea of a climate club appears to have
made its way to climate policy, at least in the EU. The
European Commission’s proposal for a carbon border adjust-
ment mechanism (CBAM) indicates that the EU will impose
a catbon price on a number of energy-intensive goods
imported from countries with no similar carbon pricing
policies as those in the EU."* Even though the EU proposal
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is not justified — at least not explicitly — by reference to the
need to sanction countries that do not have a sufficiently
ambitious carbon price as that in the EU, it sends a clear
signal to third countries. They can eisher follow the EU’s
footsteps, adopt a carbon price, and ‘join its club’, or their
manufacturers that export energy-intensive products to the
EU will be subject to the CBAM. Important questions
remain as to the compatibility of this strategy with the
law of the World Trade Organisation.'> Moreover, it is not
entirely clear how the CBAM can be reconciled with the
differentiated approach of the Paris Agreement. This is not
surprising. If the CBAM is a first step towards the practical
implementation of Nordhaus™ ‘climate club’ concept, the
intention would be for it to discontinue the voluntary
approach of international climate change agreements from
the Kyoto Protocol to the Paris Agreement.14

The next section of this editorial discusses the other tax and
non-tax policies that are part of the European Commission’s
(the Commission) climate policy package in more detail.

3 THE COMMISSION’S PACKAGE FOR CLIMATE

CHANGE

The Commission’s climate policy package, also referred to
as ‘Fit for 55, aims to make Europe the world’s first
climate-neutral continent by 2050. The European Union
is targeting to reduce carbon emissions by at least 55% by
2030 in comparison to 1990 levels, and this will involve
joint action by the Union and the individual Member
States in their own Capacity.15

The Commission’s package includes a broad variety of
proposals, including the application of the EU emissions
trading system (ETS) to new sectors, a revision of the
Energy Taxation Directive, and the CBAM that was men-
tioned previously. The proposals also foster an increased
use of renewable energy, greater energy efficiency, a more
rapid roll-out of low emission transport modes, the infra-
structure and fuels to support them, and diversified tools
to preserve and expand the EU’s natural carbon sinks. If
adopted, these proposals will have implications for both
the EU and the Member States. Part of the ambitions of
the Commission with its ‘Fit for 55  package is to
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encourage Member States to undertake ambitious commit-
ments that are more ambitious in terms of emissions
reductions.'® For example, the Effort Sharing Regulation
assigns stricter emission reduction targets to each Member
State for the sectors not covered under the EU ETS such as
buildings, road and domestic maritime transport, agricul-
ture, waste, and small industries. Moreover, the Regulation
on Land use, Forestry and Agriculture establishes a new
overall EU target for carbon removals to which Member
States will contribute. Part of the objective is to ‘improve
the quality, quantity and resilience of EU forests’. The
Renewable Energy Directive will also be based on a new
increased target to which Member States will contribute,
including through new specific targets for ‘renewable
energy use in transport, heating, cooling, building and
industry’. Other tools include a recast of the Energy
Efficiency Directive and the revised alternative fuels infra-
structure regulation.'” These measures, if jointly adopted,
would help achieve the EU’s objective of climate neutrality.

The ETS, the revision of the Energy Taxation Directive,
and the CBAM are closely linked as regulatory measures
to reduce carbon emissions. Their primary objective is not
to generate revenue but to assist in shifting behaviours
towards climate neutrality. This demonstrates that the
Commission is attempting to align taxation policies
with its climate policies as part of its climate policy
package.'® From this perspective, the package approach
is consistent with Article 11 of the Treaty on the
Functioning of the European Union, known as the ‘inte-
gration clause’ that was introduced by the Single
European Act in 1993. This provision requires an integra-
tion of the environmental protection in the Union’s poli-
cies and activities.

The current EU ETS relies on a market-based approach:
it puts a price on greenhouse gas emissions by requiring
certain sectors to submit emissions allowances. As the
number of available allowances is reduced on a yearly
basis, the emissions trading price should feasibly serve as
an increased incentive to lower carbon output.'” In the
Union, the ETS has led to the reduction of emissions from
power generation and energy-intensive industries by
42.8% since 2005 which is the same year the Kyoto
Protocol came into force.”” This does not mean that the
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ETS should be viewed as a complete success story. The EU
ETS carbon price has remained too low and it still has a
too limitedscope of application.”’ In the ‘Fit for 55°
package, the Commission proposes a lower overall emis-
sions cap and an increase in its annual rate of reduction.
Furthermore, it proposes to better internalize the emis-
sions of the aviation sector (by phasing-out free allowan-
ces) and include the shipping sector within the scope of
the EU ETS.?

Past experience with the EU ETS suggests that its
success in mitigating climate change is closely associated
with how well it interacts with other climate policies,
including the energy taxation directive. In addition to the
reform of the EU ETS, it is key to align the taxation of
energy products with the goal of mitigating climate
change. The United Nations Handbook on carbon taxa-
tion recommends the use of carbon taxes as the most
effective measures for behavioural shifts in carbon produc-
tion and consumption patterns as well as critically assess
In this context, the
Commission has proposed a revision of the Energy

. L2
different carbon tax designs.”’

Taxation Directive that aims at aligning the directive
with the EU’s energy and climate policies: promoting
clean technologies, removing exemptions, and reduced
tax rates on fossil fuels.”* Thus far, the European Union
has failed in both introducing EU-wide taxes aimed at
internalizing carbon emissions and in making existing
directives on energy taxation consistent with the EU
environmental policies and objectives.”’

The energy taxation directive that is currently in force
(2003/96/EC) contains explicit references to environmen-
tal objectives, including to EU’s climate commitments,
but lacks a systematic link with the EU’s environmental
considerations. The minimum prescribed levels of taxation
depend on the type of fuels, their use (motor or heating,
business or non-business) and specific purpose (e.g., agri-
cultural, public works). However, in some cases, the mini-
mum level of taxation can be inconsistent with the EU’s
environmental objectives, and some energy high-polluting
uses are excluded from its scope. Furthermore, a number
of authorized different rates and reduced rates or exemp-
tions encourage the use of carbon-intensive energy pro-
ducts which is difficult to reconcile with the EU’s climate
agenda.26

Finally, the CBAM aims to ensure that the EU climate
package, in particular the EU ETS, does not lead to
carbon leakage. It does so by imposing a carbon price on
energy-intensive products imported from third countries
with no similar carbon pricing policies as those estab-
lished in the EU. In this way, it stimulates the rest of
the world to adopt policies and targets as ambitious as
those that have been adopted in the EU.

In its package of measure, the Commission explicitly
addresses concerns regarding national voters’ reactions to
its climate package measures. More than a green transi-
tion, it is seeking to achieve what it calls a ‘socially fair
transition’.”’ As earmarking has been shown to play a
positive role in the acceptability of environmental taxes,
this might explain why the Commission proposed to do so
with the revenue generated through the EU ETS for
the
Commission recommends that potential negative effects

climate and energy-related projects.”®> Moreover,
on taxpayers with lower ability-to-pay (including effects
resulting from new systems for road transport and build-
ings) should be addressed by the Member States. This
should be done via revenue transfers to vulnerable house-
holds, micro-enterprises, and transport users. Finally, the
Commission also proposes the establishment of a new
social climate fund.”

Whether there will be adequate national and Member
States’ support to adopt the package at the EU and each
Member State’s levels is not yet known. The reduction of
carbon emissions is expensive, and one of the main diffi-
culties in financing climate-neutral policies relates to the
cost-benefit perception by taxpayers and voters. From the
taxpayer perspective, it is difficult to relate those costs to
the damages caused by individual behaviour and to future
benefits. Sustainable, risk, and improvement are broadly used
words in the European Green Deal and in the package,
illustrating the significant role of actuarial data. As indi-
vidual action is often led by emotions rather than reason,
it is uncertain whether the package will achieve the sup-
port of EU citizens. Reference and actual measures related
to the creation of jobs, addressing energy poverty, and
reduction of external dependency may be important for
achieving the public support needed to implement the
package and to help voters believe in the future of a
‘prosperous and green” Union.
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4 A SUMMARY OF THE PAPERS PUBLISHED
IN THE ISSUE

Approximately one hundred years ago, Pigou introduced
the concept that taxation could play an important role in
internalizing externalities. Fast forward to 2021; the
world is facing global environmental challenges from
plastic waste to climate change. This issue of Intertax
provides insight into current and future developments in
the field of environmental taxation.

First, Yvette Lind guides the readers through the
Swedish tax system and its preferential tax regime in favour
of data centres.”® As she explains, data centres from multi-
national tech-giants, including Facebook, Microsoft,
Amazon, and Netflix, benefit from a highly preferential
tax regime in Sweden regarding the taxation of the elec-
tricity that they use. She provides a critical assessment of
this tax regime, highlighting that neither EU state aid law
nor the non-discrimination principle seem to prevent the
adoption of such preferential tax measures. Yet, it is possi-
ble that this regime distorts competition in the internal
market. Moreover, Yvette Lind’s paper stresses the incon-
sistencies between this tax regime and Sweden’s sustain-
ability agenda. Her conclusions emphasize the importance
of aligning tax systems to broader environmental objectives
such as the mitigation of climate change.

Second, Edoardo Traversa and Benoit Timmermans
explore a new model of environmental taxes based on the
logic of the value-added tax.”’ Their analysis encourages
thinking beyond the traditional model of environmental
taxes that is often based on the model of excise taxes (e.g.,
carbon taxes, levies on plastic bags, plastic packaging taxes).
In an unusual manner, the authors do not call for the
adoption of a new environmental tax but, rather, for a
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‘virtual tax’ that would serve as a gentle persuasion. From
this perspective, the question of consumers’ responsibility
lies at the core of their analysis: “Would consumers change
their consumption pattern if a price tag attached to products
would inform them about the environmental cost linked to
their consumption?’

Third, Tatiana Falcio moves the discussion of envir-
In her
paper, she discusses the Handbook on Carbon Taxation
prepared by the

Taxation of the United Nations Tax Committee of
32

onmental taxation to the international level.
Subcommittee on Environmental

Experts on International Cooperation in Tax Matters.

It provides an incredible resource for anyone interested

in the role of taxation to mitigate climate change. It

also suggests that there is an increasing interest in the

international community for carbon pricing instru-

ments, including carbon taxes. Other international

bodies, including the World Bank, have also published

guidelines on carbon taxation.’® The organization of a

G20 High Level Tax Symposium on Tax Policy and

Climate Change on 9 July 2021 confirms the wide-

spread interest for carbon taxes as part of countries’

climate change agendas.34 Carbon taxation and discus-

sions on the adoption of a minimum carbon price floor

might well become the new project of the G20/OECD
Inclusive Framework.
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