Section 95 and Schedule 12: carbon emissions tax; Section 96: charge for allocating allowances
under emissions reduction trading scheme

The UK is considering two main options to maintain carbon pricing in line with its commitments to
reach net-zero emissions by 2050 in case it leaves the EU with no deal. These two options are aimed at
allowing as smooth as possible a transition out of the EU Emissions Trading Scheme (EU ETS),’
which is the EU’s main climate policy instrument. The first option is to introduce a UK ETS that
could, if both parties agree, be linked to the EU ETS.? The second option is to replace the UK
participation in the EU ETS by a carbon emissions tax.” The UK Government and the devolved
administrations have expressed their preference for a UK ETS.* Nevertheless, both options remain on
the table. This “twin-track approach” has been justified as a way to “ensure that, whatever the
circumstances, the UK will have an effective carbon pricing regime in place”.” Consequently,
provisions are being introduced to support the establishment of either a UK ETS or a carbon emissions
tax.

Sections 69 to 78 of the Finance Act 2019 (FA 2019) introduced the main design features of the
carbon emissions tax.® Section 95 of and Schedule 12 to the Finance Act 2020 (FA 2020) include
amendments to some of these provisions in order to make the carbon emissions tax operational as of 1
January 2021, if need be.” Moreover, section 96 FA 2020 provides the legal basis for the introduction
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of a UK ETS. It authorises HM Treasury to make regulations which provide for the auctioning of
allowances and the introduction of market stability mechanisms to limit price volatility.®

This short note first briefly describes the main features of the carbon emissions tax. Secondly, it
highlights that the carbon emissions tax would mimic many design features of an ETS, which blurs the
line between carbon taxation and emission trading. Thirdly, it discusses how such a carbon emissions
tax could be the first step towards a simplified approach to carbon pricing in the UK. Finally, it
concludes.

1. The main design features of the carbon emissions tax

The UK carbon emissions tax differs from traditional carbon taxes, which are usually designed as
excise taxes levied on fuels by weight, volume or on actual emissions (the so-called “fuel approach™).’
The carbon emissions tax relies on an alternative approach, which is based on the measurement of the
actual emissions of installations (the so-called “direct emissions approach™).'” The carbon emissions
tax is an annual tax, which is charged, in relation to regulated installations, “if the amount of reported
carbon emissions for a reporting period exceeds the emissions allowance for the period”.!' In many
ways, its design mimics the approach of the EU ETS, under which installations are required to
surrender allowances to cover their total annual emissions. Under the EU ETS, most of the allowances
are allocated through an auctioning system but some are allocated for free. In particular, the energy-
intensive sectors at risk of carbon leakage benefit from free allowances.'? The carbon emissions tax
can be compared to the EU ETS in terms of its scope, its approach to carbon leakage and its carbon
price.

First, installations to be subject to the carbon emissions tax should be broadly the same as those that
are currently part of the EU ETS, with two main exceptions." First, power generators located in
Northern Ireland would, in principle, remain part of the EU ETS.'* Secondly, the carbon emissions tax
would not cover the aviation sector. This is not surprising given the legal limits that apply to the
taxation of this sector under international law.'> Therefore, in order to meet the UK’s commitment to
tackle the emissions of the aviation sector, additional ad hoc measures would need to be established. '°
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For the installations subject to the carbon emissions tax, current reporting requirements for
installations should be maintained and be based on existing emissions reporting arrangements. "’

Secondly, the threshold for the determination of the taxable emissions—the so-called “emissions
allowance”—should play a similar role to that of the allowances that are allocated for free under the
EU ETS." Its objective is to allow “the government to maintain similar arrangements to the EU ETS
for industrial installations deemed to be exposed to significant risk of carbon leakage, to support their
competitiveness™." The “emissions allowance™ for the carbon emissions tax remains to be defined.
The Finance Act 2019 provides that the “emissions allowance” should be determined by reference to
an amount of emissions to be “specified by or under, or determined in accordance with, regulations
made by the Commissioners for Her Majesty’s Revenue and Customs”.? Setting the threshold of
emissions subject to the tax or the EU ETS at the “right” level is key under both mechanisms. Under
an ETS, if the allocation of free allowances is too generous, installations might be able to benefit from
windfall profits without having to reduce the amount of carbon emissions that they generate. Similarly,
under a carbon emissions tax, if the threshold of “emissions allowance” is set too “high”, very few
installations would end up being subject to the tax, which would make it ineffective (no emissions
would be taxable).

To the extent that the method used to determine the threshold of taxable emissions is comparable to
the methods used under the EU ETS to set out the levels of free allowances, the two mechanisms will
achieve comparable outcomes for the installations with reported emissions higher than their allocated
free allowances or “emissions allowance” threshold. However, for the installations with lower reported
emissions, the mechanisms could lead to different outcomes. Under an ETS, these firms would, in
principle, be rewarded: they would be incentivised to cut their emissions further in order to be able to
sell their excessive free allowances. In comparison, a carbon emissions tax would not have this
incentive effect, given that the tax would not be “credited or repaid” if the “emission allowances were
unused”.”’ To compensate for the absence of such an incentive effect, the Government is now
considering the introduction of a payments system to “reward decarbonization from main scheme
installations” as well as special arrangements for small emitters.*

Thirdly, the tax rate of the carbon emissions tax has been set at £16 per tonne of carbon dioxide
equivalent® in order to “maintain a stable carbon price for the installations that were subject to the EU
ETS” and “replace the revenue lost from the auctioning of EU allowances”.* This tax rate was
established in 2018 on the basis of an average of the carbon price under the ETS over a period of six
months and a forecast for the next six months.? The tax rate has not been updated since 2018, which is
problematic given the high volatility of carbon prices under the EU ETS. At the very least, the tax rate
should have been updated in FA 2020 to better reflect the higher average carbon price under the EU
ETS in 2019 in comparison to 2018 prices.?® Moreover, if the carbon emissions tax is introduced and
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price. The UK should aim for a carbon price sufficiently high to meet its commitment to reach a net-
zero emissions target by 2050 and the proposed £16 does not seem to meet this objective.” If the
objective is to encourage investments in low carbon technologies, it is key that it is sufficiently
credible that the carbon price will increase and remain high.

FA 2020 contains several amendments to FA 2019. Some of these amendments are just minor
technical corrections and updates to FA 2019 but some others are substantial. For example, FA 2020
provides the Treasury with the power to exclude certain installations from the carbon emissions tax,*
such as power generators located in Northern Ireland.” Moreover, FA 2020 extends the power of
HMRC to make further provision about the carbon emissions tax, such as the power to make provision
for “the imposition of civil penalties” in case of non-compliance.” It also adds a penalty for failure to
make payments on time.’'

2. A carbon emissions tax versus a standalone UK emissions trading scheme

The UK’s twin-track approach raises the question of the advantages and disadvantages of a carbon
emissions tax in comparison to a standalone UK ETS. This section highlights that the general
arguments usually put forward in favour of either of these instruments might not apply to the UK’s
proposals. Given their common objective of ensuring a stable carbon price in case the EU ETS no
longer applies in the UK as of January 2021, the two options differ less from each other than they
generally do.

The general advantages and disadvantages of carbon pricing in comparison with emissions trading are
well known. ** First, the design and administration of carbon taxes is usually considered to be
relatively simple in comparison to emissions trading.” Secondly, carbon taxation and emissions
trading are considered to provide different levels of certainty in terms of price and emission targets.
Carbon taxes provide certainty with regard to the abatement cost of carbon emissions. Under a carbon
tax, the tax rate defines the abatement cost whereas, for emissions trading, the cost of permits is
defined by the market on the condition that it is competitive. In contrast, emissions trading schemes
provide certainty with regard to the reduction in emissions levels that can be achieved: the total
emissions generated on a yearly basis should correspond to the amount of emissions allowances that
have been allocated by the authority, either for free or through auctioning. Thirdly, emissions trading
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2 FA 2020 Sch.12, para.3.

¥ FinaneeBilEighth-Sittingeol 209-(+6-Junre2620%-For power generators located in Northern Ireland, see
fn.15.

3 FA 2020 Sch.12, para.4(2).

1 FA 2020 Sch.12, para.9.

32 This entire paragraph is based on D. Fullerton, A. Leicester and S. Smith, Ch.5, “Environmental Taxes” in S.
Adam, et al. (eds), Dimensions of Tax Design: The Mirrlees Review (Oxford: OUP, 2010), s.5.2.4., 436—439.
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systems are considered more cost-efficient because they allow for an efficient allocation of emissions
abatement between firms under the condition that a competitive carbon market is in place.* Fourthly,
both mechanisms differ with regard to the institutional provisions that apply to their adoption and
implementation. For example, at the EU level, unanimity is required for the adoption of taxes, but
qualified majority voting requirements apply to the adoption of environmental regulation, including
the emissions trading scheme. In the UK, a carbon emissions tax would be a reserved matter for the
UK Government, which has raised some concerns in Wales and Scotland.*

Aside from the institutional aspects, the differences that generally distinguish carbon taxes from
emissions trading schemes do not fully apply to the UK proposals for a carbon emissions tax or a
standalone UK ETS. First, although most carbon taxes are generally simpler to administer than
emissions trading schemes, it might not hold true for a carbon emissions tax. Indeed, the “direct
emissions approach” that underlies the carbon emissions tax is characterised by an administrative
complexity similar to that which characterises emissions trading.*® Secondly, both a carbon emissions
tax and a standalone UK ETS could provide for some level of certainty both in respect to the level of
carbon price and emissions reduction. Under a well-designed carbon tax, the tax rate could be
modified to achieve the desirable emissions reduction levels in case the initial tax rate was too low to
achieve it. Similarly, a well-designed standalone ETS could include an “auction reserve price”
ensuring a “minimum carbon price signal” or other mechanisms allowing for adjustments to be made
to the supply of allowances in case the price level is considered too low.”” Thirdly, the alleged
advantage of emissions trading systems in terms of cost-efficiency might not apply to a standalone UK
ETS. Such advantage is conditional upon the existence of a competitive market and the UK market for
carbon emissions might be too small for that.*® Finally, the two UK proposals for carbon pricing
present additional differences due to their specific design features. In particular, their scope would be
slightly different: a UK standalone ETS would include the aviation sector, which would be excluded
under the carbon emissions tax.

The choice to be made between the carbon emissions tax and the standalone UK ETS should be
informed by their distinguishing features, which do not always match the textbook example of carbon
taxes and emissions trading. Although the two mechanisms differ on several grounds, the carbon
emissions tax differs less from a standalone UK ETS than would a traditional carbon tax based on a
“fuel approach”. Therefore, the decision on which of these two instruments should prevail in the case
of a no-deal Brexit might not be as crucial as the decision on how to reform the UK carbon pricing
policy in the long run. This question is analysed in the next section.
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perspective” (2020) OECD Taxation Working Papers No.48.

3 See the observations regarding market stability, competitiveness, exposure to shocks and carbon market
liquidity in Vivid Economics, above fn.4, 3—4. See also J. Burke, B. Doda, L. Taschini and L. Mattauch, The
future of carbon pricing: A joint submission to the UK Government by the Grantham Research Institute on
Climate Change and the Environment, the Institute for New Economic Thinking at the Oxford Martin School,
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3. Brexit: a way to simplify the UK’s carbon pricing policy?

The UK’s approach to carbon pricing has been based on a complex “set of interlocking mechanisms”,
including taxes and emissions trading instruments.” In addition to the EU ETS, a carbon tax is levied
on electricity generation (the so-called “carbon price support” (CPS) rate introduced by Schedule 32 to
the Finance Act 2012. Moreover, other taxes are imposed on the use of energy. For example, the
climate change levy (CCL), introduced in 2001, is also imposed on the non-domestic use of electricity,
gas, liquefied petroleum gas and solid fuels. *

As a member of the EU, the UK had to comply with EU law requirements and could not easily change
the design of the EU ETS. In this context, its complex and multi-layered approach to carbon pricing
might have been justified.* The CPS has been adopted on top of the EU ETS in order to guarantee a
sufficiently high carbon price (referred to as the “carbon price floor”) against the background of a “too
low” carbon price under the EU ETS.* Although the CPS has added complexity to the UK’s carbon
pricing policy, it has played a key role in sustaining a relatively high carbon price in relation to

electricity in the UK, which has allowed for a boost in “low-carbon investments”.*

The introduction of either a standalone UK ETS or a carbon emissions tax will not necessarily lead to
a simplification of the UK’s complex carbon pricing policy. However, the opportunity for such a
simplified approach should be taken seriously if the UK’s climate policy becomes independent from
the EU ETS.*

If the UK chooses to adopt a standalone UK ETS as of January 2021, the CPS could be abandoned.
The UK would be able to design its ETS independently of the EU. This standalone ETS could include
a supply adjustment mechanism that would provide for a minimum carbon price and, thus, fulfil the
same role as the CPS.* Such a design would simplify the UK’s carbon pricing policy by integrating
two of its key instruments that apply to emissions from non-domestic energy use. Carbon taxes could
nevertheless remain a relevant tool for carbon pricing, for example to cover emissions that are
traditionally left out of the scope of an ETS, such as the emissions related to domestic energy use (for
example, those linked to heating) or the emissions generated by small and medium-sized businesses.

'S. Smith and J. Swierzbinski, “Assessing the performance of the UK Emissions Trading Scheme” (2007) 37
Environmental and Resource Economics 131, 133. See also J. Mirrlees, et al., Ch.11, “Tax and Climate Change”
in J. Mirrlees, et al. (eds), Tax by Design: The Mirrlees Review (Oxford: OUP, 2011).
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Based on the hypothesis that the carbon emissions tax is to be introduced in January 2021, carbon
pricing in the UK would no longer include a mix of emissions trading and tax instruments but would
rely only on tax instruments. Such a system of carbon pricing would still be complex, including as it
would a carbon emissions tax, a CPS and other taxes on energy use. Therefore, over the longer term,
the UK could consider integrating its different carbon taxes and taxes on energy use into a simpler
environmental tax on energy.* The CPS and the carbon emission tax could be merged into either a
carbon emissions tax with a higher tax rate or into a broad carbon tax based on a “fuel approach”.
Given that the latter option is relatively simple in comparison to the former, a reform in favour of a
broad-based carbon tax on energy use based on a “fuel approach” would have the highest potential for
simplifying the UK’s carbon pricing policy.

Conclusion

The UK has been a frontrunner of carbon pricing with the adoption of a UK emissions trading scheme
in the early 2000s in anticipation of the introduction of the EU ETS. One objective of this early move
was to provide UK businesses with a first-mover advantage. Twenty years later, the UK is anticipating
the reverse situation, namely a potential abrupt end of the EU ETS in the case of a no-deal scenario.
The UK has adopted a precautionary approach with two main proposals. However, a choice between
these two proposals should be made to avoid additional confusion regarding the future of the UK’s
carbon pricing policy. Moreover, many aspects of the two proposals need to be clarified. There are a
few months left for the UK to make these two proposals operational. It might be better to concentrate
on the details of one or other of these two options rather than come up with two blurry proposals.
Finally, in the case of a no-deal, the UK will not just need to prepare for the transition out of the EU
ETS but it will also have to anticipate how new European proposals on carbon pricing, including
border carbon adjustments, might affect its climate change policy.*’
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