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The OECD, in co-operation with the Federal Ministry for the Environment, Nature Conservation
and Nuclear Safety of Germany, hosts an open international conference on environmental fiscal reform, 27
June 2002 in Berlin. It will focus on how - in practical terms - countries can progress on the two main
obstacles to environmental fiscal reform, namely the fear of loss of sectoral competitiveness and the fear on
negative income distribution impacts.

In this context, I have been asked to prepare a response to the discussion paper prepared by
professor Flip de Kam for this meeting, focusing on the questions related to the competitiveness issue.

1.  Synthesis of the Spanish position

We consider that the demand of energy products is so inelastic to prices that a rise in energy
taxation that is transferred to energy prices would not reduce significantly energy use and therefore would
not improve the environment. The Ministry of the Environment has not challenged this opinion.

An economic priority in this area of the present Government of Spain is not to raise taxes nor
create new ones, because this can damage the competitiveness of firms, but to grant positive incentives
(reductions of taxes) to those who make investments that are aimed at protecting the environment.

Examples of this are: reductions in corporate tax or personal income tax granted to corporations
or individuals who make investments to improve production processes or to buy new vehicles with a better
environmental performance; certain rate differentiations in the hydrocarbons tax; a reduction in the
registration tax for the scrapping of old cars that can no longer use leaded petrol, etc.

These fiscal measures, though, have a limited impact in the budget (for example, the reduction in
the corporate tax mentioned above it is forecasted for 2002 that will provoke a fiscal expense of 20 million
Euro from a total tax and Social Security revenue of 181,680 million Euro). This is mainly because they
have not been conceived in the context of a global environmental tax reform.

The Spanish position towards taxation of energy products has always been consistent with this
philosophy. In fact, the compromise proposal that was presented in the beginning of 2002 under the
Spanish Presidency of the European Union (EU), if eventually approved, would not provoke a significant
increase in current rates in force, as can be seen in tables 1 and 2 (see annex).

This situation responds to the fact that environmental priorities in Spain (quantity and quality of
water, desertification) are not exactly the same as those in other Member states of the EU. The
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Hydrological National Plan, approved by Law of 5th July 2001 aims at giving a solution to these
environmental problems and has been a mayor challenge of the Environment Ministry.

Having said this, the true fact is that taxes that are considered environmentally related according
to OECD definitions ("compulsory, unrequited payments to the general Government levied on a tax base
deemed to be of particular environmental relevance"), do exist in Spain, of course. The introduction of
these taxes took place many years ago, before environmental concerns were considered in the definition of
fiscal policy, by purely fiscal reasons. We can only find declared environmental purposes in the philosophy
that is behind some of these taxes, or in some relatively minor details, for example:

In the harmonised excise duty on hydrocarbons:
•  The higher rate applied to unleaded petrol of high octane.
•  Exemptions for biofuels in pilot projects for the developing of more environmentally

friendly motor fuels.
•  Exemption of used mineral oils burned under control.
•  Lower rate for liquified petroleum gas (LPG) used in public transport.

And in the Registration Tax:
•  The already mentioned reduction for the scrapping of old cars that could only use leaded

petrol, for taxpayers who buy, before December 31st 2003, a new car that will use unleaded
petrol.

Without prejudice to what has been said for the national level (no creation of new taxes on energy
or increasing existing ones, for environmental reasons), in the regional level, in the last few years, several
taxes have been introduced with a declared environmental purpose. Examples of these are the Tax on
equipment with incidence in the environment (Balearic islands and Extremadura); Fee in hotel lodging, to
finance the restoration of tourist sites (Balearic islands); Tax on atmospheric pollution (Galicia); or the Tax
on contamination and risks for the environment of Castilla-la Mancha.

Leaving aside the reasons why the national taxes were created or still exist, the fact is that
competitiveness concerns do arise every time there is a discussion on the possible rise of tax rates or on a
possible extension of the tax base (more products to be levied by the tax). The problem of competitiveness
(or at least, the problem of higher production costs) arises even when the sectors affected are not
particularly exposed to international competition (short-distance transport, agriculture), or when the rise in
prices has nothing to do with taxation, as occurred when the prices of crude oil shot up in late 2000. In fact,
the Government approved certain reductions in VAT and income tax to compensate for this on the most
affected sectors.

In the literature we can find a differentiation of two concepts of competitiveness (see Ekins and
Speck (1999)i): in the firm’s level and for an economy as a whole. Firms with a relevant intensity in the use
of energy will suffer from a rise in their costs if higher energy taxes are imposed. Their competitive
position will be worsened for sure, at least in the short run, especially if imposed unilaterally. Instead of
this, for the economy as a whole, the competitiveness depends on many other factors, mainly on the way
revenue is recycled to the economy. Even in the case that a revenue recycling would soften the impact of
the reform for the economy as a whole, it would imply an economic restructuring that could be very painful
and politically unpopular.

As said above, Spain has not made a comprehensive approach to an environmental tax reform
with a recycling of revenues (only exceptions of limited importance can be found: certain fees or charges,
as the "canon de trasvase" cited above, because with their revenue, certain predetermined services are
financed). The areas of income and expenditure remain intentionally separated in financial laws, as results
from a financial tradition that imposes the principle that the tax revenues are intended to feed the general
budget, or in other words, the principle of non-earmarking of tax revenues.
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2. Possible solutions to this problem

The OECD discussion paper (31) lists the two strategies and four instruments that can be used to
address competitive concerns. The first strategy, just to "wait and see whether other countries will take any
initiatives" is obviously the only one coherent with the described philosophy. Anyhow, whenever Spain has
introduced an environmentally related tax (leaving aside the reasons), instruments have been introduced to
soften the impact on the most affected sectors (mainly exemptions or reduced tax rates).

2.1 International harmonisation

International harmonisation (at least via "gentlemen’s agreements") is also cited in the OECD
discussion paper (41) as a useful way to address problems of competitiveness. In fact, effects on
competitiveness will only arise if environmental policy in different countries imposes different levels of
costs in competing firms.

It is important to bear in mind that an agreement can only be reached between countries that share
the same views about the possible solutions to the problem. And, of course, it must be based in voluntary
participation.

In particular, within the EU, the general approach to environmental taxation is not shared by all
Member states. Not every EU Member state considers the creation of new taxes or the increasing of tax
rates in existing "environmentally-related taxes" a good way of tackling environmental problems. Other
instruments, mainly positive incentives to those who invest in less environmentally harmful technologies,
are considered more appropriate. On the other hand, a rise in energy taxation could be counter productive
for certain economic priorities (growth, competitiveness, employment, price stability).

On the other hand, if minimum levels of taxation were to be introduced to harmonise taxation
among different countries, differences between them should be taken into account (in unemployment rates,
purchase power of citizens, and other structural figures).

This different approach to the problem is why Member states have not renounced to their
sovereignty in this area, and are not willing to do so. In fact, the "establishment and functioning of the
internal market" (article 93 of the European Community Treaty (ECT)) is still the only legal basis that has
been used to harmonise indirect taxation. This was in fact the legal basis used by the European Commission
for its Proposal for a Directive for the taxation of energy products (COM (97) 30).

The mentioned refusal to transfer sovereignty to the EU in this issue was repeatedly said when the
Intergovernmental Conference under French presidency took place, and resulted in the Nice Treaty.  The
French and German delegations put forward several proposals to modify the ECT for this purpose. These
proposals were aimed at making it possible for the Council to approve fiscal measures (directives) without
the unanimity that is now necessary under article 93 of the ECT, when the objective of the directives in
question was to tackle "environmental problems concerning various Member states". Probably they were
referring to air pollution and climate change as global concerns, or at least as concerns that affect not only
to one country. It was made clear in the discussions that some Member states wanted to keep the possibility
of designing their own, independent, fiscal system.

The European Commission made public in the last Ecofin Council of June 6th 2002 its intention
"to come forward with a proposal on the issue of professional diesel before the summer". This proposal
aims at an approximation of rates applied to road transport in the EU, at a lower level than the level applied
to private users, to prevent losses of competitiveness in this sector. This could be a possible way of
harmonising energy taxation in a sector that is particularly exposed to international competitiveness
problems, that would let Member states tax more heavily diesel used as a motor fuel by individuals, that
nowadays benefit without justification from a low rate, that was initially fixed at a low level because in that
time it was used almost exclusively by professionals.
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2.2 Possible solutions to the problem of different taxation among countries

A) Border tax adjustments (BTA)

Within the EU, it is important to bear in mind that BTA can only be decided by the EU, not by
individual Member states, and can only solve the competitiveness problem with products manufactured
outside the EU with a high consumption of environmentally-relevant raw materials or fuels. Due to these
reasons and the ones quoted at the beginning, Spain has no relevant experience in the use of these
instruments. It is easy to understand, though, that this instrument has to face very serious problems, both
legal (World Trade Organisation rules) and technical (determination of the environmental damage caused
producing all goods that are imported or exported). Several studies have been made to try to solve these
problems, as Majocchi (2001)ii, but still little progress has been achieved. On the other hand, some authors
(Millet, 2001)iii understand that these instruments reduce the capacity of countries to trade, and
consequently to grow and develop, and this may be counter productive because poverty is considered to be
the main cause of environmental harm (Bruntland report). Precisely the encouragement of international
trade was cited in this study as a means of provoking economic growth, fight against poverty and as a
result, prevent environmental degradation.

B) Revenue recycling.

A revenue recycling scheme is not in line with the general approach to the problem that has been
previously exposed. However, we can find certain fiscal expenses in the Spanish fiscal system that could be
considered a way of recycling revenue:

•  Reductions in corporate tax or personal income tax for investments made to improve
production processes or to buy new vehicles with a better environmental performance,
cited above.

•  Fees and charges earmarked for the purposes they were created for (something generally
not accepted for taxes).

C) Exemptions and reduced tax rates

These have been generally applied and very likely will continue to be applied not only in Spain,
but also in every EU Member state. In fact, the Directive 92/81/EEC that sets the common rules for the
taxation of mineral oils, establishes compulsory exemptions for hydrocarbons:

•  Different from heating fuels or motor fuels.
•  Used in navigation by air or sea.
•  Used in chemical reduction (blast furnaces of the steel industry).

And also admits the possibility to exempt or apply reduced rates when hydrocarbons are used in:

•  Production of electricity
•  Rail transport
•  Public works
•  Agriculture
•  Others.

Apart from all these, each Member state can ask for individual derogations of the obligation to tax
hydrocarbons set in this Directive, for specific policies. Nowadays about a hundred derogations of this kind
are still in force.

This situation seems to undermine the environmental justification of a tax on energy, and has
been maintained in the compromise proposal presented by the Spanish Presidency of the EU. Discussions
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on this topic are now being held in the Council with the intention of reaching an agreement in the main
guidelines for the taxation of energy products in the EU in the foreseeable future. Although some products
not subject now to a harmonised tax, may in the future be taxed (coal, electricity, natural gas), a very
similar situation with regard to the exemptions and reduced rates is going to be maintained. As an example
of its latest versions, firms that use energy products as raw material may avoid taxation completely. And in
cases where electricity accounts for more than 50% of the cost of an industrial product, it can be considered
being used as raw material.

3. Conclusions

Some EU Member states have implemented, according to the demands of their electorate,
environmental tax reforms in which the main element is a steep and continuous increase of energy taxes.
This seems to have placed their industries in a difficult situation due to competitiveness problems. When
exemptions or reduced rates have been granted to overcome this problem, the difficult situation comes from
the European Commission’s action regarding State Aid rules.

The easiest way to address these competitiveness problems in an internal market like the EU is to
harmonise taxes in such a way that competing firms have to face similar production costs.

Countries that have undertaken environmental tax reforms should either moderate the gap that
they have left between them and the low-taxing countries or implement ambitious revenue recycling
systems that allow competing firms to reduce their overall production costs.

On the other hand, Spain does not believe in the effectiveness of an environmental policy that
involves increases in energy taxes, mainly due to the low elasticity of the demand of energy products and
the loss of competitiveness that this would imply. This belief is also based in the fact that actual taxes on
energy products exempt so many uses of energy (to prevent competitiveness problems and for other
reasons), that households and road transport sector seem to be the only ones to suffer from price increases.

Anyhow, even if it were to be implemented, the huge and painful restructuring that a reform of
this kind would imply is not in the economic program of the democratically elected political party now in
Government.

Reduction of existing taxes and not creation of new ones is, on the other hand, one of its main
priorities.
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