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Introduction 
 
Environmental taxes are key instruments for achieving sustainability in the economy. By increasing 

the prices of environmentally harmful goods in relation to other goods, they encourage consumers to 

shift their consumption patterns in a more sustainable direction. Environmental taxes may also 

increase the prices of production inputs and thus induce the producers to adopt more environmentally 

friendly technologies.  

The most common forms of environmental taxes, and the ones that are the most fiscally 

important, are those on energy and transport. These taxes affect the costs of heating, electricity and 

transport, which can all be considered as necessities of modern life. It is often believed—and 

supported by empirical evidence—that imposing taxes on such goods would impose a heavier burden 

on low-income households than on high-income households, since the former spend a larger share of 

their income on these goods. This regressive impact of environmental taxes is often found politically 

unacceptable and makes it difficult to carry out environmental tax reforms. However, there is also 

empirical evidence indicating that several factors could mitigate, or even eliminate, the regressivity of 

environmental tax reforms, and this should be taken into account in judging the distributional effect of 

a tax reform package. These factors include, in particular, the income concept used in the analysis, the 

use of tax revenues and the lesser regressivity of transport taxes compared with those on other energy 

products.  

This chapter first presents an overview of the various factors that in light of the economic 

literature should be taken into account in the analysis of tax incidence of environmental taxation. It 
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then explores the main empirical findings, in particular those which make a distinction between the 

distributional effects of transport-related taxes and those of other environmental taxes. This includes 

also some less well-known evidence from the Nordic countries. In the final section it presents some 

recent evidence on the distributional impact of energy taxation in the EU member states included in 

the impact assessment of the revision of the European Union’s Energy Tax Directive.  

 

Factors influencing the determination of tax incidence 
 
The analysis of tax incidence 
 
Economic theory usually draws a distinction between the statutory and economic incidence of 

taxation. Statutory incidence refers to who legally pays the tax, while economic incidence refers to 

who really bears the burden of the tax. The two are not equal because of the changes in relative prices 

(Fullerton and Metcalf 2002). 

In the partial equilibrium framework, the extent to which the burden of a commodity tax falls 

on the consumers depends on the price elasticity of demand relative to the price elasticity of supply. 

The more the demand elasticity is low and supply elasticity is high, the more the tax is shifted to 

consumer prices. If, on the other hand, the demand is elastic and the supply inelastic, the production 

side, or the factors of production, would bear the burden of the tax. In a general equilibrium 

framework one should also take into account the changes in prices in other commodity markets. 

Moreover, the tax incidence may depend on the competitiveness of the markets. When the producers 

have market power, it is easier for them to shift the burden of the tax to the consumers. In empirical 

analyses of energy taxation, it is usually assumed that a tax increase is fully passed through to 

consumers. This may be a fair assumption in the short run, in view of relatively low short-run price 

elasticities of energy demand (usual estimates vary between -0.2 and -0.3), assuming that the tax 

reform is implemented unilaterally without an impact on world market oil prices. In the longer run the 

price elasticity of demand can be assumed to be higher, however, when more substitutes for the taxed 

products become available (e.g. non–fossil-fuel-based energy). It is also often pointed out that in the 

                                                                                                                                                         
1 The views expressed in this paper are those of the author and should not be interpreted as those of the European 
Commission or the Directorate-General for Taxation and Customs Union.   
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long run the supply of crude oil in the world is inelastic, which would imply that the burden of carbon 

taxes, at least if they are applied globally, would fall entirely on the owners of oil resources (Stiglitz 

1988). A coordinated carbon tax policy in the EU could have a similar impact, since the EU energy 

demand forms a relatively large share of the world energy demand. 

 

In cases where the tax burden is shared between producers and consumers, the costs to the 

factors of production should also be taken into account in the tax incidence analysis. Fullerton (2008) 

points out that these effects could also be regressive, if environmental policy increases the demand for 

capital and hence the price of capital relative to labor also increases (such as by increasing the demand 

for capital-intensive abatement technologies). The effects of environmental taxes could, however, also 

be contrary. By increasing the price of production inputs they could, in fact, also decrease the price of 

capital. Some computable general equilibrium (CGE) model simulations indicate, for instance, that in 

a cap-and-trade system a significant portion of the carbon price is shifted back to the owners of natural 

resources and capital. This makes the policy as a whole more progressive than the effects only on 

households would imply (Rausch et al. 2011). 

 
Price responsiveness 
 
Empirical evidence regarding the distributional effects of environmental taxation is often based on a 

static analysis, which does not take into account behavioral changes. However, when the price of a 

commodity is increased by a tax, the consumers normally reduce their consumption of the commodity, 

depending on the availability of substitutes. These behavioral effects would as such reduce the burden 

of the tax. Moreover, there is empirical evidence showing that the price responsiveness would depend 

on the income of the households, and notably that low-income households would be more responsive 

to price increases and would reduce their consumption more than would higher-income households.2 

This would make the incidence of the tax less regressive, as the tax burden of low-income households 

would be reduced more than that of higher-income households. Smith (1992) shows, however, that the 

                                                 
2 The US evidence on the price responsiveness of different income groups is discussed in Tuuli (2009). Bureau 
(2010) estimates a model of car use using the data on French households and shows that rich households are less 
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effect of allowing behavioral responses is fairly small and would not eliminate the regressivity of a 

carbon tax in the UK.  

 
 
Indirect effects 
 
Most empirical analyses only take into account direct effects, that is, the increase in the costs of the 

taxed commodity to the consumers. Environmental taxes could also have indirect effects, if they 

increase the input costs and thus affect the prices of other commodities. Such indirect effects could 

affect the regressivity of tax policy. The evidence on indirect effects is relatively scarce. Jacobsen et 

al. (2001) present evidence on both direct and indirect effects of environmental taxes in Denmark. 

Their results indicate that although the indirect costs of environmentally related taxes to the consumers 

are much smaller than the direct ones (on average the direct cost is 7 percent of household disposable 

income and the indirect cost 1.1 percent), they are a higher burden for low-income households and 

thus increase the regressivity of environmental taxes as a whole. 

 
Income concept 
 
The income concept used in the calculation of distributional impacts has turned out to have a relatively 

large impact on the regressivity results. Traditionally the households/individuals are classified in 

ascending order of their disposable annual income in groups of equal size (quartiles, quintiles or 

deciles, depending on the level of aggregation used in the study). The share of income spent on the 

taxed good or on taxes paid on the good is then calculated for each income group. If this share 

increases when moving from a low- to a higher-income group, the tax in question is progressive, and 

regressive in the reverse case (abstracting from all the issues that additionally may affect the economic 

tax incidence, as discussed above). 

 Poterba (1991) was one of the first to point out that it would be more appropriate to use 

permanent or lifetime income in the calculation than disposable annual income. This is because annual 

income may be lower or higher in a specific year than expected lifetime income because of transitory 

shocks or the lifetime variation of income. People tend to smooth their consumption over transitory 

                                                                                                                                                         
sensitive to increases in the cost of driving than poorer households. Blow and Crawford (1997) present similar 
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shocks and determine their consumption level on the basis of their expected lifetime income. 

Therefore Poterba (1991) used total expenditures of the household as a proxy for lifetime income, 

divided the households into deciles on the basis of their total expenditure and calculated the shares of 

the taxed good (gasoline) out of total expenditure. He found out that the gasoline tax was far less 

regressive than could be observed on the basis of disposable income and that the low-income group 

actually spent a smaller share of their budget on gasoline than middle-income groups, although the top 

four deciles had lower shares than middle-income ones.  

Similar results were obtained later in other studies. Using total expenditure as the basis of 

calculation instead of disposable income makes environmental taxation often appear less regressive, 

but does not eliminate the regressivity of taxation for the necessary household goods, such as domestic 

heating and electricity. Smith (1992) shows, for instance, that in the UK taxes on domestic fuels 

remain regressive even using expenditure shares, but that regressivity is somewhat reduced at the low 

end of the income scale. The results of Barker and Köhler (1998) also indicate that even using total 

expenditure as the income concept, the expenditure on domestic energy relative to total expenditure 

decreases with the level of expenditure in the 11 EU member states included in their study. On the 

other hand, Rausch et al. (2011) do not find any significant difference for the distributional impacts of 

carbon pricing when they use two different proxies for expected lifetime income instead of annual 

income in their model simulations. 

 

Use of tax revenues 

Tax instruments not only provide incentives for sustainable consumption but they also raise revenues. 

The way governments use the additional tax revenues can have a strong influence on the final 

distributional outcome of tax reform involving increases in environmental taxation. The governments 

can either use the revenues for consolidating public finances, in which case the distributional outcome 

would not be changed compared with the results of static calculations described above, or they can be 

recycled back into the economy through reductions of other taxes. The double dividend argument 

implies the governments can shift the tax burden from the environment toward capital and labor and 

                                                                                                                                                         
evidence on UK households.  
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would thus obtain efficiency gains, which would outweigh the efficiency losses entailed by 

environmental taxes (since taxes on labor and capital are assumed to be more distortionary than 

environmental taxes). The double dividend would thus consist of the environmental benefit and the 

efficiency gain obtained from the tax shift.3 Reductions in labor and capital taxation would not, 

however, be necessarily beneficial from the equity perspective. If labor taxes are reduced by cutting 

marginal income tax rates equally for all income brackets, they would benefit high-income households 

more in absolute terms. Also, cuts in capital taxes are likely to benefit high-income and wealthy 

households more. In this situation there is a trade-off between equity and efficiency objectives; both 

cannot be achieved at the same time.4 

Tax reductions could also be targeted to low-income households through the reduction of tax rates in 

low-income brackets or through the increase of basic allowances, which would make the tax reform 

less regressive. The other form of compensation would be lump-sum transfers to all households 

(revenues distributed on an equal per capita basis), which in most analyses turns out to be the most 

progressive way of using tax revenues, although it is less efficient. Tax credits, the size of which 

would decrease with income level, could also neutralize the regressivity of the tax reform.5 These 

results are confirmed by the model simulation of Rausch et al. (2011). They used three different 

assumptions of distributing auction revenues in a cap-and-trade scheme: (1) the reduction of personal 

income tax (by equal percentage of household income), (2) the distribution of revenues on an equal per 

capita basis (lump-sum transfers) and (3) the distribution of revenues in proportion to capital income. 

The first form of revenue recycling would have the lowest welfare costs in accordance with the double 

dividend argument, but would be regressive, while lump-sum transfers would have higher welfare 

costs but would have a progressive impact. The third form would be progressive at the low end of the 

income scale, but highly regressive thereafter. 

                                                 
3 Whether the double dividend hypothesis holds or not is a controversial issue in economic literature and depends 
on many assumptions used in the analysis. 
4 See Smith (1992) for this argument.  
5 Grainger and Kolstad (2009) make this point. The simulations of Bureau (2010) also demonstrate that the use 
of tax revenues could have a dramatic impact on the distributive effects of fuel taxation: 'income-based' recycling 
would be strongly regressive, while recycling revenues in equal amounts to every household or on the basis of 
household size would be globally progressive. 
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Empirical evidence of distributional impact 

 
Different categories of environmental taxes 

There is now substantial empirical evidence indicating that not all environmental taxes have a similar 

distributional impact. This applies notably to taxes on domestic heating and electricity, on the one 

hand, and transport-related taxes, such as on fuels and vehicles, on the other hand. The former are 

found to be regressive in practically all studies, even using total expenditure as the basis of calculation, 

while the latter can be either less regressive or progressive depending on the country. This of course 

has importance for the design of environmental tax reforms, when both environmental benefit and 

social fairness are pursued. 

The earlier evidence on this issue includes Poterba's (1991) aforementioned pioneering study, 

which shows that that middle-income groups bear a higher burden of gasoline tax in the US than either 

low- or high-income groups, when total expenditure is used as the basis of calculation. Thus the 

gasoline tax is progressive at the low end of the income scale and regressive at the high end. Also, 

Smith's (1992) paper indicates that in six EU member states the budget shares on motor fuels rise 

steadily from the lowest to the third quartile of household equivalent income, but tend to level out 

between the third and fourth quartile. The evidence from the UK presented by Johnstone and 

Alavalapati (1998) points in the same direction: budget shares on transport expenditure rise quite 

strongly between the first and seventh expenditure deciles, and thereafter level out. The study of Blow 

and Crawford (1997) shows similarly that in the UK middle-income households would be affected by 

fuel duty increases more than poorer or richer households. However, if only car-owning households 

are considered, the impact of fuel taxation would be regressive. On the other hand, the study of Bureau 

(2010) shows that a carbon tax on car fuels would be regressive in France, even taking into account 

behavioral responses, before revenue recycling,6 but the final distributional impact would depend 

entirely on the form of revenue recycling.  

 

Evidence from the Nordic countries  

                                                 
6 The results are obtained using the consumer surplus measure of tax burden. 
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The evidence on the regressivity of transport taxes referred to so far indicates that there are some 

difference among countries, notably that taxes on transport fuels seem to be more regressive in the US 

than in the EU member countries. In the following this evidence is complemented by an overview of 

less well-known studies done in the four Nordic countries. This evidence mostly confirms earlier 

findings on the absence of regressivity of transport-related taxes in the European countries. It should 

be pointed out that the level of transport and energy taxes is high in Nordic countries, as it is in the EU 

context. The evidence presented below is based on static calculations and does not take into account 

behavioral responses or the use of tax revenues.  

 

Finland  Evidence regarding the distributional effect of transport fuel taxes in Finland can be 

found in Tuuli (2009). He uses microdata on household consumption expenditure from the years 

1985–2006. The households are divided into ten deciles on the basis of their total expenditure, and the 

expenditure shares of spending on motor fuels are calculated. The results show a pattern very similar 

to that in the UK as reported in Johnstone and Alavalapati (1998): the budget shares increase up to the 

sixth or eighth deciles, depending on the year, and then level out, with the top decile having a 

somewhat smaller share than middle-income deciles. This is very much due to the fact that the share of 

car-owning households increases strongly with expenditure level. Among the car-owning households 

the budget shares spent on transport fuel are relatively equal.7 The conclusion of the study is that taxes 

on transport fuels are not regressive in Finland and do not disproportionately burden low-income 

households. However, taxes on transport fuels would have regionally unequal impact in that they 

would put a higher burden on households in rural areas compared with those in urban areas.  

 

Sweden  Ahola et al. (2009) provide similar evidence from Sweden using household 

expenditure survey data from the years 2004–2006. The burden of transport fuel taxes is a higher in 

low-income deciles than in high-income deciles, when the disposable income is used as a 

denominator. However, using total expenditure the tax burden would increase from the lowest up to 

                                                 
7 This is different from the findings of Blow and Crawford (1997), according to which in the UK transport-
related taxes would be strongly regressive among car-owning households. 
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the eighth decile and slightly decrease thereafter, a pattern very similar to the one found in Finland. 

Including indirect effects of taxes in the calculation does not change the result. In light of this evidence 

transport taxes would not be regressive in Sweden either. 

 

Norway  The paper by Aasness and Larsen (2003) applies a different methodology than the 

studies on Finland and Sweden. It calculates so-called Engel elasticities for several different transport 

modes, using consumer expenditure data from Norway (from the years 1986–1994). Engel elasticity is 

the percentage change in spending on a good when total expenditure increases by 1 percent. Low 

elasticities would imply that the good in question is a necessity and that the tax on it would be 

regressive. High elasticities imply that the incidence would be progressive. Aasness and Larsen find a 

relatively high Engel elasticity (1.21) for travel and transportation as a whole, which suggests that it is 

a luxury good. They then calculate Engel elasticities for different types of transport goods and find out 

that air flights, taxi rides, automobile purchases and road tolls have high Engel elasticities and thus 

taxing these goods would be progressive. In contrast, bus rides, mopeds and bicycles have very low 

Engel elasticities, as could be expected. Gasoline has also a relatively low Engel elasticity (0.70), 

implying that in Norway the gasoline tax would be regressive. This result is clearly different from 

those obtained in other Nordic countries. It is difficult to judge whether this is due to the different 

methodology applied, or to truly different consumption patterns in Norway. 

 

Denmark The study by Jacobsen et al. (2001) is very detailed and covers all forms of 

environmentally related taxes in Denmark. They calculate the shares of taxes paid in relation to 

household disposable income (adjusted for household size) and in relation to total expenditure, and 

divide the households into ten deciles on the basis of disposable income. The data is collected from 

different sources, with most expenditure data taken from 1997. Both the direct and indirect effects of 

taxes are included in the study.  

The results show that all environmentally related taxes in Denmark are mildly regressive, 

when the tax burden is calculated as a share of household disposable income. There are, however, 

strong differences among different types of taxes. Transport-related taxes (including both fuel taxes 
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and vehicle taxes) are strongly progressive, increasing from the lowest income decile to the ninth 

decile, while energy taxes and pollution taxes (which also include the CO2 tax) are regressive, energy 

taxes somewhat more so than pollution taxes. Inside the group of transport-related taxes, registration 

taxes and fuel taxes are nearly equally progressive. The progressivity of transport-related taxes in 

Denmark seems, in fact, somewhat stronger than in Sweden or Finland. When total expenditure 

instead of disposable income is used as the basis of calculation, the regressivity of energy and 

pollution taxes nearly disappears, while the progressivity of transport-related taxes grows even 

stronger. . The strong progressivity of transport taxes in relation to the other Nordic countries could be 

explained by the fact that car registration taxes are very high in Denmark (180 percent of the car 

price), which makes the car expensive and perhaps more a luxury good than in other countries. 

  

Distributional effects of energy taxation in the EU 

Introduction 

This section presents empirical evidence on the distributional impact of energy taxation included in the 

impact assessment for the European Commission’s potential revision of the EU Energy Tax Directive 

(ETD).8 Cambridge Econometrics carried out a study for the European Commission in 2008, in which 

the impacts of several different policy options for the revision of the ETD were estimated. The E3ME 

model used in the study provided estimates on the impacts of policies on macroeconomic 

development, energy demand and CO2 emissions. In addition, distributional effects on households 

were included in the study. 

Policy scenarios were formed on the basis of policy options, which present several alternatives 

for the revision of the structure of the EU minimum tax rates on energy products. In the following the 

results of only the three most relevant policy options are reported. All of these policy options would 

                                                 
8 The full impact assessment can be found online at 

http://ec.europa.eu/taxation_customs/resources/documents/taxation/sec_2011_409_impact_assesment_part1_en.

pdf. 
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introduce a CO2 element to the EU energy tax framework. Options 3A and 3B would introduce a CO2 

component to the new minimum tax rates in addition to the energy component, while option 4 would 

set a uniform EU-wide CO2 tax on top of the existing national tax rates. The rates are as follows: 

 

• Option 3A: Energy component 0.15€/Gj for business use; 0.30€/GJ for non-business use; CO2 

component 20€/tCO2 for 2013–2020 and 30€/tCO2 from 2021; transport fuels 380€/1000l for 

both petrol and diesel (commercial diesel proposal). 

 

• Option 3B: 0.15€/GJ for business use, 0.3€/GJ for non-business use; CO2 component 

10€/tCO2 for 2013–2019, 20€/tCO2 from 2020; transport fuels as in 3A. This option also 

includes transitional periods until 2020 for nine member states (BG, CZ, EE, HU, LV, LT, 

SK, RO, PL) to introduce the CO2-based tax. In the model simulations it is assumed that these 

countries are exempted from carbon tax. 

 

• Option 4: CO2 tax 22€/tCO2 for 2013–2020, 30€/tCO2 from 2021. 

 

• CO2 tax is not levied on electricity in any of the scenarios.9 

 

Policy scenarios also include other assumptions that are needed for modeling purposes but are not 

necessarily part of the policy options. The most important one concerns the use of tax revenues. It is 

assumed in all the scenarios (except one) that additional tax revenues are recycled in the form of 

reductions in the employers' social security contributions. This assumption turns out to have a 

relatively large impact on the results, including also distributional effects. To detect the effect of this 

assumption a scenario 3Blps was also simulated, in which revenue recycling takes the form of lump-

sum transfers to households instead of the reduction of social security contributions, but is otherwise 

identical to the scenario 3B. 
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 Another assumption of importance included in all the policy scenarios is that minimum tax 

rates remain constant in real terms over the period projected, implying that they are indexed to 

inflation.10 The baseline scenario assumes, on the other hand, that current national tax rates stay 

constant in nominal terms during the projected period. Hence the difference between the tax rates in 

the baseline and policy scenarios grows over time and minimum rates become more and more binding 

on the member states.  

 Both the baseline scenario and policy scenario assume that the EU greenhouse gas 

emissions trading scheme is in place and that the price of allowances is determined endogenously on 

the basis of the demand for allowances and the number of allowances available. The baseline is 

calibrated to be consistent with the projections presented in the DG TREN publication European 

Energy and Transport: Trends to 2030—Updated 2007. 

 

Impact on consumer prices 

Since options 3A and 3B would affect only EU minimum rates, their impact on households 

depends on the extent to which they would increase national tax rates and thus consumer prices in the 

member states. Annex 12 of the impact assessment report presents calculations on the impact of policy 

options on the prices of energy products (assuming full pass-through). On the basis of these 

calculations the most important impact for non-business use would be on the price of natural gas, 

which would increase under option 3A in 21 member states and under option 3B in 11 member states, 

in some of them by substantial amounts (the price increases would range from 1 percent in Sweden to 

87.5 percent in Bulgaria). Natural gas is the most commonly used heating fuel in the EU: it represents 

36.7 percent of final non-business energy consumption in EU-27 (Annex 8). The next-most-commonly 

used heating oil for the households sector is gas oil (16 percent of the final energy consumption in EU-

27). Under option 3A, 10 member states would experience some increase in consumer prices, but less 

                                                                                                                                                         
9 It should be noted that the option retained in the policy proposal is not precisely any of these, but a combination 
of options 3A and 3B, with a new structure added for the tax rates on transport fuels (energy component of 
9.6€/GJ to be reached gradually by 2018, plus a CO2 component of 20€/tCO2). 
10 This aspect was also retained in the final proposal. 
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than in the case of natural gas (from 0.04 percent in Poland to 8 percent in Lithuania). There would 

also be very substantial increases in the price of coal in nearly all the member states (23 member states 

under option 3A and 12 member states under option 3B, with the price increase exceeding 100 percent 

in 10 member states) due to its high CO2 content and the low level of current national tax rates. The 

importance of coal as a heating fuel is small, only 2.3 percent in the EU as a whole, but it is more 

important in a few member states, such as Bulgaria, Ireland and Poland. 

The price of electricity would not be affected under options 3A, 3B or 4. 

The impact of policy options on the prices of transport fuels are not reported, but Annex 9 

provides information on the impact of policy options on national tax rates on transport fuels. 

According to this information those rates would be increased in 15 member states under the 

commercial diesel proposal, which underlies the E3ME model simulations. (The number of member 

states affected by the new minima on diesel would be slightly higher, around 17, under the retained 

option in the proposal.) The national tax rate on petrol would be increased in only three member states.  

It should be noted, however, that these numbers represent only immediate effects. In model 

simulations far more member states would be affected by the end of the projected periods (2020 and 

2030), as the scenarios assume that the minima are indexed to inflation, while this is not the case in the  

baseline. On the other hand, no behavioral responses are taken into account in these calculations. 

 

Distributional effects on households 

Table 1 shows the impact of a 10 percent increase in gas and electricity prices on real household 

disposable income in EU-27 (percent change). In the first part the impact is given for five income 

quintiles and in the second part for occupational and geographical groups. It should be noted that the 

tables do not represent any of the policy options and are presented for the sake of comparison. They 

are based on a simple calculation, in which neither the use of tax revenues nor behavioral responses 

are taken into account. 
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Table 1A: Changes in real household incomes (percent) from a 10 percent increase in electricity 
and gas prices for five income quintiles, EU-27 
 
All households 1st quintile 2nd quintile 3rd quintile 4th quintile 5th quintile 
-0.54 -0.69 -0.65 -0.59 -0.53 -0.43 
Source: Cambridge Econometrics (2008), reproduced in European Commission (2011). 
 
 
 
Table 1B: Changes in real household incomes (percent) from a 10 percent increase in electricity 
and gas prices for socioeconomic groups, EU-27 
 
Manual 
workers 

Non-
manual 
workers 

Self-
employed 

Unemployed Retired Inactive Densely 
populated 
area 

Sparsely 
populated 
area 

-0.53 -0.44 -0.51 -0.59 -0.67 -0.59 -0.51 -0.56 
Source: Cambridge Econometrics (2008), reproduced in European Commission (2011). 
 
 
 
  

This evidence corresponds to the findings of many other static analyses. Low-income 

households would lose a bigger share of their income than high-income households, when the price of 

domestic energy is increased and when the use of tax revenues is not taken into account. In this sense 

the taxes on domestic energy are regressive. Table 1B reveals also that unemployed, retired and 

inactive households would be more affected than the active population, and that households living in 

rural areas would be slightly more affected than the urban population. 

 The distributional impacts of policy options 3A, 3B and 4 are shown in Table 2. These results 

are the outcome of the simulation of the policy scenarios described above and hence also include an 

assumption of the use of tax revenues, which is the reduction of the employers' social security 

contributions in all the scenarios except 3Blps, in which lump-sum transfers to households is assumed 

instead. Option 4bis is otherwise the same as option 4, but it excludes transport fuels. 
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Table 2: Change in real household incomes (percent) in 2030 in comparison with the baseline, 

EU-27 weighted averages 

 
 Option 

3A 
Option 
3B 

Option 
3Blsp 

Option 4  Option 
4bis 

All households 0.11 0.09 -0.05 0.41 0.12 
1st quintile 0.10 0.09 -0.01 0.39 -0.23 
2nd quintile 0.10 0.09 -0.04 0.36 -0.16 
3rd quintile 0.10 0.09 -0.05 0.36 -0.01 
4th quintile 0.11 0.09 -0.05 0.39  0.18 
5th quintile 0.13 0.09 -0.06 0.49  0.47 
Manual 
workers 

0.11 0.09 -0.06 0.39  0.21 

Non-manual 
workers 

0.13 0.09 -0.06 0.46  0.39 

Self-employed 0.11 0.09 -0.06 0.42  0.22 
Unemployment 0.10 0.09 0.03 0.40 -0.05 
Retired 0.09 0.09 0.02 0.37 -0.24 
Inactive 0.13 0.11 0.03 0.43 -0.07 
Densely 
populated area 

0.12 0.10 -0.05 0.47  0.21 

Sparsely 
populated area 

0.08 0.07 -0.05 0.31 0.02 

Source: Cambridge Econometrics (2008), reproduced in European Commission (2011). 
 
 
 

The table gives rise to several observations. First, household real disposable income would increase in 

all income quintiles and socioeconomic groups under policy options 3A, 3B, and 4 compared with the 

baseline. This is largely due to the revenue recycling assumption underlying the three scenarios. The 

reduction of the employers' social security contributions would decrease labor costs, and in the E3ME 

model this would have the effect of boosting employment and decreasing domestic prices, which in 

turn would have a positive impact on real income, consumption and economic activity in general. 

Secondly, the beneficial impact is fairly equally distributed across income quintiles and 

socioeconomic groups and thus the policy package as a whole is distributionally neutral. The 

regressivity that can be observed in Table 1 disappears. In scenarios 3A and 4 one can, however, 

observe slight regressivity in the sense that the highest-income quintile would benefit somewhat more 

than the other quintiles.  
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Thirdly, the impact of revenue recycling can be seen by comparing options 3B and 3Blps. 

Lump-sum transfers would make this scenario highly progressive, as the low-income groups would 

benefit the most, but at the same time would also be economically less efficient, as all the households 

would lose somewhat compared with the baseline scenario. One can also observe that socioeconomic 

groups usually considered to be the most vulnerable (retired, unemployed and inactive) would be the 

greatest beneficiaries of this policy. 

 A comparison of options 4 and 4bis reveals the importance of taxes on transport fuels for 

distributional outcome. Excluding transport fuels from option 4 makes the policy highly regressive, 

even taking into account the favorable effects of revenue recycling: the lowest quintiles would lose 

and the higher quintiles and the socioeconomic groups representing non-manual workers and the self-

employed would reap the gain. The results imply that taxes on transport fuels alone are, at the EU 

average level, sufficiently progressive to counteract the regressivity of other types of energy taxes. 

These results are very much in accordance with the evidence found earlier in the other European 

studies. 

 

Differences among the member states 

Tables 1 and 2 show distributional effects only at the EU average level, and could hide substantial 

differences among individual countries. The same information as in Table 2 is contained in Annex 18 

of the impact assessment report for each member state separately, except that the latter projects up to 

2020 instead of 2030. 

An inspection of this information reveals that options 3A and 3B would be distributionally 

fairly neutral in most member states with the exception of UK, Ireland, Hungary, Luxembourg and 

Romania, where slight regressivity can be observed. This corresponds to the findings of Barker and 

Köhler (1998), who also found that energy taxation tends to be more regressive in the UK and Ireland 

compared with other European countries. Concerning Ireland and UK it should be noted that the 

exemptions from taxes on domestic energy accorded to the household sector in these two countries are 

not taken into account in the baseline or in the policy scenarios, so there is an impact of higher prices 

on domestic fuels. 
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The progressivity of option 3Blsp and thus the inequality-reducing effect of lump-sum 

transfers are confirmed in practically all countries.  

With respect to options 4 and 4bis there is somewhat more variation. Option 4 would be 

slightly regressive in a number of countries (AU, BE, DE, EE, FR, HU, IT, LU, RO) but would be 

progressive in a number of other countries (CZ, DK, FI, LT, LV, NL, PL, PT, SE), while in the 

remaining countries it would be neutral or somewhat nonlinear. Excluding transport fuels from this 

scenario would make the policy option more regressive in all cases, that is, it would change from 

progressive to neutral or regressive or from regressive to more regressive, which is in accordance with 

the evidence on the progressivity of transport taxes in the EU as a whole. 

 

Conclusions 

It is often believed that ecological tax reforms are as a whole regressive, which would imply that their 

costs are disproportionately borne by low-income households. For this reason political resistance to 

such reforms is strong in many countries. The evidence presented in this chapter shows that this 

conclusion should be qualified in a number of ways. 

First, the distributional outcome of the reform depends on the combination of tax bases on 

which the reform is applied. Taxes on electricity and heating tend to be regressive in most countries, 

while taxes on transport fuel and vehicles are not necessarily so. In fact, they seem to be sufficiently 

progressive in most European countries that they offset the regressivity of other energy taxes. Hence, 

the tax reforms which relied on both energy and transport taxation could be distributionally neutral in 

European conditions. 

Secondly, the final distributional impact of the reforms also depends crucially on how the tax 

revenues are used. Cutting labor or capital tax rates without targeting low-income households, 

although economically efficient, would not make the tax reform more progressive, but could have an 

opposite impact. On the other hand, 3EME modeling results suggest that both economic efficiency and 

a distributionally neutral tax reform can be achieved, if tax revenues are recycled in the form of cuts in 

the employers' social security contributions. This is because in the model context such cuts would 

considerably boost employment and private consumption. It should be kept in mind, however, that the 
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distributionally neutral outcome is achieved in this case also only if transport-related taxes are 

included in the reform. 

Targeting income tax cuts to low-income households or using the tax revenues to finance 

lump-sum transfers are effective ways to ensure the distributionally fair outcome of the reform, 

although economically they are not as efficient as the other forms of revenue recycling. 

Thirdly, the evidence indicates that with respect to regressivity there are considerable 

differences among countries. The US studies imply that in the US ecological tax reform would be 

regressive also if they include transport-related taxes, and thus energy taxation as a whole is more 

regressive in the US than in the European countries. There are also differences among the European 

countries. The results of Smith (1992) and Barker and Koehler (1998) indicate that energy taxation 

tends to be more regressive in the UK and Ireland compared with other European countries (Smith 

[1992] only compares the UK and Ireland to Southern European countries). The results of the 

Cambridge Econometrics study, which includes all EU-27 member states, points in the same direction. 

The evidence from the Nordic countries also implies that ecological tax reforms would be only mildly 

regressive or not regressive at all in these countries, if transport taxes are included. 

There is no obvious single explanation for these differences. One factor that could play a role 

is pointed out in the Copenhagen Economics study of 2007. The study showed that the difference in 

food consumption shares between poor and rich households is greater in the countries with higher 

income inequality (measured by the Gini coefficient) than in the countries with lower income 

inequality. The countries with low income inequality and a small difference in food consumption 

shares include in this comparison Continental European and Nordic countries, while the countries with 

higher income inequality and a greater difference in food consumption shares include the UK, 

Portugal, Greece, Italy and Spain.  

It could be assumed that this applies also to domestic energy, which is a similarly necessary 

good as food. If this were the case, the high equality of initial income distribution would make the tax 

reforms relying on energy taxes less regressive and could be one of the factors explaining the observed 

differences with respect to the regressivity of energy taxes among the US, the UK and other European 

countries. (But this could not explain the differences observed by Smith [1992] among the UK, Ireland 
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and Southern European countries, since all these countries have higher income inequality than 

Continental European or Nordic countries.) If such a negative correlation between income equality and 

the regressivity of an ecological tax reform indeed existed, which at this stage can only be considered 

a working hypothesis, then the policy implication would be that progressive income taxation would be 

a good way to counteract the regressivity of indirect taxes levied on goods such as food and domestic 

energy. 

Concerning the observed cross-country differences in the regressivity of transport fuel taxes, there are 

again several possible explanations. One of them could be the difference in the quality of public 

transport. The supply of good-quality public transport could make a private car more a luxury good, 

the use of which would increase strongly with income level. Also the high level of vehicle taxes, 

exemplified by Denmark, could have a similar impact. As a whole, the cross-country comparison of 

evidence on the regressivity of energy and transport taxation reveals some interesting patterns and 

could have potentially important policy implications. These observations are, however, preliminary 

and it would require much more empirical research to draw any firm conclusions in this regard. 
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