
Key point

• The UK Government introduced an energy tax targeting business and commercial users and a
 concessionary tax reduction scheme to address competitiveness concerns of energy-intensive
 industries

Background

Rising oil prices and worsening carbon impacts on the environment raised concerns in the United Kingdom, as in 
many other countries. Addressing these challenges and in response to its 1992 agreements during the United 
Nations Conference on Environment and Development, the Government launched in 2000 a climate change 
programme that committed the country to reducing its CO2 emissions by 20 per cent of its 1990 levels by 2010. 

What was done?

The United Kingdom’s climate change levy (CCL) was announced in 1999, legislated in 2000 and finally adopted 
in April 2001. The CCL is a tax on energy use, which embraces the supply of specified energy products as fuel 
used by business consumers in industry, commerce, agriculture and public administration. It is not a carbon tax 
and cannot be applied to taxable commodities supplied for use by domestic consumers, charities or the trans-
portation sector. The four groups of taxable energy products are electricity, coal and lignite products, liquid 
petroleum (LPG) and natural gas when supplied by a gas utility.1 

Complementing the levy is a national climate change agreement (CCA) that allows energy-intensive industrial 
sectors to reduce the amount of CCL they pay, given their energy use and their need to compete internation-
ally. The CCA is a concessionary tax reduction scheme aiming to address competitiveness concerns of energy-
intensive industries and to make the introduction of the levy more feasible. The CCL and CCA were developed 
in parallel with the UK Emissions Trading Scheme (ETS), which allows CCA holders who overachieve their targets 
to sell the abundant allowances. The UK ETS was started in April 2002 and stopped accepting direct participants 
in 2006, although current participants can still trade allowances through a registry.2 

The CCA is a flexible mechanism for individual industrial sectors to negotiate with the Government over sector-
specific targets of energy-efficiency improvement or greenhouse gas reduction. As a result, eligible energy-
intensive industries can obtain up to 65 per cent discount from the climate change levy, on condition that they 
meet agreed targets in energy-efficiency improvements or carbon emissions reductions.3 

Scope

Because the CCL focuses only on energy use and not on greenhouse gas emissions, it charges a tax on energy 
delivered to business users. Domestic or non-commercial users as well as charities and some small businesses
 

(users of small quantities of fuels) do not have to pay. Specifically, the scope of the CCL covers electricity, natu-
ral gas, coal, coke and LPG used for energy generation. In addition, gas used as chemical feedstock or for trans-
port and electricity generated from alternative energy sources are not subject to the levy. The climate change 
levy is charged at a specific rate per unit of energy. Each of the four categories of taxable commodity has its 
separate rates which are based on the energy content and expressed in kilowatt-hours (kWh) for gas and elec-
tricity and in kilograms for all other commodities. Levy rates were frozen from 2001 to 2007 but have increased 
since then in line with inflation. 

Table 1: History of taxable commodity rates

Source: ESCAP adapted from other sources: United Kingdom of Great Britain and Northern Ireland, HM Revenue and Customs website 

“Climate Change Levy-Changes to Rates”. Available from 

http://customs.hmrc.gov.uk/channelsPortalWebApp/channelsPortalWebApp.portal?_nfpb=true&_pageLabel=pageExcise_InfoGuides&pr

opertyType=document&id=HMCE_PROD1_027235 (accessed 14 March 2012); United Kingdom of Great Britain and Northern Ireland, HM 

Revenue and Customs website “Climate Change Levy Rates from 1st April 2011”. Available from 

http://customs.hmrc.gov.uk/channelsPortalWebApp/channelsPortalWebApp.portal?_nfpb=true&_pageLabel=pageExcise_ShowContent&

id=HMCE_PROD1_031183&propertyType=document (accessed 14 March 2012).

Climate change agreements

The climate change agreement is a policy measure that is designed to address competitiveness impacts for 
energy-intensive sectors produced by the levy. Businesses that sign a CCA are eligible to receive a tax discount 
up to 65 per cent (35 per cent tends to be the norm) if they meet agreed-upon energy efficiency or greenhouse 
gas emissions reduction targets. The CCA covers a range of industry sectors, from major energy-intensive 
processes such as known in steel, chemical and cement sector, to agricultural businesses as intensive pig and 
poultry rearing. The two-tier structure of the CCA allows either an agreement between the Government and a 
specific sector (umbrella agreement) or between the Government and a specific facility operator (underlying 
agreement). Upon signing an umbrella agreement, which is negotiated on a sector-by-sector basis between the 
secretary of state and industry sector associations (aluminium, cement, paper, etc.) or an underlying agreement 
for individuals, a business receives a discount on the energy tax.

From the beginning of the levy till 1 April 2011, the reduced tax rate for participants of the CCA was 20 per cent 
(an 80 per cent discount). Beginning in April 2011, that rate increased to 35 per cent. The current CCA scheme 
was originally to end in March 2013, but has since been extended to 2023 and the rates will return to 20 per cent 
after the current scheme ends.4 This extension will provide the industry with more certainty to invest in energy-
efficiency measures with longer payback periods, enabling the 54 participating sectors to continue their eligibil-
ity for the scheme and levy discount.

Measures to increase political feasibility

The details of the CCL design are attributed to specific considerations of the UK Government at the time. As 
noted, the Labour Government in 1997 was hesitant to impose value-added taxes in the household sector, and 
policymakers did not want to introduce income regressive taxes and increase the burden on the poor. 

1  United Kingdom of Great Britain and Northern Ireland, HM Revenue and Customs website “Climate Change Levy-Introduction”.
Available from 
http://customs.hmrc.gov.uk/channelsPortalWebApp/channelsPortalWebApp.portal?_nfpb=true&_pageLabel=pageExcise_InfoGuides&pro
pertyType=document&id=HMCE_CL_001174 (accessed 14 March 2012).
2  United Kingdom of Great Britain and Northern Ireland, The UK Emissions Trading Scheme: A New Way To Combat Climate Change 
(London, National Audit Office, 2004). Available from www.nao.org.uk/publications/0304/uk_emissions_trading_scheme.aspx (accessed 14 
March 2012).
3  United Kingdom of Great Britain and Northern Ireland, Department of Energy and Climate Change website “Climate Change Agree-
ments”. Available from www.decc.gov.uk/en/content/cms/emissions/ccas/ccas.aspx (accessed 14 March 2012). 
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4  United Kingdom of Great Britain and Northern Ireland, Climate Change Levy: Reform of Climate Change Agreements (London, HM 
Revenue and Customs, 2011). Available from www.hmrc.gov.uk/budget2011/tiin6125.pdf (accessed 15 March 2012).

Taxable commodity Rate from 1 April 2008 Rate from 1 April 
2011 

Rate from 1 April 
2012 

Electricity £0.00456 per kW hour £0.00458 per kW 
hour 

£0.00509 per kW 
hour 

Gas supplied by a gas 
utility  

£0.00159 per kW hour £0.00169 per kW 
hour 

£0.00177 per  kW 
hour 

Petroleum gas or other 
gaseous hydrocarbon 

£0.01018 per kg £0.01083 per kW 
hour 

£0.01137 per kW 
hour 

Any other taxable 
commodity 

£0.01242 per kg £0.01321 per kg £0.01387 per kg 
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Energy taxes on households are generally income regressive because the poor spend a greater proportion of 
their disposable income on energy. This can explain why the UK Government limited the energy tax to the actual 
scope, choosing to tax businesses rather than households. 

At the same time, the Government wanted to engage industry and shed a reputation of “high tax and high 
public spending”. In addition, there were concerns of how the levy would affect the competitiveness of industry 
that has high energy costs, which were addressed by the CCA – a flexible mechanism for emissions reductions.5  
 
Revenue recycling and revenue neutrality

The CCL was also designed to recycle the revenue by matching it with a 0.3 per cent reduction in employers’ 
national insurance contributions (the National Insurance Fund provides such benefits as unemployment insur-
ance and retirement pension).6 In addition, by targeting and lowering the labour tax, the Government aimed to 
encourage employment. The policy was supposed to achieve revenue neutrality, but according to the National 
Audit Office, from 2001 to 2007, the CCL was actually revenue negative, meaning the revenue collected 
through the levy was less than reductions in national insurance contributions.7   

Results

The CCA in combination with the CCL have resulted in positive impacts on emissions reductions. While its eco-
nomic impacts are still to be further proven and discount rates to be made more stringent, the CCA has gener-
ated “awareness impacts” among industries that have led to broader innovation and other economic benefits. 

Environmental impacts

The CCL and CCA are widely recognized as having reduced greenhouse gas emissions in the United Kingdom. 
The two mechanisms are the second and third most significant climate change policies, respectively, in the 
United Kingdom. The CCL and CCA are estimated to have reduced 3.5 and 1.9 MtC in 2010, when compared 
with a business-as-usual scenario. Only the European Union’s Emission Trading System (EU ETS) has contributed to 
greater carbon savings, with the second phase of the EU ETS projected to have saved 8.0 MtC in 2010.8   

Research indicates the CCA generated additional emissions savings in terms of raising awareness among indus-
try management in what has been labelled an “announcement effect” or “awareness affect.” This effect is said 
to have a bigger impact on emissions reductions than what only a CCL might have generated. 

Innovation impacts

The research also demonstrates that the energy tax resulted in increased innovative activity. There has been a 
marked increase in the United Kingdom in the area of patents regarding climate change and energy efficiency. 
However, this evidence also found that businesses that were subjected to the full CCL were 16 per cent more 
likely to innovate than their CCA counterparts.

Economic impacts

The research suggests that the impact of the CCL and CCA on international competitiveness is currently incon-
clusive. GDP and employment were slightly higher and average industrial costs were lower (due to national insur-
ance reductions and the revenue negative aspect of the tax), although the balance of payments were slightly

negative. Neither companies that paid the full CCL nor companies in CCAs seemed to be significantly affected 
by competitiveness impacts in terms of job losses, output or productivity. Thus, in light of the overachievement of 
targets, it appears that the CCL and CCA increased competitiveness because businesses were able to cost-
effectively reduce their energy use. In addition to these benefits, the administrative costs of the levy have been 
small – an important characteristic for an efficient tax.9 

Lessons learned

Matching CCL with the carbon content of fuels: One criticism of the CCL is that there is a perverse incentive due 
to the tax not being related to the carbon content of the fuel. The following table shows the rates of the CCL on 
different fuel types for the period 2001–2010. It shows that coal is levied, with respect to carbon emissions, at a 
rate that is equivalent to approximately £16 per tonne carbon, while natural gas and electricity are taxed at a 
rate nearly twice as high.10 

Source: Organisation for Economic Co-operation and Development, The Political Economy of Environmentally Related Taxes (Paris, 2010). 

This may have an effect on incentivizing businesses to switch to a more polluting fuel, like coal. However, the 
carbon content of the source of electricity generation is not considered, so generators are not inclined to 
change to lower carbon fuels. Matching the carbon content of fuels with the levy rate would provide an incen-
tive for businesses to switch to lower carbon fuels.

More stringent CCA targets: Research seems to show that the negotiated CCA targets were too lax because 
there has been wide success meeting the targets as well as some cases of “overcompliance.”11 Sectors were 
allowed to choose their own baseline years. As a result, more than two thirds of the sectors chose baseline years 
of 1999 or earlier, meaning that any emissions reduction that had occurred before the policy was instituted could 
be applied to the CCA targets. In the first target period, 88 per cent of units met their targets. In the second and 
third periods, 98 per cent and 99 per cent of units, respectively, met their targets.12  In fact, 15 of 40 industrial 
sectors met their 2010 targets by 2002. On top of that, businesses missing their targets were able to use the UK ETS 
to purchase allowances and thus were not strongly motivated to transform industry processes towards more 
efficient energy use.

One explanation for this overachievement may be that the CCA process allows managers to find cost-effective 
measures to meet their targets. In the best case, this would mean that there is indeed great opportunity for 
energy efficiency improvements. Another explanation may simply be that in certain sectors, industrial managers 
with better knowledge about their own business were able to convince outside parties (Government) that 
“cost-effective measures were limited” and then went on to prove themselves wrong.13 Stronger or more 
stringent targets may in fact improve the environmental and economic benefits.  

5  The Organisation for Economic Co-operation and Development Environment Programme, The United Kingdom Climate Change Levy: A 
Study in Political Economy (Paris, 2005). Available from www.oecd.org/dataoecd/54/41/34512257.pdf (accessed 17 November 2012).
6  United Kingdom of Great Britain and Northern Ireland, HM Revenue and Customs website “National Insurance and state benefits”. 
Available from www.hmrc.gov.uk/ni/intro/benefits.htm (accessed 12 March 2012).
7  United Kingdom of Great Britain and Northern Ireland, The Climate Change Levy and Climate Change Agreements (London, National 
Audit Office, 2007). Available from www.nao.org.uk/publications/0607/the_climate_change_levy.aspx (accessed 1 March 2012).
8  United Kingdom of Great Britain and Northern Ireland, The Climate Change Levy and Climate Change Agreements (London, National 
Audit Office, 2007). Available from http://www.nao.org.uk/publications/0607/the_climate_change_levy.aspx (accessed 1 March 2012). 
"For more details of EU ETS, see a case study: EU ETS of this Roadmap.
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9  ibid. 
10  Organisation for Economic Co-operation and Development, Taxation, Innovation and the Environment (Paris, 2010).
11  The Organisation for Economic Co-operation and Development Environment Programme, The United Kingdom Climate Change Levy: A 
Study in Political Economy (Paris, 2005). Available from www.oecd.org/dataoecd/54/41/34512257.pdf (accessed 17 November 2012).
12  Organisation for Economic Co-operation and Development, Taxation, Innovation and the Environment (Paris, 2010).
13  Paul Ekins and Ben Etheridge, “The environmental and economic impacts of the UK climate change agreements” Energy Policy (2006), 
No. 15, pp. 2071-2086.

Fuel type Tax rate Fuel price Implicit carbon 
tax 

 GBP per kWh  GBP per tonne 
carbon 

Electricity  0.0043 0.0425 31 
Coal  0.0015 0.0246 16 
Gas  0.0015 0.0091 30 
LPG  0.0007 0.0085 22 
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CCA versus full CCL: The argument has been made that a CCA is inefficient and that it renders the CCL less ben-
eficial, both economically and environmentally, when coupled together in a scheme. Economic theory says 
that discounting the CCL rate for some sectors in essence increases the tax for others and increases costs for the 
entire economy.14  On the other hand, some research has shown that the CCA in fact enhanced the environ-
mental benefits and emissions reductions over a situation without a CCA, due to the awareness effect and the 
financial incentive for eligible industries.15  As pointed out, the awareness effect may have incited managers to 
more actively seek cost-effective energy-efficiency measures, something that the tax may not have done. In 
addition, it is useful to think about whether a levy would have been politically feasible in the absence of such a 
policy as a CCA.16 

Further reading

Climate Change Levy: Reform of Climate Change Agreements (London, HM Revenue & Customs, 2011).  
Available from www.hmrc.gov.uk/budget2011/tiin6125.pdf

Taxation, Innovation and the Environment (Paris, Organisation for Economic Co-operation and Development, 
2010).

The Climate Change Levy and Climate Change Agreements: A Review by the National Audit Office (London, 
National Audit Office, 2007).

“The environmental and economic impacts of the UK climate change agreements”, by Paul Ekins and Ben 
Etheridge, Energy Policy (2006), No. 15, pp. 2071-2086.

The United Kingdom Climate Change Levy: A Study in Political Economy (Paris, Organisation for Economic 
Co-operation and Development Environment Programme, 2005). Available from 
www.oecd.org/dataoecd/54/41/34512257.pdf

14  Paul Ekins and Ben Etheridge, “The environmental and economic impacts of the UK climate change agreements” Energy Policy (2006), 
No. 15, pp. 2071-2086.
15  ibid. 
16  ibid. 
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