





Saving the planet — can tax and regulation help?

The impact of the debate looking forward

When asked how the debate is likely to influence their behaviour over the next two to three
years, respondents are almost unanimous that it will involve changes to the way they do
business. Just under a third (32%) say that there will be a lot of changes, while around two
thirds (65%) say there will be some changes to the way they do their business. Only 3% — or
five companies out of 151 surveyed - insist there will be no impact.

There is a similar pattern according to company size; the larger the market valuation and/or
size of the workforce, the greater the anticipated impact on their business. Interestingly,
private companies — those whose shares are not publicly traded — predict the largest impact.
More than four out of 10 (41%) say they expect to have to make a lot of changes.

The construction sector is head-and-shoulders above the rest of the sample in terms of
anticipated changes. More than six out of 10 (62%) expect to make lots of changes and
none anticipate making no changes. Since the built environment accounts for about 45% of
the UK’s carbon dioxide emissions, it is a good sign that the construction industry is taking
the issues seriously. It is interesting to note that only 18% of manufacturers expect to make a
lot of changes.

How the environment and climate change feeds into business strategy

It is perhaps not surprising that almost all companies have started to take some action to
reform the way their business impacts on the environment. As figure 3 demonstrates, only
3% say they have not changed their behaviour at all.

A vast majority of companies say that they have drawn up an environmental strategy. Only
6% say that their long-term strategy does not include an environmental policy while 89% say
they have one and a further 5% are in the process of creating one. A recent survey of
employees undertaken by the Trade Union Congress (TUC) suggests that this is less than
50%, so perhaps there is an issue to address both in terms of what business believes such a
strategy involves, and the communication by companies of the strategies they are pursuing.

Ninety-eight percent of respondents believe it is important that they take measures to reduce
or minimise their environmental impact, with 79% saying it is very important. Only 2% say it
is not very important. Again, the construction sector is way ahead of others with all but one
surveyed saying that minimising their impact on the environment is very important. However,
there is a two-thirds majority among all other sectors, indicating that UK business is signed
up to the need to reduce environmental damage.



Figure 3: Behavioural change to minimise financial exposure
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Thus before even looking at the impact of taxes, regulations and other pricing mechanisms,
the research shows that a large majority of respondents have already started to make some
changes to their behaviour to limit their impact on the environment. This may be a reflection
of a growing sense of corporate responsibility together with a strategic view that such
changes will benefit companies competitively.
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4 Influences on corporate environmental
behaviour

Companies take into account a range of factors when deciding if and how to change their
environmental behaviour. There are minimum legislative requirements (such as regulation
which sets an absolute minimum in terms of compliance) and economic instruments (such as
taxation and trading schemes) which put a price on a given activity or material such as
carbon dioxide emissions. Then there are the business benefits, which include competitive
advantage through brand enhancement and stakeholder perception; cost reductions; new
product/service development; growth in new markets; and the licence to operate through
compliance with regulation.

Faced with a range of nine potential influences, complying with legislation and regulation
requirements is the key driver for respondents (figure 4). Two-thirds (66%) of respondents say
it is very influential while a further 23% say it is fairly influential.

However, comments from the panel of 10 companies show that the role of legislation is
confined to meeting minimum requirements rather than motivating structural change. In
those cases where companies are looking to move beyond the legislative requirements, they
are looking at particular aspects of their business. Future investment plans, considering
shutting down energy inefficient plants and assessing future energy usage and procurement
are activities that companies are most likely to look at.

Of the other influences, which can be collectively described as market pressures, meeting
customers’ expectations is seen as the strongest motivating factor by respondents. Gaining
a competitive advantage, cost savings and keeping up with competition are also ranked
highly. One of the panel of 10 companies interviewed says: “Our company strategy on
environmental issues is primarily influenced by potential business advantages to be gained
from being environmentally responsible.” As many potential employees, particularly in the
service sectors, cite corporate responsibility and alignment of corporate values with their
own as a key factor in their choice of employer, it is surprising that attracting and retaining
staff appears as the least influential factor on corporate decision making.



Figure 4: Influences on corporate environmental behaviour
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A similar pattern is found when companies are asked to name the most influential factor
(figure 5). Almost a third (32%) of respondents rank complying with legislation and regulation
as having the most influence on their behaviour, while 21% of companies rank it second.

Meeting customers’ expectations and making cost savings are both given top ranking by
21% of the companies.

It is interesting to note that more than two thirds of respondents see internal or market-based
pressures as the most important driving force.
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Figure 5: Most influential corporate environmental behaviour
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We now look at respondents’ attitudes towards government policies that are aimed at
changing their behaviour further.



5 Perceptions of government policy

Before looking at individual government policies, it is worth considering the views of
respondents and their confidence in the effectiveness of Government in tackling the issue of
the environment and climate change. Only one in 10 say the Government is very effective in
significantly changing corporate behaviour. Although 42% say it is fairly effective, almost half
(49%) say it is not effective. Respondents were slightly more positive about the role that
policy plays as a signal to companies. While only 9% say it is very effective, a further 58%
say it is fairly effective. One of the panel of 10 companies interviewed says: “| feel taxes have
been highly effective in signalling Government’s priority and attracting attention to the issue.”
However most commentators would agree it is important that government policy is seen as
effective in itself and not just as part of a public information programme.

When respondents are asked about specific aspects of the Government’s environmental tax
and regulation framework the answers are less approving. Companies were asked to
comment on seven specific attributes of government policy covering areas such as
consistency, recent Budget measures and the existence of joined-up thinking. It also asked
companies whether they feel confident in making long-term investment and business
decisions in light of current government environmental economic instruments. Nine percent
of respondents strongly agreed that the UK government has a consistent long-term policy for
environmental tax and regulation. In all other cases, government policy received less strong
support.

Just over half of respondents (51%) are not confident in making long-term business and
investment decisions within the current environmental framework (figure 6). This lack of
confidence could be an important finding as it gives some indication of whether government
policy is having a positive or negative impact on businesses’ long-term investment intentions
as this is the area where government policy can have a direct impact on the economy.

In addition, respondents are concerned about the lack of connections being made within
Government. The majority of respondents feel that there is insufficient joined-up thinking
between government departments, central Government and local councils, and between
London and Brussels.
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Figure 6: Effectiveness of government policy
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The panel of 10 companies interviewed also voiced concerns, emphasising a lack of joined-
up thinking within government. One says: “The Government needs to be more joined up.
Business has to talk to Treasury, Defra, DTl separately — they need to talk to each other.” This
group of respondents are also concerned with what they describe as a plethora of
environmental tax and regulatory initiatives and the Government’s habit of “changing the goal
posts” with little warning. Examples highlighted include: changing the bandings within the
renewables obligation (which incentivises renewable electricity generation); raising the levels
of levy payments; and the phasing in of energy efficiency commitments for domestic energy
suppliers.

The in-depth interviews and the larger survey reveal a deep level of concern over the link — or
lack of it — between revenue raised from ‘green’ taxes and the promotion of environmental
initiatives. Three quarters (75%) of the wider survey say it is very important that business can
see that monies raised from these taxes are being directed to green initiatives (figure 7).
However, the large majority (85%) say they are not confident that the money is being
redirected in this way. Only 12% are confident that the link exists. The most recent official
figures showed that environmental taxes, as defined by the Office for National Statistics,
raised £35bn or as a percentage of total taxes and social contributions, 7.7%. This raises the
issue of whether businesses feel that green tax revenues should be ring-fenced —
hypothecated in technical terminology — for spending only on environmental initiatives.
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Figure 7: Monies raised from environmental tax and regulation
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The interviews also reveal that respondents question the Government’s motivation in using
environmental issues to raise taxes. Air passenger duty (APD) and fuel duty are perhaps not
surprisingly seen as money raising exercises rather than effective measures to change

behaviour. The fact that APD was applied ‘retrospectively’ may also influence the views of
industry.
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6 How effective are current government
environmental tools?

There are five main ways that government policy can impact a company’s environmental
behaviour: regulation, tax charges, tax incentives, market trading schemes and facilitating
voluntary agreements. Taxes include specific levies such as the climate change levy (CCL)
and the aggregates levy that impose a charge on certain activities. Tax incentives include
tools such as enhanced capital allowances that allow companies to write off investments in
energy and water saving equipment against taxable profits. Regulations include specific laws
such as water quality legislation. Market trading schemes include the EU Emissions Trading
Scheme (EU ETS) and the UK’s proposed Carbon Reduction Commitment (CRC).

In answer to a question about how effective companies believe these tools to be in changing
corporate behaviour, respondents ranked regulation, environmental taxes and tax incentives
ahead of market trading schemes and voluntary schemes (figure 8).

The survey shows that a large proportion (42%) see regulation as being very effective and a
further 32% as fairly effective, ranking it the most influential. This is followed by tax charges
(32% very effective and 48% fairly effective) and tax incentives come a close third.
Respondents seem to believe that mandatory tools are more effective than optional or
market trading based tools.

Among those who do not participate in them, the findings suggest less support for market
trading schemes. Only 9% say these are very effective while 38% say they are fairly effective.
Of the industry sectors, those in energy appear most supportive. Interestingly, 14% of all
respondants say they do not know enough about market trading schemes to answer the
question. This raises a number of questions about why business perceives such schemes as
less effective — is there a lack of awareness about who they apply to, is it due to the
perceived complexity of the schemes or perhaps that the initial experience with phase one of
the EU ETS, when the price of emissions permits collapsed, has coloured opinion?



Figure 8: Perceived effectiveness of different government tools
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Environmental taxes

Of the 22 taxes borne and collected by businesses, six are environmental, as evidenced by
the 2006 PricewaterhouseCoopers Total Tax Contribution survey for the Hundred Group of
financial directors. Furthermore, important facets of corporation tax, income tax, business
rates and stamp duty land tax are designed with the environment in mind.

According to the Organisation for Economic Cooperation and Development (OECD), the
definition of an environmental tax is “any compulsory, unrequited payment to general
Government levied on tax bases deemed to be of particular environmental relevance.”

In this survey, companies were asked about the taxes which the Office for National Statistics
class as environmental taxes, namely fuel duty, vehicle excise duty (VED), APD, CCL, landfill
tax and aggregates levy. We also asked about congestion charges.
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The incidence of the different taxes is clearly affected by the nature of a company’s industry
sector. For example, more than 60% of construction companies but only 5% of retailers pay
aggregates levy. On the other hand nine out of 10 respondents pay fuel duty and VED,
reflecting the fact that most businesses use road transport to some extent. Only 64% of
respondents say that they pay CCL, a tax on the use of energy by business. While there is an
exemption from CCL if companies use renewable energy sources, the low number of
respondents saying they are payers could reflect that the incidence of the tax on their
companies is not visible.

The key issue, therefore, is which taxes positioned under the environment banner are seen as
most effective in changing behaviour. A very clear pattern emerges (figure 9). Companies only
see three taxes on balance as very or fairly effective. These are the landfill tax (74 %),
aggregates levy (63%) and the CCL (59%). None of the other taxes scores above 50% and

in fact on average they gain support from just 24% of respondents, with APD seen as
effective by just 17% of companies.

The findings show a clear distinction in terms of effectiveness in changing corporate
behaviour between taxes that have a very clear environmental goal and were designed
specifically for the task (such as the landfill tax), and other taxes that were not originally
designed to tackle the environment and climate change but have environmental
consequences (such as fuel duty) or taxes which are less explicitly linked to polluting
behaviour, such as APD.



Figure 9: Effectiveness of of environmental taxes in changing behaviour

- . 3% 2% . ——2%
17% 15 24%
26%
40% 45%
44% 7 47% a8%
0,
38% 46%
19%
28%
18%
1% 4% L 3% 1% 9% 1%
Fuel duty I Vehicle excise I Air passenger ICIimate change I Landfill tax IAggregates IevyI Congestion I
duty duty levy charge
Base: All, . Very l:, Fairly D Not very Not at all Don’t
n=151 effective effective effective effective know

Even though the specific environmental taxes are seen as relatively effective, in our in-depth
interviews some interesting perspectives on the issue emerge. One respondent comments
that: “Most environmental taxes at present are sufficiently low to enable business to adapt to
most new measures which is positive, but consequently they do not heavily influence

behaviour.”

CCL was also highlighted in the interviews as a tax that is now well embedded in business
process but which at its current level does not have a major effect. In addition, companies
criticise it as being a tax on energy rather than carbon with the treatment of arguably carbon-

free nuclear electricity being seen as potentially anomalous.
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Environmental tax incentives

As one might expect, companies prefer carrots to sticks. They favour incentives rather than
penalties as the way to significantly change behaviour. However, the current structure of
incentives does not meet the expectations of respondents. The survey shows that the
current framework of incentives is seen as onerous, complex and that it fails to motivate
changes in behaviour.

None of the 151 companies surveyed agrees strongly with the idea that the system is
comprehensive and covers the areas needed to encourage green behaviour (figure 10). In
fact almost 80% of companies disagree with that statement. Six out of 10 feel that the
complexity of the system make it uneconomic to apply for tax incentives; 72% are unclear
about what incentives exist and how they should apply for them; and seven out of 10 do not
see the incentives as sufficiently motivating to make businesses change their behaviour.

Figure 10: View of current tax incentives
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A closer analysis of individual incentives suggests that businesses have much less
experience of these tools than they do of environmental taxes. Of the seven incentive
schemes that were mentioned to companies, on average only 29% of respondents have
taken advantage of them. The most popular (40%) is the enhanced capital allowance, which
allows the full cost of an investment in designated energy and water saving plant and
machinery to be written off against taxable profits (or, under this year’s Budget proposals, to
generate a payment from Government if a company incurs a loss). All other schemes - relief
for remediation of contaminated land, CCL relief based on climate change agreements, CCL
relief based on renewable energy, reduced income tax for low emission company cars,
corporation tax relief for low emission company cars and employee related tax incentive
schemes — are taken up by between a quarter and a third of companies.

As with taxes, the important issue is the extent to which companies thought that incentives
are sufficiently potent to change their behaviour. The clear winner is relief from the CCL
based on usage of renewable energy. Out of those claiming the incentive, more than four out
of 10 respondents say this had been a very big influence on their behaviour while a further
52% say it had a slight influence. Relief from CCL for companies using climate change
agreements is also seen as effective (32%). These offer an 80% discount from the levy for
energy intensive sectors that agree challenging targets for improving their energy efficiency or
reducing carbon emissions. More than 80% say it had a very big or a slight influence. Only a
tenth of respondents see employee related schemes such as tax incentives for purchasing a
bicycle as having a very big influence.

The panel of 10 interviewees was also lukewarm about the impact of incentives as they
currently stand. They say they are not sufficiently motivating to inspire significant changes in
behaviour. Any reform or addition to tax incentives should be carried out in a way that
creates business opportunities, they say. Could it be argued that if business can see an
opportunity rather than a cost, they will be more likely to pursue a certain line of behaviour?
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Market trading schemes - current and future

We asked companies for their opinion on the effectiveness of market trading schemes and
received paradoxical results. In this area the main scheme is the EU ETS for trading carbon
dioxide emissions.

In brief, the first phase of the scheme (which runs until the end of 2007) covers about 5,000
EU companies, or 12,000 plants, representing about half of all current CO, emissions in
Europe. When it became clear that 20 of the 25 member states had set caps for 2005 that
were so generous that they were above actual emissions, the carbon price immediately
collapsed from €25 a tonne to around virtually nothing. The IPCC estimates that the carbon
price will have to reach $20 to $50 a tonne by 2030 (€15 to €37 at current exchange rates) to
stabilise CO, concentrations at ‘safe’ levels.

Only 13% of the respondents to our wider survey are involved in the EU ETS but all of them
are supportive of the scheme with the majority describing themselves as very supportive.
However, as we have seen, from the full population of respondents there is a view that
regulation and tax are more effective tools for shifting behaviour than market-based
schemes. One implication from these findings, therefore, is that those looking in from the
outside and wondering how trading might affect them in the future are less confident that the
market-based option will work. As mentioned previously, the fact that 14% of companies say
that they do not know enough about market trading schemes to say whether they are an
effective tool indicates perhaps that there is a need for the Government to provide greater
and better information ahead of the wider use of carbon trading schemes.

Some of the comments from the qualitative face-to-face surveys may shed some light on the
reasons for respondents’ lack of enthusiasm for market trading schemes. There are concerns
about the way in which the first phase of the EU ETS was implemented in terms of the
number of allowances available and the consistency in application of the scheme across the
EU.

Some in the panel of 10 companies also show concern about what happens after the Kyoto
agreement expires in 2012 and the future of the EU ETS after this date. Companies pointed
to a lack of clarity and direction causing uncertainty over the long-term price of tradable
emissions allowances.



Other views however were generally supportive and rate market trading schemes as a “more
intelligent form” of taxation because there is a clear link between changes to behaviour and
the rewards and penalties offered under the scheme.

A further question asked of those participating in the EU ETS was with regard to the UK
Government’s plans to auction or sell 7% of allowances under the next phase. A tenth say
they are very supportive and a further 45% are fairly supportive.

For UK business, another imminent challenge is the proposed introduction of a mandatory
UK trading system to extend the reach of carbon trading beyond those currently covered by
the EU ETS. The CRC will seek to cut carbon emissions from large commercial and public
sector organisations (including supermarkets, hotel chains, government departments and
large local authority buildings).

Slightly fewer than half of the 151 companies questioned have heard of the CRC scheme.
Asked whether they back the UK scheme in principle, 70% are supportive.

Given the paradoxical results in this part of our survey, the relative merits of carbon trading
and other economic instruments, such as taxation, to regulate environmental impacts
warrant further research.

It is noted above that businesses perceive a lack of co-ordination between the UK
Government and Brussels. Only 38% of companies say they have observed joined-up
thinking between the two organisations. One specific area is a more stringent attitude taken
by the UK to EU directives than other member states, known generically as ‘gold-plating’.
They say they are concerned that any future initiatives and taxes must introduce a level
playing field across the EU.

However, business gives a fairly strong level of support to two key EU environmental
directives — the Packaging and Packaging Waste Directive (PPWD) and the Waste Electrical
and Electronic Equipment (WEEE) regulations. Around 90% of respondents have heard of the
two initiatives, while 83% are very or fairly supportive of their impact on behaviour. Fewer
than one in 20 is not at all supportive.
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Aiming for carbon neutrality

The idea of becoming carbon neutral — mitigating the damage done by CO, emissions by
reducing emissions, reducing energy use and/or offsetting — has become a popular concept
in the business community. So far, 3% of the 151 companies surveyed say they have
achieved carbon neutral status but a further 60% say they are looking into it.

Two thirds of respondents think the idea of using the tax system to incentivise them to
become carbon neutral is a good idea, while one fifth say it will depend on what levels of
incentives are offered to businesses. Only 12% say it is not a good idea.

The majority of companies that have gone carbon neutral are in the retail sector (figure 11) or
the ‘other’ category which tends to include services companies. Construction companies
show the greatest interest in going carbon neutral (73%) while only just over half of
manufacturing companies favour the idea and are the more sceptical group about the role of
incentives.

Figure 11: Going carbon neutral
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Road pricing

The survey included a specific question on road pricing in view of mounting speculation that
the Government may launch a nationwide scheme sometime in the next decade. A draft
Local Government Bill published in May 2007 gives local authorities greater freedom to
implement and experiment with local pricing schemes on roads in their control. This might be
seen as a pilot for a nationwide pay-as-you-go scheme that would require separate
legislation.

Against this background, companies were asked whether they see road charging as a way to
help combat climate change. Four out of 10 are supportive, although only 7% give it strong
support. A majority of 56% is not supportive. The lowest level of support comes from
retailers (29%).

It will be interesting to get more detailed views from companies on how a road pricing
scheme could be designed to gain greater support. It will be important for business groups
to be actively involved during the design stage.
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7 Who is responsible and where does
business go for help?

The research suggests that there is no clear pattern about which executive or company
department currently has responsibility for the environmental tax and regulation agenda of
businesses. Given the advanced state of the debate on climate change, both inside and
outside the business community, this is quite surprising. One particularly striking finding is
that tax managers or directors appear to have a relatively small role.

In terms of individual company representatives who responded to the survey, 30% are the
environmental director, 12% are corporate social responsibility directors/senior managers,
11% are in operations or facilities, 9% in health and safety and the remaining 15% are
quality directors, environmental advisers or strategy or projects directors.

Just 6% are tax directors or managers. Given that 40% of those surveyed say they are the
executives responsible for environmental tax, this implies that tax managers are not heavily
involved in environmental taxes. This may help to explain why far fewer companies see HM
Treasury and HM Revenue & Customs (HMRC) as the main point of contact within Whitehall,
compared with the Department for Environment, Food and Rural Affairs (Defra) and the
Environment Agency. An environmental officer, for example, is far more likely to contact Defra
than HMRC as the two parties will tend to speak the same language and share a similar
perspective.

Who do businesses ask for information?

While government agencies such as the Environment Agency and the Carbon Trust are used
by around eight out of 10 respondents, government departments are seen as a point of
contact by far fewer companies.

Most companies appear to liaise with a wide range of organisations in the public, private and
voluntary sectors. Nine organisations ranging from the Environment Agency to management
consultants are used by at least half of the sample. The Environment Agency received both
the largest number of companies naming it as a source (88%) and it is the most favoured
important source. One quarter (23%) of respondents rank it the most important source,
followed by the Carbon Trust with 17%.

The survey also shows that businesses rely strongly on information from industry colleagues
and peers. Almost as many companies identify this as a source as mention the Environment
Agency, while trade associations also receive a large number of mentions.
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8 What happens next?

The aim of this research project is to establish the views of business on a wide range of
areas linked to environmental tax and regulation, rather than to deliver concrete answers. The
findings have raised many issues and questions that merit further research.

To summarise, these findings suggest a number of broad areas for further exploration:

Government and business need to continue to work together to understand what sort of
tax and environmental policy framework will best create measurable improvements to the
environment. What is the right mix of incentives and penalties? How can policy be
signalled as long-term and consistent so that business has the confidence to invest?

Government and business need to examine the role of trading schemes and taxation in
tackling climate change and to understand the relative merits of each.

Business needs to acknowledge who is taking responsibility for environmental tax and
regulation policy within their companies and ensure it is strategic to the boardroom
agenda.

Recent initiatives undertaken by Government to improve consistency and clarity around
policy, i.e. the publication of the Climate Change Bill and instigation of the Office of
Climate Change, need to be monitored and assessed to determine if perceptions of
consistency of policy change as a result.

The results of this survey are UK centric. The issues are international and so an
understanding of the international dimension is required.
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9 About the survey

This report is based on answers given by 151 companies to a series of 125 questions asked
during a telephone interview. The interviews took place between 19 April and 23 May 2007,
the period that followed the publication of the Government’s white paper on climate change
and leading up to its energy white paper. The findings are supplemented by the results of
detailed face-to-face interviews held between December 2006 and February 2007 with
officers from 10 companies who were representative of British industry.

The companies that took part in the telephone interviews represent a mix of both commercial
activities and size of companies. There are 35 companies from the FTSE 200, 10 foreign-
owned subsidiary companies, 50 mid-cap companies and 56 private companies. By size of
workforce, 56 have between 250 and 1,000 employees, 56 have between 1,001 and 2,500
employees, and 59 have more than 2,500. The average number of employees at companies
that took part is 2,592. By sector there are 26 in construction, 39 manufacturers, 13 in oil,
gas, electricity and water, 21 retailers and 52 involved in a range of other activities including
real estate, finance and logistics.

For more information about this survey, please contact:

John Manning

Head of environmental tax and regulation
020 7212 8894
john.r.manning@uk.pwc.com

Neville Howlett

Tax external relations director

020 7212 7964
neville.p.howlett@uk.pwc.com
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