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What role can carbon 

pricing play in a just 

transition to net zero?
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Reduce (deep and rapid reduction 
of carbon emissions); Remove 
(removal of greenhouse gases 
from the atmosphere at scale); 
and Repair (research into targeted 
interventions to restore damaged 
parts of our climate systems).

The Climate Crisis Advisory  

Group recommends a  

three-pronged approach to 

tackling climate change: 



Over the past few decades, countries 
around the world have put in place 
a range of policies that incentivise 
the development and deployment of 
renewable energy. These have included 
feed-in tariffs, tax incentives, portfolio 
standards, carbon pricing (taxes or 
caps), and auctions. Countries have 
differed in terms of the mix of policy 
instruments used, the specifics of their 
design, and the timing of the policies.2 
Yet the combination of public support 
for developing, demonstrating and 
deploying low-carbon technologies 
with policies creating demand for 
these new technologies has catalysed 
research, economies of scale, learning 
by doing, new business models and 
other processes that together have 
resulted in dramatic cost reductions in 
many key technologies.3

Partly as a result of these policies and 
technology improvements, the rate of 
growth of CO2 emissions has slowed 
over the past 10 years or so, and over 
30 countries have reduced emissions 
over time (with some European 
countries achieving overall reductions 
including emissions embedded in 
trade).4 Yet emissions reduction from 
the advanced economies overall has 
fallen far short of what had been 
promised, resulting in more carbon 
space being consumed than had 

been anticipated.5 Indeed, current 
Nationally Determined Contributions 
(NDCs) place us on track to be 16% 
over 2010 levels of global greenhouse 
gas emissions in 2030, whereas to hold 
warming to less than 1.5°C we need to 
be at 45% below 2010 levels by 2030.6

Current policies clearly do not go  
far enough. It is estimated that today’s 
policy ambitions and targets would 
likely lead to global warming of around 
2.7°C by the end of this century.7 
Much stronger policy action across all 
sectors is needed. This should involve 
a mix of regulatory and fiscal policies, 
especially to address the various 
market failures involved in the energy 
transition (e.g. the environmental 
externalities of greenhouse gas 
emissions and local air pollution,  
the knowledge externalities involved 
in research and learning by doing, 
failures in capital markets and missing 
markets, information, and networks), 
the urgency of getting to carbon 
neutrality (which will require rapid 
structural changes in various markets 
as well as significant investments in 
infrastructure), and the fact that an 
energy transition of this scale will 
bring in many changes in technologies, 
systems and preferences which will 
have different impacts across different 
groups of people.

These approaches can only be achieved if they are underpinned by 
strong and agile international government action to create a financial 
and regulatory ecosystem that incentivises and facilitates them. 
To achieve an equitable transition to a net zero economy by 2050, 
while also meeting the Sustainable Development Goals, a portfolio of 
contextually appropriate policy instruments will be required.1 This report 
explores the role of carbon pricing within this suite of instruments, 
bearing in mind that the rules on the operation of carbon markets, set 
out in Article 6 of the Paris Agreement and scheduled to be agreed at 
COP26, will have significant implications for the price of carbon.

to incentivise carbon dioxide 

emissions reductions:

Fiscal and regulatory policies 



A properly functioning carbon 
price is viewed by many as a critical 
complement to other essential fiscal 
and regulatory policy instruments. 
Carbon pricing (in the form of a 
tax, or a quota system) aims to 
increase the cost of activities that 
result in carbon dioxide emissions. 
Carbon pricing can tie the external 
costs of carbon emissions, such as 
the damage caused by extreme 
weather events, to their source and 
would incentivise a transition away 
from fossil fuels. It could play a role, 
alongside other policies, in helping 
to incentivise the development of 
greenhouse gas removal technologies, 
complementing needed research, 
development and demonstration 
investments in the space. A modest 
and properly functioning carbon price 
across the whole economy, covering 
a large number of countries, would 
send signals across supply chains, 
create revenues to help address the 
distributional impacts of the energy 
transition, and help address (at least 
partially) difficult issues related to 
carbon border adjustments and  
carbon accounting in international 
trade. (Modest in the first instance 
to improve chances of acceptability, 
recognising that the price will need  
to increase over time.) 

Carbon pricing mechanisms, including 
carbon trading and carbon taxes, 
currently cover around 22% of global 
greenhouse gas emissions,8 with 
carbon prices ranging from below  
$1 to $137/tCO2e.9 Recently launched 
schemes include a new national 
emissions trading system in China 
covering more than 4 billion tonnes 
of CO2; national carbon markets in 

the United Kingdom and Germany; 
the South Korean Emissions Trading 
Scheme, which recently expanded  
to cover additional sectors; and  
new carbon taxes in the Netherlands 
and Luxembourg. 

The world’s first international emissions 
trading system, the European Union 
Emissions Trading Scheme (EU ETS), 
was introduced in 2005, setting a cap 
on emissions. It has been estimated 
that the EU ETS has helped to reduce 
emissions by around 1.2 billion tonnes 
between 2008 and 2016.10 These 
emissions reductions occurred mainly 
in the power sector, and, in conjunction 
with other policies, the EU ETS has 
helped to accelerate the shift away 
from coal. Yet the EU ETS has been 
far from perfect. The initial caps on 
emissions were set too high, meaning 
that the price was much too low, and  
a number of large policy changes  
were required to ensure its operability. 

Some recent modifications to the 
EU ETS were proposed as part of 
the EU’s ‘Fit for 55’ package. This 
seeks to expand the scheme to cover 
shipping, revise the rules for aviation, 
and create a new emissions trading 
scheme to cover emissions from 
transport and buildings. Reforms are 
likely to generate a much higher overall 
carbon price in the future,11 and there 
is a proposal to introduce a “Carbon 
Border Adjustment Mechanism” 
(CBAM) that will put a carbon price on 
imports of various products from 2023. 
The CBAM is designed to create a more 
level playing field for EU companies 
facing higher costs from those 
economic areas where companies  
do not have to pay such costs.



Existing carbon pricing schemes have 
had a positive and significant impact 
on emissions reductions12 – particularly 
related to switching away from the 
use of the most polluting fuels (such 
as coal and oil) – and by some metrics 
and in some areas on clean energy 
innovation.13 Many companies also 
claim to use some version of carbon 
pricing in their internal accounting 
and investment decisions, although 
there is to date not much evidence  
of the real impacts these have had  
on reducing emissions.

Most carbon prices are still very 
low: well below most estimates of 

the social cost of carbon (i.e. the 
estimated cost of climate damage 
caused by carbon emissions), and 
below the levels needed to drive 
energy transitions to comply with  
the goals of the Paris Agreement.  
This is generally because of the 
political difficulties often faced by 
unilaterally introducing increased taxes 
that could harm the competitiveness 
of domestic industries or reduce 
household income. Most of the 
literature indicates that the dramatic 
cost reductions seen in low-carbon 
technologies have been largely the 
result of direct regulatory and fiscal 
policies rather than carbon pricing.14 

carbon emissions?

What has been the impact on
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A recent World Bank report noted that less than 4% of global emissions are covered 
by a carbon price above $40,15 while to meet the Paris Agreement, carbon prices 
need to be at levels of $40-80/tCO2 today and reach $100-200/tCO2 by 2030.16 
President Biden’s administration has recently increased its social cost of carbon 
price to $51 per ton of CO2,

17 a step in the right direction to inform other policy 
decisions, though still low compared to recent estimates that put this cost at 
between $73 and $142 in 2020, rising by 30% by 2030 due to rising temperatures.18 

Arguably the carbon price required to make greenhouse gas removal economically 
competitive will be even higher than that required to incentivise the phasing 
out of coal, oil and gas. Agreeing on a carbon price floor between high-emitting 
countries to a modest level to begin with would alleviate some concerns regarding 
international competitiveness.19 The price would increase over time. 

Trading schemes are currently typically limited to power generation and large industry, 
reducing their potential impact.20 In the absence of wider sectoral or economy-wide 
coverage, conglomerates have been using internal carbon prices in order to finance 
clean energy and energy efficiency interventions. A wider portfolio of policies, 
applicable to all competitors, is needed for businesses to consider deep mitigation 
actions. Even an initially low internal carbon price, if combined with supporting policies, 
could assist firms in choosing best available technologies and deliver significant 
outcomes. Greater transparency (starting with voluntary reporting on internal carbon 
prices) would help to design responsive policies.21

There is an important role (especially in the medium to long term) for a modest 
carbon price covering a larger geographic area. This would help make sure that the 
other national policies do not result in as much leakage, avoiding difficult issues 
around carbon border adjustment mechanisms, and providing some certainty and 
consistency for investments around the world. 

carbon pricing more effective? 

What would need to be done to make
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TO MOVE AT THE PACE AND SCALE REQUIRED IN REDUCING CARBON

GREATER SECTORAL COVERAGE IS NEEDED. 

GREATER GEOGRAPHICAL COVERAGE IS NEEDED. 

EMISSIONS, A HIGHER CARBON PRICE IS NECESSARY.



The recently published IPCC AR6 report has shown that methane emissions are the 
second largest cause of warming to date22 and action is needed to reduce these (which 
could have the immediate impact of reducing the temperature rise). (The difficulty 
with this is how to convert one tonne of a short-lived climate pollutant to a tonne of 
CO2 equivalent as choosing the wrong price could lead to not enough or too much 
emphasis on other gases over CO2.)

To ensure fairness and gain domestic public support, carbon price revenues must be 
openly and equitably redistributed to avoid financial hardship for vulnerable and low-
income households. In many cases, these households can be relieved by distributing 
carbon price revenues to households on an equal per capita basis.23 A plan is also 
needed to redistribute some of the revenues raised to help developing economies 
transition to zero carbon technologies.24 There are major concerns about inter-nation 
equity, particularly between high-emitting and low-emitting countries, and carbon 
border adjustment mechanisms (such as that proposed by the European Union) 
could penalise countries that need financial help with mitigation and adaptation. 

Countries must put in place adaptive policy frameworks, adopt an experimental 
attitude, and engage in systems thinking when considering the innovation system, 
the socioeconomic impacts, and the broader SDG context. Policy makers need to 
have humility in policy design and put in place mechanisms for data collection, 
learning and adaptation, as well as knowledge sharing across countries. Importantly, 
this requires rethinking economic modelling and cost benefit policy analysis efforts 
which tend to overestimate the costs and underestimate (and sometimes ignore) 
the many benefits of rapid decarbonisation policies.

4
COVERAGE OF ALL SOURCES OF GREENHOUSE GAS EMISSIONS IS 

CARBON PRICING CAN BE POLITICALLY DIFFICULT.

INSTITUTIONAL CHANGES IN POLICY MAKING WILL BE REQUIRED

DELIVER THE STEP CHANGES IN MITIGATION EFFORTS THAT ARE NEEDED

STRONG NATIONAL FISCAL AND REGULATORY POLICIES AND CARBON

PRICING WILL ONLY BE FEASIBLE IN LOW-INCOME COUNTRIES IF

INCREASED FINANCING IS MADE AVAILABLE BY HIGHER INCOME COUNTRIES.

NEEDED (I.E. BEYOND CO2).
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A DIFFERENT APPROACH 

TO CARBON PRICING:

For consideration: 

Levying charges at the point of fossil 
fuel extraction, based on the amount of 
CO2 formed in any process in which they 
would be used as fuel, may be a preferable 
approach compared to a price at point of 
use, for a number of reasons. 

This approach would provide a price that 
was more easily comparable across borders, 
would by its nature be more inclusive of 
the range of end uses for fossil fuels, and 
would forge a linkage between the price of 
extraction and the price of usage. 

Such a scheme would require administration 
by an internationally recognised 
administration and should also reward 
certified carbon capture schemes. 
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Carbon pricing could be an 
incredibly useful tool to  
reduce emissions. 

But its apparent simplicity should 
not belie the political difficulty in 
implementing prices at a sufficiently 
high level across a broad enough 
coalition of countries to incentivise 
action. Further, carbon prices are 
also unlikely to be sufficient by 
themselves to reduce emissions 
at the pace needed. Technology 
transfers, feed in tariffs, government 
obligations and regulations, climate 
finance for emerging markets and 
developing economies, and direct 
government support for innovation 
will also be needed. 

> Topics that will be 
discussed at CCAG’s 
September 30th 
public meeting (1200-
1330BST) include:

• How can carbon 
pricing help 
incentivise emissions 
reduction  
and removal?

• How can carbon 
pricing be 
implemented without 
exacerbating global 
inequality?

CONCLUSION
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> This series of open meetings will be livestreamed on social media 
on the last Thursday of each month. 
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