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Introduction
The world has been increasing its pace towards a greener energy transition. As part 

of the “Fit for 55” package, the EU wants to accomplish climate neutrality by 2050. 

Other governments have similarly stringent targets. Policies implemented by these 

governments will hold the key to ensuring accountability by all stakeholders in 

achieving this goal. 

One of the most promising and reliant instruments of these policies is carbon 

pricing. With carbon emissions being responsible for more than 80% of the world’s 

greenhouse gas (GHG) emissions, carbon pricing and emissions trading 

mechanisms have proven to be catalysts in the emission reduction efforts of 

organizations and meeting their carbon neutrality goals. 

https://europeanclimate.org/stories/the-fit-for-55-package-at-a-glance/


What is carbon pricing 
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Carbon pricing is primarily implemented through government mandates by putting a price on 

carbon to cut the usage of carbon-emitting fuels and/or processes, eventually reducing 

carbon emissions. It involves implementing market-driving factors in such a way as to pass 

the cost of emitting greenhouse gases back to emitters. 

This is also known as the “Polluters Pay” principle. In this way, it aims to bridge the price gap 

between fossil fuels and renewable energy initiatives, making low-carbon alternatives a 

realistic option for future development.

The most common carbon pricing instruments are in the form of carbon taxes, emissions 

trading systems (ETS), or a hybrid of both. 

A carbon tax is a fixed price tax set by the government for an emitter to pay for each ton of 

greenhouse gas emissions. A financial incentive is created for the emitter to switch to 

cleaner alternatives to reduce their tax

An emissions trading system (also known as ‘cap and trade’) provides a way to incentivize 

emitters in reducing their emissions. The government sets a limit on the maximum GHG 

emissions and creates allowances for each unit of such emission. An emitter can either 

reduce their emissions to meet the cap, trade credits on the market, or pay the tax if they 

exceed the cap. It works as below: 

• A cap is decided for the total amount of GHG emissions that can be emitted by companies 

and projects covered in the system. This cap is gradually reduced over the years to 

tighten emissions.

• Within this cap, companies buy or receive their respective emission allowances, which 

can be further utilized to trade, as needed. There’s a limit on the total allowances 

available in the market, which ensures fair value trading.

• At the end of each year, the company/project must surrender allowances equivalent to the 

value of their emissions, or else risk paying penalties. If there are spare allowances due to 

emission reduction initiatives, they can be carried forward to cover future requirements or 

be sold in the market to another company that needs them.
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Advantages of carbon pricing
Carbon Tax 

• Encourages firms and consumers to invest in cleaner alternatives to reduce their carbon 

emissions

• Provides revenue for the government that can be utilized towards subsidizing green 

electricity, or mechanisms to combat the effects of carbon pollution

• Improves the environment and makes green energy more competitive as compared to 

fossil fuels

Emissions Trading System

• Creates a new economic resource for industries and companies as they can sell their 

extra credits on the market 

• Provides an incentive for companies to invest in cleaner technologies to avoid 

purchasing credits every year from the market (that usually gets expensive YoY)

• It’s considered better and faster than the carbon tax system as it gives emitters a cost-

effective way to reduce emissions and enables them to sell unused credits for additional 

profit

• It creates more transparency for consumers who can choose not to do business with 

companies that aren’t meeting their allowance compliance

• Provides a revenue stream for governments, selling emission credits to businesses that 

need them



Disadvantages of carbon pricing
Carbon Tax 

• Companies may shift production to other countries that have lower or zero tax on carbon

• It’s difficult to evaluate the tax and set a correct price for the same every year

• Higher taxes may lead to tax evasion by firms hiding their emissions

• If the taxes are lower, then it may not lead to significant reduction in emissions due to the 

demand inelasticity of fossil fuels

Emissions Trading System

• If allowance limits are set generously then it can lead to increased levels of pollution

• Emission credits are usually cheaper than investing in cleaner technologies. Companies 

can just buy the credits from the market if their emissions exceed the set limit

• In the absence of an effective emissions monitoring system, false reports can be 

generated by firms that are difficult to audit.

Additionally, both mechanisms lead to increased energy costs that can hinder economic 

activities in developing countries due to their unaffordability.
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Carbon pricing systems around the world

As per the World Bank statistics, 68 Carbon Pricing initiatives have been implemented as of 

2022, with a target to cover 23.11% of global GHG emissions. There’s been a significant 

increase in the past two years, with only 15.5% coverage of global emissions in 2020, followed 

by 21.5% in 2021.

The role of carbon pricing and trading in the energy transition | © 2023 Infosys Consulting 6



The role of carbon pricing and trading in the energy transition | © 2023 Infosys Consulting 7

The diversity and complexity of emissions trading systems across the world can be observed 

in the infographic below: 
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Trends in carbon pricing 
1. Growing ETS and emissions coverage

The increasing momentum of global action on combating climate change has had a direct 

effect on carbon pricing policies. 

The share of emissions covered by carbon pricing mechanisms has been increasing every 

year, with new systems getting implemented faster than ever. Approximately 23% of the 

world’s total GHG emissions are being priced as of 2022, compared to 5% in 2010.

2. Increasing price of carbon credits

The cost of purchasing carbon allowance has been record-high in recent years. EU ETS 

credits, for example, exceeded €99 in August 2022. This was because of gas shortages 

resulting from a global supply crunch, which increased the burning of coal for power 

generation. 

Prices have also been rising due to the EU’s stringent policy reforms to meet its net zero 

goal. Ambitious carbon pricing is instrumental in closing the gap between climate reform 

ambitions and reality.

3. International cooperation

There has been increased cross-border cooperation between countries for meeting their 

climate obligations. The International Monitory Fund (IMF) has proposed an international 

carbon price floor. If implemented, it would help accelerate the abatement of GHG emissions 

worldwide by setting a minimum carbon price across all emissions trading systems. 

The EU is already exploring a carbon border adjustment mechanism plan to control the risk 

of carbon leakage from imported goods. Some countries are considering adapting 

international climate clubs as well.
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Challenges
Lack of standardization

There’s a lack of globally acceptable policy standards. This creates challenges for 

multinational companies to account for their carbon emissions accurately and uniformly. 

Most organizations remain unclear on how to reflect their emission credits in their financial 

reports. It could be assumed as an intangible fixed asset, or inventory, or could fit into a new 

category not yet stated. The need for consistency is urgent given the growing demand for 

pricing carbon.

The complexity of emissions

Carbon emissions can be classified into scope 1, scope 2, or scope 3 depending on their 

source in the value chain. 

Although challenging, it’s mandatory to report scopes 1 and 2. Scope 3 emissions are the 

hardest to monitor, calculate, and report. Enabling organizations to accurately report these 

will involve strong digital integration and data management capabilities. Reporting data 

discrepancies, standardization of practices, and connecting end-to-end processes and supply 

chains will be critical to ensure success. 

Fast-changing regulatory policies

To meet their compliance requirements, countries have had to change their regulatory 

standards for climate change very frequently. These changes include stricter regulations for 

emitters and are often difficult to correctly understand and comply with. 
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Carbon leakage

Carbon leakage is the process of shifting emissions from one country to another. 

Higher prices of carbon in a country make carbon goods expensive. This in turn results in 

imports from lower carbon-priced countries cheaper. The production of carbon goods then 

shifts to countries that have lower carbon prices, which may eventually increase overall 

emissions globally (countries with low carbon prices might use less energy-efficient 

technologies with high GHG emissions).

Effect across various sectors

Not all sectors react the same to carbon pricing mechanisms. This is due to the differences 

in their dependence on and availability of substitutes compared to existing high-carbon 

fuels. For example:

• The power sector is expected to respond in the most positive manner. Due to the 

wide range of renewable sources available, even a slight increase in carbon pricing 

will encourage a reduction of CO2 emissions by switching to greener alternatives.

• The transport sector would remain largely inelastic to an increase in the carbon price, 

owing to its extreme dependence on fossil fuels. Compared to the power sector, it’s 

not easy for the transport industry to switch to cleaner energy alternatives. Even the 

existing options (e.g., electric vehicles) have their own challenges and form an 

exceedingly small part of the fleet, currently.

• The industrial sector respond to changes in carbon pricing by encouraging innovation 

in cleaner technologies and materials, as well as improving process efficiencies. 

Implementing carbon capture and storage can further boost their efforts on controlling 

emissions.

Economic impact

A carbon-tax policy is expected to cause a shift in the workforce, reducing employment 

opportunities from high polluting industries (such as fossil fuel-based power plants), 

shifting the demand to greener, renewable sectors. 

Furthermore, carbon tax would increase the cost of goods and services that are primarily 

dependent on fossil fuels. In turn, it may negatively affect low-income households. This can 

be offset by government programs and tax subsidies to encourage use of low carbon 

technologies.

Implication



The way forward
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Carbon pricing can be the most 

important player in transitioning the 

world towards green energy.

However, there’s still a long way to go 

before its effectiveness can be tangibly 

felt. Still, more than 70% of global GHG 

emissions across several sectors are yet 

to be covered under these schemes. 

Adopting ambitious carbon pricing 

targets can be politically and 

economically challenging for lesser 

developed countries. Carbon pricing 

effectiveness can be boosted if coupled 

with other robust policies to complement 

them in tackling climate change. 

Therefore, it’s imperative for 

governments to implement carbon 

pricing mechanisms keeping domestic 

needs and priorities in mind. 
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