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Internal Carbon Pricing: Stress Testing Business for
Climate Change Risk

Average carbon prices could increase more than sevenfold to
USD 120 per metric ton by 2030, as regulations are introduced
to achieve the Paris Agreement goal to limit global warming

to 2°C." Leading companies are using internal carbon prices
to gain insight into how globally diverse operations could

be affected by taxes and emissions trading—and identify
opportunities to capitalize on the low-carbon transition.

What is an internal carbon price?

Aninternal carbon price is a monetary value assigned to greenhouse gas emissions as
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targeted their internal carbon prices at a level that will drive energy efficiency and
investment, or to raise internal funds for investment in climate change initiatives.
However the price is set, an internal carbon price can help businesses mitigate
risk, hedge against future energy price increases, and better align with business
opportunities in the transition to a low-carbon economy.

What are the benefits of internal carbon pricing?

Many companies already disclose carbon emissions from their operations and
purchased electricity, as well as value chain emissions from supplies of raw materials
or use of products. Some also commit to science-based carbon targets aimed at
reducing emissions in line with 2°C climate change scenarios. By integrating internal
carbon pricing into investment decisions and new product design, companies can get
ahead of carbon emission regulations and adapt to business in a low-carbon world,
showing leadership to policy makers, investors, and customers.

Already, nearly 1,000 companies? say they use an internal carbon price or plan to do so
in the next two years. Companies that have already adopted an internal carbon price
include Microsoft, Unilever, Swire, Mahindra, and Acciona.

TIEA and IRENA (2017); Trucost Analysis.
2CDP, https://www.cdp.net/en/campaigns/commit-to-action/price-on-carbon.
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For instance, Acciona’s internal carbon price has helped
implement efficiency measures and direct investment in low-
carbon innovation and renewable energy. It also led the company
to introduce science-based carbon reduction

targets. Acciona’s CEO, Jose Manuel Entrecanales Domecq, says
carbon pricing is “an outstanding tool to boost decarbonization
and support the transition to a zero-carbon economy.”

Implementing an internal carbon price for major projects has led
Unilever to pilot the reduction of capital expenditure budgets by
an amount determined by the business’s carbon emissions. The
budget reductions are being used to create an internal “clean-
tech” fund* to finance carbon-reducing investment at its sites.

How do you design an internal carbon
pricing strategy?

Trucost recommends that companies align their internal carbon
pricing strategy with the Paris Agreement goal of limiting climate
change to less than 2°C. Despite uncertainty over the policies
required to get there, the goal itself—defined and supported

by climate science—remains clear and reflects the long-term
ambition of the 195 countries that signed the agreement.

Increasing carbon regulation through carbon taxes, emissions
trading schemes, or fossil fuel taxes is expected to feature
prominently in the global effort to address climate change in

the coming decades, with carbon prices already implemented

in 40 countries and 20 cities and regions.® The implication for
business is that these regulations are likely to drive up the cost
of fossil-fuel-based energy and carbon-intensive raw materials,
increasing operating costs and reducing profit margins. In
addition, revenue growth may be constrained for companies that

TalkingPoints

sell energy-intensive products when competitors have low-
energy alternatives. Businesses can mitigate this financial risk
and enhance their ability to grow by adopting an internal carbon
pricing strategy that reflects anticipated medium-term changes
in regulation.

The first step in designing an internal carbon pricing strategy

is to understand the greenhouse gas emissions profile of the
business—what is the total emissions footprint and where in the
value chain do the majority of emissions occur—and determine
emissions reduction targets. The next step is to set the business
objectives for an internal carbon price, such as to mitigate
regulatory risk or to raise funds for low-carbon investment, and
select a carbon pricing methodology that matches this objective
and the company’s emissions profile. Lastly, companies should
account for uncertainty by stress testing their assumptions
using scenario analyses that reflect the likely range of carbon
reduction pathways toward the 2°C goal based on different policy
implementation rates.

Exhibit 1 presents the forecast effective carbon prices (the
cumulative effect of regulations such as carbon taxes and
emissions trading schemes) in countries that are part of the
Organisation for Economic Co-operation and Development under
different climate change policy scenarios. Forecasts range from
a threefold increase in regulated carbon prices based on full
implementation of the existing Paris Agreement commitments
(light blue line) to a sevenfold increase, assuming policies
needed to achieve the 2°C goal are implemented (navy line). A
range of other possibilities exists between these extremes, as
represented by the yellow lines.

Exhibit 1: Carbon Price Scenario Analysis to Meet 2°C Paris Agreement Target
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3 Carbon Pricing Leadership Coalition, http://pubdocs.worldbank.org/en/183521492529539277/WBG-CPLC-2017-Leadership-Report-DIGITAL-Single-Pages.pdf.

“Ibid.
5The World Bank, http://www.worldbank.org/en/programs/pricing-carbon.
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How does internal carbon pricing help
companies meet the expectations of
financial markets?

The Financial Stability Board’s Task Force on Climate-related
Financial Disclosures® recommends that companies conduct
forward-looking assessments on the potential business,
strategic, and financial implications of climate change and
disclose the results in annual reports and accounts. In particular,
it calls for companies to conduct scenario analyses to stress test
their businesses against different carbon-reduction pathways
that emerge as countries introduce regulations designed to
achieve the Paris Agreement’s 2°C goal. Internal carbon pricing
can provide quantitative data to support these modelling
exercises.

Disclosing the results enables investors to understand in
financial terms the risks and opportunities that can affect
shareholder value and informs investment decisions. Companies
stand to benefit by accessing finance aimed at those seeking

to develop low-carbon, resource-efficient business models.

New investments focused on renewable energy generation and
technology were USD 241.6 billion in 2016,” and the total value of
green bonds offered to raise funds to support projects that have
positive environmental benefits was valued at USD 81 billion in
2016.8

There is clear shift away from businesses with environmentally
harmful business activities. The amount of assets under
management that investors have committed to divest from
fossil-fuel companies® stood at USD 5.45 trillion as of June
2017.0ver 700 institutions and 58,000 individuals worldwide
have committed to divesting from fossil fuels, motivated by both
ethical and financial concerns.

Shttps://www.fsb-tcfd.org/publications/recommendations-report/.
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What action could companies take?

Companies with multinational operations and diverse activities
may want to work toward implementing an internal carbon

price strategy and use these insights to understand what future
carbon regulation scenarios could mean for cash flow, operating
margins, and profits in different regions, highlighting those most
at risk. Companies could then conduct more detailed analyses
of carbon risks in those countries to build a business case for
action.

Once companies have developed an understanding of the
implications of carbon pricing across activities, regions, and
projects, they may consider ways to reduce exposure to the risk
of increasing carbon costs and identify opportunities to adopt
more sustainable products and business models, renewable
energy, and green technologies.

Sustainability managers can use the insights provided by
internal carbon pricing to build a business case for action,
bringing together teams from finance, regulatory affairs, and
facilities management. Recommended actions include:

- Stress testing the overall business model and individual
business activities for exposure to increasing carbon costs;

- Incorporating the internal carbon price in project pay-back
calculations to make the case for capital investments in
renewable energy or energy efficiency projects;

- Analyzing how sales of energy-intensive products could be
constrained and where new energy-efficient products can
create competitive opportunities;

- Disclosing the use of an internal carbon price to investors
to demonstrate effective governance and management of
climate risks; and

- Engaging with customers on prioritizing energy efficiency
improvements or low-carbon infrastructure project design.

7 Frankfurt School of Finance & Management, http://fs-unep-centre.org/sites/default/files/publications/globaltrendsinrenewableenergyinvestment2017.pdf.

8 Climate Bonds Initiative, https://www.climatebonds.net/.
9 Fossil Free, https://gofossilfree.org/commitments/.
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General Disclaimer
Copyright © 2017 Trucost plc (“Trucost”), a subsidiary of S&P Dow Jones Indices LLC. All rights reserved. Trucost and EBboard are trademarks of Trucost plc.

This document does not constitute an offer of services in jurisdictions where Trucost and its affiliates do not have the necessary licenses. Trucost is not an
investment advisor, and Trucost makes no representation regarding the advisability of investing in any company, security, investment fund or other investment
vehicle. Adecision to invest in any company, security, investment fund or other investment vehicle should not be made in reliance on any of the statements set
forth in this document. Prospective investors are advised to make an investment in any company, security, fund or other vehicle only after carefully considering
the risks associated with investing in such funds, as detailed in an offering memorandum or similar document that is prepared by or on behalf of the issuer of the
investment fund or other investment product or vehicle.

The materials have been prepared solely for informational purposes only based upon information generally available to the public from sources believed to

be reliable. No content contained in these materials (including credit-related analyses and data, research, valuation, models, software or other application or
output therefrom) or any part thereof (“Content”) may be modified reverse-engineered, reproduced or distributed in any form or by any means, or stored in a
database or retrieval system, without the prior written permission of Trucost. The Content shall not be used for any unlawful or unauthorized purposes. Trucost,
its parent S&amp;P Dow Jones Indices LLC and its third-party data providers and licensors (collectively the “Trucost Parties”) do not guarantee the accuracy,
completeness, timeliness or availability of the Content. Trucost Parties are not responsible for any errors or omissions, regardless of the cause, for the results
obtained from the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS” BASIS. TRUCOST PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED
WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM
FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH
ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall any of the Trucost Parties be liable to any party for any direct, indirect, incidental, exemplary,
compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and
opportunity costs) in connection with any use of the Content even if advised of the possibility of such damages.

The Content does not constitute or form part of any offer, invitation to sell, offer to subscribe for or to purchase any shares or other securities and must not be
relied upon in connection with any contract relating to any such matter. ‘Trucost’ is the trading name of Trucost plc a company registered in England company
number 3929223 whose registered office is at 20 Canada Square, London E14 5LH, UK.



