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Carbon Market Progression

Andrew Bowley, Wholesale Governance Officer,

The focus of carbon pricing and carbon
markets has continued to increase, as a key
dynamic within overall ambitions to address
global climate change.

In this publication, carbon pricing has been
addressed in the Autumn 2020 edition’ as
well as the Winter 2021 edition?, and here
we maintain this attention, and consider
the importance of carbon markets, and how
the outcome of Conference of the Parties 26
(COP26) has affected this.

Carbon Pricing Recap

We should note that at the heart of the
sustainability trend is a climate crisis, with
human influence now confirmed as having
had an “unequivocal” warming effect on
Earth’s atmosphere, oceans and land®.

In the Autumn 2020 edition we noted that
restraining and putting a price on emissions
(ie carbon) was one of the most critical tools
to achieving aims of the Paris Agreement
to maintain overall temperature rise by the
year 2100 to within 1.5°C.

Despite tremendous focus in 2021, these
aims have only partly been addressed, with
an optimistic outcome based on COP26
bringing the forecast 2100 temperature from
around 2.9°C to around 2.1°C. Further, and
urgent, action is required to meet the Paris
goals.

Most of the world economies operate in a
commercial, market driven, environment.
In this model, pricing is essential for
manufacturers and consumers alike, in
order to change patterns of operation and

Nomura International Plc

consumption.

Pricing as a Reward

Whilst re-iterating the need for the punitive
effects of carbon prices, it is also worth
setting out the reward sides of this equation.

Actions required vary across geographies.
High emitting, typically developed,
economies need the right incentives to
drive down these emissions. In contrast,
countries that have natural carbon reducing
environments need better incentives
to protect and develop these precious
resources.

As Conservation International recently
noted, “Deforestation is driven by financial
incentives: If you cut down a tree, you
can sell the wood to buy things and plant
lucrative crops in its place. What offsets
[carbon credits] do is to change the math by
creating financial incentives for protecting
forests.””

Another important decarbonization tool
is a process known as carbon capture
and storage and 2021 saw the Orca plant
commence service in Iceland. This plant
mechanically removes CO2 from the
atmosphere, using geothermal power,
separating and then absorbing CO2 into
water, and injecting the liquid into basalt
rock, where the CO2 crystallises. This plant
absorbs a negligible amount of CO2 relative
to global emissions, but further development
of such capabilities can play a role in the
future. The price of operation is currently
in the region of $600-$800 per ton of CO2
removed from the atmosphere. As this is
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above other pricing mechanisms, we would
need to see significantly lower prices to
encourage widespread adoption.

Net Zero developments

2021 also saw numerous announcements
of Net Zero commitments, from countries,
corporates and banks alike. At this point,
countries representing 92% of the world’s
emissions’ have committed to achieving Net
Zero by mid-century, and alongside this,
450 of the world’s top financial institutions
have made comparable commitments based
on their balance sheet investments and
financing. Carbon offsets provide the “Net”
position and are thus directly linked to Net
Zero strategies.

Whilst this suggests significant growth in
demand for offsets, this does need to be
tempered with a growing set of guidelines
on Net Zero planning. According to the UN
Net Zero Banking Alliance, “the reliance on
carbon offsetting for achieving end-state net
zero should be restricted to carbon removals
to balance residual emissions where there
are limited technologically or financially
viable alternatives to eliminate emissions.”®

COP26

Carbon credits were first addressed as
far back as the Kyoto Protocol in 1997. In
the early days of these credits, incentives
were created for the development of new
technologies such as renewable power. This
segment has of course now grown, and the
government sector has had to adjust to the
reality of double counting of offsets, and
reduced creditability for such arrangements.

To address this, rules were anticipated under
Article 6 of the Paris Agreement, which
allowed for the creation of carbon markets
in the private and public sectors. The rules
were not finalised at the time of Paris and
remained a last key area for implementation
as COP26 approached.

The aim of Article 6 is to frame a COP
approved mechanism for trading carbon
credits, avoiding double counting of offsets,
and achieving an overall reduction in
emissions.

The main contention that had to be
addressed was that under Kyoto it was only
rich countries that had to track emissions;
this enabled developing countries to sell
offsets with no impact on their own position.

The Paris Agreement, however, created
global emissions commitments, and the
implication is that credits sold should be
removed from the host’s achievements
to avoid double counting of offsets
through what are called “corresponding
adjustments”. This is contentious for
rainforest nations - Brazil, for example,
uses renewables for 45% of its energy, but
is a big emitter globally from deforestation
and farming impacts. Whilst its remaining
rainforest can create material carbon
credits, selling these will make it harder for
Brazil to reach its own emissions targets.

Whilst there is more work to be done on the
details, COP26 closed the main rule book on
the Paris Agreement, with agreement on the
“corresponding adjustments” that will need
to be made to all new offsets. The clarity
achieved under COP26 is likely to lead to
further growth of the carbon markets.

Carbon and the European energy
crisis

Against the backdrop of these developments,
and growing calls for more carbon taxes and
pricing mechanisms, we know that taxes can
be regressive on society, and care is needed
on design. The “Gilets Jaunes” protests in
France, petrol blockades in the UK and even
the current troubles in Kazakhstan have
been associated with rising fuel pricing.

This will no doubt rest heavily on the
minds of those designing such frameworks
in various economies, with the key to a
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solution being not to treat the tax as a
revenue earning exercise, but the creation
of economic incentives through relative
pricing mechanisms. A good carbon tax
probably has a social redistribution element
that addresses social needs.

Whilst Europe is often seen as the leader
in sustainability and the environment, the
consequences of the current European
energy crisis will most certainly be felt
here. Growing gas prices, supply issues,
and geopolitical tensions over gas supplies
with Russia and pipelines over Ukraine, are
leading to more calls for fuel subsidies, the
opposite outcome to the carbon taxes that
are needed.
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Financial Services

Against this evolving backdrop, banking
and capital markets firms understand the
importance of carbon pricing mechanisms in
the future and are committed to building a
suite of capabilities and product offerings to
help address compliance, decarbonization,
investment, financing, and risk management
needs.

Banks are able to play a number of roles,
including the provision of research and
insight, advisory roles, market roles
including trading and sourcing, and the
embedding of carbon offsets into a wider set
of financial products.
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