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Internal Carbon Pricing

What is an internal carbon price?

The ICP is an instrument for assigning a monetary value to emissions within a company.

What is an internal carbon price?

An internal carbon price (ICP) assigns a monetary
value to company CO, emissions, making climate
impact a tangible business cost. Typically, a price
per ton of CO, emitted is defined and integrated
into investment decisions and overall business
management. This attaches a cost value to green-
house gas emissions within the company, raising
awareness of its carbon footprint and promoting
more sustainable decisions.

There are various models, including shadow
pricing, internal carbon fees (involving actual pay-
ments into an internal climate fund), and even
internal emissions trading systems. Regardless
of the model, an ICP only has an impact if it truly
influences company decisions and is integrated
into core processes.

Why does it matter?

The aim of an ICP is to internalize the external
costs of CO, emissions. In this way, the company
better aligns its operations with climate goals,
anticipates the costs of future regulations and
mitigates risks associated with non-sustainable
investments. Over time, an ICP facilitates emis-
sions reductions and supports investments in
climate-friendly technologies.

However, the reasons for introducing an ICP have
changed, as CO, costs are increasingly integrated
in actual costs through external prices.
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The evolution of ICP in the context of external carbon pricing

Internal carbon pricing is evolving as a strategic tool to address external CO, costs, enhance transparency, and support climate action.

The evolving landscape of carbon pricing
The global carbon pricing landscape has under-
gone significant transformation in recent years.

External pricing mechanisms - such as emissions

trading systems and carbon taxes - are increas-
ingly being adopted around the world. A growing

proportion of greenhouse gas (GHG) emissions is

now subject to mandatory pricing. According to
the World Bank, 74 carbon pricing instruments
were in place globally in 2024, covering approx-
imately 29% of total GHG emissions — up from
just 11% a decade earlier'. Notable examples
include the EU Emissions Trading System (EU
ETS) and national carbon taxes implemented in
various countries. In 2024, the average carbon
price within the EU was around €65/t2. Germany
introduced a carbon price on fuels (including

' Carbon Pricing Dashboard Worldbank
2 International Carbon Action Partnership — EU Emissions Trading System

3 International Carbon Action Partnership - German National Emissions Trading System

gasoline, diesel, heating oil, and natural gas) in
2021, starting at €25/t and increasing to €55/t
by 2025, with a target range of €55-65/t by
2030.2

Increasing cost transparency

As a result, some of the carbon costs are already
embedded in product and energy prices. Com-
panies are now directly incurring costs for part
of their emissions - through higher energy
prices, certificate costs, or taxes. Carbon foot-
prints are increasingly translating into tangible
financial expenditures. With upcoming regula-
tions such as EU ETS2 — which will extend cov-
erage to buildings and transport sectors from
2027 - the financial accountability for emissions
is expected to grow further.

Implications for ICPs

Internal carbon pricing was originally designed to
account for climate-related costs that were not
reflected in market prices. As external pricing
mechanisms become more widespread, the role
of ICP is evolving. It is no longer merely a proxy for
absent carbon costs, but rather a complementary
tool. ICP remains particularly relevant in areas not
yet covered by external pricing — such as Scope 3
emissions across the supply chain or in regions
without formal carbon pricing frameworks. Some
companies intentionally set internal prices above
market levels to anticipate stricter regulations

and align with ambitious climate targets, such as
Science Based Targets. In essence, while external
pricing mechanisms now address part of the chal-
lenge, ICP continues to be a vital strategic instru-
ment for climate-conscious management.


https://carbonpricingdashboard.worldbank.org/compliance/coverage
https://icapcarbonaction.com/en/ets/eu-emissions-trading-system-eu-ets
https://icapcarbonaction.com/en/ets/german-national-emissions-trading-system
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Objectives and benefits of an ICP

As external carbon prices increasingly capture climate-related costs, what purpose does an ICP still have?

1. &

Transparency and visibility

Implementing an internal carbon price makes
climate-related costs explicitly visible within an
organization. By assigning a monetary value

to emissions, their impact becomes tangible

in financial metrics. This enhances awareness
across all levels - from management to employ-
ees - regarding the carbon footprint of opera-
tional decisions. Moreover, stakeholders such as
investors and customers increasingly expect this
level of transparency. Establishing an ICP signals a
company's commitment to climate responsibility
and aligns with these growing expectations.
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Cost allocation based on responsibility

An ICP enables equitable cost distribution based
on the polluter pays principle. Business units or
products that generate higher emissions incur
proportionally greater internal costs. For exam-
ple, an internal carbon fee allows departments
to contribute to a central fund in line with their
emissions. These costs are reflected directly

in the unit's profit and loss statement, making
emission-intensive activities more financially
burdensome. This origin-based cost allocation
encourages departments to reassess carbon-
heavy processes and adopt more sustainable
practices.

3. [11

Incentives for emissions reduction

A key objective of an ICP is to drive climate-
conscious behavior. When emissions carry a
financial cost, reducing them becomes economi-
cally advantageous - whether through efficiency
improvements, alternative materials, or lower
energy consumption. For instance, applying a
shadow carbon price in investment planning can
make low-emission projects more attractive by
accounting for avoidable carbon costs. This shifts
decision-making dynamics toward more sustain-
able options. Ultimately, an ICP fosters behavioral
change, as every ton of CO, avoided translates
into internal cost savings and supports a culture
of climate responsibility.
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Objectives and benefits of an ICP

As external carbon prices increasingly capture climate-related costs, what purpose does an ICP still have?

=

Financing mechanism for climate action

If implemented as an internal carbon fee, real
money flows within the company. The revenue
generated can be reinvested in sustainability
and climate action initiatives. Many companies
establish internal climate funds (insetting funds)
to support energy efficiency programs, renew-
able energy, or offsetting projects. This creates
a closed-loop system: emissions create costs,
and savings free up capital for decarbonization
efforts. In this way, an ICP becomes a financial
tool for driving internal transformation.
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Additional strategic benefits

Beyond the points above, ICPs offer a range of
advantages. They support risk management by
anticipating future carbon costs (e.g., taxes or
emissions trading), making investments more
future-proof. An ICP also fosters innovation and
competitiveness by rewarding low-emission
solutions. It can strengthen supplier relation-
ships and value chain resilience - for instance,
when procurement decisions factor in carbon
prices, motivating suppliers to reduce emissions.
Finally, it improves a company’'s ESG performance
and alignment with climate regulations - some-
thing increasingly valued by rating agencies and
sustainability-focused investors.
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Why is an ICP helpful for companies?

Companies are facing roadblocks on the pathway to achieving their decarbonization targets - the ICP is an instrument that can be helpful.

Background

Companies are confronted with numerous changes in the
business environment. High demand for sustainable products,
competitors increasingly focused on sustainability, ambitious
climate targets from politicians and a general increase in
interest in climate change. In this context, companies have set
ambitious decarbonization and sustainability goals, but they
are increasingly realizing that it is difficult to achieve these
goals with the defined measures. Therefore, more and more
companies are introducing an internal carbon price, as an ICP
can be a helpful tool to support the achievement of decarboni-
zation and sustainability goals in particular.
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What are other reasons for companies to introduce an ICP?

Challenges of own climate targets

Unforeseen operational constraints
(e.g, limitations in existing processes)

Complexity in managing emissions

across the entire supply chain

Lack of adequate or economically
viable technologies

Lack of sustainability
knowledge and expertise

High financial costs for
implementing measures

o

Insufficient employee enablement

Reduction of
financial risks

Integration into
CSRD reporting

Instrument to weigh up
climate and cost priorities

Better evaluation of Promotion of innovation

project profitability

Increasing the resilience

of the business model and competitiveness
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|CP as a steering instrument - not just cost compensation

The expansion of government-led carbon pricing means the ICP must now be viewed differently than in the past. Instead of
being mainly a substitute for external prices, its value lies in its role as an internal steering and climate action financing tool.

Internal control tool for decision-making

An ICP should be understood as a lever to guide
corporate behavior and decisions in line with
climate goals. Since a significant portion of emis-
sions costs is already paid externally (through
taxes and certificates), the internal price now plays
a more strategic role: creating internal incentives
and governance mechanisms that go beyond legal
requirements. For instance, internal carbon costs
can be integrated into business cases and influ-
ence investment or procurement choices - even
where external prices don't yet apply. In this way,
ICPs make emissions financially tangible and man-
ageable, accelerating the company’s transforma-
tion. However, the system must be taken seriously
and embedded in internal structures; only then
can it unfold its full effect and shift day-to-day
decisions toward lower-emission alternatives.

Financing internal climate action

Despite the rise of external carbon pricing, ICPs
remain relevant as internal financing tools. Unlike
carbon taxes, which leave the company, internal
carbon fees can circulate funds internally to sup-
port sustainability strategies. Internal payments
generate a budget that can be used for emissions
reduction projects, which are especially impor-
tant as external costs rise and capital becomes
scarcer. An ICP thus functions as an “internal car-
bon tax” with both steering and financing roles. It
is less about pricing societal climate damage (now
handled by governments) and more about driving
internal momentum - through behavioral change
or targeted investment.
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Strategic relevance of an ICP

Internal carbon pricing continues to play a crit-
ical role in corporate sustainability strategies,
even as external carbon pricing mechanisms

become more widespread. Its function is evolv-

ing — from merely internalizing climate costs
to serving as a governance and transforma-
tion tool. A well-designed ICP enhances trans-
parency, embeds accountability, and enables
effective management of emissions. It also
strengthens innovation, ESG performance,
and organizational resilience, making it a key
operational lever for delivering on climate and
nature-related goals.

Examples demonstrating the relevance of an ICP:

Climate fund for suppliers: Allocating internal carbon fees to finance
nature-positive projects - such as regenerative agriculture or
reforestation - supports suppliers in reducing Scope 3 emissions.

Decarbonization of logistics: ICP facilitates investment decisions in
low-emission transport solutions, helping companies reduce their
carbon footprint across the supply chain.

Biodiversity-focused investments: By integrating carbon costs into
project evaluation, ICP enables prioritization of initiatives that protect
ecosystems and enhance natural capital.

Sustainable procurement strategies: Internal pricing mechanisms
incentivize sourcing from low-emission suppliers, reinforcing value
chain resilience and ESG alignment.
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Five steps to set an ICP

1.

Define the goal and vision

The foundation of a successful ICP lies in a clear
understanding of its purpose. Start by defining
the overarching goal the ICP should serve -
whether it's guiding investment decisions, prepar-
ing for regulatory carbon costs, or driving internal
decarbonization.

Complementing this with a long-term vision that
positions the ICP as a strategic tool for embed-
ding climate action into core business processes
and decisions ensures alignment across stake-
holders and sets the direction for all further
implementation steps.

2.0

Specify the business impact

An effective internal carbon price should influ-
ence real business decisions by assigning a mon-
etary value to carbon emissions. To specify the
business impact, it is important to identify the
business departments in which the ICP should be
adopted.

The introduction of the ICP in relevant depart-
ments helps to steer investments and operations
toward climate-friendly outcomes.

3.

Define the scope

The impact of the ICP is based on the scope of
the considered emissions. The more widely the
ICP is applied, the more effective it is. In principle,
it makes sense to relate the CO, price to all direct
and indirect emission sources along the value
chain.

However, the focus of internal carbon pricing is
usually on Scope 1 and Scope 2 emission sources
that can be directly influenced by the company.
The ICP influences strategic investment decisions
and, if necessary, operational decisions.
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Five steps to set an ICP
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Determine the level

A combination of external and internal perspec
tive is recommended for optimal derivation of a
suitable reference value.

External carbon prices are determined by regu-

lation. Emissions trading systems such as the EU
ETS issue limited emission allowances. An evalu-
ation of trading system prices of emission allow-
ances gives an indication for the level of the ICP

based on market prices.

The marginal abatement cost curve* with a CO,
abatement reference value shows the costs

incurred on average in the company as a function
of the CO, reduction target. It allows the company

to estimate the costs of decarbonization meas-
ures to achieve a specific CO, reduction target.

|~
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Pilot the ICP and scale up

Introducing an internal carbon price requires

a structured and phased approach. Beginning
with a clearly defined pilot project in a selected
department or business unit is highly recom-
mended to test the mechanism, gather insights,
and refine the methodology.

Based on the pilot's results, the next step is to
develop a roadmap for broader rollout and inte-
gration across the company. This step-by-step
scaling ensures practical feasibility, internal align-
ment, and continuous improvement of the ICP.

“The marginal abatement cost curve (MACC) is a graphical representation that shows the cost of reducing one additional unit of
emissions across various mitigation measures, ranked from the most cost-effective to the least.
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How to start: Introduction and practical use of the ICP

The calculation of marginal abatement costs should be anchored in investment processes to ensure a simplified realization of decarbonization projects.

To ensure successful integration of the ICP into
strategic investment decisions, basic building
blocks throughout the target operating model
should be defined.

First of all, it is necessary to define in which rel-
evant areas the ICP is to be introduced and how
it will be used in the decision-making process.
The methodology for the marginal abatement
cost (MAC) calculation should be defined and
anchored on this basis. With the help of a RACI
matrix, the roles and responsibilities can then be
defined and the relevant stakeholders identified.

The most important questions that should
be answered include:

e How is the ICP anchored in the business
strategy?

*  Which roles will be affected?
Who is responsible for monitoring the I1CP?

¢ Which relevant stakeholders need to be
trained on the ICP concept?

Success factors

® =@ ®

Clear communication and
transparency

Integration into the company’s
goals and strategy

Clarity on criteria and guidelines
for application

Continuous improvement and
adaptation of the ICP

Regular evaluation and monitoring of
the effects and impacts of the ICP
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Use of the ICP

1 ICP is defined as a value against which the marginal @ ICP is considered at the end of the investment
abatements costs are compared approval process

ooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooo

Fixed integration of the calculation of abatement
2 costs into investment processes and simplified

@ Recommendation for implementation of the
approval for projects with MAC below an ICP

measure if: MAC < ICP

ooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooo

3 The time factor of the investment decision is taken @ Consideration of the total costs over the life
into account in the MAC calculation cycle of the measure

ooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooo

Concrete decision points and monitoring processes Annual review and adjustment of amount,
4 for the evaluation and adaptation of the ICP to @ coverage and influence in the annual budget
changed conditions and increased ambitions meeting
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