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Q. What is a carbon tax? 

A. Emissions of carbon dioxide and other greenhouse gases are changing 
the climate. A carbon tax puts a price on those emissions, encouraging 
people, businesses, and governments to produce less of them. A carbon 
tax’s burden would fall most heavily on energy-intensive industries and 
lower-income households. Policymakers could use the resulting revenue 
to offset those impacts, lower individual and corporate taxes, reduce the 
budget deficit, invest in clean energy and climate adaptation, or for other 
uses. 

WHY TAX CARBON, AND HOW MUCH? 

Emissions of carbon dioxide, methane, nitrous oxide, and other greenhouse gases are increasing global 
temperatures, raising sea levels, shifting rainfall patterns, boosting storm intensity, and harming coral reefs 
and other marine life. Greenhouse gas emissions thus create a host of potential economic and environmental 
threats, including property damage from storms, human health risks, reduced agricultural productivity, and 
ecosystem deterioration (Environmental Protection Agency 2017; National Aeronautics and Space 
Administration 2018).  

Energy prices do not currently reflect these costs of greenhouse gas emissions. Those who benefit from 
burning fossil fuels generally do not pay for the environmental damage the emissions cause. Instead, this cost 
is borne by people around the world, including future generations. Imposing a carbon tax can help to correct 
this externality by raising the price of energy consumption to reflect its social cost.  

Estimates of the environmental cost of carbon emissions are sensitive to scientific and economic assumptions 
and thus differ greatly. A global study by Ricke, et al. (2018) found substantial cost variance by region, with a 
level of around $50 for the US.  This is comparable to the cost found by the US Interagency Working Group 
on Social Costs of Greenhouse Gases (2016), which the Obama administration used to formulate policy. By 
contrast, current US charges on fossil fuels--chiefly the federal excises on automotive fuels--amount to only 
about $5 per ton (IMF, 2019).  The Trump administration, which considers only the US cost of carbon 
emissions and discounts the needs of future generations, uses a social cost of carbon of $1-$7 per ton.   

HOW WOULD A CARBON TAX AFFECT WELFARE? 

A carbon tax would increase the price of burning fossil fuels and any resulting goods or services. A tax of $40 



TAX POLICY CENTER BRIEFING BOOK 

 

Key Elements of the U.S. Tax System 

What is a carbon tax? 
ENERGY AND ENVIRONMENTAL TAXES 

 

per ton would add about 36 cents to the price of a gallon of gasoline, for example, or about 2 cents to the 
average price of a kilowatt-hour of electricity (Marron, Toder, and Austin 2015). Higher energy prices would 
raise costs for industry and households, resulting in lower profits, wages, and consumption. Conversely, 
however, reduced carbon consumption would lower the real costs of climate change and air pollution. 

The impact of a carbon tax would differ among economic groups depending on the extent of energy price 
changes and on regional energy production and consumption patterns. Clearly, a carbon tax would fall more 
heavily on workers and investors in carbon-intensive industries as well as on regions that depend heavily on 
carbon-intensive fuels, particularly coal.  

The distributional impact of a carbon tax would depend on the extent to which businesses could pass higher 
energy costs to their customers. If demand for goods is less “elastic” (that is, responds less) to price changes 
than the supply of goods, then consumers will bear more of the carbon tax burden than investors and 
workers.  

Because low-income households consume a more energy-intensive basket of goods than do wealthier 
households, a carbon tax would be regressive; it would cost poorer households a higher share of their 
income than wealthier households (Marron, Toder, and Austin 2015). A carbon tax of $20 per ton would 
account for about 0.8 percent of pretax income for households in the lowest income quintile, as compared to 
0.5 percent for the highest income quintile. 

The environmental benefits from reduced emissions would be shared by people around the world. 
Combatting climate change thus poses a fundamental collective action problem.  US reductions will be most 
valuable if they are accompanied by comparable reductions in other nations.  Nonetheless, most countries 
would reap substantial domestic benefits from lowering carbon emissions, which increase disease and deaths 
from air pollution, among other harms (IMF, 2018).   

DEPLOYING THE REVENUE 

A carbon tax could raise substantial revenue. The Joint Committee on Taxation and the Congressional 
Budget Office estimated, for example, that a broad-based carbon tax starting at $25 per ton in 2017 and 
rising at 2 percent more than inflation would have raised $1 trillion over its first decade (Congressional 
Budget Office 2016). This is close to the amount that the United States currently raises with all its other 
excise taxes—about 0.5 percent of gross domestic product per year. 

The welfare impact of a carbon tax package would depend on how those revenues are used. Rebating the 
revenues to households on a per capita basis would render the policy progressive, as lower-income 
households would be more than compensated for higher energy costs, while upper-income households 
would pay a net tax.  Using revenues to increase transfers, reduce Social Security contributions from low-
income households, or compensate workers in carbon-intensive industries would also soften the regressive 
impact of the carbon tax. Revenues from a carbon tax could also be used to finance cuts in existing taxes 
that discourage growth. Revenues could also be used to reduce personal income taxes, to reduce future 
deficits, or to invest in clean energy and climate adaptation. What combination to choose depends on 
political, social, and economic considerations (Marron and Morris 2016).  

Updated May 2020 



TAX POLICY CENTER BRIEFING BOOK 

 

Key Elements of the U.S. Tax System 

What is a carbon tax? 
ENERGY AND ENVIRONMENTAL TAXES 

 

Further Reading 

Congressional Budget Office. 2016. “Impose a Tax on Emissions of Greenhouse Gases.” In Options for Reducing the 
Deficit: 2017 to 2026. Washington, DC: Congressional Budget Office.  

Environmental Protection Agency. 2017. “Climate Change.” Updated January 19, 2017. 

International Monetary Fund.  2019. "Fiscal Policies for Paris Climate Strategies—from Principle to Practice."  
Washington, DC: International Monetary Fund. 

Interagency Working Group on Social Costs of Greenhouse Gases. 2016. “Technical Update of the Social Costs of 
Carbon for Regulatory Impact Analysis.” Washington, DC: Interagency Working Group on Social Costs of Greenhouse 
Gases. 

Marron, Donald, and Adele Morris. 2016. “How Should Governments Use Revenue from Corrective Taxes?” 
Washington, DC: Urban-Brookings Tax Policy Center. 

Marron, Donald, and Eric Toder. 2015. “Carbon Taxes and Corporate Tax Reform.” In Implementing a US Carbon Tax, 
edited by Ian Parry, Adele Morris, and Robert Williams III, 141–58. New York: Routledge. 

Marron, Donald, Eric Toder, and Lydia Austin. 2015. “Taxing Carbon: What, Why, and How.” Washington, DC: Urban-
Brookings Tax Policy Center. 

Morris, Adele, and Aparna Mathur. 2015. “The Distributional Burden of a Carbon Tax: Evidence and Implications for 
Policy.” In Implementing a US Carbon Tax, edited by Ian Parry, Adele Morris, and Robert Williams, 97–119. New York: 
Routledge. 

National Aeronautics and Space Administration. 2018. “Global Climate Change: Vital Signs of the Planet.” Updated 
May 17, 2018. 

Ricke, Katharine, Laurent Drouet, Ken Caldeira, and Massimo Tavoni. 2018. Country-Level Social Cost of Carbon.” 
Nature Climate Change 8, 895–900. 

 
Copyright © 2020. Tax Policy Center. All rights reserved. Permission is granted for reproduction of this file, with attribution to 
the Urban-Brookings Tax Policy Center. 

 

https://www.cbo.gov/budget-options/2016/52288
https://19january2017snapshot.epa.gov/climatechange_.html
https://www.imf.org/en/Publications/Policy-Papers/Issues/2019/05/01/Fiscal-Policies-for-Paris-Climate-Strategies-from-Principle-to-Practice-46826
https://19january2017snapshot.epa.gov/sites/production/files/2016-12/documents/sc_co2_tsd_august_2016.pdf
https://19january2017snapshot.epa.gov/sites/production/files/2016-12/documents/sc_co2_tsd_august_2016.pdf
http://www.taxpolicycenter.org/publications/how-should-governments-use-revenue-corrective-taxes
http://www.urban.org/research/publication/carbon-taxes-and-corporate-tax-reform
http://www.taxpolicycenter.org/publications/taxing-carbon-what-why-and-how
https://www.elibrary.imf.org/abstract/IMF071/21375-9781138825369/21375-9781138825369/ch06.xml?redirect=true
https://www.elibrary.imf.org/abstract/IMF071/21375-9781138825369/21375-9781138825369/ch06.xml?redirect=true
http://climate.nasa.gov/
https://www.nature.com/articles/s41558-018-0282-y

	Why Tax Carbon, and How Much?
	How Would a Carbon Tax Affect Welfare?
	Deploying the Revenue
	Further Reading


