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Climate and Community: Understanding Environmental 
Change - Level 3 
 

Section 4: The Economics and Finance of Climate Action 

As we delve into Section 4 of this course, we will explore the economics and finance 
behind climate action. Our focus here is on understanding the financial mechanisms, 
economic principles, and fiscal policies that underpin efforts to combat climate change 
and foster sustainable development. 

 

4.1 Economic Principles and the Environment 

To begin, it is essential to understand the economic principles that relate to the 
environment. One such principle is the concept of externalities, which are costs or 
benefits of economic activities that are not reflected in market prices. Pollution is a 
classic negative externality, where the environmental costs are not borne by the polluter 
but by society at large. 
 
The ‘polluter pays’ principle is a policy approach that aims to address this issue by 
assigning the cost of pollution back to the source, incentivizing businesses and 
individuals to reduce their environmental impact. This can be achieved through taxes on 
carbon emissions or regulations that require polluters to pay for the costs of cleanup 
and damages. 
 
Another economic concept is the valuation of ecosystem services. These are the 
benefits that humans derive from ecosystems, such as water purification, carbon 
sequestration, and pollination. Assigning a monetary value to these services can help 
incorporate them into economic decision-making and justify investment in 
conservation and sustainable land management. 
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4.2 Financing Climate Action 

Climate finance refers to the financial flows that support mitigation and adaptation 
activities. This includes funding for renewable energy projects, energy efficiency 
improvements, and the development of resilient infrastructure. Sources of climate 
finance include public funds, private investment, and international financial 
instruments. 
 
Public funds are often allocated through government budgets and can be used to 
subsidize renewable energy, fund research and development of green technologies, and 
support adaptation projects. Grants and loans from public financial institutions, such 
as the UK’s Green Investment Bank, are critical for kickstarting low-carbon projects. 
 
Private investment plays a significant role in financing climate action. This includes 
investments in sustainable businesses, green bonds, and other financial products that 
support environmental objectives. There is a growing recognition among investors of the 
risks associated with climate change, leading to increased interest in sustainable 
investment opportunities. 
 
International financial instruments include funds set up under the United Nations 
Framework Convention on Climate Change (UNFCCC), such as the Green Climate 
Fund, which helps developing countries in their efforts to adapt to climate change and 
reduce emissions. 
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4.3 Carbon Markets and Trading Schemes 

Carbon markets are a tool for reducing greenhouse gas emissions through the trading of 
emission allowances or credits. The EU Emissions Trading System (ETS) is an example 
where a cap is set on the total amount of certain greenhouse gases that can be emitted 
by installations covered by the system. Companies receive or buy emission allowances, 
which they can trade with one another as needed. 
 
The carbon price that emerges from trading schemes provides an economic signal to 
polluters and incentivizes the reduction of emissions. It also generates revenue that can 
be reinvested into climate action or used to lower other taxes, known as a ‘double 
dividend.’ 
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4.4 The Role of Subsidies and Taxes 

Subsidies can encourage the development and adoption of renewable energy and 
energy-efficient technologies. However, subsidies for fossil fuels can create market 
distortions and impede the transition to a low-carbon economy. Reforming these 
subsidies, while ensuring a just transition for affected communities, is a critical 
financial challenge. 
 
Environmental taxes, such as carbon taxes, can be used to internalize the external 
costs of pollution. By putting a price on carbon emissions, these taxes encourage 
businesses and consumers to reduce their carbon footprint and shift towards cleaner 
alternatives. 

 

4.5 Economic Modelling and Climate Projections 

Economic modelling plays a crucial role in projecting the costs and benefits of climate 
action. These models can evaluate the impacts of different policy scenarios on 
emissions, economic growth, and public finances. They can also assess the potential 
economic consequences of climate change itself, such as the effect on agricultural 
productivity or the cost of extreme weather events. 

Sustainable Development Goals and Climate Economics 
 
The United Nations Sustainable Development Goals (SDGs) provide a framework for 
addressing global challenges, including climate change. The goals recognize the 
interconnected nature of economic development, social inclusion, and environmental 
sustainability. Climate economics must align with these broader objectives, ensuring 
that financial decisions support a sustainable and equitable future. 
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4.6 Investment in Innovation and Skills 

Investing in innovation is vital for developing new technologies and practices that 
reduce emissions and enhance resilience to climate change. This includes funding for 
research and development, as well as support for startups and businesses working on 
green solutions. 
 
Developing skills for a green economy is another essential investment. Education and 
training programs can equip workers with the knowledge and abilities needed for jobs in 
renewable energy, sustainable agriculture, and other sectors critical for climate action. 
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Section 4 Conclusion 

Section 4 has examined the economic and financial dimensions of climate action. 
Understanding these principles is key to designing effective policies and mobilizing the 
necessary resources for mitigation and adaptation. Economic incentives, such as 
carbon pricing and subsidies for clean technologies, can steer behavior towards 
sustainability. Public and private finance are both crucial for supporting climate action, 
with innovative financial instruments playing an increasingly important role. Economic 
modelling helps policymakers and businesses assess the implications of climate 
policies, while investments in innovation and skills development are essential for a 
green economy. 
 
The next section of this course will focus on the international dimensions of climate 
action, including global governance, international cooperation, and the role of non-
state actors in addressing climate change. 
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Section 4 Quiz 

1. What is the 'polluter pays' principle designed to achieve? 

A. To provide subsidies for polluters 

B. To incentivize businesses to increase their emissions 

C. To assign the cost of pollution back to the source 

D. To establish a global currency for carbon trading 

2. Which of the following is NOT a source of climate finance? 

A. Public funds 

B. Private investment 

C. International financial instruments 

D. Lottery earnings 

3. What is the main purpose of economic modelling in the context of climate 
action? 

A. To predict the weather patterns for agriculture 

B. To evaluate the impacts of different policy scenarios on emissions and economic 
growth 

C. To calculate the personal carbon footprint of individuals 

D. To design new fashion trends for sustainable clothing 

4. What does the EU Emissions Trading System (ETS) set a cap on? 

A. The number of trees that can be planted each year 

B. The total amount of renewable energy that can be produced 

C. The production of ozone-depleting substances 

D. The total amount of certain greenhouse gases that can be emitted 

5. Which of the following is a role of subsidies in the context of climate change? 

A. To prevent any form of innovation in green technologies 

B. To encourage the development and adoption of renewable energy technologies 

C. To increase the consumption of fossil fuels 

D. To discourage private investment in sustainable projects 
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Answers: 

1. What is the 'polluter pays' principle designed to achieve? 

C. To assign the cost of pollution back to the source 

 

2. Which of the following is NOT a source of climate finance? 

D. Lottery earnings 

 

3. What is the main purpose of economic modelling in the context of climate 
action? 

B. To evaluate the impacts of different policy scenarios on emissions and economic 
growth 

 

4. What does the EU Emissions Trading System (ETS) set a cap on? 

D. The total amount of certain greenhouse gases that can be emitted 

 

5. Which of the following is a role of subsidies in the context of climate change? 

B. To encourage the development and adoption of renewable energy technologies 

 


