Carbon Taxes cause oil demand and prices to drop- leads to oil industry collapse.
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Today I will examine the possible implications of the green transition for energy prices. I will argue that the pathway to a greener economy does not necessarily imply persistently higher inflation. Much will depend on the policies we adopt to transit away from the most polluting sources of energy. I would even argue that we can reach a “divine coincidence” between price stability and decarbonisation.
The effects of changes in the supply and demand for fossil fuels and renewables
The green transition will affect the price of fossil fuels and other sources of energy, particularly renewables. Together, these dynamics will determine how overall energy prices evolve in the future.
Taxation will play an important role. Lower taxation (or subsidisation) of green energy and higher taxation (or penalisation) of fossil fuels will have an impact on relative prices and demand. The net effect on consumer energy prices will depend on the balance between the two and how the proceeds from carbon taxation are used (whether, for instance, they are used to subsidise green energy and invest in green technologies).
Ultimately, the impact on energy inflation will depend on how energy supply and demand react to these price signals.
The effects of the green transition on fossil fuel prices
Let me start by outlining the channels through which the green transition might affect energy commodities.
A wide range of interacting channels will determine how the transition risks will affect energy commodity markets (Chart 2).[10]
Chart 2
Transmission channels: impact of the green transition on fossil fuel prices
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Sources: ECB staff illustrations. The price effect of the relative cost channel is unclear a priori as the price before tax might decline due to lower relative demand for fossil fuels, but the after-tax price might be higher.
On the supply side, a transmission channel that is often referred to is the “policy uncertainty channel”: lower expected demand makes future payoffs highly uncertain and compresses investment in fossil fuels.[11] As investment declines, fossil fuel prices rise.
Yet there are other supply forces at work that might lower prices. Supply may increase if fossil fuel producers extract their reserves now due to the “frontloading channel”.[12] Also, innovations in fossil fuel technologies, such as carbon capture and storage solutions, might support investment through the “brown innovation channel”.[13] This would cause fossil fuel prices to fall.
Demand channels also matter.
First, preferences can shift towards greener forms of energy via the “preference channel”. For example, sales of electric cars in Europe now account for 14 per cent of the market, after an increase of 160 per cent in only two years.[14]
Second, policy measures can further discourage demand for fossil fuels by making these costlier than their green counterparts through the “relative cost channel”. Carbon pricing is a case in point.[15] By increasing the after-tax cost of fossil fuel and electricity produced by burning fossil fuel, carbon taxation (or equivalent measures, such as the Emissions Trading System) reduces fossil fuel demand and increases the recourse to renewables. The price effect is unclear a priori: the price before tax of fossil energy might decline, but the after-tax price might be higher.
Third, innovation in green technologies could make cleaner sources of energy more available and affordable, thereby lowering demand for more polluting sources via the “green innovation channel”.[16] The massive increase in the installation of heat pumps in Europe in the last two years to replace gas boilers is a clear example of how new technologies can rapidly decrease fossil fuel demand.[17]
The bottom line is that the effect of the green transition on fossil fuel prices is ambiguous. It will depend on which channels prevail, which is largely determined by technological developments and the policies implemented by governments globally. Different channels might have opposite effects and dominate at different points in time.
Renewables and the effects of the green transition on overall energy prices
The effect of the green transition on overall energy prices will also crucially depend on the availability and price of renewable energy.
The costs associated with renewables have been decreasing. They are now lower than those of fossil fuels. In 2020, new utility scale photovoltaic and onshore wind power plants were cheaper than new fossil fuel plants. In 2021, onshore wind costs fell by 15 per cent compared with 2020, while offshore wind and solar photovoltaic costs fell by 13 per cent. As of 2022, the marginal cost of new solar energy production was estimated to be a quarter of the marginal cost of existing gas plants in Europe.[18] And in the current energy crisis, wholesale electricity prices have been lower when EU power generation relied more on renewable energy than on gas.[19]
Not only, therefore, is a reallocation of production and consumption from fossil fuel energy to renewable energy necessary to reach the net-zero emission target. But the lower cost of renewable energy can also put downward pressure on overall energy prices. In fact, the EU has decided to cushion the impact of the electricity price spike on households and businesses by imposing a temporary revenue cap on producers with lower marginal costs[20], which mainly comprise renewable and nuclear energy producers.
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