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Re:  Proposed Amendments to the California Cap on Greenhouse Gas
Emissions and Market-Based Compliance Mechanisms Regulation

Dear Ms. Sahota:

On behalf of the Western States Petroleum Association (“WSPA”),! 1 submit the
following comments on the California Air Resource Board’s (“CARB” or the “Board”)
“Proposed Amendments to the California Cap on Greenhouse Gas Emissions and Market-Based
Compliance Mechanism” dated September 4, 2018 (the “Proposal”). The Proposal sets forth
proposed amendments to CARB’s cap-and-trade regulation at title 17, California Code of
Regulations, sections 95801 et seq. (the “Regulation,” “Cap-and-Trade Program,” or the
“Program”) and is intended to implement the requirements of AB 398.

WSPA believes that several elements of CARB’s Proposal are not supported by the
record and do not comply with California law. In WSPA’s view, adoption of the Proposal
without the changes requested herein would be arbitrary and capricious and render the Cap-and-
Trade Program legally vulnerable.

As set forth in greater detail below, WSPA’s primary concerns relate to CARB’s
proposed price ceiling (including both the level of the initial price ceiling and the proposed
annual 5% escalator). This proposal is flawed in many respects, including the following:

1. The proposed price ceiling is not based on a reasonable interpretation of AB
398 and AB 32 nor on a reasoned analysis of the relevant statutory factors.
The Initial Statement of Reasons (“ISOR”) offers only a cursory review of the

"' WSPA is a non-profit trade association which represents companies that explore for, produce,
refine, transport, and market petroleum, petroleum products, natural gas and other energy
supplies in California and four other western states.



October 22, 2018
Page 2

LATHAMaeWATKINSue

relevant statutory factors under AB 398, and its interpretation, balancing, and
application of those factors is arbitrary and unsupported by reasoned analysis.
Among other issues, the ISOR fails to consider the economic impacts of the
proposed price ceiling at approximately $100 (in 2018 dollars)® in 2030 on
consumers and on the viability of the Cap-and-Trade Program. In addition,
CARB has not justified the use of a 5% annual escalator and the application of
such escalator to the price ceiling is, accordingly, arbitrary and capricious.

2. CARB’s selection of a 2021 ceiling of $61 and its application of the 5%
escalator results in a 2030 price ceiling of approximately $100 in 2018 dollars.
This is dramatically (roughly 66%) higher than the $60.39 value from the
Social Cost of Carbon that CARB identifies as its benchmark. CARB offers
no rationale for setting the 2030 price ceiling at a level so far in excess of its
benchmark 2030 estimate of the social cost of carbon. Under AB 398, the
social cost of carbon should be considered a reasonable upper bound for the
price ceiling, as expenditures in excess of the social cost of carbon would
impose higher costs than the benefits, and thus would be irrational.

3. The price ceiling is intended to ensure that the economic impacts of the Cap-
and-Trade Program on California do not exceed an acceptable maximum
level, as well as to prevent economic and environmental leakage. AB 398
expressly requires CARB to consider such leakage in setting the price ceiling.
But while the Proposal makes cursory mention of this factor, it is supported by
no analysis and fails to recognize that the proposed price ceiling is set far too
high to prevent such leakage. The result is a program that could cause serious
harm to California consumers and businesses while failing to achieve the
State’s greenhouse gas (“GHG”) reduction targets because of emissions
leakage.

4. There is no empirical or theoretical basis for CARB’s notion that businesses
make or have made GHG reduction investment decisions based on a delta
between the floor price and the current or projected tier 3 Allowance Price
Containment Reserve (“APCR”) price. To the contrary, a large cross section
of businesses regulated by the Cap-and-Trade Program assume that a
California Governor will suspend and a California Legislature will terminate
the Cap-and-Trade Program if allowance prices come anywhere close to the
current or projected tier 3 APCR prices.

5. AB 32 requires CARB to consult with other states, the federal government,
and other nations to, among other things, facilitate the development of
integrated and cost-effective (i.e., linked) regional, national, and international
GHG reduction programs. CARB’s proposed price ceiling is inconsistent
with other existing carbon pricing schemes in the United States, North

2 Please see discussion below of 2018 versus 2021 dollars.
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America, and globally and will present a potentially insurmountable obstacle
to linkage.

Based on the foregoing, WSPA urges CARB to: (1) conduct an appropriate economic
analysis of reasonable alternative price ceiling designs and how these affect each of the factors
identified in AB 398; (2) eliminate the 5% escalator, which is arbitrary and capricious and lacks
economic or policy justification; and (3) select a price ceiling equal to or lower than a defensible
2030 estimate of the social cost of carbon, at a 3% discount rate.

In addition, WSPA supports CARB’s proposed determination that no changes to the
Regulation are needed to address concerns regarding “overallocation” of allowances and strongly
oppose the contrary view. There is no policy justification for such a change, and as discussed
below CARB lacks legal authority to make such a change in any event. Accordingly, WSPA
urges the Board to continue to reject any calls for a change in approach.

We note at the outset that, unless otherwise noted, these comments refer to 2018 dollars
in order to maintain consistency with the approach used by CARB in the ISOR and thus avoid
confusion. However, because the proposed regulation itself uses 2021 dollars, any dollar figures
in these comments should be translated to 2021 dollars for purposes of comment on the proposed
regulation. WSPA objects to CARB’s use of a different year in the ISOR than in the proposed
regulation, which reduces transparency, causes confusion, and is contrary to the plain English
requirement that state agencies explain their changes clearly.

I. CARB’S PROPOSED PRICE CEILING IS NOT BASED ON REASONED
ANALYSIS AND IS INCONSISTENT WITH AB 398 AND AB 32

A. AB 398 and AB 32’s Text and Purpose

California Health and Safety Code Section 38562(c)(2), as enacted by AB 398, provides
that in establishing a price ceiling applicable from January 1, 2021, through December 31, 2030,
inclusive, CARB “shall consider, using the best available science, all of the following:

)] The need to avoid adverse impacts on resident households, businesses,
and the state’s economy.

(IT)y ~ The 2020 tier prices of the allowance price containment reserve.

(IIT) ~ The full social cost associated with emitting a metric ton of
greenhouse gases.

(IV)  The auction reserve price.

(V)  The potential for environmental and economic leakage.

(VD)  The cost per metric ton of greenhouse gas emissions reductions to
achieve the statewide emissions targets established in Section 38550
[i.e., the 2020 target] and 38566 [i.e., the 2030 target].”

In addition to the statute’s specific directive with regard to use of “best available
science,” Section 38562(e) directs CARB to “rely upon the best available economic and
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scientific information and its assessment of existing and projected technological capabilities
when adopting the regulations required by this section.”

Further, AB 32 requires that CARB develop regulations that are cost effective, facilitate
linkage with other market-based GHG reduction programs, minimize leakage, and minimize
adverse impacts on consumers. Specifically, AB 32 requires CARB to adopt “[GHG] emission
limits and emission reduction measures by regulation to achieve . . . cost-effective reductions in
[GHG] emissions in furtherance of achieving the [2020 target].” The statute reiterates the
requirement that GHG reductions be achieved in a cost-effective manner ten separate times,
including in reference to the adoption of rules and regulations, approval of the scoping plan, and
the adoption of the Program.* AB 32 also directs CARB to consult with other states, the federal
government, and other nations “to facilitate the development of integrated and cost-effective
regional, national, and international greenhouse gas reduction programs.” The statute expressly
requires CARB to “minimize leakage” when adopting regulations under the relevant part
(including the instant rulemaking).® Section 38501 as amended by AB 398, directs CARB to
extend the cap-and-trade regime under Section 38562 in a manner that “minimizes any adverse
impacts on state consumers.”’

Finally, as with any rulemaking, CARB must “adequately conside[r] all relevant factors,
and . . . demonstrat[e] a rational connection between those factors, the choice made, and the
purposes of the enabling statute.” American Coatings Ass' n, Inc. v. South Coast Air Quality
Dist., 54 Cal. 4th 446, 461 (2012).

B. CARB’s Proposal Is Not Based On a Reasonable Interpretation or
Application of The Statutes

In seeking to justify its proposed ceiling, CARB offers some limited discussion of each of
six statutory factors set forth above. However, the Board does not provide a transparent or
reasonable interpretation of the factors individually or of how they should be balanced and
applied in determining the price ceiling (including both the level of the ceiling and whether or to
what extent the ceiling should increase beyond the rate of inflation).

1. CARB Offers No Explanation or Reasoned Justification for Its
Balancing of the Statutory Factors

CARB is required to consider all six statutory factors under AB 398 in setting the price
ceiling. Because the factors point in different directions, it is clear that the Legislature intended
the Board to balance and optimize among them in setting the price ceiling. To identify a

3 Cal. Health & Safety Code § 38562(a).
41d. §§ 38560, 38561(a), 38562(c).

3 1d. § 38564.

61d. § 38562(b)(8).

71d. § 38501(i).
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reasonable price ceiling, CARB must (1) clearly explain the Board’s interpretation of each factor
and its comparative weight and directional influence in setting the level of the price ceiling, (2)
use the factors to identify a reasonable set of alternative ceilings (including both the level and
whether and what level of escalation to apply), and (3) analyze and compare the impacts of these
alternative designs on each of the factors and the balancing of the factors.

CARB provides no discussion of how the six statutory factors should be integrated or
balanced. Rather, as explained below, it identifies a proposed price ceiling and then makes
cursory and in many cases either arbitrary or otherwise unreasonable observations about the
proposed price in relation to each of the factors independently. This is not a reasonable
construction or application of the statute, and WSPA asks that CARB revisit its proposed
approach. As set forth below, under a reasonable interpretation of the statutory factors, the
“auction reserve price” establishes a logical “lower bound,” whereas the social cost of carbon
establishes a logical “upper bound” of the range where CARB can potentially set the price
ceiling in compliance with AB 398. Between these two bounding points, AB 398 requires
CARB to consider the impacts of the other factors — including the economic impacts of the
ceiling on California households and businesses and the potential for leakage, both of which
would counsel in favor of setting the price ceiling toward the lower end of the potential range.

2. Social Cost of Carbon

The social cost of carbon is appropriately considered as a reasonable upper bound for the
price ceiling. The U.S. Government’s Interagency Working Group on the Social Cost of Carbon
(“IWG”) defined the social cost of carbon as “an estimate of the monetized damages associated
with an incremental increase in carbon emissions in a given year.”® Imposition of economic
costs in excess of the social cost of carbon would be irrational, as this would impose social costs
in excess of the benefits of mitigation. As explained in a recent analysis by Dr. Todd Schatzki of
the Analysis Group and Dr. Robert Stavins of Harvard University: “Setting the Price Ceiling
above the social cost of carbon creates incentives for covered sources to undertake abatement of
GHG emissions that is more costly than the damages these emissions create.”  Accordingly,
CARB should set the price ceiling at a level at or below a reasonable estimate of the social cost
of carbon.

In considering this factor, the ISOR (at pages 35-39) focuses on estimates of the social
cost of carbon made by IWG. CARB does not endorse or justify the selection of any specific
estimate of the social cost of carbon. The ISOR focuses, however, on the IWG’s estimate of the

8 U.S. Gov't, Interagency Working Group on Social Cost of Carbon, Technical Support
Document: Social Cost of Carbon for Regulatory Impact Analysis Under Executive Order 12866
at 1 (Feb. 2010).

% Exhibit 1, Todd Schatzki and Robert Stavins, Key Issues Facing California’s GHG Cap-and-

Trade System for 2021-2030 at ES-1 (July 2018),

http://www.analysisgroup.com/uploadedfiles/content/insights/publishing/ca_ghg cap_and_trade
price_provisions.pdf.
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2030 value of the social cost of carbon — at a 3% discount rate — of $60.29 in 2018 dollars.
CARRB states:

Staff believes that a price ceiling below the 2030 value of $60.39 would fail to
recognize both [the social cost of carbon] and would also omit consideration
of additional significant physical, ecological, and economic impacts of GHG
emissions. Staff believes, however, that while new research indicates the
[social cost of carbon] may be much higher, even closer to $220, setting a
price ceiling based on this research would be excessive relative to prices
needed to achieve the 2030 target, and may be so high that it may lead to
leakage and adverse impacts to the economy and households. Staff is
proposing a price ceiling of $61 in 2021 (real 2018 dollars), which would
escalate over time. This value captures the [social cost of carbon] as
established by the IWG, but recognizes that value does not represent the full
social cost of carbon.!”

This analysis is flawed in several respects. Most important, CARB’s application of the
5% escalator results in a 2030 price ceilling of more than $99 in 2018 dollars. This is
dramatically (roughly 66%) higher than the $60.39 value from the IWG 2030 estimate (at 3%)
that CARB identifies as its benchmark. CARB offers no rationale for setting a 2030 price ceiling
at a level so far in excess of its benchmark 2030 estimate of the social cost of carbon. As
discussed above, the social cost of carbon should be considered a reasonable upper bound for the
price ceiling, as expenditures in excess of the social cost of carbon would impose higher costs
than the benefits achieved and would thus be irrational.

Second, CARB offers no record basis to substantiate its conclusory statement that the
actual 2030 social cost of carbon is much higher than its $60.39 benchmark and certainly not that
it could be as high as $220. Recent analysis by Dr. Todd Schatzki of the Analysis Group and Dr.
Robert Stavins of Harvard University shows that the central tendency of the 2030 estimates in
the IWG’s work is $79 in 2030 dollars (roughly equivalent to $61 in 2018 dollars).!! This is
similar to CARB’s proposed IWG-derived benchmark of $60.39 and significantly lower than
CARB’s proposed 2030 price ceiling. Moreover, recent work by Dr. Steven Rose of the Electric
Power Research Institute (attached at Exhibits 2 and 3) recommends application of conservative
minimum standards for transparency, scientific basis and justification, and plausibility of
assumptions and modeling structure to the models and data underpinning the IWG estimates. Dr.
Rose concludes that application of these criteria would result in an average estimate of the 2030
value of the social cost of carbon — using a 3% discount rate — of $35 in 2007 dollars. The $35

10ISOR at 38-39.
MEx. 1at7.
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value for 2030 is consistent with the $30 for 2020 value reflected in the exhibits.!*> Dr. Rose’s
2030 value of $35 in 2007 dollars equates to approximately $42.61 in 2018 dollars.'?

WSPA urges CARB to consider Dr. Rose’s recommended values in identifying the 2030
social cost of carbon and to use the estimated social cost of carbon in 2030 as an upper bound for
the price ceiling. Whatever value CARB elects to use in considering this statutory factor, it must
defend the validity of the relevant estimate and the basis for CARB’s selection of that estimate.
It has not done so in the ISOR.

3. Auction Reserve Price

The most reasonable reading of AB 398’s reference to the “auction reserve price” is that
it is intended to establish a logical lower bound for a potential price ceiling. Indeed, if CARB
were to set a price ceiling below the reserve price, the program would become unworkable,
which clearly would be contrary to AB 398.

With regard to this factor (discussed at page 39 of the ISOR), CARB indicates that it has
proposed to retain the 5% escalator currently in the auction reserve price and concludes that
carrying forward an increasing gap between the auction reserve price and the price ceiling is
appropriate for several reasons. First, the “extension of the existing structure where the Auction
Reserve Price and price ceiling values do not converge . . . maintains the price signal to ensure
the lowest [sic] reductions are targeted, while allowing for price discovery across a consistent
range for all periods of the Program across all covered sectors. Narrowing the range for potential
allowance prices over time results in the Program operating more like a carbon tax and it limits
abatement potential.” Further, CARB argues that this approach allows maintenance of a fixed
distance between the new post-2020 cost containment points (“speed bumps™) at a fixed distance
from one another, rather than converging into the price ceiling.

As discussed Section I.A.5 below, there is no clear rationale for maintaining a specific
“window” or delta between the floor and the ceiling. Further, CARB’s Proposal does not
maintain constant separation between the proposed price floor and ceiling; because of the 5%
escalator, the ceiling increases at a greater rate in absolute (inflation-adjusted) terms than does
the floor. To the extent CARB is concerned that too low a price ceiling will cause the ceiling to
be triggered and make the program function like a carbon tax, this bears no relationship to the

12 Exhibit 2, Steven Rose, Understanding, Improving and Using the Social Cost of Carbon at 33
(September 19, 2018).

13 We also note that the New York Independent System Operator (NYISO) is currently in the
process of considering a “straw proposal” to incorporate the social cost of carbon into its
wholesale electricity markets. In its recent draft report, NYISO used a 2030 value of $69.32 in
nominal dollars, implying a significantly lower value in 2018 dollars. See NYISO, Carbon
Pricing Draft Recommendations, A Report Prepared for the Integrating Public Policy Task Force
at 4 (Aug. 2, 2018),
https://www.nyiso.com/public/webdocs/markets_operations/committees/bic_miwg_ipptf/meetin
g_materials/2018-08-27/Carbon%20Pricing%?20Draft%20Recommendations%2020180802.pdf.
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Auction Reserve Price per se; concern about loss of abatement under the program is misplaced,
as discussed elsewhere in these comments. Finally, there are alternative approaches to design of
the “speed bumps” that could avoid the convergence concern CARB identifies. And it is
unclear, in any event, why this concern is raised in relation to the “auction reserve price”
discussion.

Further, as discussed in Section I.D below, the auction reserve price incorporates a 5%
escalator, but the rationale for including this escalator in the price floor does not apply to the
setting of a price ceiling (and certainly CARB has failed to articulate why it would).

4. Adverse Impacts on Resident Households, Businesses, and the State’s
Economy and Potential for Environmental and Economic Leakage

The “need to avoid adverse impacts on resident households, businesses, and the state’s
economy” and the “potential for environmental and economic leakage” both militate in favor of a
lower price ceiling. These factors accordingly provide grounds for deviating below the social
cost of carbon and the 2020 tier prices. The objective of a price ceiling is to ensure that
compliance costs — and the resulting impacts on households, businesses, and the State’s economy
— do not exceed a predetermined limit. Other things being equal, the higher the price ceiling the
more likely the environmental and economic leakage; as allowance prices and in-state economic
impacts increase, economic activity and associated emissions will move out of state.'*

CARB briefly considers the application of these two factors, in conjunction, to the price
ceiling at pages 33-34 of the ISOR. It states that “in advance of widespread carbon pricing and
deployment of GHG reducing technologies, California businesses may be more sensitive to
potential emissions leakage,” and that “[t]his concern supports the selection of a price ceiling
path below the single tier Reserve value in the early 2020s.” It goes on to state that “the price
ceiling cannot be set to so low that covered entities’ primary compliance strategy is to make
substantial and continued use of the price ceiling units . . ..”

This cursory analysis gives no consideration at all to the interpretation of “adverse
impacts on resident households, businesses, and the state’s economy” or to how the proposed
price ceiling level and design affects this factor. With regard to environmental and economic
leakage, CARB correctly identifies that a higher initial cap would be more likely to result in
leakage. But it does not provide any analysis of the 5% escalator or the overall proposed price
ceilings may impact leakage — nor what role this factor plays in its selection of the proposed
level and design in lieu of alternative options.

As discussed further in Section I.C below, CARB offers virtually no analysis of these
factors in the ISOR or the Standardized Regulatory Impact Analysis (“SRIA”). It provides little
to no discussion or analysis of the incremental economic impact of the proposed price ceiling on
consumers, businesses, or the state’s economy, and no discussion of critically important issues
such as gasoline prices. Nor does it conduct any analysis at all of the risk of economic and
environmental leakage associated with its Proposal, nor does it comparatively analyze alternative

14 Ex. 1 at ES-2.
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ceiling designs. In short, the Board has not adequately “considered” either of these two factors —
and it certainly has not met its legal obligation to do so based on the “best available science” or
the “best available economic and scientific information.”

5. The 2020 Tier Prices of the Allowance Price Containment Reserve

AB 398’s reference to consideration of the “2020 tier prices” of the APCR refers to the
three-tier APCR structure. This factor should be understood to reflect a benchmark for
continuity with the pre-2021 program and a potential alternative upper bound for the price
ceiling. The prices for the three tiers of the APCR in 2020 are (in 2018 dollars): $59.82 for Tier
1, $67.32 for Tier 2, and $74.89 for Tier 3.!° The Legislature specifically directed CARB to
consider the “2020 tier prices” (plural) — indicating that it was to consider the three tiers of
APCR prices and the specific prices in 2020, rather than considering only the tier 3 price
(singular), the “single-tier” price (singular) CARB established for 2021 and later under the
current Regulation, or any projection of post-2020 APCR prices. Furthermore, the 2020 APCR
tier 3 price is already well in excess of any reasonable estimate of the 2020 social cost of carbon,
indicating that this price should not be the basis for selecting the price ceiling.

CARB discusses its interpretation of this factor at pages 34-35 of the ISOR. CARB’s
discussion focuses on two points it deems relevant to setting the price ceiling:

e First, the amendments to the Regulation that were adopted in 2017
“provided a framework for the post-2020 period of the Regulation and
extended the upper bound of price expectations. . . . To maintain
continuity for entities’ assessments of the value of GHG reduction
investments, staff set the proposed price ceiling at a level that roughly
maintains the ‘window’ that would have been provided by the [post-2020]
single Reserve tier above the Auction Reserve Price.” The ISOR then
appears to suggest a rough equation of the delta between the 2015 floor
price and tier 3 price, the delta between the 2021 floor price and projected
single tier APCR price (under the current Regulation), and the delta
between the 2025 floor price and proposed price ceiling.

e Second, “[m]aintaining continuity of expectations is also important
because some covered entities have already taken early action to reduce
GHGs. Setting the price ceiling at a level significantly below the third tier
of the current Reserve and single tier post-2020 Reserve price would
create a precedent of devaluing early action. Covered entities’ future
expectations of the full range of potential allowance values, as well as
their expected potential rate of return for their GHG reduction
investments, would be undercut by anticipation of the potential for future
regulatory revisions that might significantly decrease the price ceiling.”

15 Calculated based on 2018 APCR prices of $54.26, $61.06, and $67.93, and adding the 5%
annual increase provided for in the Regulations with no adjustment for CPI.
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This interpretation and application of the “2020 tier prices” factor is inconsistent with the
statute and irrational for several reasons.

First, the Legislature directed that CARB consider “[t]he 2020 tier prices.” As noted
above, this suggests that CARB is to consider all three tiers of prices in 2020. CARB’s focus on
tier 3 and its projection of post-2020 single tier prices is inconsistent with the statute.

Second, there is no empirical or theoretical basis for the notion that businesses make or
have made GHG reduction investment decisions based on the delta between the floor price and
the tier 3 APCR price.

Third, current allowance prices are comparatively low, CARB amended its Regulation to
establish post-2020 single tier reserve prices very recently, and the Legislature enacted AB 398
(which calls for the establishment of an entirely new cost containment regime) almost
immediately thereafter. Accordingly, there is no basis for the notion that businesses have made
or are making GHG reduction investments based on expectations regarding the 2020 tier 3
APCR price, and certainly not based on projected single tier APCR prices for the post-2020
period. In fact, this assertion is absurd as the widespread consensus among members of industry
is that, if allowance prices reach levels anywhere close to the tier 3 of the APCR, the resulting
impacts on energy prices, including the price of a gallon of gasoline, will result in widespread
voter revolt, which will inevitably prompt the Governor to suspend and the Legislature to
terminate the Cap-and-Trade Program. These events will not only adversely impact the
environment and California’s leadership position in setting environmental policies globally, but
it will frustrate industry’s long-term investments in the Cap-and-Trade Program.

Finally, while CARB’s proposed price ceiling starts below the 2020 tier 3 price, it
significantly exceeds CARB’s projected post-2021 single tier APCR prices from 2028 onward —
including by roughly $10 in 2030. This is inconsistent with CARB’s purported rationale of
maintaining continuity of expectations with regard to the upper range of prices and with regard
to the delta between the reserve price and the price ceiling.

6. Cost Per Ton to Achieve the 2020 and 2030 Targets

The final factor — the “cost per metric ton of greenhouse gas emissions reductions to
achieve the [2020 and 2030] statewide emissions targets” — is relevant insofar as it provides
insight on likely allowance prices associated with meeting the cap, and the probability that a
given price ceiling in a given year will or will not be triggered. It is important to remember,
however, that AB 398 requires that if the ceiling is triggered, the revenues from sales of price
ceiling allowances will be used to achieve ton-per-ton reductions outside of the cap, helping to
ensure the overall environmental performance of the program. The objective of the price ceiling,
moreover, is to ensure that program costs do not exceed an acceptable maximum level. It would
be irrational, accordingly, to suggest that the price ceiling should be set above any possible cost
per metric ton of abatement, ensuring that the ceiling could never be triggered. Rather, the
ceiling must be set at a level reflecting an acceptable maximum level of costs in light of the six
factors.

10
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In discussing this factor (at pages 39-40 of the ISOR), CARB appears to identify the need
to “strik[e] a balance between being high enough to allow for a sufficient volume of reductions
to occur to meet the 2020 and 2030 targets, and being low enough to meet the AB 398 objectives
of minimizing leakage and minimizing adverse impacts to households, businesses, and the
California economy.” CARB then states, however, that “[c]ost containment cannot interfere
with the Cap-and-Trade Program’s ability to deliver the GHG reductions needed to achieve the
statewide GHG reduction targets. . . . Staff believe the proposed price ceiling will improve the
likelihood of meeting the 2030 target, while addressing concerns of cost containment through a
variety of other design features in the Program, such as the two Reserve tiers, banking, and
multi-year compliance periods.” (emphasis added)

This discussion reflects an unreasonable interpretation and application of this factor.
First, under CARB’s reading of the statute, the price ceiling must be set high enough never to be
triggered (thus avoiding any interference with achievement of the 2020 and 2030 targets) and
cost containment concerns must be addressed through other design features of the overall cap-
and-trade regime. This proposed approach would lead to the conclusion that CARB can and
should set the price ceiling as high as possible to avoid triggering it, and that CARB’s
consideration of other statutory factors in setting the price ceiling — such as adverse economic
impacts — is largely irrelevant. That cannot be a permissible reading of the statute. Further,
CARB’s consideration of this factor does not appear to be based on any actual analysis of the
estimated cost per ton needed to achieve the 2020 and 2030 targets, or how this relates to
CARB’s proposed price ceiling. CARB’s cursory reference to the 2017 Scoping Plan analysis of
the likelihood that the existing program will achieve the required reductions does nothing to
remedy this glaring gap in its analysis. In short, CARB’s interpretation and application of this
factor is unreasonable and should be remedied through actual analysis of the cost per ton of
achieving the 2020 and 2030 targets and how this may impact consideration of the price ceiling
level and design.

C. CARB’s Proposal Is Not Based on A Reasonable Analysis of Options in
Relation to the Statutory Factors

CARB must demonstrate that the ceiling it selects (including both the proposed level and
any rate of increase) represents a reasonable balancing of the tradeoffs between the statutory
factors. To do so, CARB must identify reasonable alternative approaches and analyze the
comparative impacts of these approaches on the six statutory factors. Absent such an analysis,
CARB’s selection of a ceiling price (and any rate of increase) would necessarily fail to
“adequately conside[r] all relevant factors, and . . . demonstrat[e] a rational connection between
those factors, the choice made, and the purposes of the enabling statute.” American Coatings
Ass'n, Inc. v. South Coast Air Quality Dist., 54 Cal. 4th 446, 461 (2012). Further, under the
California Administrative Procedure Act, CARB is required to make a “reasoned estimate of all
cost impacts of the rule on affected parties.” W. Sates Petroleum Assn. v. Bd. of Equalization,
57 Cal. 4th 401, 408-09 (2013). Reliance on “[m]ere speculative belief” or a demonstrably
invalid analytical methodology fails to meet this requirement. |d. at 428.

CARB’s Proposal includes no reasoned analysis linked to the statutory factors it is
required to consider in setting the price ceiling. As explained above, the narrative discussion of

11
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the factors in the ISOR is cursory, incomplete and arbitrary, does not address alternative ceiling
levels or designs, and does not analyze the comparative impacts of alternative designs on the
statutory factors. Nor does the SRIA address this. The SRIA purports to analyze three
alternatives: The proposed level (2021 level of $61 + 5% escalator), Alternative 1 (2021 level of
of $78.52 + ~12.5% escalator), and Alternative 2 (2021 level $50 + maintain $33.18 difference
from floor price in each year; equivalent to approximately 1.9% escalator). There are several
problems with this analysis, however, that render it uninformative with regard to how best to
balance among the six statutory factors in selecting a price ceiling level and design.

First, the SRIA does not analyze the projected economic impacts of the Alternatives in
relation to an analysis of available emission mitigation options and costs. Instead, CARB’s
analysis appears to assume that the pre-selected price ceiling is triggered in 2030 and that
allowance values increase from 2020 to 2030 on a path consistent with triggering the ceiling in
2030. CARB’s analysis appears to quantify the economic impacts that would result under such
assumptions. But such an analysis is entirely divorced from any consideration of estimated
abatement costs, how those would affect allowance values, and whether and when these
alternative price ceilings would therefore be triggered. As a result, the SRIA provides no
reasoned analysis with regard to how the economic impacts of these alternatives are likely to
vary. Accordingly, they provide little or no insight in how best to balance or apply the statutory
factors.

Second, even if the SRIA did provide a reasoned analysis of the economic impacts of the
Alternatives considered (which it does not), it does not analyze or discuss the relationship
between any such analysis and the six statutory factors. There is no discussion or analysis in
either the SRIA or the ISOR’s main text of how the “potential” economic impacts identified
would affect the specific factors for consideration.

Third, there is not a reasonable relationship between the SRIA’s (deficient) analysis and
the policy option CARB has proposed. Based on the assumptions discussed above, CARB
estimates that Alternative 1 (the high 2021 price ceiling + higher escalator) would result in
$13.8-27.9 billion more costs to industry than the proposed alternative, as well as related impacts
to state GDP and employment.'® CARB estimates that Alternative 2 (the lower price ceiling +
lower escalator) would result in $5.1-19.2 billion lower costs to industry, as well as related
decreases in the impacts to state GDP and employment.!” Other things being equal, therefore,
the analysis (if valid) would indicate that Alternative 2 would be superior to CARB’s Proposal —

16 These numbers are drawn from the June 2018 SRIA at pages 58-59. The September 4, 2018
updated SRIA does not report estimated costs relative to the proposed amended regulation, but
reports (at page 75) the same estimated cost of Alternative 1 relative to the current regulation, as
does the June 2018 version ($28 billion).

17 These numbers are drawn from the June 2018 SRIA at page 64. The September 4, 2018
updated SRIA does not report estimated costs relative to the proposed amended regulation, but
reports (at page 81) the same estimated cost of Alternative 1 relative to the current regulation, as
does the June 2018 version ($5 billion).
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in that it would have lower “adverse impacts on resident households, businesses, and the state’s
economy” and correspondingly lower “environmental and economic leakage.”

The final paragraph of the SRIA, however, states:

The price ceiling in Alternative 2 may be too low to incent the abatement
technologies described in Table 22 to achieve the GHG reductions necessary
to achieve the State’s 2030 reduction target. To achieve the 2030 GHG
reduction target, the program may then have to rely on the metric ton for
metric ton reductions CARB identifies to sell at the price ceiling and
implement the types of measures included in Alternative 1 in the 2017
Scoping Plan to ensure the 2030 target is achieved. Therefore, Alternative 2
does not appear to be a viable alternative to the Amended Regulation.'®

Table 22 presents ranges of estimated abatement costs for several technologies with
applications in California’s industrial sectors (including carbon capture and sequestration,
concentrated solar thermal, biogas, boiler electrification, hydrogen electrolyzer, and cement
sector technologies).

Again, however, CARB provides no actual modeling or analysis of estimated costs of
achieving the 2030 emissions target. Any such analysis, among other things, should take
appropriate account of reference case emissions, the full range and estimated costs of abatement
opportunities in all covered sectors, and the availability of offsets and other compliance
flexibilities. Absent such analysis, there is no rational relationship between the abatement cost
ranges in Table 22 and any conclusion regarding the likelihood that the price ceiling would be
triggered. Among other things, CARB has not established any analytical basis for concluding
that the Alternative 2 price ceiling would not provide a price signal adequate to achieve the 2030
reduction target. In fact, it has not established any benchmark at all for what carbon price may
be necessary to achieve the target. Furthermore, as discussed above, the cost per ton needed to
achieve the target is only one of the statutory factors, and CARB has not explained why this
factor should outweigh the others in determining what price ceiling to select.

Finally, all three of CARB’s alternatives involve use of an escalator, which appears to
range from 1.9% to 12.5%. As discussed below, the use of an escalator appears to be arbitrary
and not supported by economic theory or any reasonable policy justification. CARB should
consider alternatives that do not include an escalator.

D. The Proposed Five Percent Annual Price Escalator Is Arbitrary and
Unreasonable

CARB’s proposed price ceiling has two features: the starting level and the 5% annual
escalator (in addition to the rate of inflation). While the two features work in tandem, the
compounding escalator is independently problematic, because it results in an increase of over
60% in the inflation-adjusted value of the ceiling over the course of the 2021 to 2030 period.

18 September 4, 2018 Updated SRIA, at 84.
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The effect of the escalator is to make the ceiling less and less effective as a backstop price
containment mechanism over time, implying a greater and greater tolerance for potential adverse
economic impact over time. CARB has offered no rationale or justification for this arbitrary
annual increase in the ceiling, and economic theory offers none.

It is important to note that the escalation rate in the current Regulation’s single price tier
is approximately 1.3%. CARB has not offered any explanation for why the 5% escalator is
nevertheless appropriate in setting the ceiling.

As discussed above, to the extent CARB seeks to justify the 5% escalator based on
maintaining a certain “window” between the price floor and the price ceiling, this rationale
appears to be arbitrary and unjustified. The value of the “window” concept itself is questionable,
but even if CARB wanted to maintain a defined spread between the floor price and the ceiling
price, it could structure the ceiling to maintain the absolute distance (in constant dollar terms)
between them, rather than applying the same percentage-based escalator, which has the effect of
widening the gap over time.

It may be that CARB simply intends to mirror the 5% annual escalator in the inflation-
adjusted auction reserve (floor) price. The rationale for including this escalator in the floor price,
however, appears to be to reflect firms’ internal discount rate for the investment of capital —
which is typically benchmarked in the 4-5% range. If the real rate of growth in the floor price
were not at least as great as this internal discount rate, firms might be incentivized to purchase
and bank additional allowances in each year because the rate of return on investment in
allowances would be greater than that for alternative investments. This same rationale does not
apply to the price ceiling, and accordingly, this is not a defensible rationale for applying the
escalator to the ceiling.

In summary, CARB has not provided any justification for the 5% escalator, and WSPA
urges the Board to eliminate this arbitrary and unreasonable feature of the proposed price ceiling

E. CARB’s Proposal Will Prevent Linkage with Other Jurisdictions

In addition to the specific factors identified in AB 398, AB 32 directs that CARB shall
consult with other states, the federal government, and other nations “to facilitate the development
of integrated and cost-effective regional, national, and international greenhouse gas reduction
programs.”!® This directive, to develop regulations in a manner that facilitates linkage with the
market-based mechanisms of other jurisdictions, applies equally to CARB’s design of the price
ceiling. Further, facilitation of linkage supports and is consistent with AB 32’s overall and
repeated direction that CARB’s regulations ensure that the program is “cost effective.” “As
entities buy and sell across programs, allowance prices converge, which lowers economic costs
of reducing GHG emissions by harmonizing the GHG price signal across a broader area.”’

19 Cal. Health & Safety Code § 38564.
20Ex. 1 at8.
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CARB’s proposed price ceiling, if adopted, is so high that it will pose an insurmountable
barrier to linkage with other programs. As Dr. Schatzki and Dr. Stavins emphasize, other
jurisdictions will be “less willing to link with another system if the Price Ceiling is set at a level
that is inconsistent with the [other jurisdiction’s] policy objectives.”! CARB’s proposed price
ceiling is dramatically higher than current or projected allowance prices in other jurisdictions in
North America, as well as in Europe. If it were to adopt the proposed ceiling, this would likely
become a serious obstacle to linkage—directly contravening AB 32’s directive. CARB has not
analyzed this factor or taken it into account in its Proposal, as required by law; WSPA urges it to
do so in adopting its final price ceiling.

II. CARB LACKS STATUTORY AUTHORITY OR POLICY JUSTIFICATION FOR
RETIRING OR DISCOUNTING ALLOWANCES IN THE MARKET

AB 398 directs CARB to “[e]valuate and address concerns related to overallocation in
[CARB’s] determination of the number of available allowances for years 2021 to 2030,
inclusive, as appropriate.” The ISOR (at page 24) states:

AB 398 also directed CARB to address concerns related to possible
“overallocation” for the years 2021 to 2030 and to establish allowance
banking rules that discourage speculation, avoid financial windfalls, and
minimize volatility. CARB has analyzed and sought public comment on these
issues through four informal public workshops leading up to this formal
amendment process. As a result of this process, staff has found that for these
items there is no need to make specific changes to the Regulation.

Appendix D to the ISOR further states (at page 3):

[S]taff found that the currently established caps would constrain GHG
emissions from 2013 through 2030. This in turn would support a steadily
increasing carbon price signal to prompt the needed actions to reduce GHG
emissions. The results of this evaluation show that while there may be unused
allowances in the early years of the Program, the design features of the
Program and the established declining caps reinforce a steadily increasing
carbon price signal through the next decade.

The Appendix D analysis concludes (at page 15-16):

Based on staff and third-party analyses, it is expected that allowance prices
will continue to steadily increase in the next decade. Any proposal to remove
allowances from the system must acknowledge that the result will be higher
allowance prices, reached sooner, than would result from the proposed
amendments to the Regulation. . . . [I]n addition to the Cap-and-Trade
Program, we need to track all of the policies and sectors to ensure we stay on

2ld. at 9.
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track with the reductions needed to meet our targets and, if necessary, make
adjustments.

If it appears statewide emissions are not declining as needed, recognizing that
year-to-year variability due to climate, global fuel prices, or economic factors
can influence emissions, CARB staff will evaluate which sectors are not
responding as anticipated, review all programs that cover those sectors, and
ascertain why, as well as assessing the best path forward to ensure California
stays on track to meet its legislatively established GHG targets.

WSPA supports CARB’s determination that stakeholder concerns regarding
“overallocation” do not justify any changes to the Regulation. Further, as set forth below, CARB
lacks legal authority to reduce or discount allowances on this basis. The comments below
relating to performance targets and overallocation are intended to proactively respond to
arguments advanced by other commenters that an oversupply exists and may impair the
Program’s ability to achieve the State’s climate goals.

A. Background on the Performance Targets
1. California’s GHG Emissions Targets for 2020, 2030, and 2050

AB 32, enacted in 2006, requires CARB to set a “statewide greenhouse gas emissions
limit” equivalent to the state’s GHG emissions level in 1990 and “to be achieved by 2020 (the
“2020 Target”).”> However, AB 32 does not identify this 2020 Target itself as a mandatory
annual limit; rather, it refers to the 2020 target in the broader context of ongoing reductions, i.e.,
as a tool to “be used to maintain and continue reductions in emissions of greenhouse gases
beyond 2020.”* Consistent with this understanding, California courts have interpreted the 2020
Target in terms of longer-term objectives as well. For example, the California Court of Appeals
stated in Association of Irritated Residents v. Air Resources Board that the 2020 Target “is but a
step towards achieving a longer-term climate goal,” noting approvingly that “[CARB] sought to
define in the scoping plan measures that will permit the state to reach goals that are attainable by
2020, as a step toward the ultimate objective by 2050.”**

In 2016, the Legislature adopted SB 32, expanding upon the 2020 Target by requiring
CARB to adopt regulations “ensur[ing] that statewide [GHG] emissions are reduced to at least 40
percent below the statewide [GHG] emissions limit no later than December 31, 2030 (the “2030
target”).” Notably, the 2030 target originated in a 2015 Executive Order issued by Governor
Brown, which set an emissions reduction goal of 40% below 1990 levels in 2030 as an “interim”

2 AB 32 § 38550.

23 AB 32 § 38560.5(c), 38562(a).
24206 Cal. App. 4th 1487, 1496 (2012).
25 SB 32 § 38566.
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target on the path to achieving the 2050 emissions goal set in 2005 by Governor
Schwarzenegger.?°

2. Methods of Achieving the 2020 and 2030 Targets

As noted above, AB 32 requires CARB to adopt “[GHG] emission limits and emission
reduction measures by regulation to achieve the maximum technologically feasible and cost-
effective reductions [“MTFCER”] in [GHG] emissions in furtherance of achieving the [2020
Target].””” The requirement that GHG reductions be achieved in a cost-effective manner is
reiterated ten times in different sections of the legislation, including in reference to the adoption
of rules and regulations, approval of the scoping plan, and the adoption of the Program.”® AB
398, adopted in 2017, reiterates the importance of cost effectiveness particularly with regard to
distribution of emissions allowances, requiring CARB to “[d]esign the regulations, including
distribution of emissions allowances . . . in a manner that is equitable [and] seeks to minimize
costs and maximize the total benefits to California . . . .”?* This demonstrates that cost-
effectiveness is not a mere afterthought or subsidiary policy objective; to the contrary, it is a
core statutory directive.

However, CARB is given significant flexibility with regard to how it achieves MTFCER,
and clearly has the flexibility to evaluate compliance with those targets without focusing
myopically on specific emissions levels in any single year. Indeed, AB 398 permits CARB to
evaluate the Cap-and-Trade Program’s emission reductions “in the aggregate” rather than
focusing on reductions achieved in any specific year.’® For example, AB 32 states that CARB
may, not must, “adopt a regulation that establishes a system of market-based declining annual
aggregate emission limits for sources or categories of sources that emit greenhouse gas
emissions.”®' Thus, while MTFCER is a clear statutory imperative, an annually declining
emissions cap is a policy choice given to CARB.

AB 32 also specifically gives CARB the option of including a “market-based compliance
mechanism” (an “MBCM”) in the Regulations adopted in furtherance of MTFCER.**> An
MBCM is defined as either:

I. “A system of market-based declining annual aggregate emissions
limitations for sources or categories of sources that emit greenhouse
gases.”; or

26 Executive Order B-30-15 (April 29, 2015).
27 AB 32 § 38562(a).

28 AB 32 §§ 38560, 38561(a), 38562(c).

2 AB 398 § 38562(b)(1).

30 AB 398 § 38562(c)(2).

31AB 32 § 38562(c).

32 AB 32 § 38562(c).
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2. “Greenhouse gas emissions exchanges, banking, credits and other
transactions, governed by rules and protocols established by the state
board, that result in the same greenhouse gas emission reduction, over the
same time period, as direct compliance with a greenhouse gas emission
limit or emission reduction measure adopted by the state board pursuant to

this division.”.3

Thus, CARB may include either a system of declining annual aggregate emissions, GHG
emissions credit trading, or both. The reference to achieving reductions “over the same period”
in the second definition for MBCM is ambiguous as to whether the applicable period must be the
period in which the declining emission limits are given (i.e., year-by-year) or whether the period
can be the life of the Program. However, the inclusion of “banking” in the definition implies that
the Legislature specifically contemplated that GHG emissions authorized in an early year of the
Program could be surrendered in a later year, in addition to emissions authorized for such a later
year by CARB.

The Program does, in fact, establish a “declining annual aggregate emission limit” in the
form of the cap, which declines every year, and the emissions reductions reflected in the cap (as
extended under AB 398) comply with both the 2020 Target and the 2030 Target. Accordingly, if
the integrity of the cap is preserved (i.e., compliance entities are forced to meet their compliance
obligations), the declining annual emissions limits (and hence, the Targets) are arguably reached
even if the surrender of banked allowances results in emissions in 2020 or 2030 greater than the
applicable limit.

B. Removing Allowances from the Program to Address “Overallocation”
Concerns Is Neither Necessary Nor Permitted

In the period between the passage of AB 398 and issuance of the Proposed Regulations,
some commenters have suggested that the Program will be oversupplied in 2021-2030 on the
basis of a prediction that compliance entities will retire extra allowances to satisfy emission
reduction targets, rather than reduce their own emissions.>* These commenters have suggested
that reducing the number of allowances in the program may be an effective way to correct this
“oversupply.” However, there is no evidence that oversupply or overallocation is currently an
issue in the Program or will be an issue in 2030. CARB’s own analysis of allowance budgets
from 2021 to 2030 noted that “CARB staff and third-party analysis all indicate that the market
from 2013 through 2030 is not overallocated with allowances and that cumulative supply will be

3 1d.

34 See, e.g., Chris Busch, “Oversupply Grows in the Western Climate Initiative Carbon Market,”
Energy Innovation: Policy & Technology LLC (Dec. 2017); Legislative Analyst’s Office, “Cap-
and-Trade Extension: Issues for Legislative Oversight” (Dec. 12, 2017); Danny Cullenward,
“Critical issues in post-2020 cap-and-trade market design: Hot air and carbon offsets,” Climate
Policy (June 23, 2017),
https://staticl.squarespace.com/static/549885d4e4b0ba0bff5dc695/t/5952¢7436b4998a9%abdce3d
c/1498597187813/Hot+air+and+offsets.pdf.
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below demand.”®> Moreover, CARB lacks statutory authority to remove allowances from the
Program. Concerns about “overallocation” are essentially concerns about “banking,” which
refers to the ability of covered entities in the Program to hold onto allowances received or
purchased in one compliance period for use in future compliance periods. Commenters have
expressed concern that entities can avoid reducing emissions in the future by banking allowances
today and retiring them in the future as the cap declines.

1. The Program Was Designed to Include Banking as A Method of
Achieving MTFCER

But far from being an unanticipated problem, CARB specifically designed the program to
allow banking of allowances for future use beginning with the first iteration of the Regulation
issued in 2010. This decision was consistent with the recommendations of the Market Advisory
Committee (the “Committee”) created by the California Secretary for Environmental Protection,
which issued recommendations on design of the Program, including a recommendation to “allow
for unrestricted allowance banking.”*® The Committee’s recommendations were echoed by the
California Climate Change Center at UC Berkeley, which recommended allowing the use of
unlimited banking in order to “reduce[] the overall cost of emission reductions and help[] to
avoid short-run volatility in allowance prices.”*’ Experienced environmental groups also have
supported banking as a cost-effective method of maximizing GHG emissions reductions.*®

In allowing banking, CARB was applying the lessons of the EU-ETS, which saw a
collapse in allowance prices during the first phase because of the inability of participants to bank
allowances (because unused allowances would have no value after expiration of the compliance
period). Closer to home, the Committee noted that the RECLAIM program likely would have
resulted in earlier implementation of post-combustion NOx controls had banking been allowed.*

Banking also facilitates achievement of the statutory directives of AB 32. For example,
the Committee’s Recommendations noted that banking encourages early action, reduces
cumulative compliance costs and promotes early investment in emissions reductions:

332018 ISOR, Appendix D at 14.

3¢ CARB, Market Advisory Comm., Recommendations for Designing a Greenhouse Gas Cap-
and-Trade System for California at 13, June 30, 2007 (the “Recommendations”),
https://www.energy.ca.gov/2007publications/ARB-1000-2007-007/ARB-1000-2007-007.PDF.

37 Dallas Burtraw et. al., Chapter 5: Lessons for a cap-and-trade program at 5-38, The California
Climate Change Center at UC Berkeley,
http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.565.3718&rep=rep 1 &type=pdf.

38 See, e.g., Nathaniel Keohane, “How cap and trade works,” Environmental Defense Fund,
https://www.edf.org/climate/how-cap-and-trade-works (last visited Oct. 22, 2018) (banking
“increases the pool of available capital to make reductions, encourages companies to cut
pollution faster, and rewards innovation.”).

3% Recommendations at 13.

19



October 22, 2018
Page 20

LATHAMaeWATKINSue

Banking allows entities to over-comply in an early phase of program
implementation and save allowances for surrender or trade in future
compliance periods. This improves environmental performance by achieving
reductions earlier; it also reduces cumulative compliance costs by creating an
incentive for early over-compliance by entities that have low near-term
marginal abatement costs. By providing flexibility, banking reduces price
volatility and thereby promotes investments that provide deeper reductions in
the near term. The Committee acknowledges these favorable properties of
banking and supports a program with unlimited banking. That is, the
Committee believes that allowances that are not submitted in a given period
should qualify for use in any future period.*’

This reasoning was echoed by CARB staff, which listed banking as one of four cost-
containment mechanisms included in the Program to ensure MTFCER in its initial statement of
reasons for the 2010 rulemaking (“2010 ISOR”).*! The 2010 ISOR further notes that banking
“provides an incentive for covered entities to make early reductions since the declining cap could
push allowance prices higher over time.”** In contrast, CARB considered and rejected an
alternative rule allowing no banking because “it provides no financial or environmental benefits
and would not necessarily increase the environmental integrity of the program.”*’

2. Banking Will Not Affect the Program’s Ability to Achieve the 2020
and 2030 Targets

As economists generally recognize, a multiyear program that allows banking by
definition will not ensure compliance with a specific annual cap in a specific year. AB 32 and
AB 398, however, both expressly authorize CARB to design the Cap-and-Trade Program to
achieve “the maximum technologically feasible and cost-effective reductions in greenhouse gas
emissions, in the aggregate.”** As CARB explained in its initial rulemaking for the Program, in
a program that allows allowance banking, “program stringency is best evaluated by considering
all years” of the program rather than just the final year of the program.®

Moreover, as discussed above, this potential result was not unanticipated by CARB.
Indeed, in recommending unlimited banking be included in the Program, the Committee
acknowledged that “[w]hile the number of emission allowances issued in 2020 will be set equal
to 1990 emissions, it should be noted that actual emissions in any given year may be higher or
lower than the number of allowances issued in that year because of banking and other flexibility

40 Recommendations at 66.

412010 ISOR at 14.

“21d. at 34.

43 1d. at 130.

4 AB 398 § 38562(c)(2) (emphasis added).
452010 ISOR at 165.
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provisions included in the program design. The opportunity for banking can lead to over-
compliance in the early years of the program and can help bring technologies into the market.””*
In other words, banked allowances represent early reductions in excess of those required by the
declining cap and are beneficial to the Program. For this reason, the Committee noted that the
Program will still deliver real emissions reductions, provided that the cap is set at a level below
the then-current level of emissions.*’

The concern about stockpiling allowances follows directly from an unjustified
assumption that the Program will end in 2030. If the Legislature decided to cancel the Program
in 2030, compliance entities would be incentivized to “cash in” all of the allowances they have
held up to that date because they will have no compliance value afterwards. But if the Program
is not discontinued, surrendering all of an entity’s banked allowances to hit an interim 2030
target will turn out to have been a poor compliance strategy. Entities that have opted to invest in
stockpiling allowances early rather than investing in sustainable emissions reductions strategies
may face skyrocketing compliance costs once they exhaust their reserves of banked allowances.
Other entities that have reduced their emissions will have a smaller allowance purchasing
requirement going forward, but entities that have relied on stockpiling would likely continue to
have high emissions and have no choice but to purchase allowances at 2031 prices.

But if compliance entities would be imprudent to base their compliance strategies on an
assumption that the Program will not continue past 2030, it would be even more unjustified for
CARB to issue regulations governing the Program on that basis, because there is every reason to
believe at this point that the Program will continue. For example, Executive Order S-03-05
establishes an ambitious GHG reduction target of 80 percent below 1990 levels by 2050. CARB
has treated both the 2020 and 2030 Targets as steps towards that ultimate goal, rather than as
isolated goals in themselves. The current Regulations governing the Program establish annual
budget years for the Program through 2050. Likewise, the recent Scoping Plan update frames
the 2030 Target as a stepping stone toward achieving the 2050 GHG emissions goal.

3. Removing or Discounting Allowances from the Program or
Disallowing Banking Would Be Contrary to Law

No California statute authorizes CARB to remove allowances from the Program or to
remove or disallow the use for compliance purposes of allowances already issued within the
Program. But more fundamentally, CARB lacks authority to remove allowances or prohibit
banking, because doing so would violate AB 32’s statutory directive to design the Regulations
“in a manner that is equitable, seeks to minimize costs and maximize the total benefits to
California, and encourages early action to reduce greenhouse gas emissions.”™

The effect of removing allowances from the market now to address a perceived
“oversupply” would be to reverse course on CARB’s prior policy decision to allow banking — a

46 Recommendations at 21 n.8.
471d. at 12.
4% AB 32 § 38562(a)(1).
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drastic course of action. Rather than encourage early action to reduce GHG emissions, as
required by statute, removing allowances would punish market participants who made early
reductions by tightening the market and creating the risk of higher compliance costs in the future.
This action would also violate the statutory mandate to distribute emissions allowances “in a
manner that is equitable.” It is simply unfair to set market expectations that influence purchasing
decisions and then reverse the rules that formed the basis of those decisions.

Removing allowances ultimately may not guarantee a certain quantity of emissions in the
Program, but as commenters have noted, it would make it more likely that allowance prices
would hit the price cap.** This outcome is inconsistent with CARB’s statutory obligations to
achieve cost-effective reductions, particularly because there is no guarantee that pushing the
price to the ceiling more quickly will keep emissions below the cap at any given point in time.

% %k ok ok o3k

In summary, WSPA urges CARB to change its proposed price ceiling to reflect a
reasonable interpretation and application of the relevant statutory factors, consistent with the
approach advocated above. WSPA requests that CARB conduct a full and transparent analysis
of the impacts of alternative policy designs on each of the factors, eliminate the 5% escalator for
the price ceiling, and adopt a price ceiling that does not exceed a reasonable estimate of the
social cost of carbon in 2030. Further, WSPA urges CARB to uphold its proposal not to make
changes to the Program based on purported concerns with “overallocation” and to reject any calls
to reduce or discount allowances based on such concerns.

Respectfully,

(7”/\"#”\((——

Robert A. Wyman
of LATHAM & WATKINS LLP

O B

Jean-Philippe Brisson
of LATHAM & WATKINS LLP

cc: Richard Corey, Executive Officer

49 Severin Borenstein and Jim Bushnell, “California’s Carbon Cap is Not in Jeopardy, Because
It’s Not Really a Cap,” Energy Institute at Haas (January 3, 2018),
https://energyathaas.wordpress.com/2018/01/02/californias-carbon-cap-is-not-in-jeopardy-
because-its-not-really-a-cap/.
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Key Issues Facing California’s GHG Cap-and-Trade System for 2021-2030

Executive Summary

Todd Schatzki and Robert N. Stavins?
July 2018

California’s Greenhouse Gas (GHG) cap-and-trade program is a key element of the suite of policies
the State has adopted to achieve its climate policy goals. The passage of AB 398 (California Global
Warming Solutions Act of 2006: market-based compliance mechanisms) extended the use of the cap-and-
trade program for the 2021-2030 period, while also specifying modifications of the program’s “cost
containment” structure and directing CARB to “[e]valuate and address concerns related to overallocation
in [ARB’s] determination of the allowances available for years 2021 to 2030.” The changes being
considered by CARB will not only affect the program’s stringency, but also its performance by affecting
the ability of the “cost containment” structure to mitigate allowance price volatility and the risk of suddenly
escalating allowance prices.

This white paper addresses key design issues that were identified by the legislature in AB 398 and
have been identified by CARB in its “Preliminary Concepts” white paper, including:

1. Price levels for the Price Ceiling and Price Containment Points;

2. Allocation of allowances between the auction budgets, Price Containment Points, and Price
Ceiling;

3. “Overallocation” of GHG allowances; and

4. The program’s administrative and operational rules, including: (1) procedures for distributing
allowances to the market from the Price Ceiling or Price Containment Points; (2) procedures
for using allowances once distributed; and (3) banking rules.

Price Levels for the Price Ceiling and Price Containment Points

CARB must establish specific price levels for the Price Ceiling and Price Containment Points.
When setting the price for the Price Ceiling, there are a number of considerations that are relevant and
useful from an economic perspective, including the estimated social cost of carbon, the risk of emission

! Dr. Schatzki is a Vice President at Analysis Group. Stavins is A. J. Meyer Professor of Energy and Economic
Development, John F. Kennedy School of Government, Harvard University; University Fellow, Resources for the
Future; and Research Associate, National Bureau of Economic Research. He is an elected Fellow of the Association
of Environmental and Resource Economists, was Chairman of the U.S. Environmental Protection Agency’s
Environmental Economics Advisory Committee, and served as Lead Author of the Second, Third, and Sixth
Assessment Reports and Coordinating Leading Author of the Fifth Assessment Report of the Intergovernmental Panel
on Climate Change. Institutions listed are for purposes of identification only, implying no endorsement of this work.
Support was provided by the Western States Petroleum Association, but the opinions expressed are exclusively those
of the authors. Research assistance was provided by Jonathan Baker and Tyler Farrell. To request further information
or provide comments, Dr. Schatzki can be reached at: tschatzki@analysisgroup.com.
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leakage, linkages with other cap-and-trade systems and/or other types of climate policy instruments in other
jurisdictions, and continuity with prior market rules:

e The social cost of carbon reflects the estimated damages that an additional ton of GHG
emissions will have on society, and thus is a key economic consideration in setting the
Price Ceiling. Setting the Price Ceiling above the social cost of carbon creates incentives for
covered sources to undertake abatement of GHG emissions that is more costly than the damages
these emissions create. CARB should rely on reliable estimates of the social cost of carbon
that are based on sound scientific methods. A widely respected benchmark was developed by
the United States Government’s Interagency Working Group (“IWG”) on the Social Cost of
Greenhouse Gases. The IWG estimated the social cost of carbon to be $25 to $115 per metric
ton for the year 2030, with a central tendency of about $79 per metric ton.?

e A lower Price Ceiling limits emission and economic leakage, all else equal. Leakage will
rise with higher allowance prices, as economic activity shifts outside of California to avoid
GHG cap-and-trade compliance costs. With this shift in economic activity, environmental
benefits are diminished and economic impacts are larger.

e A high Price Ceiling may have positive or negative implications for linkage with other
GHG cap-and-trade systems (or other types of climate policy instruments in other
jurisdictions). Linkage can lower the cost of achieving California’s GHG goals. One risk of
linkage, however, is that shocks to allowance demand or supply in one system will diffuse to
linked systems. A Price Ceiling can mitigate this risk by limiting price spikes. However, the
choice of Price Ceiling (and price floor) also needs to be consistent with policy objectives in
other regions.

e Continuity in market design is important for investor confidence needed for cost-effective
investments in low-GHG technologies. Thus, changes to program design should be
minimized, and program design decisions, including Price Ceiling levels, should be chosen
with long-term implications in mind. However, it will be unwise to defer rule changes that
meaningfully improve program performance, unless absolutely necessary.

The costs of existing efforts to reduce emissions are not a useful guide for the Price Ceiling.
The value of environmental policies reflects the benefits they create, not the cost of achieving those benefits.
Thus, conceptually, the social cost of carbon provides a better benchmark for a limit on the price of carbon
emissions. Further confounding matters, many (if not all) programs in CARB’s Scoping Plan are pursued
to achieve multiple benefits, not solely GHG emission reductions. Thus, any metric of cost that attributes
costs to only GHG emission reductions will overstate the true cost of GHG abatement. More broadly, the
fact that CARB has adopted a policy with high costs (potentially affecting only a small portion of
California’s economic activity) does not mean that it makes sense to impose this cost on the entire California
economy (and might even imply that this policy should not be pursued in the first place.)

“Shadow prices” on carbon used by private corporations for internal decision-making are
even more problematic as a basis for setting the Price Ceiling. Private corporations adopt these shadow

2 This estimate varies with the choice of discount rate used to convert future damages into present value terms, as well as
other factors.
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prices for multiple reasons, many of which are unrelated to the true social cost of carbon. Moreover, the
specific shadow prices chosen by private corporations vary widely, from less than $0 per MTCO.e to more
than $800 per MTCO:e, and many other companies have adopted no shadow price at all.

When deciding on price levels for the Price Containment Points, it is important to keep in mind
their underlying purpose. The Price Containment Points will contain allowances taken from the allowance
budgets to help “contain costs” if there is a surge in demand for allowances. Under volatile market
conditions, the Price Containment Points can mitigate allowance price volatility, provide the market with
additional time for price discovery, and allow market participants more time to adjust investment and
operational decisions. These benefits may be particularly important for California’s system given the risk
of volatile allowance prices identified by some research (Borenstein et al., 2017.)

All else equal, evenly distributing the Price Containment Points throughout the range
between the price floor and Price Ceiling will most effectively mitigate price volatility, including the
risk of large, sudden increases in price. To the extent that CARB is making decisions about the
disposition of allowances (e.g., allowances already allocated for a 2021-2030 allowance reserve prior to
recent legislation), adding these to the Price Containment Points would provide a greater buffer against
volatile prices than placing these in the Price Ceiling.

“Overallocation” of Allowances

The *overallocation” issue has emerged due to a combination of factors including banked
allowances from the 2013-2020 period that could be used to achieve compliance in 2021-2030. Some
stakeholders have raised the concern that the bank of allowances could jeopardize achievement of the
program’s “intended” goals, while others have raised concerns about legal compliance with California’s
legislative statutes. We make several observations about this, setting aside issues related to GHG cap-and-
trade’s underlying stringency, which may be a central thrust of many stakeholder’s focus.

First, no regulatory mechanism can “guarantee” compliance with a particular environmental
target. While proposed remedies can increase the likelihood that total emissions are at or below a particular
target in a particular year, they cannot enable CARB meet some bright line with certainty.

Second, the “overallocation™ debate reflects, in part, a concern that actual emissions may
exceed particular annual targets, rather than a concern about cumulative targets. A shift in focus
away from cumulative emission targets and toward annual targets would be both costly and
inconsistent with the underlying science of the climate problem. Climate impacts reflect cumulative
rather than annual emissions, and GHG policies that are designed to reflect this flexibility lower costs by
allowing emission reductions to occur when they are less costly and increase environmental benefits by
allowing early reduction in emissions. Moreover, allowance banking does not imply that emissions will
exceed certain annual targets, particularly because market participants are likely to maintain a bank of
allowances to mitigate against economic risks (rather than expend the entire bank to achieve compliance in
particular years).

Third, empirical analysis suggests that there is a meaningful possibility that market
conditions will tighten substantially; Borenstein et al. find a 1-in-3 chance that allowance prices will
rise to a value of $85 per MTCO.e without any changes to allowance budgets. Proposals to eliminate
allowances from allowance budgets (or other accounts and reserves) would increase the likelihood that this
occurs. The risk of such price increases will remain as California’s climate targets increase in stringency
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over time, thus providing an on-going incentive for market participants to maintain a sizable bank of
allowances.

Allocation, Holding, and Use of Price Ceiling and Price Containment Point Allowances

CARB faces multiple administrative decisions related to the allocation, holding, and use of
allowances from the Price Ceiling and Price Containment Points. Initial discussions propose many
restrictions on the timing, holding, and use of these allowances.

When designing administrative rules for the Price Ceiling, some rules may simplify the program’s
operation without sacrificing performance. Because the Price Ceiling ensures a supply of allowances
sufficient for companies to comply, the timing of sales and constraints on holding and use of allowances is
less critical.

By contrast, restrictions on the timing, holding, and use of allowances from the Price
Containment Points could be costly and diminish market performance. Given the potential for Price
Containment Point allowances to be released during volatile market conditions, the timely availability of
supply to the market will improve price discovery and mitigate price volatility. Sale of Price Containment
Point allowances on an on-going basis (an “open window”) or through frequent (e.g., monthly) sales will
improve market performance. Similarly, CARB is contemplating limits on the use and holding of
allowances, such as requirements that Price Containment Point allowances be used immediately for
compliance. Such constraints would be costly by potentially constraining market participants’ ability to
bank allowances for future use. The fact that allowance prices rise to the Price Containment Points does
not diminish the economic value of allowance banking.

Finally, changes to the program’s banking rules have been proposed, including rules that
would discount (devalue) allowances under certain circumstances. Devaluing of allowances should
not be adopted, as it creates market risk that distorts banking decisions. However, CARB should
consider modifying the current holding limits on allowances to avoid limiting flexibility to mitigate (hedge)
the financial risks of compliance.
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California’s Greenhouse Gas (GHG) cap-and-trade program is a key element of the suite of policies
the State has adopted to achieve its climate policy goals. With the passage of AB 398 (“California Global
Warming Solutions Act of 2006: market-based compliance mechanisms...”), California’s legislature
extended the use of the cap-and-trade program and identified a set of modifications that should be made to
the program. The most important of these modifications alters the program’s “cost containment” structure
to include a Price Ceiling and two Price Containment Points during the post-2020 program. AB 398 also
directs CARB to “[e]valuate and address concerns related to overallocation in [ARB’s] determination of
the allowances available for years 2021 to 2030, inclusive, as appropriate” (emphasis added). While SB 32
(“California Global Warming Solutions Act of 2006: emissions limit...”) and AB 398, together, set clear
targets for the GHG cap-and-trade programs, these modifications will nonetheless affect the program’s
actual stringency by affecting allowance supply under various market conditions.

This white paper addresses key design issues that were identified by the legislature in AB 398 and
have been identified by CARB in its “Preliminary Concepts” white paper, designed to “commence the
public discussion” on these design issues.* Specifically, in this paper, we consider:

5. Price levels for the Price Ceiling and Price Containment Points;

6. Allocation of allowances between the auction budgets, Price Containment Points, and Price
Ceiling;

7. *“Overallocation” of GHG allowances; and

8. The program’s administrative and operational rules, including: (1) procedures for distributing
allowances to the market from the Price Ceiling or Price Containment Points; (2) procedures
for using allowances once distributed; and (3) banking rules.

3 Dr. Schatzki is a Vice President at Analysis Group. Stavins is Albert Pratt Professor of Business and Government,
John F. Kennedy School of Government, Harvard University; University Fellow, Resources for the Future; and
Research Associate, National Bureau of Economic Research. He is an elected Fellow of the Association of
Environmental and Resource Economists, was Chairman of the U.S. Environmental Protection Agency’s
Environmental Economics Advisory Committee, and served as Lead Author of the Second and Third Assessment
Reports and Coordinating Leading Author of the Fifth Assessment Report of the Intergovernmental Panel on Climate
Change. Institutions listed are for purposes of identification only, implying no endorsement of this work. Support
was provided by the Western States Petroleum Association, but the opinions expressed are exclusively those of the
authors. Research assistance was provided by Jonathan Baker and Tyler Farrell. To request further information or
provide comments, Dr. Schatzki can be reached at: todd.schatzki@analysisgroup.com.

4 CARB, “Preliminary Concepts” February 2018.
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If prices remain at or close to the Auction Reserve price, the program’s implicit price floor,
then these decisions may not matter much. With CARB continuing to include many complementary
policies in the State’s suite of climate policies, demand for allowances may continue to be suppressed, and
the current low prices may persist.> However, as the State’s overall emission targets become increasingly
stringent, demand for allowances may become tighter, which could cause an increase in allowance prices.

In the event that there is an increase in allowance prices, the market’s performance under
tight allowance market conditions will depend on the outcome of current decisions faced by CARB.
A rapid increase in allowance prices or highly volatile allowance prices could have many adverse economic
consequences, which in turn could lead to ad hoc regulatory efforts to contain prices that undermine market
confidence. Problematic market outcomes due to poor design can also undermine political support for the
cap-and-trade program and support for the State’s climate change policies more broadly. Because
continued — if not expanded — reliance on the cap-and-trade program to achieving GHG reductions at
manageable costs is important for California’s stated climate goals, such an outcome could undermine
achievement of the State’s climate policy objectives. Further, demonstrating effective climate policy design
has positive spillover effects to other states and countries at various stages of climate policy development
and implementation. Because the climate impacts of these spillovers may far exceed the direct effect of
emission reductions undertaken in California, careful design of climate policies to demonstrate their
efficacy can be one of the most effective approaches available to California to address the global climate
problem.

We evaluate GHG cap-and-trade design decisions from an economic perspective, although we
identify certain key legal issues that affect the design decisions we evaluate. One economic issue at the
core of many design decisions currently under discussion is the program’s stringency, as reflected in the
tradeoff between GHG emission reductions and abatement costs. The legislature has set the stringency of
the GHG cap-and-trade program by establishing a 2030 target of 40 percent below 1990 emissions.
However, the AB 398 cost containment structure effectively modifies the program’s stringency over
the range of prices between the price floor and Price Ceiling. The price levels for the Price Containment
Points determine the point at which the program’s stringency adjusts to changing market demand.
Similarly, decisions about allocating allowances between the auctions, Price Containment Points, and the
Price Ceiling affect program stringency.

Our analysis does not consider the tradeoffs between environmental benefits and abatement costs
in making the program more or less stringent. The choice made by the legislature in setting the program’s
aggregate cap presumably reflects its judgement regarding the balance of these tradeoffs. We do not attempt
to re-open that question, while recognizing that the positions of many stakeholders may reflect preferences
for either more or less stringent policies. Instead, we focus on how market design decisions affect other
aspects of the program’s performance, including the program’s ability to moderate abatement costs and the
various economic risks created by the program, including volatile (or suddenly escalating) allowance
prices.

5 Schatzki, Todd and Robert N. Stavins, “Implications of Policy Interactions for California’s Climate Policy,”
Regulatory Policy Program, Mossavar-Rahmani Center for Business and Government, Harvard Kennedy School,
August 27, 2012.
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MARKET DESIGN DECISIONS RELATED TO THE PRICE LEVELS

A. Key GHG Cap-and-Trade Rulemaking Issues

AB 398 extends the GHG cap-and-trade program through the year 2030, keeping core elements of
the system intact. Sources covered by the program are required to obtain allowances to cover their actual
GHG emissions. The total quantity of allowances is capped at annual budgets to be set by CARB, with the
annual budget for the year 2030 set at 40 percent below 1990 emission levels. Faced with the choice
between using an allowance or reducing emissions, in principle, covered sources will opt for the less costly
of the two, resulting in allowance prices that equal to the marginal cost of emission reduction. Through
this mechanism, the GHG cap-and-trade system creates a price signal that encourages emission reductions
that are less costly than the allowance price, but not those that are more costly than the allowance price.

1. The Price Ceiling

In passing AB 398, the legislature mandated several important changes to the GHG cap-and-trade
program, and identified certain issues for CARB to consider. One important change is the addition of a
Price Ceiling. With a Price Ceiling, allowance prices cannot rise above a specified level. Thus, a Price
Ceiling is often referred to as a “hard” cap. AB 398 directs CARB to:

“Establish a price ceiling... consider[ing]... all of the following:

() The need to avoid adverse impacts on resident households, businesses, and the state’s
economy.

(1) The 2020 tier prices of the allowance price containment reserve.

(1) The full social cost associated with emitting a metric ton of greenhouse gases.

(IV) The auction reserve price.

(V) The potential for environmental and economic leakage.

(V1) The cost per metric ton of greenhouse gas emissions reductions to achieve the statewide
emissions targets established in Sections 38550 and 38566.”°

A Price Ceiling mitigates the risk that the allowance price rises to economically or politically
unacceptable levels, which has several benefits.

First, the Price Ceiling mitigates the potential for sources to take excessively costly efforts to
reduce GHG emissions.” In turn, the price ceiling also avoids excessive increases in the prices for energy
(gasoline for fueling cars and natural gas for heating homes) and GHG-intensive goods and services. In
both cases, the Price Ceiling avoids economic costs and consequences that are disproportionately large
relative to the benefits created.

Second, the Price Ceiling creates clear ex ante rules specifying what happens if allowance
prices rise unexpectedly. Absent such rules, decisions to mitigate excessively high allowance prices may
be made through rushed, ad hoc regulatory processes that do not provide sufficient time for deliberative,

® Health & Safety Code § 38562(c)(2)(A)(i).

" AB 398 requires CARB to achieve GHG emission reductions through other means to offset any new allowances
created through the Price Ceiling.
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balanced decision-making. As a result, there is an increased likelihood that poor decisions are made that
undermine the credibility of the system.

Third, because it reduces the need for ad hoc decisions, the price ceiling creates greater
certainty for the market which, all else equal, is more conducive to investment in low-GHG
technologies. Such technologies often require many years to recover upfront investment costs, making
certainty about the durability of the cap-and-trade system important to financing such investments.

AB 398 also directs CARB to establish Price Containment Points:

“Establish two price containment points at levels below the price ceiling. The state board shall
offer to covered entities non-tradable allowances for sale at these price containment points. The
price containment points shall be established using two-thirds, divided equally, of the
allowances in the allowance price containment reserve as of December 31, 2017.”8

The Price Containment Points are a pool of allowances available for purchase at predetermined
prices. The Price Containment Points are referred to as “speed bumps” because they slow the rise in prices
by providing additional allowances to the market to meet an increase in allowance demand. If the supply
of allowances at the Price Containment Points is exhausted, however, allowance prices can rise above the
Price Containment Point.

Figure 1 illustrates how the Price Containment Points and Price Ceiling affect the quantity of
allowances available to the market. As prices rise to each Price Containment Point and then the Price
Ceiling, additional supplies of allowances become available to the market. While AB 398 specifies criteria
for setting the Price Ceiling, it does not identify criteria for setting the Price Containment Points.

The current GHG cap-and-trade system has an APCR comprising of three tiers. AB 398 specifies
that two-thirds of the allowances from the APCR as of December 31, 2017 will be allocated to the Price
Containments Points, and all allowances remaining in the APCR on December 31, 2020 will allocated to
the Price Ceiling.

The new cost containment mechanisms legislated through AB 398 differ in some respects
from the APCR’s current structure. Lacking a “hard” Price Ceiling, the APCR currently operates like a
“soft” price cap, raising stringency to increase emission reduction efforts, providing a buffer in the event
that prices rise unexpectedly and providing regulators and legislators with additional time to make market
changes in the event that prices rise to economically and politically unacceptable levels.

AB 398 adds a Price Ceiling that, among other things, mitigates the risk of ad hoc
intervention. Thus, in principle, the Price Containment Points can take on a different role in cost
containment than the APCR. Instead of providing a buffer “at the top” of the market, they can achieve
other ends. As we describe below, other than the changes in cap stringency inherent in any decision related
to the size of an allowance “reserve”, such as the Price Containment Points or the APCR, the primary
benefit of the price containment points is the mitigation of allowance price volatility.

AB 398 also creates an Independent Emissions Market Advisory Committee (the “Committee™).
The Committee has no regulatory or enforcement authority, but is designed to provide guidance to the
Board and legislature on the environmental and economic performance of the cap-and-trade system and

8 Health & Safety Code § 38562(c)(2)(B).
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other relevant climate policies. The Committee will be comprised of experts on emission trading market
design that, in principle, can provide the Board and legislature with recommendations on changes to
program rules and operations depending on the system’s performance. The Committee will develop
periodic reports (at least annually) on the program’s performance for the Board and legislature, and is
required to develop a report if two consecutive auctions exceed the lower of the two Price Containment
Points.®

Figure 1. Ilustration of Price Containment Points and Price Ceiling

Price
Ceiling

Price
Containment
Point 2

Price
Containment
Point 1

Price per Allowance ($/MTCO,e)

Price
Floor

Allowances (MTCO,e)

B. Economic Factors Relevant to Establishing the Price Levels for the Price
Ceiling and Price Containment Points

AB 398 does not specify the price levels for the Price Ceiling and Price Containment Points, leaving
this task to CARB. For the Price Ceiling, AB 398 specifies certain criteria, listed above, whereas it provides
no guidance for the Price Containment Points. In this section of the paper, we consider, from an economic

% AB 398 specifies that the report must assess “the potential for allowance prices to reach the price ceiling for multiple
auctions.” We consider this a less important objective for the Committee in comparison to its role in evaluating
program performance and identifying potential rule modifications to improve market function. Forecasting market
prices is inherently difficult, and policy decisions should not generally rely on the outcomes of such forecasts.
Moreover, even if the Committee found that allowances were likely to remain above the price containment point, there
is nothing per se problematic with this, and this fact should not be used as a rationale for modifying the program,
unless the legislature deems the price levels adopted by CARB for the Price Ceiling or Price Containment Points to
be either too high or too low. Health and Safety Code 38562 (¢)(2)(J)(i).
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perspective, the various factors that should be considered by CARB when setting these price levels, as well
as factors that are less useful.

1. Price Ceiling Considerations

AB 398 identifies considerations that CARB should take into account when setting the Price
Ceiling, and CARB elaborates on these criteria in its “Preliminary Concepts” paper. We consider these
criteria for setting the Price Ceiling, and assess their relevance and usefulness from an economic
perspective.

a) Social Cost of Carbon

The social cost of carbon is an important benchmark for the level of the price ceiling. The
social cost of carbon is an estimate of the social cost (damages) of additional GHG emissions (represented
in terms of CO; equivalents). Allowance prices send an economic signal to emissions sources that, in
principle, determine the (marginal) costs they will incur to reduce GHG emissions. As a result, if allowance
prices rise above the social cost of carbon, then sources may incur cost to reduce emissions that are greater
than the benefits created.

The United States Government’s Interagency Working Group (“IWG”) on the Social Cost of
Greenhouse Gases comprised twelve different federal agencies and endeavored to provide United States’
regulatory bodies with a consistent estimate of the social cost of carbon for use in regulatory analyses.*
The IWG published several sets of estimates of the social cost of carbon, with each set estimating the social
cost of carbon annually from 2010 through 2030.** The IWG’s most recent estimates indicate that the
social cost of carbon from emissions occurring in 2030 would range from $25 to $115 per metric ton
(in nominal dollars), depending upon the choice of discount rate used to convert the future damages
created by those emissions into present value terms.'?> For example, the damages from 1 metric ton of

10 See TSD 2010 at 1-4. There have been wide ranging estimates of the social cost of carbon; anywhere from a few
dollars per ton of CO; to over one hundred dollars per ton of CO,. See e.g. National Research Council, 2009, Hidden
Costs of Energy: Unpriced Consequences of Energy Production and Use, Washington, DC: The National Academies
Press at 216-219 for a brief review.

11 See e.g. Technical Support Document: Social Cost of Carbon for Regulatory Impact Analysis Under Executive
Order 12688, Interagency Working Group on Social Cost of Carbon, United States Government, February 2010 (“TSD
20107); see also Technical Support Document: Social Cost of Carbon for Regulatory Impact Analysis Under
Executive Order 12688, Interagency Working Group on Social Cost of Greenhouse Gases, United States Government,
August 2016 (“TSD 2016”). Updated estimates were published in May 2013, November 2013, and July 2015. See
TSD 2016 at 3 and Appendix B. Further discussion was added in 2016, with no changes to the estimates themselves.
See TSD 2016 at 3-4. While the underlying method between the 2010 and 2016 document did not change, a recent
publication by the National Academies has recommended an overhaul of how the IWG estimates the social cost of
carbon. See National Academies of Sciences, Engineering, and Medicine, 2017, Valuing Climate Damages: Updating
Estimation of the Social Cost of Carbon Dioxide, Washington, DC: The National Academies Press. doi:
https://doi.org/10.17226/24651.

12See TSD 2016 at 4. The IWG also presents a set of higher estimates reflecting more extreme assumptions regarding
the underlying modeling inputs. This higher set of estimates places the 2030 social cost of carbon at $240 in 2030 (in
$2030). The IWG reports the social cost of carbon in $2007. We convert $2007 to $2030 using historical annual
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emissions in 2030 would be $79 in 2030 dollars when the future impact of those emissions are discounted
back to 2030 at a 3% discount rate. These Social Cost of Carbon estimates represent the global damages
to various sectors, including agriculture and energy dependent sectors, climate driven human health
impacts, the damages of sea-level rise, and impacts to ecosystem services.*®

The IWG’s estimates have become a respected benchmark for the social cost of carbon. Several
federal rules incorporated these estimates in determining the net benefits of proposed regulations. For
example, the EPA Regulatory Impact Analysis for the Final Mercury and Air Toxics Standards utilized the
IWG’s 2010 estimates.'* The EPA also employed the IWG’s estimates in recent rulings regarding vehicle
emissions standards.® The Trump administration now estimates the social cost of carbon to be $1 to $6
per MTCO-e, using only the higher discount rate and counting only domestic, rather than global, damages.

IWG estimates have also informed state policy. CARB adopts the IWG’s 2016 estimates in its
2017 Scoping Plan and references the estimates in its “Preliminary Concepts” paper. CARB’s
Scoping Plan assumes a social cost of carbon of $57 in 2030 (in $2015) based on IWG’s 2016 estimates.®

Other studies have also developed estimates of the social cost of carbon. To the extent that CARB
relies on estimates from other research, it should perform a thorough and careful evaluation of each estimate
and come to its own sound conclusions through scientific methods such as meta-analysis. CARB should
not rely on estimates of the social cost of carbon from individual studies, particularly if those studies
produce estimates substantially departing from the central tendency of other research.’

average CPI values for all urban consumers provided by the BLS (https://www.bls.gov/cpi/tables/supplemental-
files/home.htm) and forecasted CPI values that we derive from forecasted year to year (specifically Q4 to Q4) percent
changes in the CPI presented by the 2018 Economic Report of the President, (https://www.whitehouse.gov/wp-
content/uploads/2018/.../ERP_2018_Final-FINAL.pdf, Table 8-1, column 4).

13 These values derive from three integrated assessment models (“IAM?”) that describe in reduced-form how changes
in greenhouse gas driven temperatures impose costs and various impacts. All models also contain some description
of adaptation, and in various ways capture catastrophic or extreme climate change driven impacts. See TSD 2010 §
I11.A for further detail regarding the models underlying the social cost of carbon estimates. See also TSD 2016 § Il
for further detail regarding updates to these models that underlie the most recent social cost of carbon estimates. For
further details regarding the process IWG followed in estimating the social cost of carbon, see TSD 2010 § 111, IV.

14 United States Environmental Protection Agency, Regulator Impact Analysis for the Final Mercury and Air Toxics
Standards (MATS RIA).

15 See EPA, “Greenhouse Gas Emissions Standards and Fuel Efficiency Standards for Medium- and Heavy-Duty
Engines and Vehicles; Final Rule,” Federal Register Vol. 76 No. 179, 57106-513 at 126; see also EPA, “2017 and
Later Model Year Light-Duty Vehicle Greenhouse Gas Emissions and Corporate Average Fuel Economy Standards;
Final Rule,” Federal Register Vol. 77 No. 199, 62624-63200 at 2929.

16 CARB relies on the IWG’s estimate assuming a 3% discount rate. CARB also converts this value to 2015 dollars,
accounting for inflation. See California Air Resources Board, California’s 2017 Climate Change Scoping Plan,
November 2017 (“2017 Scoping Plan”) at 40 and fn. 97; see also Concepts at Table 5.

7 For example, CARB’s Preliminary Concepts paper cites one paper, Moore and Diaz (2015), that estimates the social
cost of carbon could be approximately $220 per ton of CO,. However, this is the only study cited by CARB other
than the IWG study, and CARB provides no description of the methodology used to identify this study among the
many estimating the social cost of carbon. Moore, F. and Diaz, D.B., 2015, “Temperature impacts on economic
growth warrant stringent mitigation policy,” Nature Climate Change, 5:127-131.
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b) Leakage

Leakage occurs when the cost of complying with a new (or more stringent) regulation leads to a
shift in economic activity from the region with the regulation to regions with less stringent regulations.
Leakage can occur through many routes, including a shift in the level of production at in-state business, and
actual relocation of in-state businesses. The shift in economic activity leads to apparent emission reductions
in the region with the more stringent regulation, when in fact emissions may have simply shifted geographic
location. As a result, leakage reduces the effectiveness of the regulation in achieving actual (rather than
apparent) emission reductions.

Under cap-and-trade, compliance costs, and thus the incentive to shift production to avoid
these costs, are directly proportional to the allowance price. As a result, limiting allowance prices
through the price ceiling can limit the leakage that occurs due to the GHG cap-and-trade program.
Leakage potential is a particular concern for California given its substantial trade and close economic ties
with other states and countries.®

c) Linkage

Linkage between cap-and-trade systems allows covered entities under one program to use
allowances from another system to comply with its cap-and-trade obligations.’® With linkage, the two
systems become integrated into one market. As entities buy and sell across programs, allowance prices
converge, which lowers economic costs of reducing GHG emissions by harmonizing the GHG price signal
across a broader economic area.

Linkage also has implications for the rules related to trading, compliance, and allocation of
allowances in each of the linked systems. Decisions about the Price Ceiling (and other price containment
mechanisms) in California can have consequences for the other systems to which it is linked. In effect, a
Price Ceiling in California’s cap-and-trade system would extend to all systems that are linked to California’s
system. For example, if the price ceiling was set at $90 per MTCO.e, then allowances in any linked system
would not rise above $90 per MTCO-e, because market participants in the linked systems could always
purchase allowances from California sources at $90 per MTCO-e.

The level of the Price Ceiling has several potential implications for a region’s willingness to link
their cap-and-trade system to California’s system. First, a region may be less willing to link with another
system if the Price Ceiling is set at a level that is inconsistent with the region’s policy objectives.? A
price ceiling set too low may make it less desirable to link with that system, since price ceilings would

18 See Fowlie, M., “California’s Carbon Border Wall,” Energy Institute Blog, May 22, 2017. Available at:
https://energyathaas.wordpress.com/2017/05/22/californias-carbon-border-wall/. See also Cullenward, D., (2014)
“Leakage in California’s Carbon Market,” The Electricity Journal, 27(9): 26-48.

19 For background on linkage, see Jaffe, Judson and Robert Stavins, Linking Tradable Permit Systems for Greenhouse
Gas Emissions: Opportunities, Implications and Challenges, prepared for the International Emissions Trading
Association, November 2007.

20 |f a region objects to price ceilings, in principle, including a price ceiling could act as a barrier to linkage. However,
regions that achieve cost containment through other means, such as ad hoc changes in allowance budgets and
allocation, pose other economic risks to linked systems.
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prevent allowance prices from reaching levels that the region may deem necessary to achieve its climate
policy objectives. However, a price ceiling set too high may also make it less desirable to link with that
system, because allowance prices could reach economically and politically unacceptable levels.

Second, while linkage can lower aggregate economic costs and risks, it also exposes each
region to economic risks from events that originate in other regions. With linkages, a sudden shock in
demand for allowances in one region would cause allowances prices to rise in all linked systems, with
allowances flowing to the region that experienced the increase in demand. A Price Ceiling can mitigate
these economic (and political) risks by acting as a “brake” on allowance prices caused by unexpected
events in other regions.

d) Continuity

AB 398 requires CARB to consider the tier prices of the APCR when establishing the Price Ceiling.
All else equal, continuity in market rules provides greater certainty to participants and thus reduces
investment risks in low-GHG technologies. By contrast, changes in market rules send a signal to market
participants that future rule changes might occur that could undermine the value of investments, which
further increases these investments’ financial risk. Thus, when deciding where to set the Price Ceiling,
it is reasonable to consider prior cost containment mechanisms. However, continuity should be
balanced against the need to have a sound market design, which may require modifications of market
rules.

e) Costs of Abatement

AB 398 indicates that CARB should consider the cost of achieving GHG abatement under other
California climate policies when setting the Price Ceiling.?! Several factors suggest caution in using
GHG abatement costs as a benchmark for setting the Price Ceiling.

In principle, from an economic perspective, the goal of any environmental policy is to achieve
economic benefits through improvements in environmental conditions. Thus, relying on measures of
abatement costs to set the pricing ceiling would confuse benefits — the objective of environmental
policy — with costs. While the cost of achieving reductions under one policy might imply that society is
“willing to pay” that amount to achieve environmental benefits, there are several reasons why this inference
may be inappropriate.

Policies and programs in the Scoping Plan are undertaken to achieve multiple benefits in addition
to reducing GHG emissions, including: reducing emissions of particulate matter, criteria air pollutants, and
toxic air pollutants; health improvements from active transportation;?? technology transformation; and other
benefits. When a policy achieves multiple benefits, attributing all costs to only one stream of benefits
will overstate the cost of achieving that type of benefit. In this context, relying on CARB’s estimates of

21 See, for example, comments of the Natural Resources Defense Council (NRDC), summarized in CARB, “Summary
of Stakeholder Comments” April 2018, p. 6.

22 Active transportation includes walking and biking. CARB, 2017 Scoping Plan, pp. ES7, 47-50.
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the abatement cost per metric ton of GHG (from the Scoping Plan) to set the Price Ceiling may
inappropriately attribute all costs incurred by the program to only a portion of the environmental benefit,
reductions in GHG emissions. CARB notes this in the Scoping Plan:%

The cost (or savings) per metric ton of COze reduced for each of the measures is one metric for
comparing the performance of the measures. Additional factors beyond the cost per metric ton
that could be considered include continuity with existing laws and policies, implementation
feasibility, contribution to fuel diversity and technology transformation goals, as well as health
and other benefits to California. These considerations are not reflected in the cost per ton metric
below.

Of course, it is also possible that non-GHG benefits are relatively small for certain policies. If this is the
case and the estimated cost per MTCOze is particularly high, it may raise questions about the efficacy of
this particular policy in addressing climate change, rather than serve as a sensible benchmark for other
policies.?

CARB might also be considering the cost to deploy a particular “backstop” technology as a
benchmark for the Price Ceiling, particularly a technology at an early stage of development. There are
several concerns with this approach. First, this approach also conflates costs with benefits. Simply because
a technology exists to reduce GHGs does not mean it is sound policy to deploy at any cost. Second, the
development of any particular technology faces many unknowns, making the timing of commercialization
and eventual costs highly uncertain. Moreover, cap-and-trade is not well suited to promoting the
development of particular technologies because it creates uniform incentives for innovation that are
technology neutral, encouraging the least-cost means of achieving emission reductions, regardless of
technology.

Finally, many policies in the CARB Scoping Plan may affect a limited scope of economic activity.
Simply because CARB has adopted a policy with a high (marginal) economic cost that affects a
limited amount of economic activity does not imply that it is sensible to impose such a cost on all
economic activity covered by the GHG cap-and-trade program.

f) Carbon “Shadow Prices”

A few corporations have voluntarily adopted an internal social cost of carbon, or carbon “shadow
price,” for use in internal decision-making. CARB indicates it intends to consider these shadow prices in
its decision regarding where to set the price ceiling.? It should not do so for several reasons.

23 CARB, 2017 Scoping Plan, p. 44.

24 For example, one measure, increased utilization of renewable natural gas, has an estimated cost of $1,500 per
MTCO.e in 2030, which appears to have extremely high costs compared to alternative approaches to abating GHG
emissions if the only benefits derived are GHG reductions. CARB, 2017 Scoping Plan, p. 46.

%5 CDP, “Embedding a carbon price into business strategy,” September 2016.
% CARB, Preliminary Concepts, p. 6.
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First, unless the corporation has expressly tied its shadow price to the social cost of carbon,
there is no reason to think that the selected shadow price truly reflects the benefits associated with
reducing emissions. Instead, this price reflects the decisions of an unelected, unrepresentative group of
individuals on behalf of a corporation reflecting a number of different considerations that may differ from
the social benefits of GHG emission reductions.

Second, many factors affect actions taken for corporate social responsibility, including the
value customer’s place on a good or service, worker benefits, political influence and other factors
unrelated to GHG emissions.?” Because carbon shadow prices are adopted not for compliance with state
or federal environmental laws, but as part of these corporate social responsibility objectives, the rationale
for adopting a particular value of the shadow price reflects these other corporate benefits, in addition to the
underlying social cost of carbon. Moreover, because the implementation of such shadow prices within the
context of corporate operations and investment decisions is not monitored, there is no way to verify that the
corporation actually incurs financial costs that correspond to these shadow prices.

Third, estimates of corporate carbon shadow prices vary widely. Some corporations use
prices less than $1 per MTCO.e, while others claim to use prices in excess of $800 per MTCO.¢e.?®
Many, of course, adopt no shadow prices at all. Developing any inferences about the social cost of carbon
from this wide range of values is scientifically challenging, particularly in light of the various incentives
associated with the choice of shadow price.

In light of these factors, we recommend that CARB not consider corporate “shadow prices”
when determining the level for the Price Ceiling.

2. Price Containment Point Considerations

Under the current GHG cap-and-trade design, the Price Containment Points, are developed largely
as a tool for mitigating short-term fluctuations in prices, referred to as allowance price volatility. The
structure of California’s energy and allowance markets creates a potential risk that prices fluctuate between
the price floor and the Price Ceiling over relatively short time periods. An element of this risk is that

27 For example, some evidence suggests that consumers are willing to pay a higher price for goods and services that
are produced in a socially responsible manner. For example, see Servaes, H., & Tamayo, A. (2013). The impact of
corporate social responsibility on firm value: The role of customer awareness. Management Science, 59(5), 1045-
1061; Elfenbein, D. W., Fisman, R., & Mcmanus, B. (2012). Charity as a substitute for reputation: Evidence from an
online marketplace. Review of Economic Studies, 79(4), 1441-1468. Likewise, workers may show preferences for
working for a socially responsible company, making them more willing to work hard or work for a lower wage. For
example, see Turban, D. B., & Greening, D. W. (1997). Corporate Social Performance and Organizational
Attractiveness To Prospective Employees. Academy of Management Journal, 40(3), 658- 672. For analysis of the
impact on corporate social responsibility on employee misbehavior, see List, John, and Fatemeh Momeni, “When
Corporate Social Responsibility Backfires: Theory and Evidence from a Natural Field Experiment,” NBER Working
Paper No. 24169, December 2017. Reinhardt, Forest L, and Robert N. Stavins. “Corporate Social Responsibility,
Business Strategy, and the Environment.” Oxford Review of Economic Policy 26.2 (June 2010): 164-181; Reinhardt,
Forest, Robert Stavins, and Richard Vietor. “Corporate Social Responsibility Through An Economic Lens.” Review
of Environmental Economics and Policy 2(2008): 219-239.

28 CDP, 2016.
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allowance prices suddenly increase from the currently low prevailing market prices. By providing a supply
of allowances at intermediate points between these extremes, the Price Containment Points reduce the
likelihood that prices fluctuate or swing between these extremes.

Price volatility can have adverse consequences, including inefficient operations and investment (if
abatement is undertaken in response to temporary high prices), uncertainty in investment and pricing of
energy and energy-intensive goods and services, financial losses (and risks) for companies short on
allowances, and challenges to the operation of a well-functioning allowance market. Price volatility, in
turn, has consequences for the strategies used by companies to manage their compliance risks. The Price
Containment Points reduce market volatility by increasing the supply of allowances as allowance prices
increase. This additional supply of allowances can bound the range of price movements and provide
additional time for price discovery.

In the context of California’s GHG cap-and-trade program, empirical analysis indicates that
allowance price volatility could be very high. Borenstein, Bushnell and Wolak (Borenstein et al., hereafter)
find that there are limited options to reduce GHG emissions (at reasonable cost) if market conditions
increase the demand for allowances.? The limited supply of abatement options is largely due to the many
complementary climate policies that limit the incremental opportunities for covered sectors to reduce
emissions under the cap-and-trade program. Due to the limited supply of abatement options, there is a risk
that allowance prices fluctuate rapidly between the price floor and Price Ceiling in response to relatively
small changes in allowance demand.

Specifically, Borenstein et al. find that 145 MTCO2e of emissions can be reduced at a cost less than
$85 per MTCOze. As result, if demand increases more than 145 MTCOze (over the course of the 2021-
2030 period) due to, for example, increased economic activity, then allowance prices could suddenly rise
from the allowance price floor to the allowance price ceiling. Given allowance banking and the market’s
anticipation of future market conditions, the market could capture changes in allowance prices relatively
quickly if underlying market conditions change to project future allowance scarcity. Price Containment
Points at intermediate points between the allowance price floor and Price Ceiling can mitigate such
the large increase in allowance prices that could occur under these circumstances.*

29 Borenstein, Severin, et al., “California’s Cap-and-Trade Market Through 2030: A Preliminary Supply/Demand
Analysis”, Energy Institute at Haas, Working Paper 281, July 2017, Table 1. For earlier analysis, see Borenstein,
Severin, James Bushnell, Frank Wolak and Matthew Zaragoza-Watkins, “Report of the Market Simulation Group on
Competitive Supply/Demand Balance in the California Allowance Market and the Potential for Market Manipulation,”
Energy Institute at Haas, Working Paper 251, July 2014; Borenstein, Severin, James Bushnell, Frank Wolak and
Matthew Zaragoza-Watkins, “Expecting the Unexpected: Emission Uncertainty and Environmental Market Design,”
Energy Institute at Haas, Working Paper 274, August 2016.

30 volatile commodity prices can impose economic costs, although such costs may not (and typically do not) justify
regulatory interventions given the costs such interventions impose, particularly when they introduce distortions of the
commodity’s true opportunity cost. However, allowance markets differ from commodity markets in at least two
respects. First, economic volatility arising from the program can undermine the political consensus needed to support
the underlying regulatory policy. Second, allowance markets arise from a regulatory design used to achieve certain
environmental objectives, and the regulation’s design reflects tradeoffs among many factors, including variability of
environmental and economic outcomes. A tax and cap-and-trade differ in the tradeoff between variability of
environmental and economic outcomes; and a cap-and-trade program with allowance reserves, such as the Price
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Borenstein et al.’s analysis illustrates the potential benefit of the Price Containment Points in the
context of California’s market. Their analysis finds that, due to the limited supply of GHG abatement,
prices are likely to be at one of the two extremes, the price floor or the Price Ceiling. With the addition of
two Price Containment Points, the likelihood that prices in 2030 are between these two extremes increases
from 20% to 39%.3! Thus, the Price Containment Points substantially reduce the likelihood that allowance
prices are not at the price floor and Price Ceiling, consistent with less volatile market outcomes.

To illustrate how placement of the Price Containment Points can affect market outcomes, Figure
2 compares the range of allowance prices between two Price Containment Point configurations. On the
left, the Price Containment Points are distributed evenly between the price floor and Price Ceiling. Under
this configuration, a sudden increase in demand will cause prices to rise to the first Price Containment Point,
allowing the market to readjust. On the right, the Price Containment Points are placed at the top of the
range between the price floor and Price Ceiling. In this case, a sudden increase in demand leads to a larger
price increase, because there is no influx of supply until the first Price Containment Point.

Figure 2. Illustration of Price Containment Point Placement

PCPs PCPs
Evenly Distributed At Top of Range

$
:

Price Ceiling

Price Floor

A 4

By adding allowance supply to the market, the Price Containment Points may also bound
allowance price volatility. For example, if prices are near to the price floor, new events or information
may lead to price volatility. When the Price Containment Points are distributed evenly, price fluctuation is
bounded by the price floor and first Price Containment Point, since the additional supply in Price

Containment Points, is a hybrid of these two approaches. The choice among these regulatory mechanisms reflects,
among other things, the extent to which marginal impacts vary over time. For GHG emissions, such variation is
relatively small, suggesting less value to time-varying (or volatile) prices compared to other environmental impacts
(or commodities).

31 Borenstein et al., 2017, Table 2.
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Containment Points tends to limit the range of short-run price increases. With the Price Containment Point
at the top of the range, these price fluctuations could be much larger given the larger range between the
price floor and the first Price Containment Point. Thus, even distribution of the Price Containment Points
provides greater limits on short-term price fluctuation compared to a tight clustering of Price Containment
Points.

Second, placing the Price Containment Points at the top of the range provides less
opportunity for CARB and the Emissions Market Advisory Committee to assess the market’s
performance and function, and the need for modifications to market rules. Through evaluation of
market outcomes, the Committee can assess the drivers of changes in market allowance prices to ensure
that they reflect market fundamentals, identify limitations to market rules, and develop recommendations
for changes to those rules, if any. A lower Price Containment Point can slow an otherwise rapid increase
in prices, providing the Committee with more time to conduct its review.

In light of these factors, Price Containment Points equally distributed across the range
between the price floor and Price Ceiling appear to offer positive net benefits, compared with
placement at the upper end of this range.

3. Decisions Related to Additional Allowances

Prior to the passage of AB 398, CARB passed rules that would shift 52.4 million allowances from
the 2021-2030 allowance budgets to the APCR.*? CARB has sought comment regarding how it should
allocate these allowances in the context of its rulemaking under AB 398.% In principle, these allowances
could be allocated to: (1) annual budgets, (2) Price Containment Points, (3) the Price Ceiling, or (4)
retirement accounts. Stakeholder comments vary widely, encompassing all of these options.

Each of these has implications in terms of the program’s stringency. At one extreme, placing the
allowances in the annual budget for sale through the auctions provides an additional supply at all price
levels (above the auction reserve price). As a result, allowances prices are lower at all levels of demand.

At the other extreme, placing allowances in the Price Ceiling limits supply to the market, raising
allowance prices and increasing likelihood that prices rise to the Price Ceiling (compared to placing
allowances in the budget or Price Containment Points).

Placing allowances in the Price Containment Points not only affect program stringency, but the
extent to which price volatility is mitigated. Given the risk that the quantity of GHG abatement possible at
reasonable prices is limited, the Price Containment Points allowances can mitigate price volatility and
provide the market with time to adjust to sudden increases in price. Supplying allowances to the Price
Containment Points tends to support this end, although, in principle, marginal benefits may diminish (or
even become negative) with additional allowances. We are not aware of analysis to determine how market

%2 Cap-and-trade regulation, Table 8-2.
33 CARB, Preliminary Concepts Paper, p. 8.
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outcomes (e.g., distribution of market prices or price volatility) would likely vary with the quantity of
allowances placed in the Price Containment Points.3*

Retiring these allowances altogether makes little sense. Under AB 398, if allowances at the Price
Ceiling are exhausted, CARB is required to achieve additional GHG abatement through some means. Thus,
if CARB retires allowances rather than placing them in the Price Ceiling, it might inadvertently increase
the quantity of additional “out of market” abatement required to make up for a lack of allowances at the
Price Ceiling.

I. DECISIONS RELATED TO “OVERALLOCATION”"

A. Background on “Overallocation”

In designing the new cap-and-trade program regulations, AB 398 directs CARB to “[e]valuate and
address concerns related to overallocation in the state board’s determination of the number of available
allowances for years 2021 to 2030, inclusive, as appropriate.”* The discussion around “overallocation”,
while often not well-defined, relates to concern that the supply of banked allowances may threaten
compliance with statutory requirements in California’s climate legislation or the achievement of
California’s climate policy objectives. For example, one commentator states: “Unaddressed, oversupply
and expected banking is large enough to allow for significantly more emissions than intended under the
2017 Scoping Plan, cutting into cumulative emissions and possibly leaving 2030 emissions above the SB
32 target.”% Another states: “But we want to emphasize that ultimately AB 32 and SB 32 charge ARB with
the responsibility of meeting annual targets in 2020 and 2030, not a cumulative target expressed over a
period of time.”?’

The “overallocation” concern stems from the fear that an “overallocation” of allowances will cause
actual emissions to be above “intended” emission levels or statutory targets. This concern is most salient
for the 2030 target of 40% below 1990 emissions. To mitigate this threat, some stakeholders propose that
CARB eliminate (or reduce the value of) some portion of unused allowances, including allowances not yet
auctioned (particularly unsold allowances from prior auctions), allowances in the APCR, and even
allowances held in covered entities’ accounts (i.e., banked allowances). In effect, these options would
increase the stringency of the GHG cap to achieve additional environmental benefits.

We do not consider any legal issues raised regarding statutory compliance, but it is important to
appreciate that none of the regulatory mechanisms available to CARB can *“guarantee” compliance

34 Borenstein et al.’s analysis does not test the sensitivity of market outcomes to different quantities of allowances in
the Price Containment Points. Their analysis assumes 174 MMTCO.e for the Price Ceiling and Price Containment
Points, including both the current APCR (121 MMTCO.¢) and the 52.4 million allowances from the 2021-2030
allowance budgets. They find there is a 60% likelihood that prices are at the price floor or Price Ceiling.

3% Emphasis added. Health & Safety Code § 38562(c)(2)(D). See also Health & Safety Code § 38562(c).
3% Busch, Chris. “Oversupply Grows in the Western Climate Initiative Carbon Market,” December 2017.

87 Cullenward, Danny, et al., “Removing excess cap-and-trade allowances will reduce greenhouse gas emissions”,
January 11, 2018, p. 4.
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with a GHG target for 2030 (or any other year). For example, the Low Carbon Fuel Standard affects
the rate of emissions (i.e., GHG emissions per mile traveled), but does not affect the number of number of
miles traveled. Thus, total emissions may exceed any fixed target. In fact, among all the available
regulatory mechanisms, cap-and-trade provides the most effective option for achieving particular targets
because cumulative emissions are constrained to the cap by design. But, even with cap-and-trade, the state
could only guarantee achievement of an annual target by eliminating allowance banking, which would
impose undue economic costs and risks. Absent this change, reductions in the current allowance budget at
most increase the likelihood that total emissions are at or below a particular target in a particular year. But,
these proposed remedies do not help CARB meet some bright line with respect to its “responsibility”
to meet particular emission targets.

Below, we address several questions related to “overallocation” concerns. First, the concerns
regarding “overallocation” reflect, in part, a focus on short-run (even annual) climate targets rather than
long-run, cumulative targets. This is inconsistent with the underlying science and can raise the cost of
achieving climate objectives. Second, we consider factors affecting the likelihood that 2030 emissions are
not 40% or more below 1990 emissions.

B. The Importance of Cumulative Emission Targets and Allowance Banking

Concerns raised regarding “overallocation” reflect, in part, the concern that actual emissions exceed
particular annual targets, rather than cumulative emission targets. A shift in focus away from cumulative
emission targets and toward annual targets would be both costly and inconsistent with the underlying
science of the climate problem. To understand why this is so, it is important to understand first the
underlying economics of the climate problem. Like many air emission problems, climate impacts reflect
the total concentration of GHGs in the atmosphere. However, unlike typical pollutants, such as criteria air
pollutants, the impact of GHG emissions are much less sensitive to the timing of emissions.*®

With many other air pollutants, health impacts reflect emission levels over short a period of time,
requiring regulations to ensure that annual (or even daily) emissions do not exceed levels that would lead
to health impacts. However, with GHGs, impacts reflect cumulative emissions.

The fact that GHG emissions impacts reflect cumulative rather than annual emissions has many
important implications.  First, establishing a cap-and-trade system that limits emissions to a
cumulative cap without requiring specific reductions in any given year will ultimately provide the
same environmental benefit as requiring specific reductions in each compliance period year.

Second, given that environmental impacts reflect cumulative rather than annual emissions,
regulation that can provide emission sources with flexibility to achieve cumulative emission targets
will lower economic costs. California’s GHG cap-and-trade system is designed to take advantage of
this flexibility through allowance banking. Rather than emit GHGs, sources can carry out additional
emissions reductions, and hold and “bank” unused allowances for future use. Through banking, sources

% This arises due to a combination of factors, including the lifetime of various emissions and the relationship between
physical changes in the atmosphere and impacts. In particular, many GHGs, including CO2, remain in the atmosphere
for a very long time, on the order of decades to centuries.
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can achieve emission reductions in lieu of using allowances if the future cost of abating GHG emissions is
expected to be higher, which lowers the costs of achieving cumulative emissions.

Along with reducing aggregate economic costs, banking can help manage the financial risks of
complying with the GHG cap-and-trade program given uncertainty in allowance prices. Banking reduces
allowance price volatility by providing a supply of allowances to buffer against short-term fluctuations in
allowance demand and supply. The absence of effective banking provisions was one of the primary causes
of the dramatic price spikes observed in the year 2000 in the RECLAIM program in Southern California.
Without banking, covered sources would face more volatile allowance prices, which would raise financial
and operational risks due to the potential for restricted allowance supply in later years, and reduce incentives
to make early emission reductions.

A requirement that annual emissions be at or below annual allowance budgets effectively
eliminates the value of allowance banking. If, in total, actual emissions can never exceed the annual
budget, banked allowances would have no value.

However, the use of banking does not imply that at some point in time actual emissions will
exceed annual allowance budgets. In a system where market participants anticipate that the program will
extend (indefinitely) into the future, the market may hold a bank of allowances to address the possibility
that banked allowances are needed to achieve compliance. Given this possibility, actual emissions paths
may remain below the budgets to allow the market to maintain an ongoing bank of allowances needed to
mitigate against economic and financial risks.

C. The Need to Take Action to Lower Emission Caps

We do not assess the likelihood that actual emissions in 2030 are above the 2030 target of 40%
below 1990 emissions, but we make several observations about the potential for this to occur. First, given
uncertainties in the drivers of future emissions, it would seem premature to begin eliminating
allowances to address a compliance concern 12 years in the future. Borenstein et al. find that there is
a 34% likelihood that allowances prices hit a price ceiling of $85 per MTCO-e (in 2030).*® Thus, they find
that there is a 1-in-3 chance that the allowances will be so scarce that prices rise more than 6 times compared
to their current level. Under such scenarios, banking plays a critical role in mitigating environmental goals
while achieving long-run climate objectives. Their analysis accounts for the many factors that drive the
demand for GHG allowances, most of which are virtually impossible to predict with certainty, including:

1. Macro-economic trends: Macro-economic growth will drive the future demand for allowances.
Just as the recession in 2008-2009 reduced California’s total emissions, expansion of the State’s
economy puts upward pressure on emissions. Uncertainty in macro-economic growth is a key
driver of future variation in GHG emissions.

2. Complementary Policies: Complementary policies, such as the Low Carbon Fuel Standard
(LCFS) and Renewable Portfolio Standards (RPS), lower demand for allowances*° by requiring

3% Borenstein, Severin, et al., “California’s Cap-and-Trade Market Through 2030: A Preliminary Supply/Demand
Analysis”, Working Paper, July 2017, p.12.

40 Schatzki and Stavins, 2012.
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that covered entities reduce emissions outside the program. However, the effectiveness of these
programs in reducing emissions is uncertain, which in turn creates uncertainty about these
programs’ impacts on the GHG cap-and-trade program.

3. Technological Change: The effectiveness of many of the state’s complementary policies and
the future cost of GHG abatement depends on the availability of new low-GHG technologies
and the ability of California’s energy systems, such as its electricity grid, to reliably and cost-
effectively deploy expanded shares of low-GHG technologies.

4. Consumer decisions: Reducing GHG emissions in many sectors depends on consumer
decisions. However, there is uncertainty about the extent to which consumers will deploy
certain low-GHG technologies or will curtail activities that lead to GHG emissions. For
example, consumers’ decisions regarding vehicle purchases and miles driven (and energy
consumption more generally) will have a large impact on emissions levels and subsequent
demand for allowances.

5. Linkages: With linkage between systems, market events that increase or decrease demand for
allowances in linked systems would flow through to California. For example, substantial
operational or legal problems with Quebec’s hydropower resources could increase demand for
allowances in Quebec, which would diminish available supply in California.

Second, the concern that an allowance “over-supply”” would create a non-compliance risk for
California implicitly makes the unlikely assumption that the cap-and-trade program ends in 2030,
covered sources remit their banked allowances to achieve compliance, and revert back to pre-cap-
and-trade program emissions rates.** Such a fear is unwarranted for several reasons. First, once
implemented, abatement technologies, such as low-carbon electric power generation, alternative fuel
vehicles, and more efficiency equipment and buildings, remain in place and generally have lower variable
operational costs than fossil fuel technologies. For example, if a firm operating delivery service vehicles
switches to electric vehicles, it would not suddenly switch back to gasoline powered vehicles in 2030 simply
because it has additional allowances. Second, it is reasonable to assume that the cap-and-trade program
will continue beyond 2030 and, more importantly, market participants are likely to assume the program
will continue in making their investment decisions. In fact, if CARB and the California legislature fail to
convey a strong signal that the program will continue beyond 2030, this will substantially dampen
investment incentives because the market benefits gained from investment in low-GHG technologies would
be reduced once the program is terminated. In fact, the potential for higher abatement costs beyond 2030,
given the increased cost of achieving more stringent targets, will incentivize covered entities to hold onto,
rather than remit, banked allowances. This risk of higher allowance costs creates continued incentives for
banking, which would lead to emissions below the 2030 cap.

Third, the current cap-and-trade program already has measures that implicitly address
concerns about “overallocation”. The cap-and-trade program has an auction reserve price that sets a floor
on allowance prices, thus limiting the creation of new allowances when there is very low demand for

41 Busch, Chris, “Oversupply Grows in the Western Climate Initiative Carbon Market”, Energy Innovation Report,
December 2017; Cullenward, Danny, (2014) “Leakage in California’s Carbon Market”, The Electricity Journal, 27(9):
26-48; Cullenward, Danny, “Removing excess cap-and-trade allowances will reduce greenhouse gas emissions”,
Research Note, January 11, 2018.
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allowances. The cap-and-trade program also has a mechanism that further tightens the cap when demand
for allowances remains low for extended period. AB 398 creates a new requirement that any allowances
that remain unsold in the auction for 24 months be transferred to the APCR, which would raise the price at
which these allowances could be accessed. Further, any allowances shifted to the APCR would then be
moved into the Price Ceiling reserve as of 2021, making it even more costly to access this allowance supply.

[I. DECISIONS RELATED TO ALLOCATION, HOLDING, AND USE OF PRICE
CEILING AND PRICE CONTAINMENT POINT ALLOWANCES

Operation of the cap-and-trade system requires rules and procedures for determining how
allowances are allocated to market participants, and how they can be traded, held, and used. These rules
are important because they can affect market participants’ abilities to trade allowances, which in turn
affects market volatility, allowance price discovery, and the market’s ability to equalize (marginal) costs
across sources. By affecting trading and holding of allowances, these rules also affect companies’
abilities to manage the financial risks of compliance with the GHG cap-and-trade program. These rules
can also affect the risk of market manipulation or exercise of market power.

CARB has explicitly sought input on certain administrative rules related to the Price Ceiling and
Price Containment Points. Effective market design decisions will differ for the Price Ceiling and the
Price Containment Points due to differences in the supply of allowances available through each
mechanism. Because the Price Ceiling ensures a supply of allowances sufficient for companies to comply
with cap-and-trade, the Price Ceiling is like a carbon tax (for any allowances that an emission source is
short). As a result, the timing of sales and flexibility of allowance use is less critical.

By contrast, because the supply of allowances at each Price Containment Point is finite, it is
important that liquidity be supplied in a timely way and that sources can flexibly use and hold these
allowances. Below, we discuss how rules can support this objective.

A. Frequency of Sale of Allowances

California’s GHG cap-and-trade system allocates allowances through a combination of free
allocations and quarterly allowance auctions. The quarterly allowance auctions provide a regular flow of
allowances to the market that approximately corresponds to the system’s aggregate compliance
obligations.

CARB must decide how frequently (and through what mechanism) to allocate allowances from
the Price Containment Points and Price Ceiling. CARB has several options, including periodic, regular
sales and an “open window”, where allowances can be purchased at any time at the price containment
point.

Frequent allowance sales for the Price Ceiling is not critical to a well-functioning market.
Because compliance entities know that they can purchase any allowances needed for compliance at the
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price ceiling, there is no need to have periodic sales. Allowances can be sold at the end of the compliance
period so that entities that are short on allowances can come into compliance.*?

Offering Price Containment Point allowances on a more frequent basis, through either an
open window or frequent (e.g., monthly) sales offer greater benefits compared to infrequent (e.g.,
annual) sales. Several basic considerations lead to this conclusion.

More frequent sales can increase market liquidity. Liquidity is the volume of a commodity
traded in the market. Liquidity is important to a well-functioning market. A higher volume of trading
leads to more reliable price discovery, reduces the risk of market manipulation, and lowers risk
management costs for market participants.

More frequent sales also provide more timely mitigation of price volatility and improved
price discovery. More-frequent allowance sales will ensure that the increase in allowance supplies in the
Price Containment Points are available to the market in a timely way when market prices rise to the Price
Containment Points. If the release of allowances from the Price Containment Point reserves is delayed,
market participants would need to trade “as though” these allowances were available, even if the actual
supply of allowances available in the market was less than this quantity. While commaodity markets often
operate with uncertainty about commodity supplies, price discovery is improved with more trading of the
physical product (i.e., allowances) as opposed to financial products (e.g., forward allowance purchases).
Because the Price Containment Points are likely to occur during periods of higher price volatility, when
efficient price discovery is particularly important, timely availability of allowances could be particularly
valuable to supporting a well-functioning allowance market.

With either an open window or periodic sales, institutional infrastructure and procedures must be
developed, which entail administrative costs. All else equal, more frequent sales would likely impose
higher costs than less frequent sales, although any difference is likely to be modest.

B. Constraints in Use and Sale of Price Containment Points or Ceiling
Allowances

CARB has asked for comments on certain potential administrative rules related to use of
allowances from the Price Containment Points or Price Ceiling, including:

1. Timing Price Containment Points and Price Ceiling sales to occur between the end of a
compliance period and the time when compliance is determined,;

2. A limitation that Price Containment Point or Price Ceiling allowances can be used only to
achieve compliance in the current compliance period; and

3. A requirement that each firm’s holding account be empty before purchasing Price
Containment Point or Price Ceiling allowances.

For the Price Ceiling, as discussed above, it is sensible to have Price Ceiling sales at the end of
the compliance period, consistent with the first rule. The second and third rules would effectively ensure

42 In fact, there is little reason for compliance entities to purchase allowances at the price ceiling prior to the end of
the compliance period, because market prices may fall, which would allow the compliance entity to purchase
allowances at a lower price.
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that market participants do not purchase allowances at the Price Ceiling and bank them for use in the
future compliance period. These limitations would not meaningfully impact market function because
sources know that supplies are available for compliance at the Price Ceiling. Moreover, assuming the
Price Ceiling is available in the future, it would make little sense for market participants to buy and hold
(i.e. bank) allowances, since these could only depreciate in value (i.e., prices can only decline below the
Price Ceiling). Nonetheless, if CARB wants to minimize the likelihood that actual emissions exceed
allowance budgets, these limitations would support this goal.*?

By contrast, these rules would be highly problematic for the Price Containment Points,
exacerbating market volatility, raising financial risk and limiting banking, which in turn would
raise costs. As described above, failure to make Price Containment Point allowances available to the
market in a timely way could have many adverse consequences, including increased market volatility and
weaker price discovery. While it is sensible to structure the Price Ceiling as a mechanism that allows
sources to “true up” deficiencies between allowance holdings and actual emissions at the end of the
current compliance period, this is not the purpose of the Price Containment Points. The Price
Containment Points are intended as a mechanism to mitigate price volatility, and thus allowances need to
be made available in a timely way to achieve this objective.

The second and third rules would effectively eliminate the banking of allowances when
allowances prices rise to the Price Containment Point levels. This would be highly problematic. Simply
because allowance prices have risen to the Price Containment Points does not mean that banking is
not economically efficient given potential future escalation in abatement costs (and allowance
prices), nor does it mean that banked allowances are not valuable in mitigating price volatility.
Elimination of banking would raise economic costs and increase financial risks to companies requiring
allowances for compliance. Further, from an environmental perspective, elimination of banking removes
incentives for covered sources to undertake “early” emission reductions. There is simply no rationale for
eliminating banking (or reducing firms’ abilities to bank) simply because the market prices for allowances
rise above the Price Containment Point prices.

C. Decisions Related to Allowance Banking

The economic benefits of allowance banking are well understood and demonstrated. As
described above, allowance banking gives flexibility about when emission reductions can occur, thus
lowering the cost of achieving emission reductions, and can help mitigate volatility in allowance prices,
thus lowering financial risk. California’s existing cap-and-trade program allows banking, and banking is
a standard element of cap-and-trade systems for GHG emissions and other pollutants (e.g., SO>).

Some stakeholders have proposed to modify the rules for allowance banking, including proposals
that would discount any allowances held (banked) in individual allowance accounts. CARB should avoid
any discounting of banked allowances, which would distort market participants’ future banking

43 Increases in emissions could occur if allowances were purchased at the Price Ceiling and banked for future use,
allowance prices then fell below the Price Ceiling in the next compliance period, and banked allowances from the
prior period were used for compliance. In this case, total emissions would increase if CARB were unable to take
actions that reduced GHG emissions for all allowances sold at the Price Ceiling, as required by AB 398. The proposed
rules mitigate this risk.
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decisions due to the risk of allowance devaluation. CARB should preserve the current banking rules
with one exception: it should consider modifying the current limits on the quantity of allowances that
can be held in allowance accounts (“holding limits”). Holding limits were imposed to address the
concern that a market participant could accumulate a large share of allowances and manipulate allowance
prices through the exercise of market power. These limits, however, are imposed uniformly across all
market participants irrespective of the difference in the costs they impose on different types of market
participants. These limits could constrain the ability of firms subject to cap-and-trade to hedge the financial
risks of compliance by banking allowances for use in future periods. Other markets with similar holding
limits (e.g., derivative markets regulated by the Commodity Futures Exchange Commission) provide
exemptions for legitimate business activities, such as hedging. ARB should modify these holding limits to
account for legitimate hedging and banking activities through exemptions or increases in holding limits that
reflect the size of market participant’s compliance obligations.*

V. CONCLUSION

California’s GHG cap-and-trade system is well designed, serving as a template for systems in other
parts of the world. However, its performance has not to date been seriously tested, because of a combination
of factors, including the existence of complementary policies that achieve emission reductions (albeit at
higher cost). As it moves into the 2021-2030, CARB must address a number of rules and considerations
that will affect the likelihood that more scarce market conditions occur, and will affect the market’s
performance. Decisions aimed at mitigating economic risks while achieving environmental objectives will
provide the greatest net benefits for California’s citizens, while also maintaining political support for the
program (and California’s climate policies more broadly) and providing leadership on effective climate
policy design that can inform other regions contemplating similar initiatives.

4 For further discussion, see Schatzki, Todd and Robert N. Stavins, “Three Lingering Design Issues Affecting
Performance in California’s GHG Cap-and-Trade Program,” November 19, 2012.
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= Social cost of carbon (SCC) basics
= US Government SCC estimates

= Assessing SCC modeling

" Improvement opportunities
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Social Cost of Carbon (SCC) Basics
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Social Cost of Carbon (SCC) Modeling

Definition: The net present value of future global climate change impacts from one
additional net global metric ton of carbon dioxide emitted to the atmosphere at a particular
point in time

Regional Temperature
Socioeconomics Emissions (CO,, etc.)  Temperature -ﬁ S |

Population

Climate damages )

Dashed = after
CO, pulse

2000 2300 2000 2300

Income

2000 2300

2000 2300

SCC in 2020 is the discounted value of the additional net
damages from the marginal emissions increase in 2020

Source: Rose et al (2017)
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Types of Impacts Being Monetized

" Health
- ; Estimates based on sector
Ag Ficu It ure specific impacts studies in the
® Forest ry literature (incomplete &
Vi
= Sea level evoling)

= \Water resources

=" Energy consumption
(space cooling & heating)

= Migration

" Extreme weather (e.g., hurricanes)
= Ecosystems

= Catastrophic

[ Impact types included and formulations vary by model J
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Vast Range of SCC Estimates Have Been Produced

40

35

30

25

20

15

Number of estimates

10

Developed from Tol (2008) meta
analysis of SCC estimates

Histogram of SCC Estimates in the Literature
(Derived from Tol 2008)

Note: not a distribution

Range reflects differences in
models, assumptions, and

impacts included
(and not apples-to-apples)

y
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SCC Sensitive to Key Assumptions
Example Using One Prominent Model

Global Annual Marginal Benefits for an Emissions Reduction in 2005 (2006$/tCO,)

£S5 =1.5¢C

25 3°C 4.5°C 6°C

Baseline DR= ~2% ~3%

~1% ~2% ~3% ~7% ~2% ~3% ~7% ~2% ~3% ~7% ~2% ~3% ~7%

Global  FUND  —52 3 59 —$3[343_(39) —ST]s140|(835) §1 $365 $5
—5$3 S0 %3 52 %16 $3 —$2] 854 $16 SO $114 $37 $3
$3 $15 —$1 —$3 $68 $13 —$2 |s240] 51 s §125 $5
—$3 $8 —$2 -—$3 %43 8 —$2]S145] $34 $1 5409 $83 $4

Discount rate (DR): -$1 to $43

Alb —$5
A2 —§2  —$6
B ¢4 _$5

Climate responsiveness (CS): -$5 to $81

Socioeconomics/emissions: $54 to $240

Source: USEPA (2009) Draft RIA, Table 5.3-2 produced with an
earlier version of FUND (as presented in Rose, 2012)

All: -$6 to $655

Characterizing uncertainty a key issue. Need
to be careful, transparent, and critical!
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Why is the Social Cost of Carbon (SCC) Important?

" |t is an estimate of damages to society

= US Government (USG) legally obligated to
value CO, (9" Circuit Court, 2007)

— SCC modeling (of some kind) an option

= USG generated SCC values to estimate
benefits of CO, reductions for federal rules

= SCCs increasingly being considered and
used — rulemakings, states, other
countries, other applications

= However, general lack of understanding
and technical information about the
modeling and climate risks represented
= motivated EPRI work

© 2018 Electric Power Research Institute, Inc. All rights reserved.

Application type Examples Global emissions SCCs used
implications
Federalregulatory DOT (NHTSA) vehicle Incremental USG
efficiency standards, EPA
Clean Power Plan, DOE
small motor efficiency
standard, DOE microwave
efficiency standard (1, 2, 3,
4)
Federal non-regulatory CEQ NEPA reviews,BLM | Incremental USG
coalmine permitting (5, 6)
State Minnesota, Maine (7, 8) Incremental USG considered
Local (e.g., city) Austin, TX (9) Incremental Custom
Value of technology Technology SCCpricing Incremental USG and other
(10)
Non-U.S.regulatory Canada, United Kingdom Incremental Canada— USG
(UK) (11, 12) UK — Custom
Federal climate goal U.S. proposed legislative Non-incremental USG
evaluation GHG cap and trade policy
(12)
Global climate goal Tol(2009) (13) Non-incremental Custom
evaluation
Rose and Bistline (2016)
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US Government SCC Estimates
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USG SCC Estimates — Default Values to Many

Obama Administration

Table ES-1: Social Cost of CO,, 2010 — 2050 (in 2007 dollars per metric ton of CO,)

Trump Administration (proposed values)

Table 3-7. Interim Domestic Social Cost of CO2, 2015-2050 (in 2011$ per metric ton)*

- 5% 3% 25% | HighImpact
Average Average Average 5(95th Pct at 3%)
2010 10 31 50 | 86

2030
2035
2040
2045
2050

16
18
21
23
26

50
55
60
64
69

73
78
84
89
95

152
168
183
197
212

Discount Rate and Statistic

Year 3% Average 7% Average

US Government (2015, 2016)

a3 = i

2030

7 1
2035 8 1
2040 9 2
2045 9 2
2050 10 2

EPA Proposed CPP Repeal (2017)

Same modeling machinery used — thus, fundamental issues for both

© 2018 Electric Power Research Institute, Inc. All rights reserved.

Major differences in Obama vs. Trump estimates: global vs. US only
damages, discounting, distribution statistics used
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USG SCC Modeling Approach

Feature

Detail

Multiple SCC models

Standardized uncertainties

Model specific parametric uncertainties
Standardized discounting
Thousands of SCC results

Aggregation of results

Three models — DICE, FUND, PAGE

e Five reference socioeconomic and emissions scenarios
(each extended from 2100 to 2300)
e One distribution for the climate sensitivity parameter

In FUND and PAGE climate and damage components

three constant discount rates — 2.5%. 3%. and 5%

150,000 SCC estimates for a given discount rate and year (3
models x 5 socioeconomic scenartos X 10.000 runs each)

e Average of 150,000 results for each discount rate and year
e 3% (95th percentile)” value is 95th percentile from
distribution of 150,000 results with 3% discounting

© 2018 Electric Power Research Institute, Inc. All rights reserved.

» USG SCCs the result of
significant aggregation

o Over models, time, world
regions, impact
categories, and many
scenarios

S42 derived from 150,000
SCC estimates

» Making sense of, & assessing,
the estimates requires delving
into these details
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150,000 Estimates Underlie Each USG SCC Value

Table ES-1: Social Cost of CO2, 2010 - 2050 (in 2007 dollars per metric ton of CO,)

Vear 5% 3% 2.5% High Impact
Average Average Average |(95™ Pct at 3%)

2010 10 31 50 86
2015 11 : 56 0
2020 i 62 123
2025 14 46 68 38
2030 16 50 73 152
2035 18 55 78 168
2040 21 60 84 183
2045 23 64 89 197
2050 26 69 85 212

12

USG (2015, 2016)

Fraction of Simulations

005 010 045 020 025 030

0.00

Figure ES-1: Frequency Distribution of SC-CO, Estimates for 20203
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Social Cost of Carbon in 2020 [2007$ / metric ton COg]
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Assessing SCC Modeling
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EPRI Study Assessing SCC Modeling

Motivation: What does $42 mean?

Understanding the Social Cost of Carbon: A Model
Diagnostic and Inter-Comparison Study

(Climate Change Economics Vol. 8, No. 2, 2017)

50009 (28 pages s
DTVI009 2E ) WWorms ::::: ific

$42 of damages to

the world from a
ton of CO,,

UNDERSTANDING THE SOCIAL COST OF CARBON: A MODEL
DIAGNOSTIC AND INTER-COMPARISON STUDY"

EY J. BLANFORD

Difficult to interpret and assess — little
IS known about the modeling
underlying the values or the implied Rose et al (2017)
societal risks.

* $42 is the US Government’s most recent “central” social cost of carbon (SCC) estimate of the
future global damages to society from a metric ton of CO, emissions in 2020. Used as an estimate
of the benefit of reducing a ton of CO, in 2020.
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The Role of Individual Models in USG SCC Estimates

Histogram of the 150,000 SCC estimates behind the USG SCCs for 2020 with a 3% discount rate

16,000
» 14,000
3 $42 ] ]
E 5 000 i FUND defines left tail. PAGE
S defines long right tail. DICE
g 10,000 I distribution more compact and
£ l . : : :
= 8000 I " PAGE contributing to right tail.
S ' m FUND
O
:g 6,000 m DICE
5 I
€ 4,000
= i I $123
S 2,000 IIII i
il !
O --II I IIII!!I...*...---———-- ____________ S —
08 OO OO0 0O000D00D0D000D0D0D0O000D0ODO0O0O0OO0OO0O OO &
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2020 SCC values (2007$ /tCO,)

Source: Rose et al (2017). Developed from USG data available at https://www.whitehouse.qov/omb/oira/social-cost-of-carbon.
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Assessing SCC Modeling Component-by-Component & Overall

Regional Temperature
Socioeconomics Emissions (CO,, etc.) | Temperature -ﬁ',.-' o ' Climate damages " Reviewing
Population o Fo modeling & code,
programming
If) components,
Sea-level rise running diagnostic
Income i CO. pulse ey / scenarios,
2000 2300 | 2000 230 £ 2000 2300 comparing,
2000 2360 {T exploring multiple
' perspectives
2000 2300

Component 1 Component 2 Component 3

= Examining the inner workings of the modeling

= 4 separate technical assessments — elucidating & assessing individual modeling components & overall
USG experimental design

= Learning about the raw intermediate modeling and behavior — undiscounted & disaggregated

ELECTRIC POWER
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Study Overview

= Objective = improve understanding of SCC estimation
— Essential to understand and assess the state-of-the-art
— For anyone wanting/needing to value greenhouse gas emissions
— To facilitate informed dialogue, assessment, decision making, and scientific advances

= The study offers perspectives on models & differences not previously available

— First detailed SCC model diagnostic and inter-comparison — comparable insights into modeling structures,
implementation, and intermediate results

— We trace significant differences in SCC distributions to component-level behavior, implementation, specific
features, and model tendencies

— Important to communicate, evaluate, and justify differences and address those with insufficient scientific
rationale, improve representation of uncertainty and resulting robustness, and enhance documentation for
components and models

= The study observes fundamental scientific issues with current modeling
— Opportunities for immediate and longer-term improvement

= The study is an enhancement and refinement of the earlier EPRI report that was a key
input to the NAS SCC study on updating estimation (NAS, 2017)
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Climate Modeling Component Assessment — Sample Results

Socioeconomics

'Emissions (CO,, etc.)

| Temperature

CO, pulse

Dashed = after

23004
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Regional Temperature
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/
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2000 2300

Component 2

Evaluate climate component structure, code each model’s component, and
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run diagnostics with standardized emissions & radiative forcing inputs
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Global Temperature Responses to 2100

(with equilibrium climate sensitivity 3°C)

Global mean temperature change

Incremental global temperature change

> - 0.0025
. e o
= High emissions S
5 4 === D|CE future : 0.0020
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---h%-
- -
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Meaningful differences in outcomes and sensitivity for the same inputs. Trace to modeling &

implementation features (e.g., carbon cycle, non-CO,, forcing translation, pulse implementation).
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Sensitivity of Temperature Response to Climate Sensitivity

degrees C above pre-industrial

—_
N

—_
o

Global mean temperature change in 2100
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High emissions
future

! PAGE most
sensitive

DICE | FUND | PAGE

Low emissions
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sensitivity
w15
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© 2018 Electric Power Research Institute, Inc. All rights reserved.

PAGE most sensitive,
FUND least sensitive.

PAGE not adjusting rate
of temperature
response.




Climate Damages Modeling Component Assessment — Sample Results

Socioeconomics
Population

'Emissions (CO,, etc.) | Temperature

Regional Temperature

' Climate damages )
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|

Component 3

Evaluate damage component structure, code each model’s component, and

run diagnostics with standardized climate & socioeconomic inputs
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Implied Damage-Driver Relationships from Sensitivity Analyses

55%

45%

35%

25%

15%

global damages (% GDP loss)

22

1% 7%

== DICE 6% 6%
== FUND

PAGE 5% 5%

4% 4%

3% 3%

2% 2%

0% 0%

5 10 15 S0 5100 S200 S300 5.0 ¥ 10.0 12.5 15.0
global mean temperature change ("C) non-OECD GDP (ST) global population (billion)

PAGE damages systematically more sensitive to key drivers. FUND systematically

less sensitive. Trace to modeling features (e.g., sea-level rise, regional
temperatures, functional forms and drivers, specific categories, adaptation).
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Annual Incremental Damages to 2300 — Decomposition and Differences

incremental damages ($/tCO,)
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Model specific features dominate incremental damages
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Climate and Damages Probabilistic Specification Assessments — Sample
Results

Regional Temperature

—
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}

Sea-level rise
, P
: S ]

2000 2300

Dashed = after
CO, pulse

2000 2300 2000 2300

~ Income

2300

2000 2300

Component 2 Component 3

Assess probabilistic specifications and behavior by coding probabilistic

versions of components and running with standardized inputs and random
draws over model-specific uncertain parameters
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Probabilistic Incremental Climate and Damage Responses

Different uncertainty considered DICE FUND PAGE

across models contributing to

0.0030 - 0.0030 - 0.0030 -

.. . "
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0.0020 - 0.0020 - 0.0020 - 25%

) 8} 50%
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to 2300* ¥ 00010 | $ 00010 | | b $ 0.0010 | 95%
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# With high temperature reference, USG2 socioeconomics
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Fundamental Issues with SCC Models and USG Framework

The study offers perspectives on models & differences not previously available

We observe fundamental scientific issues, and improvement opportunities for greater confidence in results

Fundamental Individual Model Issues Fundamental Multi-Model Framework Issues
= Model-specific issues " Transparency and justification
— DICE - no climate feedback, CO, pulse, quadratic = Structural uncertainty representation

damage's, implied adaptation, limited parametric = |nput and parametric uncertainty representation
uncertainty, damages dependent on other models

— FUND - partial radiative forcing, long temperature lag, " Comparability and independence of results

potential for climate benefits and adaptation = Robustness of results unlikely

— PAGE - non-CO, forcing, ECS implementation, slow = Multi-model approach — reconsider.
carbon cycle, CO, pulse, regional damage scaling,

undefined damages, fixed adaptation, damages
dependent on other models

— Challenges (transparency, justification,
comparability, and independence)

— Consider developing a model component-by-
= Transparency and justification for individual model component

structure and behavior

= Damage representations dated and dependent NAS SCC Committee agreed that a new approach
and model components were needed (NAS, 2017)

ELECTRIC POWER
RESEARCH INSTITUTE
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Improvement Opportunities

Preliminary analysis and results

© 2018 Electric Power Research Institute, Inc. All rights reserved.
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Improving from USG Values

=" \We know a great deal more than we used to about the modeling
=" What we know doesn’t instill confidence
" There are clear opportunities to improve

— Especially immediate opportunities given decision-maker willingness to
entertain current modeling and estimates

Preliminary
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Immediate Option: Filtering USG SCC Values

= Recall that 150,000 estimates underlie Histogram of the 150,000 SCC estimates behind the global
. USG SCCs for 2020 with a 3% discount rate
every USG estimate (e.g., $42)

16,000

14,000

" Thus, there is an estimates database that £ 12000 §
can be filtered by model or scenario £ 10000 I
.g 8 000 E B PAGE
8~ I: W FUND
. . . . . . 2 W DICE
= Can use scientific criteria to identify the T |
. . €
better underlying estimates and produce " | I o123
improved aggregate estimates c I‘ “liiil--
o ==l EElmmmnnmmeen e o IR
— Apply to individual models and input B2.28338858885389383588 3 838858888
assum ptio ns ’ 2020 SCC values (20075 /CO,) ”

Source: Rose et al (2017)

Preliminary
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Evaluate Modeling According to a Minimum Scientific Standard

= Having a minimum scientific standard seems reasonable

— Model peer review journal publication insufficient, especially for regulatory models

A proposed approach

= Apply NAS SCC Committee requirements for modeling (NAS, 2017)

— Transparency, Scientific basis (justification, consistency with state of knowledge), Characterization of
uncertainty

= Apply a conservative minimum scientific standard for models and inputs:

— Transparency — enough documentation to know what’s there
— Scientific basis — there is some sort of justification & minimum necessary functionality

— Plausibility — assumptions and modeling reasonable

Preliminary
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Model Evaluation According to a Minimum Scientific Standard
Scientific DICE
Criteria “‘Red” implies model does not meet
minimum scientific standard
e.g., damages _
Transparency . . Green = adequate; Yellow = meets min but could
e improved; Red = inadequate

Minimum . A
<cientific e.g., quadratic e.g., probabilistic
justification damages parameters Proposed conservative minimum scientific standard:
= Transparency — enough to know what’s there
= Scientific basis — some sort of justification &
. minimum functionality
Minimum i ial
e 220, O EITEE €.g., partia = Plausibility — assumptions and modeling reasonable
feedback radiative forcing

functionality

e.g., some e.g., some
Plausibility probabilistic probabilistic
outcomes outcomes

Preliminary
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Input Evaluation According to a Minimum Scientific Standard

= Are input emissions projections plausible in the near-term and long-run?
— In the near-term, reasonably consistent with historical trends?

— In the long-run, reasonable given fossil resource constraints and air pollution?

Global fossil and industrial CO, 1980-2030 Global fossil and industrial CO, 2000-2200
50 160 —Rose et al (2017b) baseline
45 —USG1
° 140 USG2 A
40 ® ——USG3 How does USG2 reconcile
35 .

w
o
=
o
o

— History 120 UsG4 with fossil resources and air
® ® USG1 Ho65 pollution policy?
e USG2

/ \ For
® USG3

GtCO2 / year
N9
(O]
GtCO, / year
0
o

20 - comparison,
15 USG4 60 <+— a projection
USG5 inconsistent with 40 that
10 historical trend and NDC USG5 y considers
pledges 20 both
0 0
1980 1990 2000 2010 2020 2030 2000 2100 2200

Preliminary
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Results from Filtering According to Minimum Scientific Standard

Current 2020 USG SCCs [Filtered 2020 SCCs with a
with a 3% DR
: . DICE & FUND
Domestic SCCs Average $5 1At emisSions
scenario results
Sth $0 (could also
justify dropping
95th $21 2nd emissions
scenario results)
Global SCCs Average $42
5th $2
95th $123

* $6 in Proposed CPP Repeal values. Appears to be a typo in the proposed rule’s value.

Developed using Rose et al. (2017)
and Proposed CPP Repeal docket Preliminary
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Refinement and Replacement Options for Improving From USG Values

S opion | Descipion

=

Filter USG SCC values

Immediate
options
(individual or
combination) =

for improved
estimates (< 1 Refine USG elements

Improve USG inputs

Revise USG outputs

year)
Replace USG components

Replace USG approach

34
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Select a subset of USG SCC values based
on minimum scientific standard

Refine modeling inputs to address known
issues and incorporate best knowledge

Refine modeling results based on
scientific criteria

Revise model implementation and
elements with issues

Replace components with alternatives
that better satisfy the scientific criteria

Develop approach and modeling different
from that currently used by USG

Preliminary
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Immediate Options to Improve USG Inputs, Elements, Components

= If filtering insufficient for meeting a minimum scientific criteria, options to...

= Improve USG Inputs

— Update equilibrium climate sensitivity (ECS) distribution assumptions or use set of alternative
distributions

— Expand global CO, emissions range considered to improve uncertainty representation

= Refine USG Elements

— Revise CO, pulse implementation (DICE and PAGE issue)
— Revise non-CO, forcing representation (FUND and PAGE issue)

— Revise ocean diffusivity parameterization (PAGE issue)

= Replace USG Components

— Use components with strongest scientific basis (e.g., replace climate component)

Preliminary
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Longer-Term Option: Replace USG Approach

" Longer term opportunities (3+ years)

— Develop new components and a new overall framework
= Not using the current multi-model framework or even USG models as is
= See EPRI and NAS studies for recommendations

* However, methodological challenges need to be confronted along this path
— Newer doesn't imply better — details matter, assessment required
— Problems with comparability and aggregation of sectoral estimates
— Considering drivers beyond temperature change
— Reconciling methodological differences in literature damage estimates
— Insufficient data for identifying the shape of damage gradients (vs. speculation)
— Accounting for adaptation potential — micro (individual/firm), macro (economy)
— Characterizing uncertainty
Preliminary
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Are Current Estimates Too Low?
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Are Current Estimates Too Low?

=" We can’t tell until we address issues with current modeling
— Need to understand current modeling to assess bias
— Can’t generalize given differences in models

= Potential biases in both directions

— Omitted damages — e.g., biodiversity, ocean acidification, extreme weather, arctic access

— Current modeling of poorly understood risks (e.g., PAGE “discontinuity) and uncertainty specifications (e.g., some
combinations produce 100% regional GDP losses)

— Adaptation responses considered — micro and macroeconomic
— Implied perpetual annual damages

— Newer literature from empirical and structural modeling

— Regional weighting and risk preferences

= Potential “big” risks unlikely to be affected by a metric ton of CO, (e.g., acidification)

" Include things were we have sufficient scientific understanding
— Risk perceptions and preferences should drive policy stringency, not a measurement metric
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Using the SCC
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Using the SCC

" Most commentary (public & scientific) on SCC estimation, not its use

" Conceptual and methodological issues to consider
— Different types of SCC estimates
— How to use multiple SCC values
— Consistency between benefits & cost calculations
— Accounting for net global CO, changes (leakage = lower CO, benefits)
— Valuing/pricing CO, more than once

— Valuing non-CO, GHGs

= Some may be relevant in this context

Sources: Rose and Bistline (2016)
and Rose (2017)
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Different Flavors of the Social Cost of Carbon

= Baseline
" Optimal

[EE
o
o

= Policy

CO, emissions (billion tonnes)
N S (o)) 0
o o o o o

N
o

Potential Global CO, Emissions Baseline

v

Optimal?

o Socioeconomics
also differ
2 C Policy

I I I I I I I I 1
o o o o o o o ) o o o
o — N (99] << LN (o] N~ o0 (@) o
o o o o o o o o o o —
AN AN AN AN N AN N AN N AN N

* Modeling using the MERGE model with damage functions fitted to Rose et al. (2017a) USG
SCC damage component deterministic assessment results and endogenous discounting.

41

© 2018 Electric Power Research Institute, Inc. All rights reserved.

SCC varies across pathways with
differences growing over time.

How much depends (e.g., damages
shape, climate system, discounting,
socioeconomics)

Baseline $123
2°C Policy $17 $79
oo | | a0
Baseline $6 $64
2°C Policy $0 $6
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Key Messages

=" We now understand the inner workings of modeling used by both the
Trump & Obama Administrations

" There are fundamental issues with USG modeling that undermine
confidence in estimates

= We should consider the issues and pursue immediate improvements given
the need for estimates (e.g., filter-out the current best estimates)

" |t is difficult to assess bias in current estimates given the issues
" Longer term improvements important, but challenges to overcome

" Conceptual and practical SCC use issues to consider as well
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Thank you!

Steven Rose, Senior Research Economist
Energy & Environmental Analysis Research Group

srose@epri.com, (202) 257-7053
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Damage

Model (version)

Damage category

Study

Basis

Links to SCC models

DICE (20100

Specifications
Literature Basis

FUND (v3.8)

All formulations
based on older
climate impacts
literature, with

some formulations
based on those
from the other
models

PAGE (2009)

Rose et al (2017)
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Aggoregate non-SLR

SLE coastal
impacts

Agriculture

Forestry

Energy

Witer resources

Coastal impacts

Dharrhea

Vector-bome
diseases

Cardiovascular and

respiratory
mortality
Storms

Ecosystems
SLR
Economic
Noneconomic

Discontinuity

Adaptation costs

IPCC (2007), Tol (2009)°
Undocumented

Kane et al. (1992), Reilly et al. (1994), Morita et al. (1994), Fischer
et al. (1996), Tsigas et al. (1996)

Tol (2002b)

Perez-Garcia er al. (1995), Sohngen et al. (2001)

Tol (2002b)

Downing et al. (1995, 1996)

Hodgson and Miller (1995)

Downing et al. (1995, 1996)

Downing et al. (1995, 1996)

Hoozemans et al (1993), Bijlsma et al. (1995), Leatherman and
Nicholls (1995), Nicholls and Leatherman (1995), Brander er al.
{2006)

WHO Global Burden of Disease (2000)°

WHO Global Burden of Disease (2000)

Martin and Lefebvre (1995), Martens er al. (1993, 1997), Morita
et al. (1994)

Link and Tol (2004)

Martens (1998)

CRED EM-DAT database @ WMO (2006)

Tova and Skidmore (2007)

Pearce and Moran, (1994), Tol (2002a)
Anthoff et al. (2006F

Warren et al. (2006)

Warren er al. (2006)

Lenton er al. (2008), Nichols er al. (2008). Anthoff er al. (2006),
Nordhaus (1994 )

Parry et al. (2009)

Calibration

Calibration

Income elasticity
Calibration
Income elasticity
Calibration
Income elasticity
Calibration
Income elasticity
Calibration

Calibration
Income elasticity
Calibration

Income elasticity
Calibration

Calibration
Income elasticity
Calibration

Calibration and in-

come elasticity
Calibration
Calibration
Calibration

Calibration

DICE., FUND, PAGE

FUND

DICE, FUND, PAGE
DICE, FUND, PAGE
DICE, FUND




global damages (GDP % loss)

Implied Category & Region Damages with Warming
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Estimates of the Social Cost of Carbon for the U.S.

Regional SCCs for 2010 with varying assumptions, 2006$ (derived from Anthoff et al, 2011 & FUNDv3.5)

$700
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$500 USA—> =
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China—
o
£ $300
S~
v
$200
$100
|
S E=_ __=__
$(100)
discount rate AR E A
2 2 2 2 2 2 2 2 2
scenario FUND FUND = FUND
climate sensitivity CS=2  CS=3  (S=45
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Need to Estimate Net Global CO, Changes

* Do we need to revise CO,
benefits estimates?

= Yes, if there is expected to
be significant CO, leakage
beyond the regulated
segment

= X% leakage = X% lower CO,
benefits!
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100%

80%

60%

40%

20%

0%

-20%

Cumulative Leakage to 2040 (%)

-40%

-60%

-80%

© 2018 Electric Power Research Institute, Inc. All rights reserved.

E.g., Estimated CO, leakage and electricity prices changes with
subnational SCC pricing of power sector CO,
SCCL ®SCCM @ SCCH
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@
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Bistline and
Rose (2018)

In-Region Electricity Price Change in 2040 (%)
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Which SCC Should be Used?

Example range of CO, reduction benefits using the four USG SCC trajectories (CPP)

Rate-Based Approach

2020 2025 Order of magnitude difference in estimated
Climate Benefits ” climate benefits. Which one to use?
5% discount rate $0.80 $3.1
4% discount gat £ i What do they represent? Current SCC range
2% discount rate 2.0 1L . .
- ,_ o not a representation of uncertainty.
2.5% discount rate $4.1 515
05th percentile at 3% 2 Guidance needed.
$8.2 $31

discount rate

Table ES-1: Social Cost of CO,, 2010 — 2050 (in 2007 dollars per metric ton of CO;)
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NAS notional alternative for improved SCC uncertainty communication

_ 5% 3% | 25% | Highlmpact Discount Rate
Average | Average | Average [(95"Pctat3%) 5.0% 3.0% 2.5%

2010 10 3. | 50 | 86

2015 | | 36 56 105 Year Low Avg. High Low Avg. High Low Avg. High

220 1 f 2 6 : 12 2020 _ _ _ _ _ _ B _ _

2025 == = = = — s = — =

U S 5 s}s]

2040 21 60 84 183

2045 23 64 89 197

2050 26 | 69 | 95 212 2050 — — - — — — _ — _
US Government (2015, 2016)

Source: National Academies of Sciences, Engineering, and Medicine. (2016)

Rose and Bistline (2016)
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Inconsistency in Reference Assumptions & Uncertainty

Socioeconomic/emissions assumptions matter for the
SCC. May matter for other cost-benefit calculations also.

$140 -
SCC variation across
2120 socioeconomic scenarios (60-100%
Average 2020 USG SCCsby ~ $100 - in the model averages)
discount rate, model and S
socio/emissions scenario E $80 - .
W
§ $60 - socio/emiss
N scenarios
S40 - |
) | 11 e 11
L a L Ll ) w Ll ) w
@) (U] (@] (U] O O
s 5 g ‘ s 5 g ‘ s 5 g
2.5% discount rate ‘ 3% ‘ ‘ 5% ‘
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Rose and

Bistline (2016)
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The social cost of carbon (SCC) is a monetary estimate of global climate change damages to
society from an additional unit of carbon dioxide (CO,) emissions. SCCs are used to estimate the
benefits of CO, reductions from policies. However, little is known about the modeling underlying
the values or the implied societal risks, making SCC estimates difficult to interpret and assess. This
study performs the first in-depth examination of SCC modeling using controlled diagnostic
experiments that yield detailed intermediate results, allow for direct comparison of individual
components of the models, and facilitate evaluation of the individual model SCCs. Specifically, we
analyze DICE, FUND, and PAGE and the multimodel approach used by the US Government.
Through our component assessments, we trace SCC differences back to intermediate variables and
specific features. We find significant variation in component-level behavior between models
driven by model-specific structural and implementation elements, some resulting in artificial
differences in results. These elements combine to produce model-specific tendencies in climate
and damage responses that contribute to differences observed in SCC outcomes — producing
PAGE SCC distributions with longer and fatter right tails and higher averages, followed by DICE
with more compact distributions and lower averages, and FUND with distributions that include net
benefits and the lowest averages. Overall, our analyses reveal fundamental model behavior rele-
vant to many disciplines of climate research, and identify issues with the models, as well as the
overall multimodel approach, that need further consideration. With the growing prominence of
SCCs in decision-making, ranging from the local-level to international, improved transparency and
technical understanding is essential for informed decisions.

Keywords: Social cost of carbon; social cost of greenhouse gases; climate change; carbon cycle;
impacts; damages.
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1. Introduction

The social cost of carbon (SCC) is defined as the incremental monetized global
damages arising from an additional unit of CO, emitted to the atmosphere. It is also
referred to as the social cost of CO,. It is socially important as an estimate of the global
damages of CO, emissions, and practically important for policy-making. For instance,
United States Government (USG) agencies are now legally required to value CO,
emissions in rulemakings to assess the potential benefits of CO, reductions from
regulations, including rules affecting appliances, vehicles, and industry.! Furthermore,
SCC estimates, frequently the USG estimates, are increasingly being applied or con-
sidered at state (e.g., Colorado, Maine, Minnesota, New York) and local levels, as well
as by other countries (e.g., Canada). The USG developed its own SCC estimates for
use in rulemakings, first in 2010 and then revised in 2013 and 2015 with significantly
higher estimates (USG Interagency Working Group on Social Cost of Carbon, 2010,
2013, 2015, 2016). However, little is known or available about the modeling under-
lying current estimates, making them difficult to interpret or assess.

The SCC is typically estimated using an integrated assessment model (IAM) to
simulate a “causal chain,” starting with projected socioeconomic futures, and their
greenhouse gas emissions, followed by projected resulting climate change and climate
damages for both a reference and a CO, pulsed emissions trajectory (Fig. S1). The SCC
associated with a CO, pulse in a particular year is the discounted value of the future
annual incremental damages off of the reference trajectory. To date, only a few IAMs,
those with more aggregate economic structures and damage components, have generated
SCC estimates.

The USG estimates were derived from a complex approach using three IAMs well
known in the SCC literature: DICE (Nordhaus, 2010), FUND (Anthoff and Tol, 2013),
and PAGE (Hope, 2011). While each of these models has been applied individually to
estimate the SCC — indeed, most published estimates are from versions of these
models — the USG approach was novel in its experimental design, running multiple
models tens of thousands of times each with standardized and model-specific uncer-
tainties, standardized discounting, and a procedure for aggregating the results and
selecting values. Through this approach, the USG produced SCC estimates to apply to
the estimated emission changes in current and future years from 2010-2050. Underlying
each official USG SCC is a wide range of estimates, with a frequency distribution of
150,000 estimates (50,000 from each model). For CO, emitted in 2020, for instance, the
current USG estimates have a central value of $42/tCO, ($2007), with alternate esti-
mates of $12 to $123/tCO, corresponding to different discount rates and likelihoods, and
behind each are 150,000 estimates (USG Interagency Working Group on Social Cost of
Carbon, 2015, 2016). For an overview of the USG experimental design, see Table S1 in
the Supplementary Material (SM).

ICenter for Biological Diversity versus National Highway Traffic Safety Administration, United States Court of
Appeals for the Ninth Circuit, No. 06-71891, November 15, 2007.
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Figure 1. Histogram of the 150,000 USG SCC estimates for 2020 with a 3% discount rate with
estimates from the individual models identified.

A USG estimate is the result of significant aggregation: aggregation within a
model — over time, world regions, damage categories, and uncertain inputs and
parameters — and aggregation across models. This aggregation obscures the under-
lying details and drivers of results within models, as well as variation and incon-
sistencies across models. For example, decomposing the 150,000 SCC results for a
given discount rate and emissions year by model (Fig. 1), we immediately observe
significant differences in the role each model is playing in the official USG SCC values
(the 3% discount rate average and 95th percentile values of $42 and $123/tCO,).
Estimates from FUND alone represent the left tail of the distribution, while PAGE’s
estimates define the long right tail, and DICE generates a more compact SCC distri-
bution with no negative values and a right tail that contributes to a higher average.

Figure 1 provides a necessary, but insufficient, first step — a first order decom-
position of the role of the models in the USG aggregation. To truly understand and
assess the results, we need to know what is driving each model’s distribution. Despite

2Figure 1 developed from USG data available at https://www.whitehouse.gov/omb/oira/social-cost-of-carbon. Also see
USG Interagency Working Group on Social Cost of Carbon (2015, 2016).
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the increasingly widespread use of the USG SCC estimates in policy, little is known or
available regarding these details and intermediate results, making the values difficult to
interpret and evaluate in terms of implied climate risks to society — types and loca-
tions over time. Moreover, no study to date has undertaken a direct comparison of the
modeling underlying the SCC estimates. With SCC estimates based explicitly on this
multimodel approach shaping US policy, and that of states and other countries, un-
derstanding the modeling and differences, and the opportunities for and implication of
aggregating across models, is essential.

This study presents the first in-depth examination, comparison, and assessment of
the three models underlying the USG estimates, as well as the overall multimodel
approach. We conduct a model diagnostic and inter-comparison exercise with sys-
tematic, independent analyses of the major components of the modeling causal chain:
socioeconomics and emissions, climate, and damages. We review model code, pro-
gram and run components, and isolate and evaluate differences within each component
with standardized inputs and diagnostic scenarios that reveal component behavior —
undiscounted and disaggregated. These analyses elucidate model dynamics behind the
SCC that are not reported — intermediate and disaggregated variables such as pro-
jected climate and damages over time, regions and categories, as well as character-
izations of sensitivity. We generate and evaluate deterministic and probabilistic results
for both reference outcomes and incremental responses. Our component assessment
findings allow us to then reflect on the overall USG approach. We therefore conclude
with a final assessment of the USG SCC experimental design.

The intent of this analysis is not to assess whether the USG estimates are accurate,
nor is it to re-compute the SCC. Instead, the objective is to provide the community of
policy-makers, stakeholders, and scientists greater technical clarity on the state-of-the-
art for SCC and global climate damage estimation. Other issues, such as omitted
impact categories and biases (e.g., Howard, 2014; Tol, 2009; IPCC, 2007), USG SCC
development process (e.g., US GAO, 2014), equity weighting and low intergenera-
tional discounting (e.g., Johnson and Hope, 2012) are beyond the scope of this study.
Our focus is on understanding, evaluating, and improving the modeling currently in
place, which is a requisite first step before many of these other issues can be broached.
Furthermore, while we are analyzing particular versions of the models used for the
most recent USG estimates, our perspectives and insights apply to other SCC
modeling, other applications of these models (e.g., social cost of other greenhouse
gases),” and discussions of aggregate climate risks and goals. With this analysis, we
hope to establish a new common analytical ground for moving forward — improving
public and scientific understanding, informing future estimation and use, and identi-
fying climate impacts and climate damages research priorities.

3USG Interagency Working Group on Social Cost of Greenhouse Gases (2016).
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2. Methods

Our analysis is based on versions of the three models as used by the USG, versions that
have been modified in important ways from the standard versions found in the liter-
ature. See Rose et al. (2014) for details. We evaluate the socioeconomic and emissions,
climate, and damage components of each model separately, reviewing model structure
and input assumptions, recoding the component in a consistent programming lan-
guage, running standardized diagnostic scenarios, and comparing the raw results.
We run reference and CO, pulse experiments to reveal behavior. Incremental pulse
responses are relevant because SCCs are an estimate of additional damages from an
incremental climate response. Total responses are equally important, as they define the
reference conditions for marginal damages and allow for direct comparison to other
analyses. Across models, there is variation at each component step that would nor-
mally propagate through the causal chain. However, we standardize the inputs for each
component assessment to isolate component behavior. We evaluate model behavior
from numerous perspectives — total/incremental, deterministic/probabilistic, aggre-
gated/disaggregated, reference and sensitivities, and to 2100 and 2300. Some per-
spectives are in the main paper, many are in the SM.

For the climate component, we evaluate reference paths for temperature and other
intermediate climate variables for the USG experiments high and low emissions and
non-CO, forcing scenarios (Table S3). We then re-evaluate each scenario with a CO,
emissions pulse to calculate the incremental response in each climate variable. We use
a standardized incremental emissions pulse of 1 billion metric tons of carbon in 2020.
In the USG exercise, the emissions pulse in a given year + was implemented incon-
sistently by the three models in terms of shock size and how it was introduced over
time. For our diagnostics, we standardize the pulse size, but retain the model-specific
implementations with respect to time (Table S2 and Fig. $8).* We also run the USG
climate components and a more sophisticated model, MAGICC6, with Representative
Concentration Pathway (RCP) emissions projections (Meinshausen et al., 2011; van
Vuuren et al., 2011). See Table S3 for RCP inputs. For the damage component in all
three models, we use as inputs the DICE reference and incremental temperature pro-
jection results for both the high and low USG emissions from our climate component
analysis, and the corresponding socioeconomic projections (Figs. S13 and S14).

We begin our component analyses running each component with central parameter
values to understand the fundamental nature of each model and reveal differences in
sensitivity and the shape of responses. To learn about the uncertainty being modeled,
we also develop probabilistic versions of the climate and damage components of the
models and run them with random draws over their model-specific parametric spaces.
For the probabilistic analyses with FUND and PAGE, we sample independently over
each model’s uncertain climate and damage component parameters with 2500 Latin

4This is a large pulse (roughly 10% of current global emissions). The climate response appears to scale proportionally
with the pulse size, but the many facets of a climate response to pulse size should be explicitly studied in the future.
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Hypercube draws. The USG exercise used 10,000 random samples and Monte Carlo
and Latin Hypercube sampling for FUND and PAGE, respectively; we use Latin
Hypercube sampling for both models, which allows us to use fewer draws while still
representing the full sample space. For comparison, using RCP emissions inputs, we
also run MAGICC6 probabilistically, and the USG climate components with both
model-specific and ECS uncertainties.’

3. Socioeconomics and Emissions Component

The marginal damages of emissions today are conditional on assumptions about the
future evolution of natural and economic systems, beginning with the assumed future
global populations, economies, and emissions over the next three centuries. With such
a large scope, uncertainty clearly needs to be considered. Our assessment of this
component explores the following questions: (1) What sort of socioeconomic and
emissions uncertainty is currently represented in the USG exercise? (2) Is there ad-
ditional uncertainty to consider? and (3) Are results sensitive to alternative assump-
tions? In this section, we consider the first two questions through comparison to the
literature. The third question is discussed, but not explicitly explored until subsequent
component assessments.

In the USG SCC calculations, socioeconomic and emissions uncertainty is repre-
sented via five alternative futures — four “baseline” with no assumed future climate
policy (USG1-4) and one “policy” future (USGS) described as consistent with stabi-
lizing atmospheric concentrations at 550 ppm CO,e. Each future consists of a set of
projections to 2100 for gross domestic product (GDP), population, fossil and industrial
CO, emissions (F&I CO,), land CO, emissions, and non-CO, emissions and/or ra-
diative forcing (USG Interagency Working Group on Social Cost of Carbon, 2010).
These are then extended in a very stylized way by the USG to 2300.

Through comparison to the literature and evaluation of the relationships between
variables, we find opportunities for improving consideration of uncertainty. Overall,
we find that some socioeconomic and emissions uncertainty are captured. However, it
is not comprehensively or rigorously characterized, and some are artificial due to
implementation inconsistencies.

Specifically, we find that the five scenarios span some uncertainty, but are narrowly
focused on uncertainty in a single variable — global F&I CO, emissions — from one
particular study (Clarke et al., 2009). The four baseline scenarios span the F&I CO,
emissions range in the selected study (Fig. 2). However, the range is broader when one
fully considers the scenarios literature (Clarke er al., 2009, 2014), and the policy
scenario cannot alone represent uncertainty about policy pathways.® The five scenar-
ios, therefore, are not reflective of the full range of uncertainty about future emissions.

5We ran MAGICC6 probabilistically from magicc.org using the default set-up (Meinshausen er al., 2009).
6The policy scenario has an additional issue in that it is not internally consistent. It was constructed by averaging
variables independently from four other scenarios.
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Figure 2. Baseline global fossil and industrial CO,, GDP, and population for USG SCC futures
and literature ranges.

Consideration of uncertainty in the other variables is also essential, e.g., Clarke
et al. (2014) for GDP and United Nations (2015) for population (“IPCC ARS” and “UN
95% CI” in Fig. 2 respectively), as is consideration of uncertainty in socioeconomic
structure that determines emissions from a future society. For instance, the emissions—
socioeconomic relationships in the current projections are arbitrary (e.g., USG2 exhibits
high emissions with slow economic growth and USG3 exhibits low emissions with high
growth). Uncertainty in socioeconomic structure, such as the energy intensity of eco-
nomic growth and emissions intensity of that energy, is relevant for projecting emis-
sions, but also for estimating damages, which are sensitive to socioeconomic levels.
Finally, weighting of scenarios is important. The USG exercise implicitly assigns 20%
likelihoods to each scenario. No formal process was undertaken to develop probabilities
for the five futures. While it is, in general, difficult to assign such probabilities, it is
possible to recognize unlikely or less likely futures (such as high emissions for centuries
and emissions inconsistent with global trends), and there are methods for developing
defensible distributions using historical ranges, parametric uncertainty, and expert
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elicitation. Note that, consistency, uncertainty, and likelihood are also issues for the USG
extensions to 2300 (Rose ef al., 2014).

The representation of socioeconomic and emissions uncertainty is not only a
function of the specification of the inputs, but also how the inputs enter the models. For
instance, within the code, we find inconsistency in input implementation that results in
differences in what is standardized, exogenous, and even included. For example, DICE
and PAGE include more complete sets of non-CO, radiative forcing constituents than
FUND. FUND excludes some elements of forcing, which drive temperature. In ad-
dition, the socioeconomic inputs are represented differently in each model. These
implementation differences result in artificial differences in projected climate and
damages. See Tables S2 and S3 for model implementation details and Rose ef al.
(2014) for additional discussion.

Overall, our component assessment provides perspectives for the enhanced repre-
sentation of socioeconomic and emissions uncertainty. Our findings suggest that the
USG consideration of uncertainty is incomplete and the distributional specification ad
hoc, with additional uncertainty to consider, in both the projected variables currently
included and the relationship between variables. With a more comprehensive and
rigorous specification, we would expect different posterior distributions of SCC esti-
mates from each model. Unfortunately, it is impossible to know the exact implications
for SCC values without developing an improved specification and doing the modeling.
Our findings also imply that some of the uncertainty represented in the current USG
estimates derives from implementation inconsistency that is not indicative of scientific
uncertainty. For example, the specific forcing constituents omitted from the FUND
modeling generate an upward bias in FUND’s climate projections and SCC estimates.
Finally, as shown in the next two sections, each model’s climate and damage pro-
jections are sensitive to alternative socioeconomic/emissions assumptions, with a more
comprehensive consideration of uncertainty likely to have a larger impact on the
distribution of SCC results from DICE and PAGE.

4. Climate Modeling Component

Each model includes its own reduced-form climate module for translating projected
emissions into global mean temperature (GMT) change. Each module estimates CO,
concentrations and radiative forcing, includes equations or assumptions for non-CO,
concentrations and radiative forcing, and derives GMT from total radiative forcing and
equilibrium climate sensitivity (ECS).

Our assessment of the climate component explores the questions: (1) How do the
climate models underlying SCC calculations behave, and are they similar? (2) What do
the incremental climate responses look like from each model, and are they similar?
and, (3) How do the USG SCC model responses compare to more detailed climate
models? Uncertainty in climate system dynamics is also important and we dedicate a
later section to the modeling of climate and damage uncertainty.
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First, from evaluating the code, we observe that the climate module structures and
specifications vary substantially across models, as does their implementation in the USG
approach (Table S2). As discussed below, we find that both are contributing to differences
in projected levels of global warming. For instance, inconsistencies extend beyond the
radiative forcings included, noted in the previous section, to climate feedbacks modeled,
the relationship of ECS to other parameters, modeling of parametric uncertainty (dis-
cussed in uncertainty section), and the implementation of the incremental CO, pulse.

For our diagnostics, we begin by running the climate components with standardized
inputs — the USG high and low emissions projections — to explore reference path-
way responses. As shown in Fig. 3 and the SM, we find substantial variation across
models in all aspects of projected climate: carbon cycle (Fig. 3(a)), translation of
concentrations to forcing and the constituents of forcing (Figs. S4(a,b)-S6(a,b)), and
temperature dynamics as a function of forcing (Fig. 3(c)). For example, by 2100,
projected GMT results vary by 1°C in the higher emissions reference scenario, and by
0.5°C in the lower emissions reference. For SCC estimates, this matters, as the models
are evaluating marginal damages relative to different reference warming levels.

For the high emissions scenario, DICE and PAGE project significantly greater
warming than FUND. However, in deriving projected temperatures, it is PAGE that
has the lowest projected CO, concentrations, CO, forcing, and total forcing. Behind
this shift in ordinal ranking are pronounced differences between models in the trans-
lation of total forcing to temperature. In particular, a long temperature lag assumption
in FUND results in a more gradual development of temperature, while PAGE’s tem-
perature responds more quickly to the ECS parameter than the other models (discussed
below), resulting in a large temperature response to forcing. Importantly, some of the
variation in results is driven by the differences in model structure and the USG im-
plementation, differences that may be artificial.

From our sensitivity analysis, we gain insights into the responsiveness of the models
to uncertain emissions and input assumptions, which helps us to further understand the
distribution of SCC estimates from each model. Specifically, our sensitivity analysis
reveals FUND to be the least sensitive to alternative projected emissions (Fig. 3(c)), as
well as the ECS (Fig. S7). DICE’s temperature projections are the most sensitive to
alternative emissions projections, as are the DICE projected CO, and total forcings,
while PAGE’s temperature projections are significantly more sensitive to alternative
ECS values than the other models.

ECS is a key uncertain parameter, and there are differences in how ECS affects the
temperature transition in each model. To ensure consistency with historical tempera-
ture observations, an increase in ECS should be accompanied by both faster ocean heat
uptake (or in simple models, a slower response rate of average surface temperature)
and larger negative aerosol forcing (e.g., Urban er al., 2014). DICE and FUND adjust
the temperature response rate, and DICE further includes a moderating ocean feed-
back. PAGE, however, does not include any countervailing adjustments, and conse-
quently its temperature results are significantly more sensitive than those from the
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Figure 3. ((a), (b)) Total and incremental responses in CO, concentrations and ((c), (d)) GMT
increase with standardized emissions inputs, and ((e), (f)) global damage responses with stan-
dardized temperature and socioeconomic inputs. See Figs. S2, S3, S9, S10, S17, and S22 for

results through 2300.

other models (Fig. S7). Note that, none of the models currently adjust aerosol forcing

for alternative ECS values.

Next, we evaluate incremental responses with our 2020 CO, pulse experiment
(Methods). In general, we find incremental GMT responses that peak and decline with
atmospheric decay of the pulse from all the models, but with significantly different

1750009-10



Clim. Change Econ. 2017.08. Downloaded from www.worldscientific.com
by 144.58.115.9 on 07/18/17. For personal use only.

Understanding the Social Cost of Carbon

timing, levels, and rates entering into damage and SCC calculations (Figs. 3(d) and
S10 for results to 2300). Levels diverge by as much as a factor of two in 2050, with
DICE producing an earlier and higher peak, followed by PAGE, and both well above
the incremental GMT response from FUND. In Fig. 3(d), we also observe that all
the models exhibit higher incremental temperature responses from scenarios with
lower emissions due to the concavity of the logarithmic function for CO, forcing
(see Fig. S11(a,b) for forcing responses).

The differences in the incremental pathways derive from differences in component
structure, as well as pulse implementation. Inconsistency in the implementation of the
pulse between models, with variation in how the pulse is spread over years (Fig. S8),
results in DICE and PAGE producing incremental climate effects in 2020 higher than
they would be otherwise (Figs. 3(b) and 3(d)).

We also observe carbon cycle response differences due to the treatment of feedbacks
to terrestrial and ocean carbon uptake. DICE includes no feedbacks, making its in-
cremental CO, concentration response insensitive to the emissions scenario, while
FUND and PAGE include feedbacks, but with responses that exhibit different signs and
absolute magnitudes (Figs. 3(b) and S9 for results to 2300). PAGE’s slower carbon
cycle is also evident in a significantly lower CO, concentration spike that is ultimately
offset by the strength of its conversion of forcing to temperature. Meanwhile, FUND’s
higher concentration spike is offset by its slow temperature response. Finally, the
sensitivity of incremental GMT responses to emissions and ECS assumptions is
consistent with what we observed for total GMT.

For comparison, we conducted the same pulse experiment in MAGICC, a more
sophisticated climate model designed to emulate complex earth system models. Using
two alternative carbon cycle representations, we find similarities in the reference
temperature projections between MAGICC and the USG models, but also notable
differences in initial levels and rates of change (Fig. S12). Most relevant to the SCC,
we find substantial differences in the incremental climate response (Fig. 4). In
MAGICC, atmospheric decay begins immediately after the pulse, leading to a much
earlier peak in incremental temperature than in the USG models (especially FUND),
and the decline following the peak is slower, in particular when emulating models with
stronger temperature feedbacks. Additional evaluation is merited, but the MAGICC
pattern for the incremental response appears to be more consistent with complex
models (Joos er al., 2013).

From our component assessment, we conclude that the modeling and implemen-
tation of the climate system is very different across models. These are differences that
affect results and need justification, with some not indicative of structural uncertainty
(e.g., pulse implementation, carbon cycle feedback, forcing constituents). These dif-
ferences impact projected incremental temperature responses and ultimately SCC
estimates. FUND’s more modest and less sensitive temperature responses are con-
tributing to lower SCCs and a more compact SCC distribution; PAGE’s higher, earlier,
and more sensitive temperature responses contribute to higher SCCs and a wider range
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Figure 4. Incremental responses in GMT to 2100 for MAGICC versus the USG models with
standardized RCP emissions inputs (RCP8.5 solid, RCP3-PD dashed).

of temperature projections and SCC values, including PAGE’s prominence in the right
tail of the SCC distribution (Fig. 1); and, DICE’s higher and earlier temperature
responses contribute to higher SCCs, but without a climate feedback, DICE’s SCC
distribution is more compact ceteris paribus. Finally, we note that the higher incre-
mental temperature response off a lower emissions pathway contributes to a higher
SCC, though it is a combination of factors, including damages, that determine whether
the resulting SCC is higher or lower.

5. Climate Damages Modeling Component

These three IAMs are among the few available models for monetary valuation of
global climate damages. As an aggregate metric, an SCC is not particularly intuitive or
easily interpreted: it encapsulates damages projected to occur at different points in
time, in different regions of the world, and for different types of impacts. The official
USG SCCs are not only an aggregation of damages within models, but also across
models and scenarios. Understanding, evaluating, and comparing SCC estimates
requires the raw undiscounted and disaggregated damage outcomes over time from the
individual models, and alternative model runs. These intermediate results, however,
have not been made available until now. Our assessment of the damage component fills
this gap and explores the following questions: (1) What are the detailed constituents of
damages underlying SCC calculations? (2) How sensitive are the damage estimates to
alternative assumptions and formulations? and (3) How do damage estimates respond
incrementally to a marginal change in emissions?

We begin by evaluating the damage component formulation of the models. Each
model estimates global damages by calculating some degree of disaggregated
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damages, with substantial variation across models in structure, specification, and im-
plementation (Table S2). For example, DICE is globally aggregated with two cate-
gories of damages as a fraction of GDP increasing quadratically with GMT and sea
level rise (SLR), respectively; while, FUND derives damages for 16 regions and 14
damage categories that respond to a broader set of drivers such as regional tempera-
tures, temperature rate of change, CO, concentrations, population, income, and tech-
nological change; and, PAGE estimates damages for eight regions and four categories,
including a generic discontinuity impact, with more drivers than DICE but fewer than
FUND. While global damage results can be readily compared between the models, the
differences in the region-category resolution of damages limit us to a few sub-global
comparisons. It is worth noting that, even a highly aggregate damage structure, through
its calibration, has implied patterns of damages in terms of damage locations and
types for different levels of warming. This information, however, is not discernable
from current documentation.” Going forward, these kinds of details are critical for
transparency and evaluation.

Compiling and evaluating the literature basis for the damage specifications
(Table S4), we find the models relying directly and indirectly on older studies that do
not reflect current knowledge of climate impacts (e.g., Field er al., 2014). This is, in
part, because the more recent literature is not readily usable for this application.
Moreover, we find interdependencies among the models, with DICE and PAGE spe-
cifications based on damage estimates from previous DICE, FUND, and PAGE results.
This issue is discussed later.

For our diagnostics, we begin by running the damage components with standard-
ized high and low GMT projections and socioeconomic inputs (Methods). Despite the
major structural differences in damage components, DICE and PAGE project very
similar global annual damages over the century, both substantially higher than
those from FUND, which projects net benefits for much, or all, of the next century
(Fig. 3(e)). By 2100, the models differ in annual damages by as much as a factor of
three, with differences growing beyond 2100 due to more rapid growth in damages
from DICE and PAGE (Fig. S17). Numerous factors contribute to the very different
perspectives on the potential damages for a given climate and society, including in-
termediate projections, functional forms, individual damage categories, and other
model idiosyncrasies. For instance, we find that for the same GMT projection, inter-
mediate outputs of SLR and regional temperatures vary significantly, with FUND
projecting up to twice the SLR by 2100 as DICE and PAGE, and PAGE’s temperature
pattern-scaling producing notably warmer regions than FUND’s (Figs. S15 and
S16(a,b)). Below, we disaggregate damages and discuss the contributions of other factors.

7For instance, National Academies of Sciences, Engineering, and Medicine (2017) noted that DICE damages at the
global level have been updated and calibrated to meta analyses, but the assumed region and category structure of
damages are still based on earlier work by Nordhaus and Boyer (2000).
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The slopes of the implied damage functions of temperature are particularly relevant
for the SCC, as they indicate the marginal damage response to incremental temperature
change. We tease these out by scaling our GMT input projection. We find that across
categories, regions, and models, damages differ in responsiveness to warming, in-
cluding differences in sign (damage versus benefit). Figure 5 presents damages by
category and region as a function of temperature with a fixed 2050 society. Overall, the
models provide very different damage pictures in terms of potential benefits and costs,
damage locations, and rate at which damages might increase with warming. For DICE,
non-SLR damages accumulate most quickly (quadratically) with warming. For FUND,
the dominant damage responses (positive and negative) are increased cooling costs,
avoided heating costs, agriculture net benefits up to 5°C warming, and water resource
damages. For PAGE, SLR and noneconomic damages are the most responsive at lower
levels of warming, while noneconomic and economic damages are the most responsive
at higher warming levels, with the expected damage from the discontinuity rising
steeply beyond 3°C of warming. Interestingly, the cost of adaptation in PAGE is
constant, small, and unresponsive to temperature. Note that damages that accumulate
over time (e.g., SLR) are not captured by these experiments (more below).

The different model aggregations make direct comparison across models chal-
lenging. SLR damage is the only damage category present in all three models. In this
case, FUND projects the least amount of SLR damage, despite projecting more SLR
for a given temperature. Aggregating FUND and PAGE damage categories into har-
monized economic and noneconomic groupings, we find that PAGE’s economic and
noneconomic damages dwarf FUND’s, with the economic damages sometimes dif-
fering in sign (Fig. S19).

Regarding regional damages, the responses are fundamentally different in FUND and
PAGE (Fig. 5). FUND projects net benefits for a few regions of the world, even up to
4.5°C GMT rise, while PAGE projects net damages for all regions and levels of warming.
Developing regions dominate FUND’s damages, while developed regions dominate
PAGE’s, especially at lower temperatures, and significantly exceed the developed region
damages from FUND (Fig. S20(a)). In FUND, China dominates the overall response,
switching from net benefits to net damages around 3°C, driven by the country’s damage
coefficients, elasticity parameters, and income and population growth. Note that regional
damage responses in PAGE grow proportionally by construction, as regional damages
(SLR and non-SLR) are scaled off EU damages based on relative coastline, with a small
adjustment for per capita income (Hope, 2011). FUND, on the other hand, calibrates
regional damage functions that respond uniquely to warming.

From additional sensitivity experiments, we find that damages are responsive to
income, as well as temperature (Fig. 6), and that some models are systematically
more or less sensitive. Damages increase with temperature and income in all the
models; however, DICE and PAGE damages increase most quickly, with PAGE the
most responsive to both drivers, and FUND the least responsive to both. Globally,
damages are relatively unresponsive to population size, with FUND and PAGE

1750009-14



Understanding the Social Cost of Carbon

*SOIWIOUOIA0IV0S 7THS) YPIM ()GOT 10J aseaIdul JJAD Jo uonounj € se (wonoq) uoidar pue (doy) A10391ed Aq seSewrep ajewll[d [BIO], G INI1]

category

‘uol[iq ¢ uonendod [eqo[S ‘ol £Z71$ dAD [BGO[S — ()SOT Ul SIMUOUOIIOI0S 7OS() sain3y wonoq pue doy usomiaq Area saguer SIxe-A :$2j0N

(o sea1bap) abueyo ainjesadwal

(o sea1bap) abueyo ainjesadwal

] 14 € c I S 14 (3 c 3
%G 0~ %G 0~
Q
1583 2IpPIN g
%00 %00 §
Q
adoun3g uisisop — m
=3 eOL)Y :m_m:mwﬁwm = &
= %50 Y plels ws — (%S0 @
D BISY 3§ — —_
= BISY S — )]
BOLBWY S =)
BOLYY N — o
VSN — to,0° 1SE3 3IPPIN — | o1 o
a030 J8ylo — 70"} ©2I0y S ueder — 70°k W
BOLISWY UlET uoiun A0S 14 — o
eisy 3S eipu| — +BUIYD — a
na-— adoing 3 us) — ~
adoing 3 eissng — Bpeue) —
+eUy) = %G} BolBWY JU8d %S’k
BOY — ZN sny —
39vd ann4d
S998.109p) abueyd ainjeladwal
6 5 d
S 14 € < 3 S 14 € c 5 S 14 € c I
Yo b= Yo b=
Buneay \\l/
936%@@
%0 \\\\\\\\\“l| %0
191eM
%ol %l
uonebIy —
©BO0ULIBlJ —
AupigON —
S9sees|[ aulog J0J0OA —
% Aiorendsay mm_:ow%\,o_?mw %<
S Ausianiporg
Swo)S [edidosjenxy —
g d Aununuoosig — / sw0}g [eoidos] —
< 1depy 0IWOUOdT—-UON — o $90IN0SBY JSJeM —
2lWOU023-UON %E oF ch__ooo %E
1depy ojwiouod3 buiteaq
olwouoo] S)S010- —
1depy 41S — aInynouby — YH1S uoN saebaibby —
asiy [0A87] BES — | o4 asly [oA07 BOS — | 9%t asly [9Ae] BaS —

39vd

ann4d

*Ajuo &sn feuossed Jo4 “LT/8T//0 U0 6'STT'8S 77T Aq
WI02D11IUS 19SP |JOM MMM WI0JJ PaPe0 JUMOd "80°/T0Z U093 abueyd wiD

321a

%=

%0

%ol

%C

%€

4

(sso| % d@ov) sebewep |eqo|b

1750009-15



Clim. Change Econ. 2017.08. Downloaded from www.worldscientific.com
by 144.58.115.9 on 07/18/17. For personal use only.

S. K. Rose, D. B. Diaz & G. J. Blanford

55% 7% 7%
7 45% PAGE 6% 6%
: —DICE % %
3 35% —FUND
] 4% 4%
i 25%
e 3% 3%
3 15%
= 2% 2%
o
2 0,
® 5% 1% / 1%

-5% 0% 0%

0 5 10 15 S0 $100 $200 $300 5.0 7.5 10.0 12.5 15.0
global mean temperature change (°C) non-OECD GDP ($T) global population (billion)

Notes: For each chart, only a single driver is varied from the standardized USG2 conditions in 2100 (2100 values:
global GDP $268 trillion, non-OECD GDP $162 trillion, global population 9.6 billion, GMT above preindustrial 4°C).

Figure 6. Implied global damage functions with respect to GMT change, non-OECD income,
and global population (y-axis’ ranges vary).

exhibiting only slight positive correlations. This is, in part, because of how popu-
lation enters each model, as well as smaller projected relative damages for categories
with more direct population ties (e.g., health).® In all models, the absolute value of
damages increases with income simply because there is more to affect (i.e., exposed
society); however, FUND projects increasing net benefits when there are low levels
of warming, and damages respond differently to income in rich versus poor coun-
tries, moderated by regional dynamic vulnerability (i.e., resiliency as a function of
per capita income). See Figs. S18 and S21(a,b) for additional results.

Next, we examine incremental damages, the additional damages from a standard-
ized pulsed temperature pathway versus a reference (Methods). We find that, despite a
decaying incremental temperature input, annual incremental damages increase over
time in all models due to income growth and rising reference temperatures (Figs. 3(f)
and S22 for results to 2300). The differences in incremental annual damages are a
reflection of the different damage gradients we observed above. Rising temperatures
and incomes result in larger marginal increases in damages in DICE and PAGE.
In addition, PAGE’s incremental damages rise sharply with a marginal increase in
expected discontinuity damages. Meanwhile, incremental annual damage growth
declines notably over time in FUND as income growth reduces vulnerability.

To highlight prominent features in the pattern of incremental damages over time in
each model, we develop a custom region-category disaggregation of incremental an-
nual damages (Fig. 7). In DICE, incremental non-SLR damages dominate through
2100, but incremental SLR damages, which accumulate over time, become the primary

80ur population sensitivity analysis scales global population growth with the regional distribution fixed. Future analysis
should consider sensitivities on the distribution of growth. In DICE, population enters as an input to total factor
productivity, income, and the capital stock. In FUND, population defines per capita income and is an explicit input into
the following damage categories: water resources, energy consumption, ecosystems, human health damage categories,
and tropical storms. In PAGE, population defines per capita income, which is an input into each of the damage
categories in the model.
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Figure 7. Key factors of annual incremental global climate damages to 2300 with the stan-
dardized high temperature and USG2 socioeconomic inputs.

annual damage by 2300. Yet in FUND, incremental SLR damages are almost non-
existent, while incremental cooling (damages) and agriculture (benefits then damages)
dominate, with China accounting for approximately half of cumulative incremental
damages. In PAGE, incremental noneconomic and economic damages are more con-
sequential than SLR (with its sublinear functional form), and incremental discontinuity
damage with its 3°C GMT threshold arrives slightly earlier due to the additional CO,
from the emissions pulse. Incremental damages in developed countries (OECD)
dominate PAGE’s damages through 2050, but are eventually surpassed by annual
developing country damages. To 2100, roughly half of PAGE’s incremental damages
occur in developing countries, compared to 80% in FUND, with incremental damages
in China much larger in FUND than in PAGE. Cumulatively through 2300 (Fig. S20
(b)), the leading incremental damage category-region combinations in FUND are
cooling in China (33% of incremental damages), followed by agriculture in China and
South Asia (9%, 6%). In PAGE, they are noneconomic damages in Latin America,
China, and the US (8%, 7%, 6%), followed by economic damages in Latin America,
China, and India (all 6%).

From this component assessment, we conclude that damage component modeling
varies substantial across models with key features contributing to higher or lower SCC
values and different SCC distributions. For instance, damages in FUND are less re-
sponsive than in the other models to two primary drivers of damages — temperature
and income — due in part to lower regional temperatures, agriculture and heating
benefits, and adaptation responses. These elements contribute to lower SCCs and
tighter SCC distributions. Damages in DICE and PAGE, on the other hand, are more
responsive to the drivers due in part to assumed net damages for all levels of warming,
income, and population, higher regional temperatures (PAGE), explicit or implicit
functional forms with higher exponents, less prominent adaptation, unspecified
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discontinuity damages (PAGE), and regional scaling of damages (PAGE). These ele-
ments contribute to higher SCCs and broader SCC distributions.

6. Model-Specific Uncertainty

Results to this point in our study reflect calculations based on the models’ central
parameter values and sensitivity analysis with inputs and the ECS parameter. Recall,
however, that the models were run probabilistically in the USG exercise. Our review of
the probabilistic specifications of the models finds that parametric uncertainty is
handled quite differently across models. Specifically, the USG experimental design
specifies standardized ECS uncertainty for all models, but the FUND and PAGE
climate and damage components are also run with their native parametric uncertainty.
For FUND, there are 11 and over 400 independent general and regional uncertain
parameters in the climate and damages components, respectively, for PAGE, 10 and
35, respectively, and for DICE, none. The specific uncertain parameters in FUND and
PAGE differ, as does the assumed distributional specifications, with triangular dis-
tributions assumed for all PAGE parameters, and various distributional forms assumed in
FUND (see Table S2 for details on the different types and specifications of parametric
uncertainty). As discussed in Methods, we develop and run probabilistic versions of the
climate and damage model components to learn about the uncertainty modeled.

In the climate component, we find substantially larger climate uncertainty and higher
central tendencies being represented and projected through 2300 in PAGE than in FUND
(Fig. 8). Indeed, the 90% confidence interval, Sth to 95th percentiles, for incremental
GMT change in 2050 from PAGE is 30 times wider than FUND’s, with PAGE producing
higher annual mean increases in incremental temperature. Re-running the USG climate
components with RCP inputs and model-specific and ECS uncertainties, we can compare
to probabilistic results from MAGICC. MAGICC has an alternative characterization of
parametric uncertainty with 82 uncertain parameters (Meinshausen et al., 2009). Com-
paring to the resulting MAGICC temperature distribution for the high emissions scenario
(RCP8.5), we find FUND suggesting significantly less uncertainty and risk, and PAGE
significantly more (Fig. 9). Interestingly, the DICE distribution is the most closely
aligned with MAGICC, however the DICE distribution represents only ECS uncertainty.
Comparing results for the low emissions scenario (RCP3-PD), we find that all the USG
models suggest very different temporal profiles and significantly more uncertainty than
MAGICC. Note that in Fig. 9, we are comparing 66% confidence intervals, which is all
that was available for the online version of MAGICC. The tails are clearly important to
SCC calculations and should be further explored.

In the damage component, we find FUND representing and projecting more un-
certainty than PAGE in annual incremental damages through 2100, and less beyond
(Fig. 8). The broader first century distribution in FUND is driven by uncertainty in
cooling, agriculture, and water resource damages in China, South Asia, and South
America, while the primary uncertainty drivers in PAGE are noneconomic and
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Figure 9. Probabilistic GMT to 2100 for MAGICC versus the USG models with standardized
RCP emissions inputs (solid = median, dashed = USG model 17th—83rd percentile, sha-
ded = MAGICC 17th—83rd percentile. y-axis’ vary.)

economic damage in China, Latin America, and India (Rose et al., 2014). We note that
some FUND and PAGE parameter combinations lead to annual damages equal to or
greater than 100% of the economy for some regions at higher levels of warming, which
can mean a regional annual incremental damage effect of zero.” Whether the magni-
tudes of reference losses projected by the models make sense is a topic onto its own
and beyond the scope of this study. Throughout the time horizon, PAGE produces
higher annual mean incremental damages, a point germane because the USG aggre-
gation approach emphasizes means. There are, unfortunately, few examples in the
literature of uncertainty distributions over climate damages, for a given climate and
society, to which the FUND and PAGE ranges can be benchmarked. A systematic
study of damage uncertainty based on the current impacts literature is a key research
need.

From our assessment of model specific uncertainties, we conclude that there is
inconsistency across models in the representation of parametric uncertainty. Further-
more, the PAGE formulations yield both higher average incremental temperatures and
damages. From Fig. 8, we also note that the average results differ from the deter-
ministic results, with similar to slightly lower average annual incremental temperatures
and clearly larger average annual incremental damages. However, average incremental
temperature projections can exceed deterministic outcomes when we include ECS
uncertainty, with the effect strongest in PAGE. These findings, in addition to the
tendencies identified earlier from our deterministic experiments, contribute to wider
PAGE SCC distributions with larger right tails, and higher average estimates.

9FUND enforces a 100% maximum on total economic damages, but not on the sum of economic and noneconomic
damages. PAGE has separate saturation approaches for economic and noneconomic damages that does not explicitly
limit total damages to less than 100% of the economy. One justification given for greater than 100% losses is that
noneconomic damages can push total damages above income levels (Anthoff and Tol, 2013). In this case, noneconomic
damages should not be interpreted as willingness to pay estimates, which are budget constrained.
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7. Summary of Component Assessment

The component assessments above have identified differences in model structure and
behavior, and revealed model tendencies that help us interpret SCC results. Our in-
dependent component assessments have isolated and elucidated differences across
models in intermediate projections, sensitivity, and implementations — socio-
economics, emissions, CO, concentrations, radiative forcing, temperature, regional
temperatures, SLR, and the magnitude and composition of damages. We found that
some differences are artificial, and all the differences need justification. Most impor-
tantly, we found tendencies in intermediate results due to component modeling ele-
ments that contribute to differences in the observed SCC outcomes between models.
For instance, we found FUND producing the lowest incremental temperature and
damage responses, and having more muted sensitivity than the other two models to
uncertainties about emissions, ECS, and temperature, as well as responses to income
that contribute to a lower average SCC. DICE and PAGE, on the other hand, generated
higher and earlier incremental temperature and damage responses, with DICE the most
sensitivity to emissions, while PAGE is the most sensitive to ECS and temperature, as
well as income at higher levels of warming, and PAGE’s parametric uncertainty further
contributing to higher incremental temperatures and damages. Together, PAGE’s
responses combine to yield SCC distributions with longer and fatter right tails and
higher averages than the other models. DICE’s and FUND’s distributions are more
compact, and FUND, with the lowest averages, is the only model producing dis-
tributions that include the possibility of global net benefits.

8. USG Experimental Design and Discussion

Overall, our component assessments have allowed us to trace SCC differences back to
component modeling, and even specific features, which accommodate the evaluation
of individual model SCCs in terms of concrete underlying elements. The assessments
have also provided comparable details about the models and modeling that allow us to
reflect on the overall USG experimental design. To date, SCC estimates in the literature
have only been generated by individual models with nonstandardized uncertainties
(e.g., Tol, 2009). The USG experimental design, however, is novel — a multimodel,
probabilistic approach with standardized and model-specific uncertainties, and an
aggregation procedure. The USG experimental design is defined by a set of method-
ological choices, which we have itemized in Table 1.

Each of these choices can affect results (examples below), and as choices, there are
alternatives. It is therefore important that the choices be clearly communicated and
scientifically supported for peer and public evaluation. Without such information, it is
difficult to interpret results and evaluate the approach. The kind of transparency our
study is providing is an example of what would be useful, along with justification. The
conceptual motivation behind many of the above choices is pragmatic. For instance,
given the geographic and temporal scope of the modeling, uncertainty should be
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Table 1. USG experimental design features and choices.

Experimental design feature USG choices

Model e Use multiple models
e Use DICE, FUND, and PAGE
e Modify models from native formulations

Projected socioeconomics and e Use partially standardized exogenous alternative socioeconomic and
emissions/forcing emissions/forcing projection inputs
e Use five projection sets based on Clarke et al. (2009)
e Extrapolate each projection variable from 2100 to 2300

ECS parameter e Use a standardized ECS parameter value distribution and choose a random
sampling procedure

Other input parameters e Use model specific uncertainty distributions, make assumptions about
correlations, and choose a random sampling procedure for various other
FUND and PAGE climate and damage component parameters

Discounting e Use constant discounting
e Use three alternative discount rates
o Use 2.5%, 3%, and 5%

Model runs and results For each official USG SCC...

e Run each model 50,000 times (with 10,000 random parameter draws for
each socioeconomic/emissions projection)

e Aggregate results across models into overall distributions by discount rate
with equal weighting of models and socioeconomic/emissions projections

e Select specific values from the overall distributions (averages for each
discount rate, and one 95th percentile)

embraced and incorporated. Considering multiple models, uncertainty in socioeco-
nomic futures, and uncertainty in climate dynamics and damage specifications are
examples of doing so. Discounting is also appropriate for aggregating effects over
time.

Our component assessments provide us with an intimate understanding of the
modeling that allows us to reflect on the overall experimental design and identify
opportunities for improvement. Using multiple models is a means for accounting for
differences in expert opinion about the structure and dynamics of social, economic, and
physical processes. Upfront consideration of different models is prudent, but it also
creates challenges regarding transparency, justification, comparability, and indepen-
dence that need to be considered in deciding whether to select one model, multiple
models with a weighting scheme, or to develop a new model.

A multimodel approach in which results are averaged across models and assump-
tions (with an implicit equal weighting) should be used when each model is generating
comparable and unique information. We find, however, fundamental structural,
parametric, and implementation differences across the models, in all components, that
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are artificial rather than a reflection of differences in expert opinion or scientific
uncertainty about an element. In addition, the models have significant dependencies,
especially in the representation of damages. Review, and possibly modification, of
component specification and implementation differences and dependency is an es-
sential future activity for more comparable estimates, which might also provide a
model weighting scheme rationale. Such an assessment should, among other things,
include evaluation and justification of modeling differences in emissions and radiative
forcing, carbon cycles, ECS implementation, climate feedbacks, pulse implementation,
empirical bases for damage responses, and parametric uncertainty implementation.

In addition to improving the representation of structural uncertainty, our component
assessments identify opportunities for improving the representation of other types of
uncertainty. First, the current USG standardized uncertainties could be revised to
capture the uncertainty available in the current literature for socioeconomics, emis-
sions, and ECS. There are legitimate alternatives, as well as constraints on what is
reasonable and comparable, to consider. Regarding ECS, see Bindoff er al. (2013) for
updated ECS distribution assumptions, which includes alternative distributions that
would allow for explicitly incorporating uncertainty about the distribution itself.
Second, there are additional uncertainties that could be included (e.g., socioeconomic
structure, 2300 extrapolations, climate modeling specifications). Finally, parametric
uncertainty should be clearly characterized and considered across all models to the
extent possible.

Our assessments also suggest that the USG estimates could be made more robust
(insensitive to alternatives) to provide greater confidence in final SCC estimates. Our
component analyses have shown the climate and damage outcomes to be sensitive to,
among other things, emissions scenarios, ECS, income levels, parametric uncertainty,
and model choice. We have also identified reasonable alternatives to the assump-
tions and modeling currently in use. As such, future analysis could expand the eval-
uation and consideration of alternatives consistent with the state of scientific
knowledge to increase the robustness of results.

Given our interest in model behavior, we have said little about discounting up to this
point. Discounting aggregates model responses over time. Economics can provide
guidance given the type of investment and context, but selecting a discounting ap-
proach is complicated by many considerations (National Academies of Sciences En-
gineering and Medicine, 2017; Rose, 2012). One practical analytical issue is
consistency with assumed economic growth, with lower (higher) economic growth
implying a lower (higher) discount rate; and, uncertainty in economic growth implying
uncertainty in the discount rate. The National Academy of Sciences identified this
issue as well and recommended an approach to incorporate these elements (National
Academies of Sciences Engineering and Medicine, 2017). Note that, while having
alternative discounting schemes is practical, it creates a need for guidance on how the
set of resulting SCCs should be utilized in regulatory analyses (Rose and Bistline,
2016).
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There are many alternatives to the choices associated with the USG experimental
design. We have identified some, including input assumptions, climate models, dis-
counting, and model and scenario weighting. Properly evaluating alternatives and
comprehensively incorporating uncertainties is a research program onto itself and
should be a policy priority. Our analyses have also identified a set of issues (e.g.,
implementation inconsistencies, arbitrary structural differences, dependence, and
specific features needing justification), as well as model tendencies that need further
evaluation. Together, these items call into question equal weighting of models and
scenarios, and could justify different weighting schemes and/or different modeling
altogether. Table 2 illustrates the implications of simply doing the former, weighting
the current results differently. Other issues associated with the models and experi-
mental design are still present.

Specifically, for Table 2, we assembled alternative distributions from the 150,000
estimates underlying the 3% 2020 USG SCC values (Fig. 1) by first giving a zero
weight to results based on the fifth socioeconomic/emissions projection, which is
below current global emissions; and second, varying the weights given to results from
individual models, from 100% to 0% weight for a single model with the remaining
models weighted equally. The USG official estimates are also shown for comparison
(“USG SCCs”). Table 2 includes 5th, as well as 95th, percentile values to provide
symmetrical information about the tails of the distributions and better represent the
uncertainty (National Academies of Sciences Engineering and Medicine, 2017). The
table clearly illustrates the sensitivity of the current USG estimates to the weighting
schemes. In particular, the individual models have pronounced roles, with PAGE
pulling the multimodel average significantly higher, and DICE and FUND pulling it
lower. This dichotomy demonstrates the importance of understanding, communicating,
and justifying differences in models, as well as the individual model formulations and
tendencies.

Finally, we note that consideration of alternatives to the multi-model approach
would be practical. With multiple IAMs, it will always be challenging to ensure
comparable and robust results that account for dependency. In the current SCC sim-
ulation context, where optimization or equilibrium is not required, one could design a
framework component by component, choosing the best approach for each and

Table 2. SCC based on alternative weighting of 2020 3% discount rate USG values.

USG SCCs Without 5th socioeconomic/emissions results

All  DICE FUND PAGE DICE/FUND DICE/PAGE FUND/PAGE

Average $42 $44  $39 $21 $71 $30 $55 $46
5th percentile — $3  $l6 $3 $5 $1 $7 $1
95th percentile $123 $130 $76  $59  $297 $71 $183 $183
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entertaining uncertainty through a single structure within each component. Such an
approach offers full experimental control, statistically comparable results, and greater
transparency regarding modeling and uncertainty. Furthermore, the framework could
evolve over time with improved understanding of damages and feedbacks.

9. Conclusion

This study elucidates and assesses the modeling and raw detailed results underlying
USG SCC estimation. We conduct the first detailed diagnostic and inter-comparison of
the models used by the USG and others, isolating the socioeconomic, climate, and
damage components, elucidating model structure, and presenting intermediate and
comparable outputs not previously available. Together they provide insights into dif-
ferences in SCC distributions between models. The distribution and average of SCC
results from an individual model reflect a combination of responses across the com-
ponents of the causal chain (recall Fig. 1). Through decomposition and comparison,
our analysis provides insights into each model’s results and relative differences.

From our detailed results and understanding of model structure, we are able to go
even further and identify the key modeling elements behind each model’s behavior and
results, thereby enhancing understanding and enabling further scientific assessment.
Overall, across models, we find significant differences in structure, implementation,
and model behavior, and identify fundamental scientific issues with the SCC models
and the current USG approach and estimates. The issues point to several opportunities
for improving SCC estimation and increasing transparency and scientific and public
confidence in results.

Going forward, it is important to communicate, evaluate, and justify differences and
address those with insufficient scientific rationale, improve the representation of un-
certainty in its various forms and the resulting robustness of estimates, and enhance
documentation, including providing intermediate and disaggregated reference and
incremental results over time from individual components and models. Taken together,
our observations also suggest that the current multimodel approach be reconsidered.
Finally, peer review of existing and future frameworks (e.g., models, runs, aggrega-
tion), uncertainties (standardized, model specific, and specifications), and other ele-
ments would be pragmatic and valuable. The current USG approach has been in place
for some time and the latest estimates and/or models may be as well at some juris-
dictional level (US federal, state, non-US federal), thus it is important that the public
have confidence in the methods and numbers.'®

Regarding uncertainty, it is well known that the SCC is sensitive to assumptions,
which simply means that it is essential to explicitly incorporate uncertainty for those
factors to which the SCC is sensitive. A challenge however is defining distributions for

10Note that National Academies of Sciences Engineering and Medicine (2017) was not asked to formally review or
critique the current approach, though it did consider the approach in making recommendations.
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inputs and parameters. One must first identify potential values and then assign prob-
abilities. In some cases, there is limited if any information to inform either, especially
the latter. Even expert elicitation, which is sometimes used to develop distributions
from expert judgement in lieu of gaps in observations and analysis, is simply a method
for characterizing what is known and is therefore constrained by the state of knowledge
(National Academies of Sciences Engineering and Medicine, 2017).

By providing a detailed technical foundation for better understanding estimation of
the SCC, we hope this study encourages discussion and facilitates a new generation of
SCC analyses and climate change research. In addition, it is important to look beyond
the USG exercise and apply these findings more broadly to the representation of
climate and damage components in IAMs for future research on climate risk man-
agement and global carbon policy. Damage estimation is an area particularly ripe for
improvement given that current formulations are based on dated and dependent
assumptions, and poorly understood calibrations. Finally, while this study focuses on
SCC estimation, SCC application in calculating climate and net benefits is a separate,
but important, topic, with guidance needed to avoid misapplication (Rose and Bistline,
2016).
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1. General: Additional Information

Regional Temperature

Temperature . g = Climate damages

Socioeconomics Emissions (CO,, etc.)

Population
E> Sea-level rise
Dashed = after
Income €0, pulse /
2000 2300 2000 2300 2000 2300
2000 2300
| )
2000 2300
Figure S1. Modeling causal chain for computing the SCC.
Table S1. USG SCC experimental design features.
Feature Detail
Multiple SCC models Three models — DICE, FUND, PAGE
Standardized uncertainties e Five reference socioeconomic and emissions scenarios

(each extended from 2100 to 2300)
e One distribution for the climate sensitivity parameter

Model specific parametric uncertainties In FUND and PAGE climate and damage components
Standardized discounting three constant discount rates — 2.5%, 3%, and 5%

Thousands of SCC results 150,000 SCC estimates for a given discount rate and year (3
models x 5 socioeconomic scenarios x 10,000 runs each)
Aggregation of results e Average of 150,000 results for each discount rate and year
e “3% (95th percentile)” value is 95th percentile from
distribution of 150,000 results with 3% discounting
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Table S3. Standardized emissions inputs and model use for climate component diagnostics for the
selected years.

Scenario Variable Units ~ USG model using 2000 2050 2100 2200 2300
USG2 FF& I CO, GtCO,/yr all 248 665 1179 1444 1024
Land CO, GtCO,/yr all 00 00 00 00 00
CH, MtCH,/yr FUND 268.6 347.1 487.6 481.3 481.3
N,O MtN/yr FUND 59 77 77 53 53
SFg ktSFg/yr FUND 82 241 326 321 244
SO, MtSO,/yr FUND 399 36.0 353 344 344
USG5 FF& I CO, GtCO,/yr all 262 200 128 142 74
Land CO, GtCO,/yr all 30 05 -21 00 0.0
CH, MtCH,/yr FUND 268.6 289.3 2859 2854 285.4
N,O MtN/yr FUND 59 75 6.1 48 48
SFg ktSFq/yr FUND 82 254 374 455 352
SO, MtSO,/yr FUND 39.8 348 345 344 344
RCP8.5 FF& 1 CO, GtCO,/yr all 247 741 1054 559 13
Land CO, GtCO,/yr all 42 21 03 00 0.0
CH, MtCH,/yr FUND 300.2 676.8 887.6 896.1 910.1
N,O MtN/yr FUND 75 128 158 145 133
SFs ktSFg/yr FUND 55 120 169 88 09
SO, MtSO,/yr FUND 107.7 522 257 257 257
RCP3-PD (RCP2.6) FF& I CO, GtCO,/yr all 247 117 -34 -34 -34
Land CO, GtCO,/yr all 4.2 0.7 1.9 0.0 0.0
CH, MtCH,/yr FUND 300.2 189.3 142.1 142.1 142.1
N,O MtN/yr FUND 75 62 53 53 53
SFg ktSFg/yr FUND 55 06 00 00 00
SO, MtSO,/yr FUND 107.7 31.1 129 129 129
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2. Climate Modeling Component: Additional Information
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Figure S2. CO, concentrations to 2300 for USG2 (solid) and USG5 (dashed) scenarios
(corresponds to Fig. 3(a)).
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Figure S3. GMT to 2300 for USG2 (solid) and USG5 (dashed) scenarios (corresponds to
Fig. 3(c)).
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Figure S4(a). CO, forcing to 2100 for USG2 (solid) and USG5 (dashed) scenarios.
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Figure S4(b). CO, forcing to 2300 for USG2 (solid) and USG5 (dashed) scenarios.
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Figure S5(a). Non-CO, forcing to 2100 for USG2 (solid) and USG5 (dashed) scenarios.
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Figure S5(b). Non-CO, forcing to 2300 for USG2 (solid) and USG5 (dashed) scenarios.
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Figure S6(a). Total forcing to 2100 for USG2 (solid) and USG5 (dashed) scenarios.
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Figure S6(b). Total forcing to 2300 for USG2 (solid) and USG5 (dashed) scenarios.
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Figure S7. Sensitivity of 2100 temperature increase to climate sensitivity (ECS) for USG2 and
USGS scenarios.
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Note: See Table S2 for details.

Figure S8. Emissions pulse implementation by model of a 1 GtC emissions pulse in 2020.
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Figure S9. Incremental CO, concentration response to 2300 for USG2 (solid) and USG5
(dashed) scenarios from a 1 GtC emissions pulse in 2020 (corresponds to Fig. 3(b)).
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Figure S10. Incremental GMT response to 2300 for USG2 (solid) and USG5 (dashed) sce-
narios from a 1 GtC emissions pulse in 2020 (corresponds to Fig. 3(d)).
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Figure S11(a). Incremental total forcing response to 2100 for USG2 (solid) and USG5
(dashed) scenarios from a 1 GtC emissions pulse in 2020.
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Figure S11(b). Incremental total forcing response to 2300 for USG2 (solid) and USG5
(dashed) scenarios from a 1 GtC emissions pulse in 2020.
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Figure S12. GMT increase in MAGICC versus the USG models for the RCP8.5 (solid) and
RCP3-PD (dashed) standardized scenarios.
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Figure S13. Standardized reference climate and socioeconomic inputs to 2300 for damage
component diagnostics.
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Figure S14. Standardized incremental CO, concentration (left) and GMT (right) inputs for
damage component diagnostics.
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Figure S15. SLR from 2000 to 2100 with the standardized USG2 and USG5 climate.
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Figure S16(a). Regional average temperature change by 2050 and 2100 with the standardized
USG2 climate.
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Figure S16(b). Regional average temperature change by 2050 and 2100 with the standardized
USGS climate.
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Figure S17. Total climate damages to 2300 as a fraction of GDP with the standardized USG2

and USG5 climate and socioeconomics (corresponds to Fig. 3(e)).
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Figure S18. Total climate damages as a function of temperature for 2050, 2100, and 2200 with

USG2 and USG5 socioeconomics.
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Figure S19. Total economic and noneconomic climate damages to 2100 (harmonized
categories).”

“For FUND, “economic” damages include SLR, agriculture, forests, heating demand, cooling demand, water resources,
and physical storm damage (tropical and extratropical). For PAGE, “economic” damages include SLR, and PAGE’s
economic damage category, as well as the corresponding adaptation costs. For FUND, “noneconomic” damages include
storm deaths (tropical and extratropical), biodiversity, cardiovascular & respiratory health, vector-borne disease,
morbidity, diarrhoea, and migration. For PAGE, “noneconomic” damages include PAGE’s noneconomic damage cat-
egory and corresponding adaptation costs. The description of PAGE’s discontinuity is vague and we therefore are not
able to clearly characterize the damages as “economic” or “noneconomic.”
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Notes: Axis’ scales vary. See Fig. S13 for corresponding population and GMT conditions.

Figure S21(a). Total climate damages as a function of non-OECD (left) and OECD (right)
income for 2050, 2100, and 2200 with the standardized USG2 climate.
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Figure S21(b). Total climate damages as a function of global population for 2100 and 2200
with the standardized USG2 climate.
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Figure S22. Incremental climate damages to 2300 with the standardized USG2 and USG5
climate and socioeconomics (corresponds to Fig. 3(f)).
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