Critical raw materials for the energy transition

AUDE POMMERET* , FRANCEScO Riccr! |, KATHELINE SCHUBERT?

preliminary version : August 31, 2020

please, ask for the most recent version before citing

Abstract

Growing evidence of the relative intensity in critical raw materials (CRM) of low-carbon
technologies, attracts attention in policy debate. Yet, integrated assessment models, currently
used in policy and academic debate on climate change mitigation policies, rule out any role of
CRM as inputs to specific equipment in the energy transition, hereafter dubbed green capital.
This article presents a model of the energy transition, where the policy is chosen to respect a
carbon budget while minimizing the cost of climate policy, with green capital either embedding
scarce minerals, or based on a relatively expensive backstop technology. We find that the smaller
is the available stock of CRM, the lower welfare and the slower the fossil phase-out. We also
show how abstracting from the scarcity of CRM may be severely misleading in designing climate
policy. Finally, we highlight the potential role of recycling CRM in easing the energy transition.
We find that the lower the cost of recycling, the slower the exhaustion of the CRM.
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1 Introduction

The high technological and economic importance of Critical Raw Materials (CRMs)! combined with
geopolitical issues has led to increasing attention for CRMs used in renewable energy. It is within
this framework that the French Secretary of State for Ecology, Ms. Brune Poirson, launched, on
February 22, 2019, the work to develop a programming plan for low-carbon transition mineral
resources. Indeed, to build the energy infrastructure essential to achieving its greenhouse gas
emission reduction targets, France will need to mobilize more mineral resources, some of which may
be critical. This observation is now widely shared, as evidenced by the works of the UN International
Resource Panel (IRP, 2020), the World Bank (Arrobas et al., 2017), and the European Commission
(COM, 2017). The alternative would be to reduce the dependence on CRMs, through recycling or
the discovery other technologies that do not rely on CRMs.

In this paper, we investigate how the timing of the energy transition is affected by CRMs while
a very costly backstop technology also exists. The size of the stock of CRMs may speed-up or
slow down the transition such that the time when fossils are abandoned may be sooner or later. In
addition, the result may critically depend on whether recycling may effectively be used to release
the stress imposed by CRMs on the energy transition.

A material is labeled as critical not on the basis of its reserve but on the basis of geological
and economic factors. In 2017, the EU published its third list of critical materials with 27 CRMs
based on a refined methodology (to be revised again in 2020). The two main criteria used by the
European Commission to determine the criticality of a raw material are the economic importance
and the supply risk. Economic importance refers to how crucial a material is for the EU economy
in terms of end applications and added value of the corresponding EU manufacturing sectors.
Supply risk is measured in terms of the concentration of primary supply from commodity producing
countries, taking into account their governance performance and trade aspects (based on the EU
import balance).

The work of the French Low Carbon Transition Mineral Resources Programming Plan focuses
on 4 major families of low carbon technologies: photovoltaic, stationary storage and networks
(including smart grids), low carbon mobility and wind power. The objective is to compare, within
each of these families, the technologies that are mature or likely to be mature in the next 10 years
with regard to the mineral resource needs they mobilize and the associated economic, geopolitical,
environmental, health and social issues, and the industrial opportunities they may present for
companies throughout their value chain. For instance, it can be noted that 90% of the current solar
cell market is based on silicon. The consumption of silicon is about 10-15 g/Wp solar generation.
Silicon is a critical raw material as it is of significant economic importance for several sectors beyond
solar power generation. There is no real issue regarding the availability of the reserve as there is
enough ”solar grade” quartzite in Europe for 10 years of production, but a large proportion of
crystalline PV production is carried out in China, with a high degree of vertical integration, which
creates a certain industrial vulnerability. Furthermore, it can be noted that silver is also significantly

'Distinction must be made between CRMs and rare earth elements. The European Commission (2017) defines
CRMs as "raw materials of high importance for the EU economy and whose supply is associated with a high risk”.
The same study defines them as ”a set of 15 elements of the lanthanide series and two other elements: scandium and
yttrium”. Despite their name, rare earths are relatively abundant in the earth’s crust. However, because of their
geochemical properties, rare earths are generally dispersed and are not often concentrated in minerals.
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mobilized in crystalline technologies. Indeed, PV is the third largest user of silver and there is a
real tension on the availability of the material, whereas there is no possibility of substitution in the
short term (for metallisation, copper has been unsuccessfully studied and moreover, silver is not
only used in metallisation). In addition, the European wind energy sector is permanently dependent
on Chinese supplies of neodymium (90%) and dysprosium (99%).

There exists a very abundant literature of macro-dynamic models a la Hotelling where the
renewable energy shares the characteristics of the backstop technology (see Hoel and Kverndokk,
1996, and Tahvonen, 1997): it consists in an abundant and steady flow available with certainty,
at a unit cost higher than the unit extraction cost of fossil energy. In the simplest version of
this representation of the energy transition, the unit extraction cost of fossil fuels rises over time,
following a Hotelling rule and ultimately reaching the cost of the backstop at time of the switch to
clean renewable energy. In our model, renewable energy differs from the backstop as the transition
between non renewable and renewable energy sources requires adjustment costs over the production
capacity of renewable as in Amigues et al. (2015). In addition, we assume that investment in such
a production capacity requires minerals. The consideration of resources in the energy transition
as well as the recycling of these resources is rare and very recent in the literature. In Fabre et
al. (2020), agents value energy services which result from a combination of energy provided by
a renewable source and the combustion of a non renewable fossil resource that are not perfect
substitutes. When a unit of mineral resources is embedded in the equipment and infrastructure
used to produce energy from renewable sources, it supplies a flow of energy services until the end
of the life cycle of the equipment, when it adds to the stock of secondary mineral resources that
can be recycled. The recycling process is constant, costless and exogenous. Climate damages are
introduced in a 2-period version of the model. In such a framework, they show that the reliance
of renewable energy on minerals favors abundant and early investment in green capital for the
production of renewable energy, given that minerals embedded in specialized green capital can be
recycled, as opposed to fossil resources burned for energy production. Recycling is also considered
in a dynamic model in Lafforgue and Rouge (2019) where the use of a non-renewable resource yields
waste that can be recycled once investment in R&D is sufficient for the recycled material quality to
meet a certain standard. They show that recycling urges a more intense exploitation of the resource.
In our model, part of the green capital can be recycled at a cost that depends on both the size
of the treated secondary stock and the recycled fraction. Such a recycling opportunity potentially
loosens the constraint on minerals. We study the optimal timing of recycling and how the recycling
opportunity affects the speed of the energy transition.

We extend the model of Pommeret and Schubert (2019) to integrate the use of scarce resources
in the energy transition. Pommeret and Schubert (2019) propose a stylized dynamic deterministic
model of the optimal choice of the electricity mix (fossil and renewable), where fossil energy, e.g.
coal, is abundant but emits CO2, while renewable energy, e.g. solar, is variable and clean. This
model distinguishes electricity consumed at night from that consumed during the day in order to
study the problem of intermittent renewables but to focus on the consequences of the scarcity of
critical resources needed for energy transition rather than intermittency, we will not distinguish
between these two types of consumption here.? Coal and solar energy are assumed to be available
at zero variable cost, in order to focus on the issue of critical resources. It is also assumed that, at

2However, it will be necessary to reintroduce this distinction if we wish to extend our study to the resources that
go into the composition of batteries, which themselves are necessary to manage the intermittency of renewables.
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the beginning of the planning horizon, coal-fired plants already exist, so that there is no capacity
constraint on fossil-fueled electricity generation. On the contrary, existing solar capacity is small and
requires investments in green capital that embeds a given amount of critical resources. Alternatively,
a relatively expensive backstop technology can be used to build-up green capital, which represents
the CRMs-free alternative.

The centralized program is solved under the constraint of a carbon budget that cannot be
exceeded. There is therefore a trade-off between on the one hand fossil energy which is expensive to
use in terms of CO9 emissions and on the other hand, renewable energy which is expensive because
it requires costly investment in specialized equipment, hereafter dubbed green capital, which relies
on critical mineral resource that is being depleted or a relatively costly backstop technology.

We analyze the optimal trajectories considering different potential successions of phases: min-
erals may be exhausted before or after the carbon budget is reached, depending on the relative size
of the two stocks. In any case, it is optimal not to use any fossil fuels at all once the carbon budget
is exhausted.

We study how the criticality constraint affects the dynamics of the energy transition through
the accumulation of green capital. The speed of this transition undoubtedly depends on the relative
strength of the two constraints -carbon budget and minerals stock- weighing on the economy. Using
comparative dynamics, we are also able to analyze the consequences of a more stringent climate
policy, of a lower investment cost in green capital and of improved technologies to invest in green
capital, on investment decisions and the energy mix, hence on the time when fossil fuels stop being
an energy source.

Turning to policy design, we consider the decentralized version of the economy, where the only
market failure consists in the carbon budget. The policy maker can implement the optimal policy,
by levying a a specific carbon tax. This policy may not be feasible if the regulator is constrained in
the policy tools it can use. We consider the case where the regulator can charge a constant carbon
tax, insufficiently high to ensure that the carbon budget is respected. It can use the carbon tax
revenues to promote the production of renewable energy, through demand-pull subsidies, such as
feed-in tariffs and feed-in premiums. We analyze the case where the latter are used, to ensure the
carbon budget.

Given that the policy makers typically ignore potential scarcity of minerals embedded in green
capital, we model a regulator that sets a constant carbon tax in the aim of respecting the carbon
budget, and does so as if minerals were abundant. In doing so, we can see by how much cumulative
emissions overshoot the carbon budget and the expected date of fossil phase-out is mistaken.

In addition, the model is extended to allow for recycling, which is costly but allows the critical
resource to be exhausted less quickly. Again, we solve the program by considering different potential
successions of phases. For instance, recycling may start before minerals are exhausted and backtop
technology appears, but after carbon budget is reached. Alternatively, it may well be the case
that recycling starts first, followed by carbon budget saturation and minerals exhaustion. Do note
however, that if the expensive backstop is used before any recycling has started, it will then never be
optimal to recycle solar panels. Comparative dynamics are conducted to analyze the consequences
of a reduction in the cost of recycling, in terms of green capital accumulation and optimal time to
abandon fossil fuel based electricity generation. We analyze the effects of a public policy in favor
of recycling on the dynamics of the energy transition.
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Section 2 presents the model of optimal energy transition under a scarcity constraint on minerals.
Section 3 considers the decentralized equilibrium and analyzes first best, second best and myopic
regulation. In section 4 the model is extended to consider costly endogenous recycling of the
minerals.

2 Optimal energy transition under minerals’ scarcity

In this version of the model, investment in green capital, Y, requires the use of minerals or CRMs,
m, that are exhaustible. There exists a CRMs-free backstop technology that is very costly, hence
assumed not be used at the beginning of the program. The benevolent social planner’s problem is:

max /000 e Pule(t)) — C(I(t)) — vb(t))dt (1)

e(t) = z(t) + Y () (2)
I(t) = xm(t) 4 b(t) (3)
X(t) = ex(t) (4)
Y(t) = I(t) - oY (1) (5)
M(t) = —m(t) (6)
X)) <X, z(t)>0, M) >0, m() >0, bt)>0
X(0)=Xp>0, Y(0)=Yy>0and M(0)= My >0 given

e(t) is the electricity consumption. wu(e(t)) is the instantaneous utility function, assumed in-
creasing and concave. The social discount rate is p. z(t) is the fossil resource use as well as the
production of electricity from these sources. Y (t) is green capital. ¢ measures the efficiency of
green electricity generation. Hence ¢Y (¢) is the consumption of electricity from renewable sources.
I(t) is the investment in green capital. C'(I(t)) is the cost function for investment in green capital,
assumed increasing and strictly convex to reflect adjustment costs. Investment consists in primary
mineral resources, m(t), converted into specialized equipment at rate y, and in the backstop input
b(t), available at constant cost v. The unit and marginal costs of production of fossil and mineral
resources are assumed to be nil.Green capital depreciates at the constant rate 6. X (¢) is the stock of
carbon accumulated into the atmosphere due to fossil fuel combustion. ¢ is the emission coefficient.
X is the carbon budget, that is the ceiling on the atmospheric carbon concentration targeted by
climate policy.

In what follows we set the scale parameters Xo = 0 and xy = 1.

The current value Hamiltonian associated to the social planner’s program (1) is:
H()=u(x+ oY) —C(m+b) —vb— dex+ pu(m+b—38Y)+ ((—m)

where A is the shadow price of the carbon, that is the carbon value, p is the shadow price of the
green capital and ( is the shadow price of the stock of minerals.
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Introducing Lagrange multipliers for the different inequality constraints allows us to write the
Lagrange function as:

L(.)=H()+wsx + wmm+wpb+wx (X — X) +wy M

First order optimality conditions are:

oL

a—xzo<:>u'(e)—)\€+wx=0<:)u’(e):a)\—ww (7)
oL , ,
%:0@—C(I)+u—(+wm:0<:>C(I):u—c+wm (8)
oL , ,
%:0<:>—C’(I)—V—i-u—i-wb:O(:)C’(I)—i—V:u—l—wb 9)
oL . .
“ox —wx = —Atph = A=pA-wx (10)
oL , . . /
gy = ule)ton=j—pu = p=(p+o)u—dule) (11)
oL . .
—aiM:—WM:C_P€<:>C:PC_WM (12)

The solution is a trajectory through different phases, during which different sets of non-negativity
constraints are binding (the Lagrangian multipliers in the system above are not nil). Abstracting
from cases where resource use is intermittent, we define the intervals of time when each resource is
used with the following notation

xz(t) >0Vt e [T, Tx), m(t) >0Vte [Tn,Ta), bt)>0Vte[ly,Tr) (13)

In what follows we consider only the cases when both fossils and minerals are used from the
beginning of the program, i.e. T, = T,, = 0, which requires specific restrictions on the set of
parameters and the initial size of the stocks Xy, Yy and My. From the assumption that minerals
and the backstop technology are perfect substitutes for investment in green capital (3), and that
the backstop technology is initially relatively expensive, i.e. {(0) < v in (8)-(9), it follows that the
backstop is used later than the minerals: T, < T}.

We first present the case when the carbon budget is exhausted before the exhaustion of minerals,
then consider the opposite sequence.

2.1 Carbon budget binding first

In the first optimal sequence that we characterize there are three phases: during the first one both
fossil and mineral resources are used, during the second one only mineral resources are used, and
during the last phase only the backstop technology is used.

First phase: x >0, m > 0,b=0 = w, = wy = 0, wp > 0. The carbon ceiling and the mineral
scarcity are not binding: wx = wyr = 0.
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Equations (7) and (2) yield
u'(z(t) + Y (t)) = eA(t) (14)

Hence, given the assumption that fossil resources and green capital are perfect substitutes in the
production of electricity, the marginal utility of electricity consumption is equal to the carbon price,
at each date when fossil resources are used.

Equation (8) yields
C'm(t) = plt) — C(1) == C'(m(t)) + () = pu(t) (15)

The total marginal cost of using minerals to build up green capital (marginal investment cost plus
scarcity rent, since the extraction cost is nil) is equal to the value of green capital.

This condition is relevant if and only if u(t) > ((t), i.e. the value of green capital is higher than
the value of the mineral stock under the ground.

Moreover, according to (9), C'(m(t)) + v > u(t). Then we necessarily have during this phase
¢(t) < v: the scarcity rent of the mineral stock is smaller than the marginal cost of the backstop,
which explains why the backstop is not used.

Equations (10) and (12) imply that the Hotelling rule applies to the two scarcity rents (fossil
and minerals), both characterized by zero extraction costs:

A(t) = M0)e” and ((t) = ¢(0)e” (16)

Bringing together, on the one hand (11) and (14), and, on the other hand, (5), (3) and (15), the
dynamics of the economy is given by

fu(t) = (p + O)p(t) — PeA(t)
vVt e [0,T - , 17
E[X){szcww>«»—wm (1)
The first phase ends at date Ty, such that for the first time z(t) = 0 V¢t > Ty, and X (Tx) = X.
Tx is defined by (14):
u'(¢Y (Tx)) = eM(Tx) (18)

and

Tx
/ z(t)dt = X /e (19)
0

Second phase: x =0, m > 0,b=0= w; >0, wy, =0, wp, > 0. Until mineral scarcity binds:
wy = 0.

We still have (15), and therefore u(t) € (¢(¢),C'(m(t)) + ) since ((t) < v. Taking it into account
together with (5) and (3), as well as substituting e(t) = @Y (¢) into (11), the dynamics of the

economy is given by

fu(t) = (p+ 0)u(t) — ou'(#Y (1)) (20)

Vit e [Tx,Tw) { Y(t)=C"(u(t) —¢(t) — Y (t)
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Let us study the end of the phase. First note that pu(t) is continuous at the time of the switch
form phase 2 to phase 3 as the level of the associated state variable Y is free (see Boucekkine et al.,
2013). In addition, equations (8) and (9) —((t) + wm = —v + wp with ¢; increasing and v constant.
Hence it is only possible to have —((t) = —v at one point in time, such that T}, = T} at the end of
the phase.

The rest of the programme, either wp; or wy is different from zero implying that there is no phase
of simultaneous use of minerals and the backstop to invest in green capital.

At the end of the second phase, these two costs are equal, the mineral stock is exhausted and
minerals are replaced by the backstop. This occurs at date Ty defined by ((Tys) = v, when

C'(I(Tm)) +v =u(Ty) with I(Tar) =m(Ty;) = b(Ty;) (21)

T
/ m(t)dt = My (22)
0

and

Third phase: t=m=0,b>0= w, >0, wy, >0, w, =0.
Green investment in (5) consists exclusively of the backstop technology according to (9) b(t) =

C"Y(u(t) — v). Again using e(t) = ¢Y (t) into (11), the dynamics of the economy is given by

fu(t) = (p+ 0)u(t) — ou'(#Y (1)) (23)

Vt € [Tar, Tg) { Y(t) ol 1( (t) —v)—0Y(t)

This system converges to a steady state (u*,Y™), defined by:

(p+ o) = ¢u'(¢Y™)
{ Cl—l (:U’* _ I/) — 5y* (24)

hence Ts = co. The steady state is saddle path.

Sub-case with quadratic costs and logarithmic utility.
Consider
u(e(t)) = yIne(t) (25)
C(I) =il + %212 = (D =c+el, C0)=c (26)

Then, the optimal trajectory is given by

fu(t) = (p+ 0)p(t) — deA(t)
vt € [0, Tx) { Y(t) = & (u(t) = C(t) = e1) = 6Y (t) 0
[1(t) = (p + 0)u(t) — ~/Y (t)
vt € [Tx, Th) { Y(t) = L(u(t) = ¢(t) — 1) — 6Y (1) .
fu(t) = (p + 8)u(t) — /Y (t)
vVt > Ty {Y():l(() V() — o)) — 6Y (1) (29)
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and approaches the steady state at which

. Vta c267y . MW—-v—c
= 1 1+4 , Y = 30
= (*\/ + (,0—1—5)(V+C1)2> = (30)

For this sequence to be optimal, the following restrictions must hold

v Y .
T fi 1
e < A0) < v < z(0) >0, Tx > 0 finite (31)

(0)<v<oo < b0)=0, ¢0)<wu0) —c1 < m(0)>0, Ty >0 finite  (32)

These conditions restrict the set of exogenous values of the stocks X, My, Yj.

2.2 Minerals scarcity binding first

Let us now turn to the case when, along the optimal trajectory, minerals are exhausted before the
carbon budget: Thy < Tx. We still restrict our analysis to the case when both fossils and minerals
are used from the beginning of the program, i.e. T, = T,, = 0. Here too the optimal sequence
is characterized by three phases: during the first one both fossil and mineral resources are used,
during the second one fossil resources and the backstop technology are used, and during the last
phase only the backstop technology is used.

First phase: >0, m>0,b=0= w; =w;,, =0, wp, > 0.

The economy satisfies equations (14)-(17), but for substituting Ty, for Tx in the latter. This phase
comes to an end at Ty, when mineral resources are exhausted, and (21)-(22) hold.

Second phase: x >0, m=0,b>0= w, =wp =0, wy > 0.

As for the first phase, we take into account in the law of motion of the value of green capital (11)
the fact that the marginal utility of electricity consumption equates the value of carbon, according
o (14). Moreover, green investment in (5) consists exclusively of the backstop technology according
to (9) b(t) = C"'(u(t) — v). Hence the dynamics of the economy is given by

ji6) = (p -+ B)u(t) — GeA(1) )

Vt € [Tar, Tx) { Y(t) = ol 1( (t) —v)—0Y(t)

Date T'x, by which this phase ends, satisfies conditions (18)-(19).

Third phase: t=m=0,b>0= w, >0, wy, >0, w, =0.

Once fossil and mineral resources are exhausted, the optimal dynamics of the economy is identical
to the one described by in the previous case, i.e. (23), and leads toward the same steady state (24).

Sub-case with quadratic costs and logarithmic utility.
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Under the specification (25)-(26), the trajectory is described by (29)-(32), (27) with T replacing
Tx, and (28) replaced by

[i(t) = (p + 0)u(t) — PA(t)

V(1) = L (u(t) — C(t) — ) — 6Y () (34)

vVt € [TM,TX) {

3 Public policy for the energy transition under mineral scarcity

In this section we consider a decentralized economy, corresponding to the technology and preferences
assumed in the previous section, to analyze the role public policy. We proceed in four steps. First,
we present the economy and characterize the equilibrium trajectory for a specific set of public
intervention. Second, we describe the policy that allows the equilibrium trajectory to coincide with
the optimal one. Third, we study a second best policy that the regulator can implement, under
the assumption that its policy tools are constrained in a specific way, reminiscent of widespread
policies implemented in the world to stimulate the production of electricity from renewable sources
of energy. Fourth, we consider a myopic regulator who sets, once and for all, these policy tools
without taking into account the scarcity of minerals, and show how the equilibrium trajectory of
the economy differs from the one that the regulator was targeting. This last step gives substance
to the main message of the article: it may be misleading to ignore the scarcity of minerals that are
critical to investment in specific infrastructure and capital for the energy transition.

3.1 The decentralized economy

Consider an economy with a representative electricity consumer, with utilities producing electricity
from either fossil resources or a specific capital, dubbed green capital, that they own, with owners
of mineral resources and owners of fossil resources. Investment in green capital by utilities mobilizes
either mineral resources or the backstop technology, available in-house at a constant cost, v. All
markets are perfectly competitive, including a capital market where the rate of interest is denoted
r. We adopt a partial equilibrium approach.3

The regulator has several policy tools: a tax on carbon emissions, 7, a subsidy on investment in
green capital, s, a feed-in-premium (FIP) for electricity produced from green capital, o, a tax on
electricity consumption, 7, and finally a lump sum transfer to the household, 7.

The representative consumer is characterized by the preference structure outlined in (1). She
faces a given purchaser price of electricity given by the sum of the tax on electricity consumption
and the seller price of electricity, P.. Hence, the program of the electricity consumer is V¢ > 0

max u(e(t)) — (Fe(t) +n(t)) e(t) + T (¢) (35)

€t

The first order condition of this problem gives the electricity demand schedule

u'(e(t)) = Pe(t) +n(t) (36)

3We assume a constant interest rate, though the rate of growth of electricity consumption is not constant.
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The electricity is supplied by the representative power utility. There is perfect competition on
the electricity market and the electricity price P, is taken as given by the representive firm. This
firm seeks to maximize the present value of its profits, taking into account that building up its
green capital to produce renewable energy requires specific inputs, either minerals or the backstop
in-house technology, and implies adjustment costs. It therefore solves an intertemporal program,
based on the expected evolution of the electricity price P,, the prices of the inputs, fossil resources
P, and minerals P,,, as well as policy tools. We assume that subsidy, the FIP and the carbon tax
grow at constant, possibly nil, rates, gs, g» and g, respectively.

The program of the power producer is:

max INAGE

Pet got Yt—th g-t t
x(t),m(t),b(t) + ( (t) + ooe )Qb (t) ( (t) + emge )x( )

I(t)) = (Pm(t) — soe9!) m(t) — (v — spe9") b(t)]e~"dt

s.t. 7(t) = I(t) — 5 (t)
)

Denoting by pg the value of green capital for the power company, the associated Lagrangian is:

L = P(t)z(t)+(Pe(t) + 00e%") @Y (t)— (Py(t) + em0e?™") z(t)—C(m(t)+b(t))— (P (t) — soe%") m(t)
— (v — s0e%") b(t) + pa(t)(m(t) + b(t) — 6Y (t)) + wya(t) + wmm(t) + wpb(t)

From which the first order conditions and Euler equation are the following

8(3:@) = P.(t) — Py(t) — em0e9" 4w, =0 (37)

(3fnﬁ(t) = — P (t) + spe?" — C'(I(t)) + pa(t) + wm =0 (38)
£a:ymwmamm+wm+%:o (39)
fialt) = (r + 6) palt) — (Pult) + 00e9!) 6 (10)

On the mineral resources market, suppliers do not have any production cost, but have a limited
stock of resource to sell. They are therefore willing to sell all the stock at a pace that depends on
the dynamics of the selling price, hence the scarcity rent. Consider a unit mass of mineral resources
producers. The program of the representative firm i € [0, 1], owning a stock Mo, is:

max [ et m;
{mi(t) Jo P (t)rm () (41)

st foT mi(t)dt = M;
Denoting by (4 the value of the resource stock, the associated Hamiltonian is:

Hi = Pp(t)mi(t) — Ca(t)m(t) (42)



v: August 31, 2020 11

The first order and Euler conditions are

P (t) = Ca(t) (43)
Calt)
QT(t) =r (44)
implying the Hotelling rule _
Pn(t) _
Poll) r (45)

In addition, at equilibrium upon exhaustion of the mineral resource, green capital investment starts
relying on the backstop technology, and no minerals are left unexploited. Hence at date Ty

Po(Tht) = v (46)

/0 o < /0 1 mi(t)di) dt = My (47)
)

which determine the value of P,,(0) = (4(0).

On the market for fossil resources, the scarcity of the natural resource stock is not binding at
equilibrium, since the environmental problem is more stringent than resource scarcity. In effect,
firms act as if their resources were abundant, so that, rather than solving an intertemporal opti-
mization problem, they maximize their current profit at each date. Given that the production costs
are assumed nil and that the market is perfectly competitive, the supply schedule of fossil resources
is perfectly elastic at seller price Vi > 0

P.(t)=0 (48)

The quantity of fossil resources sold is determined by the demand originating from power suppliers.

One can consider different objectives to set public policy. For instance, one can assume that
the government maximizes total surplus. Alternatively, that it minimizes the social cost of avoiding
overshooting an exogenous carbon budget, X. In line with our approach in Section 2, we assume
the latter.

The public budget constraint is:
T(t)ex(t) + n(t)e(t) = s(t) (m(t) + b(t)) + o(t)pY (t) + T (t) (49)

and, by assumption, 7(t) = m9e97!, s(t) = spe’s! and o(t) = oggedot.

3.2 Optimal policy

If » = p, and the public policy consists of a carbon tax equal to the optimal value of carbon
7(t) = A(t) (i-e. g = p and 79 = A(0) determined in Section 2), with the tax revenue transferred
lump-sum at each date to the consumer (i.e. so = o9 = n(t) = 0), the economy evolves along the
optimal trajectory.

To see this, let us consider the case when the carbon budget binds first. During the first phase,
we have z(t) > 0, m(t) > 0, and b(t) = 0, thus w, = 0. Taking this into account together with (48)
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in the power supplier condition (37), we find that the electricity seller price is determined by the
carbon tax:
P.(t) = emged™ (50)

Using this together with 7(f) = 0 in the demand function for electricity (36), we see that at
equilibrium electricity consumption is entirely driven by the carbon tax

e(t) = u'"" (empe’™) (51)

Taking into account that I(t) = m(t) and w,, = 0, mineral use results of (38), and is

m(t) = """ (na(t) — P(t)) (52)

Using this into the law of motion of green capital, and (50) into (40) with o9 = 0, the equilibrium
dynamics of the economy is

r+0)u(t Toe97t
et { 0 = 0L 8 — oy 571 (%3
This phase ends at date T’x, such that z(t) = 0 V¢t > T, so that e(Tx) = ¢Y (Tx) in (37):
u'(pY (Tx)) = erpe” 1 (54)
where Y (Tx) = Yo + f t)dt from (53). Since the production of electricity from renewable

sources depends entirely on the dynamics of the stock of green capital during this phase, the use
of fossil resources is determined as the residual to ensure that the electricity supply covers demand
(51)

x(t) = s (67’06‘(7775) — oY (1) (55)

In order to ensure that the carbon ceiling is attained, but not overshot, the choice of 7y and g,
should be such that

Tx
/ s(t)dt = X /e (56)
0

Suppose that the regulator knows the optimal trajectory studied in Section 2.1, and in particular
the initial values £(0), ¢(0) and A(0). During this first phase, if 7 = p, pq(0) = ©(0) and P, (0) =
¢(0), then by levying the carbon tax with 79 = A\(0) and g, = p the regulator allows the equilibrium
to follow the optimal trajectory, since (53) coincides with (17), and the date of fossil phase-out T'x
satisfies the same conditions (54)-(56) as (18)-(19) with z(t) resulting of (16) in (14).

During the second and third phases, z(t) = 0 so that e(t) = ¢Y (¢) in (36) can be used to
determine the dynamics of 4 as function of Y from (40), to get

Ve Ty ialt) = (r+0) palt) — ou (6 (1)) (57)

Minerals are exhausted at date Tjs, with their price reaching smoothly the chuck off price v.
If » = p then, comparing (45)-(47) to (16) and (22) , we see that P, (t) = ((t) at least for dates
close to Ths. Equation (22) ensures that P,,(0) = (4(0) hence the two paths perfectly coincide and
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the equilibrium time of exhaustion is the optimal one. Date T)s satisfies (46)-(47) with extraction
following (52), which can be compared to conditions (21)-(22) and (15) determining the optimal
date, to conclude that the equilibrium date T); is optimal since pg(t) = w(t) is ensured by the
equality of the steady-state values of Y.

During the third phase, investment in green capital relies exclusively on the backstop technology.
Hence, I(t) = b(t) and w, = 0 in (39), together with op = 0, hand the gross investment. Using this
into the law of motion of green capital, we get

VE>Ty  Y(t)=C' 7 (ug(t) — v) — 0Y (¢) (58)

Since the value of green capital evolves according to (57), the dynamics of the economy at equilibrium
coincide with the optimal one over the last phase, as the pg(Ths) and Y (Thy) are indeed optimal.
The economy converges to the optimal steady state, given by (24).

We conclude that, if market agents refer the social discount rate (i.e. if r = p), the regulator
levies the optimal carbon tax to correct for the only externality in the economy: the cap on carbon
emissions that, in the absence of environmental regulation, market operators do not take into
account. The optimal carbon tax consists of a tax per unit of carbon emissions that grows at the
social rate of discount from the specific level 79 = A(0), where A(0) is the solution of the problem
in Section 2.1.

Mutatis mutandis the analysis holds for the case when mineral scarcity binds first.
Sub-case with quadratic costs and logarithmic utility.

In the aftermath of this section we restrict the analysis to this sub-case. We have that (55) hands

L9t — Y (t) t<T
x(t) _ 57_06 ¢ ( ) < X (59)
0 t>Tx
(52) gives
0 t> Ty
while
0 t<Ty
b(t) = 61
© {cg(ud(t)—u—cu L Ty (o1
The dynamics of green capital is therefore
: L (pa(t) = Pn(0)e™ —c1) —=6Y(t) t<T
Py = | () = Pul0)7 —e1) o¥(0) 1< Ty )
Py (;Ld(t) — UV — Cl) — 5Y(t) t Z TM
and the one of its value is
) (r +8)ug(t) —emoedt t<Tx
t) = 63
fal?) { (r+ S)palt) — /Y () 2 Tx (63)

The steady state is given by (30), with u(t) replaced by pq(t) and p by r.
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3.3 Constant carbon tax and FIP with strict balanced budget

We now introduce constraints on the set of policy tools available to the regulator. In several
countries the announcement of climate change mitigation policies, including a increasing carbon
tax, have received strong political opposition. This opposition is weaker when the revenue from the
tax finances renewable energy production.

In order to represent real world policy making, we assume in this section that the government
can commit to levy a constant carbon tax, but not an increasing one and that the proceed of
this tax is used to subsidize investment in renewable energy production. Indeed, in most countries
climate mitigation policies do not rely exclusively on pricing carbon emissions.They typically include
interventions in the power market with demand-pull instruments targeted at electricity from low-
carbon energy sources. Several countries have implemented or currently implement subsidies to
power production from specific sources, often through feed-in-tariffs or feed-in-premiums (FIP) for

investments in power plants.

If for some reason, subsiding renewables is politically more acceptable than taxing carbon emis-
sions, governments might combine these tools to target specific objectives, such as limiting emissions
within a carbon budget, or ensuring fossil phase out by some date. In this section we assume that
the government objective is to respect an exogenous carbon budget (in order to drive comparisons
with the optimal case).

In this section, we therefore restrict the scope of policy tools to a constant carbon tax, 7, and a
(variable) feed-in-premium on the seller price of electricity, o(t), when the latter is produced from
green capital. Moreover, we assume that the regulator is constrained to choose a combination of
these two instruments, such that the budget is balanced at each date. Hence the budget balance
(49) simplifies to

Tex(t) = o(t)pY (1) (64)

Substituting for x(t) = e(t) — @Y (¢) from the definition of electricity consumption, and rearranging,
we see that the FIP depends on the carbon tax and on the electricity mix:

o(t) = < ;fé) - 1> re € {o,rgzg)} (65)

It falls as the share of renewables in the electricity mix increases.

With 7(t) = 0, the consumer demand function is then v/e(t) = Pe(t).
During the first phase, the choice of fossil resource use by power producer (37) is now
P.(t) =Te (66)

Combining this with the demand for electricity (36), we note that electricity consumption is constant
as long a fossil resources are used for power production:

e(t) =v/(re),  t<Tx (67)
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and using the definition of e(t)

x(t) =v/(re) — oY (1), t<Tx (68)

Hence, as the stock of green capital increases, fossil resource use decreases from z(0) = «/(7¢) — ¢pYo
(notice that 7 < v/ (e¢Yy) < x(0) > 0), down to x(Tx) = 0 when Y (Tx) = v/(7e¢) (notice that
T>7v/(epY*) = Y (Tx) <Y™).

Using (67) and (68) into (65) we can express the FIP as

v/ (@Y (t)) —Te t<Tx
t) = 69
For the electricity producer the value of green capital evolves according to
fta(t) = (r+6) p(t)a — (Pe(t) + (1) ¢ (70)

(66) and (69) imply that during the first phase (P.(t) + o(t))¢ = /Y (t). During the following
phases, e(t) = ¢Y (), which in the demand function together with o(¢) = 0 with (65) imply again
(Pu(t) +o(t)¢p = v/Y (t). Therefore*

VE>0  fa(t) = (r+0) p(t)a — /Y () (71)

As a consequence, the equilibrium dynamics of green capital accumulation is characterized by
only two phases, where the value of green capital follows (71) while the stock of green capital evolves
according to (62). The economy convergences to the steady state given by (30), with () replaced
by pq(t) and p by r.

o} p ) € vy lv| a | e | Y| M X
0.910.03|0.01]025]18|5]015[20] 1 6 | 203.28

Table 1: Parameters for the baseline simulation.

Figure 1 plots the trajectories of policy tools and of endogenous variables to compare the op-
timum with the constrained policy. The parameters’ values used for this simulation are reported
in Table 1. The system of ordinary differential equations is solved using the backward shooting
from {p*, Y™} until Y(0) = Yp (see Brunner and Strulik, 2002). The guess for the initial value of
minerals, ((0) or P,,(0), is adjusted by trial and error until cumulative mineral use equals My. In
the case of the optimal policy, we have normalized the initial value of the carbon tax 7(0) = 1, and
set gr = p, to compute the cumulative use of fossil resources, then used this value to define X in
the simulations below. When considering the constrained policy as in this sub-section, we modified
the guess on the value of the constant carbon tax, until cumulative use of fossil resources attained
X.

The trajectories prevailing for the optimal policy are compared in columns two and three of

4The fact that the value of green capital is unaffected by the carbon tax and the FIP depends crucially on the
assumption of a logarithmic utility function. As shown in Appendix A.1, that is not the case for an iso-elastic utility
function and elasticity of intertemporal substitution different from unity.
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carbon tax and FIP use of fossil resources

30 40

price or value of minerals use of minerals and backstop: gross investment in green capital
Pm(1),4(t) m(t),b(t)
0.5

5 10 15 20 25 30 35 5 10 15 20 25 30 35

value of green capital stock of green capital

Figure 1: Optimal versus constrained policy. (Dashed blue lines for the constrained case).

Table 2 and in Figure 1. The constraint on policy tools causes a welfare loss, which is equivalent to
a permanent reduction of the electricity consumption at -8.37% below its optimal path.

We conclude that the tax level chosen within this constrained policy affects only the use of
fossil resources and the date of fossil phase-out. ® Recall that in the case under analysis, the
regulator effectively manages only one instrument, say the level of the carbon tax. Cumulative
carbon emissions, as well as the date of fossil phase-out, decrease monotonically with the level
of the carbon tax. If the objective of the regulator is expressed in terms of respecting a carbon
budget, or if instead it is to phase-out fossil resources by a specific exogenous date, the policy can be
designed to attain the objective. However, the goal will not be reached at the minimum social cost.
Moreover, if the policy target is a couple, such as exhausting the carbon budget by a specific date,
then the regulator is in general unable to implement it with the policy instruments considered in
this subsection. In particular, it is impossible to implement the optimal trajectory of the economy.

5Tn particular, Th is independent from the the tax level implying that both cases where Ths < Tx and Tx < T
can appear.
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While mineral resources use is independent of the policy, the opposite is not true: if mineral
resources are relatively abundant, investment in green capital proceeds faster, pushing fossils out of
the market. Hence, abstracting from mineral resources scarcity, will most likely be misleading for
the policy design by the regulator. We next consider this issue.

optimal policy | constrained policy | myopic forecast | myopic regulation

Welfare 39.8 37.1 44.8 37.77
Initial carbon tax, 7(0) 1 1.277 1.248 1.248
Carbon tax growth rate, g, 0.03 0 0 0

Initial FIP, o(0) 0 1.681 1.737 1.688
Steady state green capital, Y* 6.89 6.89 10.14 6.89

Fossil phase-out date, T'x 17.55 39.47 27.06 46.65
Minerals exhaustion date, Ths 29.39 26.49 - 26.49
Initial price of minerals, Py, (0) 2.07 2.26 2.26 2.26

Initial value of green capital, p4(0) 7.397 11.939 11.577 11.939

1: Carbon emissions overshoot the carbon budget at no social cost.

Table 2: Comparative dynamics.

3.4 Myopic regulation

Suppose that the regulator is not aware that minerals used for investment in green capital are
scarce, and that instead it believes that the supply of minerals is perfectly elastic and constant
at an exogenous price P,,. In the aim of attaining a given carbon budget without overshooting
it, the regulator sets the carbon tax and spends the tax revenue to finance the FIP on electricity
production from green capital.

The misunderstanding of the role of the global scarcity of mineral supply concerns the regulator
exclusively. As a first step, however, in order to determine the chosen policy, we model the economy
as the regulator does: scarcity of minerals is not taken into account by any of the agents (electricity
producers and consumers, mineral and fossil resource suppliers). Doing so, we can determine the
constant carbon tax to which the regulator commits from the start, as function of the initial observed
price of minerals B, = P,,(0). In a second step, we consider how this policy affects the agents in the
economy, when they are aware of mineral resource scarcity, by injecting this level of the constant
carbon tax in the solution analyzed in the previous subsection. In fact, the equilibrium price of
minerals obtained at this stage should be consistent with the one considered by the myopic regulator

~

By = P (0).

The main difference with respect to the previous analysis is that the problem of the mineral
producer is not intertemporal any longer. We have assumed away any cost of mineral production,
other that the scarcity rent. In order to make sense of the misperception of the regulator, we
now assume that the latter interprets the initial observed scarcity rent, P,,(0), as the constant
marginal production cost, which it considers exogenous. We denote such perceived marginal and
unit production cost by ¢. Hence, the regulator believes that at each date the mineral resources
producer i € [0, 1] solve:

max Py, (t)m;(t) — (m;(t) (72)

m;
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carbon tax (constrained relative to myopic case) FIP (constrained relative to myopic case)
e/tm ac(t)/am(t)

1.0
1.041

0.8

1.02F

0.6

0.4

0.98F
0.2

0.96

10 20 30 40

stock of green capital

use of fossil resources (constrained relative to myopic case)
Xc(V)/xm(t)
1.0

0.8

0.6

0.4

0.2

10 20 30 40 10 20 30 40 50

Figure 2: Constrained policy versus myopic regulation. (Dashed red lines for the myopic case).

Hence the inverse supply function of minerals is:

P,(t)=C= Py Ym(t) € (0, 00) (73)

The regulator observes that initially, minerals are used to invest in green capital. Knowing
(38)-((38)), it deduces that ¢ < v. The regulator does not imagine that the electricity producer
will ever want to use the backstop technology. As a consequence, the regulator models the law of
motion of the stock of green capital as follows

W0 V() = 612 (alt) = B — 1) — 67 (1) (74)

For the rest, the analysis of the economic dynamics and of the fossil phase-out is the same as in
the previous subsection. In particular, taking into account how the FIP evolves according to (69),
the regulator is aware that the value of green capital for the electricity producer follows (71). The
system of ordinary differential equations that it uses to model the economic dynamics is one and
the same, given by (71) and (74).

In this case, the regulator hopes that the economy converges toward a different steady state:

P 5 . i = Py —
Ill* _ m + C1 1 + 1 + 4 CQA Y , Y* _ ,ud m C1 (75)
2 (r+0)(Pm + c1)? c20

with a larger stock of green capital, Y* > Y*, and a lower value, i* < p*, than they will actually
be.
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To analyze the consequence of myopic regulation, we compare it to the trajectories prevailing
under constrained regulation, for parameters presented in Table 1. The myopic regulator targets the
carbon budget X = 203.28. It considers that the price of minerals will always be Py, = P,, (0) = 2.07.
It chooses the level of the constant carbon tax 7 = 1.2485 that allows to meet the target X, if the
economy was correctly described by the model of this subsection (i.e. characterized by an infinitely
elastic supply of minerals at price Pm) Then the regulator commits to charge the carbon tax 7, and
resources owners, power producers and electricity consumers make their choices at every period.
The resulting equilibrium differs from the one planned by the regulator, aside from the initial price
of minerals which is indeed equal to the one used by the regulator to model the impact of its policy.

We find that the trajectory of mineral use, and of green capital are unchanged, but that fossil
resource use is affected by myopia (see Table 2). As shown in Figure 2, z(t) is always larger under
myopic regulation. This results in cumulative carbon emissions overshooting by 10.97% the target,
reaching X (Tx) = 225.56. This comes from the fact that ignoring minerals’ exhaustibility boils
down to under-estimating their real cost, hence that of the energy transition. As a result, it leads to
undersizing environmental policy. Other policy characteristics are not attained: the stock of green
capital at steady state is Y* = 6.89 instead of the expected Y* = 10.14; and the fossil phase-out date
is T'x = 46.65 as compared to the myopic policy forecast of 27.06. The latter is even farther than
the one prevailing under constrained regulation (39.5), because the constant carbon tax is 2.25%
lower (see Figure 2) as minerals scarcity is not correctly taken into account when planning climate
policy. In our baseline simulation, mineral scarcity constrains the economy substantially, welfare is
much lower than expected by the regulator: the unexpected cost of mineral scarcity is equivalent ot
a permanent fall of the electricity consumption path by 23.7%. Overall, public intervention implies
a lower carbon tax and a higher FIP; it lasts longer and is less effective than it could (without
myopia).

4 Recycling minerals

If CRM play an important role for the energy transition, recycling them represents a potentially
interesting opportunity. Denote by «(t) € [0, 1] the rate of recycling of the depreciated green capital
0Y (t). Non recycled minerals accumulate in a unrecoverable stock, a stock that is assumed not to
induce any social damage. Recycling is costly. The associated cost function is R(«a(t),0Y (t)),
assumed increasing and convex in the first argument, and increasing in the scale of the treated
secondary stock 0Y (t). We further assume away any scale (dis)economies in recycling

R(,8Y) = r(a(t))dY (t) with r(a) >0, r'(a) > 0 and r"(a) >0 (76)

Moreover, since we want to focus on plausible cases where recycling is limited, we also assume that
the cost of perfect recycling (i.e. a(t) = 1) is larger than the cost of using the backstop technology
instead of recycled minerals to invest in green capital:

(1) >v/§ (77)



20 v: August 31, 2020

When using specific functional forms, in the sub-case of logarithmic utility and quadratic costs, we

specify the quadratic function:
,
r(a) =ra+ EZQQ (78)
and thus assume: r; + 19 > /4.

In this section we first study the optimization problem in a centralized economy. We then
consider potential market failure in the recycling activity, and study targeted public intervention
the decentralized economy.

4.1 Optimal energy transition with minerals recycling

Planner’s problem:
max /0°° e Pule(t)) — CI(t)) — vb(t) — r(a(t))sY (t)]dt (79)

e(t) = z(t) + ¢Y (t)
I(t) = m(t) + b(t) + a(t)8Y (¢)
X(t) = ex(t)
Y (t) = I(t) — oY (t)
M(t) = —m(t)
X(t) <X, z(t)>0, M) >0, m() >0, bt)>0
0<a(t)<1

X(0)=X0>0, Y(0)=Yy>0and M(0)= My > 0 given
The current value Hamiltonian associated to the social planner’s program (79) is:
H() =u(x+¢Y)—C(m+b+adY) —vb—r(a)dY —Xex + u(m+b— (1 — a)dY) + ((—m)

where A is the shadow price of carbon, that is the carbon value, p is the shadow price of green
capital and ( is the shadow price of the stock of minerals.

Introducing Lagrange multipliers for the different inequality constraints allows us to write the

Lagrange function as:

L(.) =H() 4+ wem 4+ wmm + wpb + wia + wi(l — @) + wx (X — X) + wy M

First order optimality conditions are:

%:0 — u(e) = detw, =0 < u(e) =el —w, (80)
oL , ,
— =0 -CD)+p—CHwn=0 <= C'I)=p—C(+uwn (81)

om
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oL

%:0@—C’(I)—u—l—u—i—wb:O(:)C’(I)+v:u+wb (82)
oL ' / 0 1 / ' Wa — W
0 =0 < —C'(I)0Y —r'(a)0Y + udY 4wy —w, =0 <= C'(I)+r'(a) :;L+T (83)
oL . .
—ox =wx =—AtpA = A=pr-wx (84)
oL
O (O (Db 4r{0)+(1=a)i = fipit > = (p+(1=a)8)—u/ () +3(C' (D+r(a)
(85)
O = —pt = b=t — (86)
oM WM = p =p WM

First phase: * > 0,m > 0,b = 0,0 =0 = w; = Wy, = wh = 0,w, > 0,w) > 0. Before ceiling
and before mineral scarcity is binding: wx = was = 0.

Eq. (80) yields;
u(z+ gY) =X (87)

The marginal utility of electricity consumption is equal in this phase to the carbon value, meaning
that fossil is used.

Eq. (81) yields;
C'm)=p—¢ <= C'(m)+C¢=p (88)

The total marginal cost of using minerals to invest in green capital (marginal investment cost plus
scarcity rent, remember that there is no extraction cost) is equal to the value of green capital.
Relevant iff ;4 > (, i.e. the value of green capital is higher than the value of the mineral stock under
the ground.

Moreover, according to (82), C'(m) + v > p. Then we necessarily have in this phase ¢ < v: the
scarcity rent of the mineral stock is smaller than the marginal cost of the backstop, which explains
why the backstop is not used.

And according to (83), C'(m) + r'(0) > u. Then we necessarily have in this phase ¢ < r/(0),
which explains why there is no recycling.

Eqgs (84) and (86): Hotelling on the two scarcity rents (fossil and minerals): () = A(0)e”* and
¢(t) = ¢(0)er.

Evolution of the shadow price and the stock of green capital:

= (p+ 8)pi— oA
{ ¥ = (4 Q) — 6V (®9)

We study here the most relevant case where the ceiling is reached before the scarcity of the
mineral input becomes binding. Then the first phase ends at date T’x, such that z(¢) =0 V¢ > Tk,
and X (Tx) = X. Tx is defined by

' (¢Y (Tx)) = eX(Tx)
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and we have
Tx -
. / s(t)dt = X (90)
0

After T'x, clean phase with no fossil, investment in green capital using the mineral resource and
not yet the backstop, supposed to be very expensive, and no recycling, since we’ll also suppose that
recycling is very expensive.

Second phase: * = 0,m > 0,b = 0,a = 0 = w; > 0,w, = wl = 0,w, > 0,w% > 0. Before
mineral scarcity is binding: wys = 0.

We still have (88), and therefore p > ¢, as well as C'(m) + v > p and C'(m) + r'(0) > pu.
Therefore ¢ < v and ¢ < 7/(0).

Dynamic system:

{ = (p+8)u — ¢u'(¢Y) 01)

Y=C"1(u-¢) -0y

Two possibilities at this stage: either v > r/(0) or the opposite. In the first case, the second
phase ends with the economy starting recycling, and not using the backstop yet. In the second case
it starts using the backstop. We choose in the following to study the first case, which seems more

relevant. We therefore make the assumption |~ > 7/(0) | Then phase 2 stops at T, such that

Third phase: * =0,,b=0,m > 0,a > 0= w; > 0,wp > 0,w,, = w) = wl = 0. Before mineral
scarcity is binding: wys = 0.

Eqs (81) and (83) respectively read:
C'I)=p—¢ with I=m+ady (92)
C'(I) +1'(a) = p (93)
and we still have C’'(I) + v > p since b is not used. Eqgs (92) and (93) yield:
)= ¢ <= a=r"1(0)

Therefore in this phase the marginal cost of recycling is equal to the scarcity rent of minerals. It
increases all along this phase, which means that « increases.

Dynamic system:

{ i = (p+ 8 — ou'(6Y) = 6 (¢r'=(Q) = r(r=1(0)) 04)

Y =0t (u—¢) - oY

This phase may end either because « reaches its maximum value (here equal to 1, but it would
be better to make the assumption that there is a technological upper bound @ < 1 to recycling
possibilities), or because the scarcity rent of minerals reaches the marginal cost of the backstop. We



v: August 31, 2020 23

study the second of these case, and for that make the assumption |7'(1) > v| Then phase 3 ends
at date Ths defined by

((Tur) =7 (a(Tnr)) = v

Then
C'(I(Tu)) +v = w(Tm)

with I(Ta) = m(Ty;) + a(Tar)SY (Tar) = b(Ty;) + a(Tar)dY (Thr). and
T
/ m(t)dt = My (95)
0

Fourth phase: x =0,m =0,b > 0 = w; > 0,w,, > 0,w, = 0. Moreover, o = a(Tys) = a*.

Dynamic system:

= (p+ D) — ! (6Y) — 6 (" (") — r(a) .
Y =C"'(u—v)-0Y
Saddle-path.
Steady state defined by:
(p-+ D) = G (9¥*) + 6 (a*r' (") — r(a")) o
'L (u* —v)=6Y*
4.1.1 Sub-case with quadratic costs and logarithmic utility
Consider
u(e(t)) = yIne(t)
C(I) =l + %212 = () =c1+el, C0)=c
r(la) =ra+ %2042 = 7(a)=r+mra, 0)=r, (1)=7r+mr
Then we have
. V=T
ot = s (98)
fr="_(p+ 06— geA
vt € (0,T 99
(.Tx) { N N 59)
fo=(p+)u—v
vVt e [Tx, T, 100
[T Te) { Y=21(p—¢—c1)—08Y (100)
S o 5=r)?
Vt € [T, Thr) H= (fl’+ O =5 = 0=, (101)
V= L(u—C—c)— oY

) — o gl=m)?
Yt > Ty { = (ptop =y =0, (102)
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1/2
ut = % <y +o+ Zifg;) TP SOPY S el Ces Cl)(a:j:f)/f ; (103)
(0+8) (v o+ 557)
y* = “_é’c’;cl) (104)
b* = (1—a*)sY* (105)
The restrictions are
A(0) < &ZYO & 2(0)>0, Tx>0 (106)
C0) < pu(0)—c; < m(0)>0, Ty >0 (107)
C0)<ri < a0)=0 (108)
v<ri+mr & o<l (109)
a<v < 1T,>0 (110)
r<v & Ta<T, (111)

Table 3 reports the parameters’ values used to conduct some comparative dynamics exercises.
Optimal dates for the succession of phases in case of a more stringent climate policy, a bad surprise
on CRM stock or a higher recycling cost are presented in table 4.

*

o | p | 6 |le|l vy |v| caa |e|la"|r|rm| Y| My| X
091003[0018|1|18|5|015]20(02| 4|5 |1 6 | 374

Table 3: Parameters for the baseline simulation.

A more stringent climate policy fastens the whole process as fossil fuels are abandoned sooner,
recycling starts earlier and there is a quicker exhaustion of CRM. A smaller initial stock of CRM
delays the fossil phase-out but speeds up recycling and CRM exhaustion. Finally, a more expensive
recycling process starts later and ends at a lower steady-state rate but leads to a quicker CRM
exhaustion.

TX Ta TM o*
Reference 16.0 | 22.5 | 30.0 | 20%
More stringent climate policy (0.8X) | 14.2 | 22.0 | 29.4 | 20%
Bad surprise on CRM (0.9M)) 16.2 | 19.2 | 26.6 | 20%
Higher recycling cost (r; = 4.5) 16.0 | 26.3 | 29.8 | 10%

Table 4: Comparative dynamics.

4.2 Alternative successions for the phases
4.2.1 Low recycling costs: T, < Tx < Twy

First phase: © > 0,m > 0,b=0,0 =0 = w; = Wy, = wl = 0,wp > 0,w) > 0. Before ceiling and
before mineral scarcity is binding: wx = wps = 0.



v: August 31, 2020 25

Relevant iff p > (, i.e. the value of green capital is higher than the value of the mineral stock
under the ground. We necessarily have in this phase ¢ < v (the scarcity rent of the mineral stock is
smaller than the marginal cost of the backstop, which explains why the backstop is not used) and
¢ < r'(0) (which explains why there is no recycling). Evolution of the shadow price and the stock
of green capital:

{ ji = (p+ 0)u = g2 112)
Y = (u— Q) — oY

We study here the case where recycling starts before the ceiling is reached.

In addition we make the assumption |~ > 7/(0) | such that recycling starts before the backstop.

Then phase 1 stops at T}, such that

((Ta) = 1'(0)

Second phase: x> 0,m > 0,b=0,a > 0= w; =wy, =0 =w) =wd =0,w, > 0. Before ceiling
and before mineral scarcity is binding: wp; = 0.
We still have p > (¢, as well as ( < v. In addition, /(o) = ¢ <= a=1""1(().

Dynamic system:

o= (p+6)p — peoe’ — 5(Cr' () — r(r'1(()))
{ Y =C""'(u—¢) —6Y (113)

Phase 2 stops at T such that z(t) =0 Vt> Ty, and X(Tx) = X. Ty is defined by

U (pY (Tx)) = eX(Tx)

and we have
Ty ~
5/ z(t)dt = X (114)
0

that provides A\g After T, clean phase with no fossil, investment in green capital using the mineral
resource and not yet the backstop, supposed to be very expensive, but goes on with recycling.
Phases 3 and 4 are similar as in the case where recyling starts later.

Quadratic costs and logarithmic utility

Then we have
V—r

o= (115)
2
1= (p+ ) — de
veuny { g2
- S — )\_5(C—T1)2
Vt € [T, Tx) { Myz(ﬁ’a_)ﬂg_ii)_éyzm (117)

= (p+ &) — 2L —gleer)?
vt € [Tx, Tur) { /;:(I?(M)ucil)(s;m (118)
Cc2
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- (v—r1)?
vt > Ty p=(p+op—y =07y, (119)
- Y:é(,u—u—cl)—éy
1/2
1 5 *\2 o *\2
W= (1/ +o1+ 2??_ ;)> T TP Ll U Cl)(aé) r2/22 5 (120)
P (p+9) (v+ 1 + 595"
. W ta)
Y ' ="—7F+——- 121
5es (121)
The restrictions are
i
A T 1
(0)<€¢Yo < z(0)>0 Tx >0 (122)
C(0) <pu(0)—c1 < m(0)>0, Ty >0 (123)
C0)<r1 <& «0)=0 (124)
v<ri+ry & a<l (125)
n<v & Ty,<Ty (126)

4.2.2 Large carbon budget : T, < Ty < Tx

The first phase is unchanged. It stops at at T, as in section 4.2.1

Second phase: x> 0,m > 0,b=0,a> 0= wy = Wy =0 = w} = w? =0,w, > 0. Before ceiling
and before mineral scarcity is binding: wys = 0.

We still have u > ¢, as well as ¢ < v. In addition, /(o) = ¢ <= a=1""1(().

Dynamic system:

{ = (p+ D) = dedoe?” = 5(CrHC) = r(r'(0)) a27)

Y =C"t(p-¢) -y

Phase 2 stops at Tjs such that the scarcity rent of minerals reaches the marginal cost of the
backstop (we assume again that /(1) > v):

((Ta) =v=p—C'(I(Tar)) = r'((Tar))

with I(Tar) = m(Ty;) + a(Tar)SY (Tar) = b(Ty;) + a(Tar)dY (Tar). and

Ty
/ m(t)dt = M (128)
0

that provides (.

After Ty, phase with fossil, investment in green capital using the backstop and goes on with
recycling.

Third phase: * > 0,m = 0,b > 0,0 > 0 = w, = wl = W = wy = 0,w,, > 0. Before ceiling:

[0
wX:O.
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(o) =v <= a=1"1v).

Dynamic system:

= (o4 ) — dedoe? — Bl (v) — r(r'~ ()] (129)

Y =C""1(u—-v)-48Y
Note that this sytem can be solved analytically.
Phase 3 stops at T'x such that z(t) =0 V¢ > Tx, and X (Tx) = X. Ty is defined by

u'(¢Y (Tx)) = eA(Tx)
and we have
Tx -
. / 2(t)dt = X (130)
0

that provides Ag After T'x, clean phase with no fossil, investment in green capital using the backstop
and goes on with recycling.
Phase 4 is similar as in the other cases.

Quadratic costs and logarithmic utility

Then we have

*_I/—’I"l
ot = — (131)
fr="_(p+ 06— geA

Vi€ (0.To) { V=L C—a) -0y (132)

—rp)2
fi=(p+ 0y — ger — 650 (133)
Y=_1l(p-¢—c)-08Y

Cc2

YVt € [Ta,TM) {

_ _glv=r)?
Lp—v—c)—=06Y

co

/:.[/:
Y —

. v—r 2
Vi > Tx p=(p+on—y - T (135)
Y = é(,u—y—cl)—dY
1/2
*\2 _ *)2
p= % <V+Cl+gr(12(i (%) 1+ | 144612 (VJFCl)(O;) r2/22 3 (136)
P (p+9) <V+01 + ;f;i;)) )
* /“L* —v+a
vr §02 ) (137)
The restrictions are
A0) < WZYO = 2(0)>0 (138)
C0) < u(0) —c1 <= m(0)>0,Tas >0 (139)
C0)<r < «a0)=0 (140)

v<ri+ry & a<l (141)
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rm<v < T,<Ty (142)

4.2.3 Expensive recycling: Tx < Ty < T,

The first phase is the same as in the main model. It ends at T'x when the carbon budget is exhausted.

Second phase: * = 0,m > 0,b = 0,0 = 0 = w; > 0,wy, = wl = 0,w > 0,w2 > 0. Before
mineral scarcity is binding: wy; = 0. We still have p > ¢, as well as ¢ < v and ¢ < 7/(0).

Dynamic system:

fi= (p+ ) — pu'(4Y)
{ Y =C""t(u—¢) -6y (143)

We assume that the second phase ends with the economy starting using the backstop and not

recycling yet. We therefore make the assumption | < /(0)| In fact, in such a case, it is never

optimal to start recycling as it will always be more expensive than the backstop. When both are
used, equations (83) and (82) imply that »'(«) = v, that is not possible as v < 7/(0) and r”(.) > 0.
Then phase 2 stops at Ty such that

((Tn) =v=p—C'I(Tn))

with I(Tar) = m(Ty;) = b(Ty;). and

Ty
/ m(t)dt = My (144)
0

that provides (p.

After Ty, the third phase starts with neither fossil nor minerals, investment in green capital
using the backstop : it is similar to the third phase in the absence absence of recycling possibility,
see section 2.

5 Concluding remarks
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A Appendix

A.1 Constant carbon tax and FIP with strict balanced budget, isoelastic utility

Consider now the case where the regulator credibly commits to charging a constant unit tax on
carbon emissions, denoted 7, and to use the tax revenue to subsidize the purchase of electricity
produced from green capital, as with feed-in-premiums (FIP), at rate o(¢). Moreover, we assume
strict budget balance, i.e. no unit tax on consumption of electricity, 6(¢) = 0, and thus at each date

rex(t) = o(H)oY (¢) (145)

Substituting for z(t) from the definition of electricity consumption e(t) = z(t) + ¢Y (¢), and rear-

o(t) = <¢§£2) - 1) e € [0,78;(2)} (146)

ranging,:
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The conditions on the mineral market are unchanged.

We consider now an isoelastic utility function:

e(t)l—w
1—w

uler) = w>0 (147)

The FOC of the consumer problem hands the electricity demand function

€=

()= (pr) o RO =(e0) (143
The FOC for fossil resource use by electricity producer is
P.(t) =Te (149)
For the electricity producer the value of green capital evolves according to

fua(t) = (r +0) u(t)a — (v(e(t)) ™ +o(t)) ¢ (150)

Combining the first two of the three equations above, we note that electricity consumption is
constant as long a fossil resources are used for electricity production:

1

e(t) = ( 7 )5 (151)

TE

and using the definition of e(t)

1

a(t) = (£)" = ov () (152)

TE
Hence, as the stock of green capital increases, fossil resource use decreases from z(0) = (v/ (7‘5))% -
@Yy (notice that 7 < v/ (e(¢Yp)¥) < 2(0) > 0), down to z(Tx) = 0 when Y (Tx) = (1/¢)(v/(1e )%

(notice that 7 > v/ (e(¢pY™*)¥) & Y (Tx) < Y™).

Substituting for e(t), then for x(t), into the FIP o(¢) from the balanced budget

0 = (G )

S (@) —1]7e
= ¢;?t) (T&)WT_1 — 7€

Using this expression to substitute for o(t) into the Euler equation for the value of green capital, as
well as for the electricity price from the FOCs of the consumer and electricity producer problems,
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we have that Vt € [0,Tx)

frat) = (r+0) p(t) — <T€+ qSZ/w(t) (7'6)%1 - T&) o)
= om0 - (Z) 7 3 .

In this case, the policy affects the trajectory. The system of ordinary differential equations is
specific to each of the three phases :

ey | At =0+amn- (%) v (154)
0

. fra(t) = (r + 8)pa(t) — 12
if Tx < Ty, V€ [Tx,Tu) { V(t) = L (ualt) _Pm(o;gg o) - 6v () (155)
fra(t) = (r + &) pa(t) — 1)
e {szgmmrw—ﬁﬁwww .

The system if specified for the time sequence T, =T, = 0 < Tx < Ty, while if T, =T,, =0 <
Tx > Ty the first system applies for t < Tx and the last one for t > T'x.

Initial conditions Y (0) = Yp, X (0) = Xy, P (0) pinned down by the resulting path of m(t) and the
initial condition M.

Exogenous policy variable: 7.

Endogenous variables: Tx, Ths, 1q(0), X(Tx).
The steady state is independent of the policy:

1
N [ R S 2 W AR~ A R
Hat b, (p+5) ¢ o (pg) v = 5t =0 (157)
uh—v—ci
Yr= d(:gé

There exists a unique p;, since the function defining it increases monotonically from —oo for p}; = 0,
up to +oo for py; = oo.

We find that the policy affects the use of fossil resources by reducing it linearly through a direct
effect, as in the case of logarithmic utility. However, the carbon tax and FIP now also influence the
evolution of the value of green capital, and in opposite directions according to whether the elasticity
of intertemporal substitution of electricity consumption is larger or smaller than unity.



