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Abstract

Within this paper, we analyze climate policy scenarios within a global-
ized world characterized by the existence of technological spillovers. Tech-
nological spillovers are bound to capital trade. To our knowledge, this is the
first application of a model with embodied technological spillover in a cli-
mate policy context. The technical details of the model - REMIND-S - will
be presented. In this study REMIND-S is calibrated for a 4-region world
distinguishing China, USA, Europe and ROW. Technological spillovers shift
trade patterns and terms-of-trade. The definition of climate policy scenarios
is based on the EU target of 2°C. In simulating co-operative and fragmented
policy regimes it turns out that there is a strong incentive for China to join a
climate policy regime. The latter will slightly favor regions that are forerun-
ners in using climate-friendly technologies.
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1 Introduction

Starting with such diverse models like DICE (Nordhaus, 1992) and IMAGE (Al-
camo et. al., 1994), climate policies and the integrated assessment of climate
change are supported by a rising number of tools. Over the last decade, climate
policy models were improved in different directions, e.g. multi-region models and
multi-gas analyses, integration of energy system models, and integration of en-
dogenous and induced technological change.

However, climate policy modeling fails to take essential interregional effects into
account, in particular foreign investments. This, on the one hand, reflects general
deficiencies of the economic theory in dealing with regional interactions in a dy-
namic framework, on the other hand, in view of the role foreign investments play in
a globalized world and may play in dealing with the climate change problem. Main
climate change mitigation options will affect the energy system. International ex-
perts expect investments into the energy systems worldwide to amount to around
16 trillion dollars over the next 30 years (IEA, 2003). 10 trillion dollars alone will
be invested into the electricity sector, mainly in China, India, and Africa. As for
Africa, these investments would consume half of the domestic savings. Hence,
enormous foreign direct investments will be needed. Moreover, pursuing to re-
structure the energy system in a climate-friendly way results in scenarios that are
dominated by investments into the renewable energy sector and other carbon-free
technology options. This implies huge foreign investments, because those regions
that host the innovators of, for instance, new solar energy technologies, do not
correspond with those regions where the solar power plants should be build-up.

Within the discussion about promising climate protection strategies, technological
spillovers come to the fore. Recent literature (Blomstrom et al., 1999; Hejazi and
Safarian, 1999) identified a strong link between foreign investments (i.e. trade in
investment goods or foreign direct investments) and spillovers. Spillovers could
make the difference that helps investors of new energy technologies to break even
and can make it profitable for single regions to become forerunners in climate
policy.

This paper presents a model that allows to analyse climate policy scenarios. In
particular, it shall help to indicate the change of international burden sharing in the
presence of capital trade and technological spillovers. In this study, technologi-
cal spillovers refer to situations where the presence of physical capital, produced
abroad, affects efficiency or productivity levels of the host economy. In the imple-
mented model two spillover channels are considered - increasing labour productiv-
ity and energy efficiency.



The paper is structured as follows. In section 2 we present a multi-region cli-
mate policy model. It contains a macroeconomic system and an energy system
part. Both include elements of endogenous technological change. We calibrated
this model for the 4 world regions Europe, USA, China and the rest of the world
(ROW). In section 3 we define different climate policy scenarios. The basic co-
operative policy scenario aims to keep the increase of the global mean temperature
below 2°C above the preindustrial level and is based on international emissions
trading regime that follows the contraction and convergence principle. A compre-
hensive discussion of the results from different model runs is given in section 4.
We end with some conclusions in section 6.

2 REMIND-S

REMIND-S is the first product of the REMIND model family developed at the
Potsdam Institute for Climate Impact Research. REMIND-S is a multi-region
model based on the global Integrated Assessment model MIND (Edenhofer et al.,
2005). REMIND-S adopts from MIND (version 1.1) the structure of the energy
system (except for the carbon capturing and sequestration technology) and basic
investment dynamics including R&D investments, which represent a major feature
of endogenous technological change. As a new channel of technological change,
REMIND includes technological spillovers. Unlike MIND, REMIND separated
the aggregated industrial sector into a consumption goods/service sector and an in-
vestment goods sector. Moreover, REMIND takes trade interactions into account.
Trade flows represent control variables in addition to investments. Trade flows are
only bound to an intertemporal budget constraint. Figure 1 shows the macroeco-
nomic system of REMIND-S which includes most of the new features.

REMIND does not show the sectoral detail of recursive dynamic computable gen-
eral equilibrium models. By offering the feature of intertemporal investment dy-
namics, REMIND is classified as an economic growth model and more suited
for long-term analysis. The way as bilateral trade variables and technological
spillovers are handled as control variables distinguishes REMIND from models
of the similar type like RICE (Nordhaus and Yang, 1996; Nordhaus and Boyer,
2000) and MERGE (Manne et al., 1995; Kypreos and Bahn, 2003).
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Figure 1: Structure of the macroeconomic system of REMIND-S

2.1 Technical description

In addition to some explanation of variables and parameters in this section, a com-
pact list of them can be found in Appendix A. The following indices are used
throughout the model presentation:

t 1,2,....,T time periods,

i,T 1,2,....,n regions,

J tradeable goods/sectors,
k K,L.E production factors.

With J = {C,I,Q, P, f,ren,nf} and j € J the following sectors and goods are
distinguished:



consumption good,
investment good,
fossil energy resources/extraction sector,
emission permits,
fossil energy sector,
n renewable energy sector,
f other energy sector.

SO ~Q

S

Capitals from the above list simultaneously represent indices as well as correspond-
ing variables. This also applies to the production factors labour (L), capital (K)
and final energy (E) and primary energy (PE). We denote the sectoral index and
the production factor index by a subscript throughout the model presentation. For
transparency reasons, we suppress the region index of the parameters and use the
continuous formulation for the time and region index of the variables. Neverthe-
less, the model is implemented as a discrete one.

In each region, a representative agent is assumed to summarize households’ con-
sumption decisions and firms’ investment and trade decisions. The objective of the
multi-region model is to maximize the welfare W

W (i) = /:1 e " L(i,t) - In (f((ff))) dt (D

of n regions, where o is the pure rate of time preference and L represents the re-
gions’ population which provides the exogenously given production factor labor. C
denotes consumption. The production function Y for the consumption goods and
service sector is specified as CES function (with elasticity of substitution parameter
pc and share parameters &y ):

Yo(i,t) =Be(0)[Ex Ko i, 070D + €((1 - 0.(6,6)) AL LG, £))e0)
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and the production function for investment goods sector as Cobb-Douglas function:
Yi(i,t) = @ () (K1 (i, ) - (01.(i, £) AGG, ) LG, 1) - (0m(i, t)B(i, ) B (i, 1) ).
3)

® represents the total factor productivity, K the capital stock, A the labour effi-
ciency, B the energy efficiency and E the energy input. 6 represents the share



of the respective production factor in the investment goods sector. The efficiency
variables 4 and B are subject to R&D investments rd and technological spillovers
sp as described by equation
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Technological spillovers may increase labour efficiency and energy efficiency. These
spillover effects are induced by capital imports X;(r, ) from region r to region i,
but take only effect if A;<A, and B;<B,, respectively.

Following Leimbach and Eisenack (2007) we define the spillover functions

Xr(r, ,t .
spr (i, ) Z [gfjt Q(A(r,t) — A(i. 1) (©)
and
Xi(r,i, )Y )
sp(i,t) Z é{rllt QB(r,t) — B(i, 1)), (7)

where () describes the spillover intensity and v the elasticity between foreign in-
vestments and technological spillovers.

The budget constraint of the consumption goods and service sector distributes the
sectoral output to domestic consumption, exports X (4, 7) and R&D investments:

Ye(i,t) ZXC (i, 1) = > Xo(r,iyt)+rda(i,t) +rdp(i,t). (8)

Imports of goods from region r to region i (X¢(r, 7)) relax this constraint. For
transparency reasons we omit trading costs, which actually are assigned to all im-
port variables. Output of the investment goods sector (added by capital imports



X1(r,4)) is used for domestic investments (I;) into the industrial and energy sec-
tors, and for foreign investments (X (i, 7)):

Yi(i,t) = Io(iyt) + 11 (iyt) + Lup(iyt) + I (i) + Les(iy t) + Lren(is t)
+ 3 Xr ) = Y Xy (i), )

Capital accumulation in all sectors besides the renewable energy sector follow the
standard equation of capital stock formation

Kj(i,t) = Ij(i,t) — 6;(0) - K (3, 1). (10)
The fossil, renewable and other energy production sectors deliver final energy

E(i,t) = Ef(i,t) + Eren(ist) + Epg(i,t). (11)

In the fossil energy sector, final energy is generated according to the following
CES production function (with the production factors capital K y and primary fossil
energy PE):

Ep(i.1) = ®p()ELK (6, )77 + Ehp(D - PE(i,1))]75 (12)

In modelling the renewable energy sector, the concept of vintage capital is applied.
Final energy is generated based on the active vintages V and the respective load
factors I

Eren(ist) = 1t —7)-V(i,t —7) - w(r). (13)

w is a weighting factor that represents the still active part of the vintages. Each
vintage is a function of the investments I,., (see equ. 22 in Appendix B) and
considered to exist over T time steps.

The other energy sector provides energy [, from nuclear, hydro power and tra-
ditional biomass sources. Its future supply is given exogenously. More details
about the renewable energy sector and the fossil extraction sector are described in
Appendix B.



The carbon content of extracted fossil fuels Q are linked, on the one hand, to the
primary energy PE and, on the other hand, to the amount of C'O3 emitted by burn-
ing fossil fuels. Emissions from land use change are added to get total global
anthropogenic C'O2 emissions

EM(t) =Y _Q(i,t) + LU(t). (14)

Within an international climate policy regime, we assume that each region is al-
located with an amount of emission permits P. For each unit of fossil resources
which a region converts into final energy, a permit is needed. Emissions trading
X p provides the opportunity to buy and sell them. The resulting constraint for
using fossil resources is given by

Q(Z> t) + Z(XR(’F’ i, t) - XR(ia T, t)) < P(Z) + Z(XP(T, i, t) - XP@? T, t))
T T
(15)
where X i denotes the export and import of fossil resources.

The above system of equations forms a multi-region optimization problem with
a single objective function for each region. The investment and trade variables
represent control variables. In order to solve this problem we apply the iterative
approach as presented by Leimbach and Eisenack (2007). In assuming that the
technological spillovers effect is taken into account when agents make investment
and trade decisions, this decentralized problem is solved as a co-operative game.
Trade flows are adjusted endogenously to find a pareto-optimum that provides trade
benefits for all regions. The applied trade algorithm is an interplay between a de-
centralized model version where each region optimizes its own welfare based on a
given trade structure and a Social Planner model version where the region’s wel-
fare functions are combined by a set of welfare weights. This Social Planner model
derives the optimal trade structure for the given set of welfare weights. Within an
iterative approach, this set is adjusted according to the deviation of each region
from its intertemporal budget constraint.

2.2 Empirical foundation

The empirical foundation of REMIND-S starts from calibration results of the global
model MIND. Part of the model parameters are adopted directly, others needed to



be regionalized. The calibration is done for the 4 world regions Europe, China,
USA and rest of the world (ROW).

Major data sources of REMIND-S are:

WDI ("World Development Indicators™) database
CPI ("Common Poles Image”) database

GTAP6 (’Global Trade Analysis Project”) database
PWT ("Penn World Table”) database

IEA ("International Energy Agency”) database

GDP data for the base year 2000 are taken from GTAP6 and are nearly the same
in the WDI database. An exogenous population scenario (until 2100) is taken from
the CPI database. The sectoral output for the two industrial production sectors as
well as the initial division of the capital stock (again GTAP-based) is conditioned
by the consumption-investment-ratio that is given in the PWT database (see Table
1). Deriving sound initial values for the capital stocks in the different energy sec-
tors is most difficult because a lack of appropriate data. In aggregating sectoral
information from GTAP6 we derived estimates that in the sum were significantly
lower then the MIND value and result in extreme adjustments of capital stocks in
the first simulation periods. Therefore, we only apply the regional shares on the
global sectoral capital stocks as derived from GTAP and adjust the absolute level
in order to avoid extreme model behaviour. The used values are shown in Table 1.

With respect to the parameters of the production functions we stick to the MIND
values in general. However, following findings in the international literature (cf.
Bernstein and Rutherford, 1999) we differentiate between a somewhat higher elas-
ticity of substitution (0.4) between the production factors in the aggregated indus-
trial sector in the industrialized world regions Europe and USA and a somewhat
lower value (0.3) in the other two regions. Share parameters are assumed to be the
same in the consumption goods sector and the investment goods sector. Within the
fossil energy sector, share parameters of 0.5 for capital and energy and substitution
elasticities of 0.3 are assumed for all regions. This is in accordance with MIND.
With the elasticity and share parameters given, we are able to compute the initial
efficiency and productivity parameters (see Appendix C for the derivation of the
calibration formula). These values are shown in Table 2. Again, they are the same
for both industrial sectors. China exhibits a remarkable high productivity in the
fossil energy sector which is partly due to the fact that labor is not taken into ac-
count in this sector. Nevertheless, most of this comparative advantage is consumed
by the low energy efficiency in both industrial sectors.

Initial values for the energy production in the different energy sectors are taken



from IEA database and from CPI database. For the production of the other en-
ergy sector an exogenous scenario is given (WBGU scenario). The global value
used in MIND is distributed according to the regional shares of this kind of energy
consumption in the CPI baseline scenario. The CPI database provides also C'O2
emissions for the base year (see Table 1). Initial resource extraction is derived from
the emission data by using the carbon content coefficient of MIND.

Table 1: Initial values

parameter Europe | USA | China | ROW
GDP in trill. $US 8.8 100 | 1.16 | 11.2
investment share of GDP in percent 022 | 024 | 027 | 024
industrial capital stock (trill. $US) 25.7 224 | 274 | 33.6
capital stock in fossil energy sector (trill. $US) 1.4 1.6 0.27 2.8
capital stock in extraction sector (trill. $US) 1.1 1.4 0.22 1.8
invest. cost renewable energy sector (SUS/kW) | 1320 | 1383 | 1400 | 1330
learning rate (renewable energy sector) 0.15 0.13 0.1 0.11
industrial C'Oy-emissions in GtC 1.14 1.54 | 0.87 2.81

Table 2: Calibrated initial values of efficiency and productivity parameters

parameter Europe | USA | China | ROW
factor productivity (consumption goods sector) | .34 045 | 042 | 033
labour efficiency 0.5 0.8 0.02 | 0.85
energy efficiency 5.24 345 | 064 | 2.55
factor productivity (fossil energy sector) 3.12 382 | 13.0 | 3.55

Initial trade data are derived from WDI (export of consumption goods) and from
IEA’s World Energy Outlook (2006) for consumption goods export and resources
export, respectively.

Particular attention was paid to the calibration of the parameters of the carbon
wealth curve and the learning curves in the renewable sector. As to the carbon
wealth curve (see equ. 19 in Appendix B), we adjusted the x4 parameter such that
the regional values reflect expected scarcities and sum up to the global value of
3500 GtC. The division follows the IEA World Energy Outlook (2002) from which
we derive the shares of around 10%, 20%, 10% and 60% for Europe, USA, China
and ROW, respectively.

Confronted with the learning curve parameters in the renewable energy sector, it
turned out that regional specification becomes tricky. First, we had to allow for
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different stages in progressing on the learning curve. In contrast to the global
learning curve, this could not be taken into account by simply counting the installed
capacities in the renewable sector. Scale differences matter. Therefore we used the
total energy production as a normalization factor. That gives us a fictitious standard
cumulated capacity. Based on the learning curve function (see equ. 24 in Appendix
B), this standard cumulated capacity SCC(i), the current deviation from this value
A(1), learning rate 7(7), and the global value of the investment cost parameter x
we can derive the adjusted initial values of the investment cost x(, 0) by

(i, 0) = <1 _ Sggzi) -fy(i)) . (16)

The learning rate ~y(7) is assumed to be constant over time. This is a simplifica-
tion. Even if the same learning rate can be assumed for each renewable energy
technology, the different progress of each technology on the learning curve causes
an additional unit of hydro power capacity to bear another learning effect than an
equal incremental unit in solar power technology. Hence, a constant learning rate
assumes a constant composition of the renewable energy sector. Moreover, taking
the current decomposition of the renewable sector into account results in region-
ally differentiated learning rates. Regions (e.g. Europe) that have a higher share
of wind power or even solar power are endowed with higher learning rates. The
derived initial values for investment costs and the learning rates in the renewable
energy sector are shown in Tablel.

Although the body of empirical research on spillover externalities has grown rapidly,
data are restricted to case studies mostly on the level of firms. A majority of stud-

ies indicate positive spillover effects from foreign investments (Lee, 1995; Takii,

2004; Jordaan, 2005). We selected a value for the spillover intensity that in the

baseline scenario contributes to 10% of productivity growth on the global level.

That is in the range indicated by Kokko (1993, p.160ff).

Based on initial data and calibration we generate a baseline scenario that serve as
benchmark for the evaluation of a set of policy scenarios. We distinguish two types
of baseline scenarios. On the one hand, a baseline scenario that assumes a world
in which technological spillover exist, on the other hand, a baseline scenario that
neglects the presence of technological spillovers. While technological spillover
represents a kind of endogenous technical change, we did not compensate the non-
spillover scenario by increasing some exogenous technology parameter, i.e. a fun-
damentally different dynamics can be expected in both sceanrios.

The difference between both baseline scenarios is most significant for China. China
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benefits most from technological spillover with a strong accelerating impact on
economic dynamics. Simultaneously energy consumption and emissions are much
higher in the presence of technological spillovers. Compared to recent historic de-
velopments, the spillover baseline scenario turns out to match the empiric dynamics
much better then the non-spillover scenario.

Baseline emissions are quite high, in particular for USA when compared to other
studies. This is accompanied by an extensive use of fossil energy resources. At
the very end of the century renewable energies would penetrate the market, when
either fossil resources are exhausted in some regions or extraction costs increase
dramatically.

3 Policy scenario

The baseline scenarios represent business-as-usual dynamics by neglecting the cli-
mate change problem. Within the policy scenarios this problem is taken into ac-
count. By adopting the target of the EU commission of keeping global mean tem-
perature increase below 2°C, the policy scenarios frame the search for optimal
mitigation policies. Technically, we used the optimal emission path that keep the
above climate goal within a model run with the global model MIND. This global
emission path is interpreted as the amount of emission permits that can be allocated
between the 4 regions. In allocating the permits, we follow the contraction & con-
vergence approach (Meyer, 2000; Leimbach, 2003). In the base year 2000 permits
are allocated according to the status-quo, providing the USA and Europe with a
higher per capita share then both other regions. Per capita allocation of permits is
assumed to converge over time with equal per capita allocation achieved in 2050.

The total amount of permits contracts over time, thus requiring emission reduc-
tion that will keep the 2°C temperature target. This target, however, can only be
met within a policy scenario that represents a co-operative (social optimum) so-
Iution. We formulate a second and third alternative policy scenario representing
fragmented policy regimes. We consider the possibility that either the USA or
China will not join the great coalition. The region that is not willing to accept
binding emission reduction commitments is assumed to run in a business-as-usual
mode, while all other regions are committed to the same amount of emission re-
duction as within the full co-operative policy regime. Emission trading is allowed
between all partners in the coalition, whereas the region outside the coalition is
excluded from emissions trading. In addition, the non-committed region is partly
excluded from technological spillovers. The spillover channel that affects energy
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efficiency is closed completely and the intensity of spillovers that increase labor
efficiency is reduced by 50%. This is a rather extreme scenario, but it reflects the
idea of combining a climate policy regime with a technological protocol and some
kind of trade sanctions.

Trade exists in consumptions goods, investment goods, fossil resources and emis-
sion permits. Subject to an intertemporal trade balance, trade decisions are en-
dogenous with two exceptions that simultaneaously restrict the degree of freedom
and avoid unplausible trade flows. We assume that USA, Europe and China are net
importers of resources over the entire time horizon and China and ROW are net
importers of investment goods.

Finally, in taking recent policy efforts into account, we assume Europe to adopt
a policy in support for renewable energy technologies. This is implemented as a
lower bound on new vintages build up in the renewable energy sector. Starting from
the initial value, this lower bound increases with 2% annually. On the other hand,
we restrict the increase of new vintages in the renewable sector to 3% anually in the
long run in order to avoid unplausible speed of market penetration. Initially, higher
growth rates are possible. The use of renewable energy technologies represent the
major mitigation option within the modeled system.

In summary, we investigate the impact of three policy scenarios. For each of these
scenarios we distinguish the spillover and the non-spillover case. In total, this
provides us with two baseline scenarios and 6 policy scenarios:

e BAU - business as usual

e BAU-S - business as usual with spillover

e CON - Co-operative policy scenario

e CON-S - Co-operative policy scenario with spillover

e No-US - USA is not part of the policy regime

e No-US-S - USA is not part of the policy regime with spillover

e No-CH - China is not part of the policy regime

e No-CH-S - China is not part of the policy regime with spillover.
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4 Policy analysis

While we consider the spillover scenarios as more appropriate then the non-spillover
scenarios, we use the latter for methodological reasons. Based on the comparison
of both types of scenarios, we will get some insights about the value added by

integrating a rather complex issue like technological spillovers.
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Figure 2: Optimal CO2 emissions

Starting with the co-operative solution, Fig. 2 shows the optimal emission trajec-
tories of the 4 regions for selected scenarios. Emission gaps between the baseline
trajectory and the optimal policy path are huge. Emissions have to be reduced by
50% in 2050 globally, with Europe demonstrating the most rapid reduction. China
grows with a higher rate in the spillover scenario. This increases the energy de-
mand of China (see Figs. 3 and 4). While an increasing share of this demand
is met by renewable energy, a certain amount is based on fossil fuels even in the
second half of the century. With China as competitive consumer on the resource
market, the USA reduces its energy demand slightly.

Most important variables within this analysis are the mitigation costs, characteriz-
ing the burden sharing between the world regions. Mitigation costs are measured
as the percentage loss of consumption in the policy scenario compared to the cor-
responding baseline scenario. Note that benefits due to avoided climate change
damages are not taken into account, but will probably shift consumption losses into
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gains when the policy scenario is compared with a reference scenario that includes
climate damages. Regional interactions bear the most significant impact on the mit-
igation costs. While already free trade smoothes regional differences (China and
USA benefit most from trade), technological spillovers equalize mitigation costs
additionally (see Fig. 5). China faces the highest cost in the co-operative policy
scenarios (around 4% in average). Capacities in the renewable energy sector can-
not be built up as fast as energy demand increases or are quite expensive. Europe
faces the lowest cost (around 1% in average). Across all regions, between 10% and
30% of the mitigation costs can be saved by emissions trading (see Fig. 6).

Absolute volumes of permits traded are shown in Fig. 7. USA buys permits over
the whole time horizon. The peak is around 1.7 GtC in 2025. ROW sells permits
of around 1 GtC over the whole time span. China starts as an seller, but becomes
increasingly a buyer of emission permits. The opposite applies to Europe. Permit
exports of Europe represent, however, only a small volume.
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Figure 5: Mitigation costs in CON-S scenario
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Before we analyze the results from model runs which assume a fragmented climate
policy regime, we want to discuss some trade-related aspects of the co-operative
solution. First, we observe that including spillover effects overall trade flows in-
crease. Second, trade flows are quite robust, i.e there are similar trade patterns
within the baseline and the policy scenarios. The only exception is trade in fossil
resources. Due to the impact of a limited number of emission permits the use of
fossil fuels (including imported ones) in energy production is restricted. In gen-
eral, Europe and USA represent importers of consumption goods and exporters of
investment goods (see Fig. 8). The opposite applies to ROW and China. ROW, in
addition, exports resources to all other regions. Despite of the similar trade pattern,
some changes can be observed comparing the co-operative policy scenario with the
baseline scenario. Total export in investment goods decreases slightly (see Fig. 9).
Since all regions are subject to an intertemporal budget constraint, this decrease is
mainly a reaction on the decrease in resources imports. Most remarkably, however,
is that Europe’s share on capital exports increases. In the second half of the century
even the absolute amount of Europe’s capital exports grow up. That is explained
by the spillover effect and the differentiated spillover channel. Under the condition
of a carbon-constrained world, foreign investments from Europe become slightly
more attractive. European foreign investments embody technological know-how,
that to a higher extent contributes to an increase of energy efficiency than techno-
logical spillovers from foreign investments of the USA.
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Figure 8: Trade flows (spillover scenario)
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Figure 9: Trade flow differences between baseline and policy scenario

Fragmented climate policy regimes change the trade pattern and mitigation costs
substantially. If the USA abstain from joining the climate policy regime, China and
ROW face significantly higher mitigation costs, although the amount of required
emission reduction is the same as in the co-operative policy scenario (see Fig. 10).
The USA, itself, gain in all periods compared to the co-operative policy scenario.
High costs for China is mainly due to the lack of technological spillovers from the
USA. To a somewhat lower extent this also applies to ROW. Europe benefits from
a lower permit price in the beginning and suffers from worsened terms-of-trade
effects later on. Due to a lower spillover intensity China and ROW grow at a lower
rate. Therefore, the price of consumption goods decrease not as much as in the co-
operative scenario. This hits Europe as importer of consumption goods. If China
will not join the climate policy regime, it again will suffer from less technological
spillovers. This loss cannot be compensated by a relaxed emission constraint which
allows to use cheap fossil fuels for a longer time. For the other regions, losses
compared to the co-operative solution in later periods are mostly compensated by
gains in early periods. Nevertheless, this scenario has no winner, but only losers
- China directly, and all regions by the impacts of climate change, which exceeds
the 2°C level, indirectly.
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Figure 10: Mitigation costs

5 Conclusions

Within this paper we presented a dynamic trade model that includes technological
spillovers and its application in a climate policy context. It turns out that

e Mitigation costs are strongly influenced by terms-of-trade effects

e trade patterns are quite robust between baseline and policy scenarios

e different climate policy regimes differ with respect to the international bur-
den sharing

e including trade sanctions and technology transfer restrictions will provide
incentives for developing world regions to join a climate policy regime

o technological spillovers provide an additional channel of smoothing/converging
mitigation costs

e advantages in energy saving technologies payoff in climate policy scenarios.

This last finding gives support to the hypothesis that there are some benefits for
forerunners in climate policies. This would be even more the case if we not only
consider advantages in energy efficient technologies but also in carbon free energy
technologies.

All model results are subject to a number of assumptions and simplifications, in
particular:
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parts of the parameters lack of a regional differentiation (e.g. elasticities of
substitution, income shares, R&D parameters

foreign and domestic goods are considered as perfect substitutes which re-
sults in undue spezialization

uncertainty about model parameters (e.g. spillover intensity and learning
rates)

limited disaggregation of the energy sector; neglection of the option of car-
bon capturing and sequestration.

This list identifies aspects of model elaboration and future research demand.

References

[1]

(2]

[6]

(71

Alcamo,J. (1994). IMAGE 2.0 - Integrated Modeling of Global Climate
Change, Kluwer, Dordrecht.

Bernstein, PM., Montgomery, W.D., Rutherford, T.F. (1999). Global Impacts
of the Kyoto Agreement: Results from the MS-MRT Model. Resource and
Energy Economics 21, 375-413.

Blomstrom, M., Globerman, S., Kokko, A. (1999). The determinants of host
country spillovers from foreign direct investments: review and synthesis of
the literature. SSE/EFI Working Paper Series in Economics and Finance, No.
339, School of Economics, Stockholm.

Edenhofer, O., Bauer, N., Kriegler, E. (2005). The Impact of Technological
Change on Climate Protection and Welfare. Ecological Economics 54, 277-
292.

Hejazi, W., Safarian, A.E. (1999). Trade, Foreign Direct Investment, and
R&D Spillovers. Journal of International Bussiness Studies 30, 491-511.

IEA (2002). World Energy Investment Outlook. International Energy Agency,
Paris.

IEA (2003). World Energy Investment Outlook. International Energy Agency,
Paris.

21



(8]

[9]

[10]

[11]

[12]

[13]

[14]

[15]

[16]

[17]

[18]

[19]

[20]

IEA (2006). World Energy Investment Outlook. International Energy Agency,
Paris.

Jordaan, A.J. (2005). Determinants of FDI-Induced Externalities: New Em-
pirical Evidence for Mexican Manufaturing Industries. World Development
33, 2103-2118.

Kokko, A. (1993). Foreign Direct Investments, Host Country Characteristics,
and Spillover. Dissertation, EFI/The Economic Research Institute, Stockholm
School of Economics, Stockholm.

Kypreos, S., Bahn, O. (2003). A MERGE model with endogenous technolog-
ical progress. Environmental Modelling and Assessment 19, 333-358.

Lee, J.-W. (1995). Capital goods import and long-run growth. Journal of De-
velopment Economics 48, 91-110.

Leimbach, M. (2003). Equity and carbon emissions trading: a model analysis.
Energy Policy 31, 1033-1044.

Leimbach, M., Eisenack, K. (2007). A trade algorithm for muli-region models
subject to spillover externalities. Journal of Economic Dynamics and Control,
submitted.

Manne, A.S., M. Mendelsohn, R. Richels (1995). MERGE - A Model for
Evaluating Regional and Global Effects of GHG Reduction Policies. Energy
Policy 23, 17-34.

Meyer, A. (2000). Contraction & Convergence: the Global Solution to Cli-
mate Change. Schumacher Briefing No.5, Green Books Ltd., Foxhole.

Nordhaus, W.D. (1992). An Optimal Transition Path for Controlling Green-
house Gases. Science 28, 1315-1319.

Nordhaus, W.D., Boyer, J. (2000). Warming the World: Economic Models of
Global Warming. MIT Press, Cambridge, MA.

Nordhaus, W.D., Z. Yang (1996). A Regional Dynamic General-Equilibrium
Model of Alternative Climate-Change Strategies. American Economic Re-
view 86, 741-765.

Takii, S. (2004). Productivity Differentials Between Local and Foreign Plants
in Indonesian Manufacturing, 1995. World Development 32, 1957-1969.

22



A Appendix A - List of parameters and variables

symbol parameter/variable

1,7 region (Europe, China, USA, ROW))

i sector
k production factor
t time
z time step, five years
T vintages of renewable
o) discount rate
4] depreciation rate
w welfare
pc (i) substitution elasticity in consumption sector
Pf substitution elasticity in fossil energy sector

C(i,t) consumption in region ¢ at time ¢

L(i,t) labour in region ¢ at time ¢

E(i,t) total energy in region ¢ at time ¢

Yo (i, t)  output in consumption sector in region i at time ¢
Yi(i,t) output in investment sector in region ¢ at time ¢

I(i,t) total investment in region ¢ at time ¢
Kc(i,t)  capital stock in consumption sector in region ¢ at time ¢
Ki(i,t)  capital stock in investment sector in region ¢ at time ¢
Ky(i,t)  capital stock in fossil sector in region ¢ at time ¢
Kq(i,t)  capital stock in resource extraction sector in region ¢ at time ¢
&r(iyt) distribution parameter for factor X in consumption sector in region ¢ at time ¢
13 f: (i,t) distribution parameter for factor X in fossil energy sector in region ¢ at time ¢
O part of factor X in investment good production function
Do (i) total factor productivity in consumption sector in region ¢
D (7) total factor productivity in investment sector in region 4
(i) total factor productivity in fossil energy sector in region %
A(i, t) labour efficiency in region 7 at time ¢
B(i,t) energy efficiency in region 7 at time ¢
D(i,t) primer energy efficiency in region % at time ¢
¢() productivity of labour efficiency growth rate in region 4
n(7) productivity of energy efficiency growth rate in region %
Q exponent in research and development labour augmentation
Ié) exponent in research and development energy augmentation

spr(r,i,t)  spillover in labour by trade from region r to region ¢ at time ¢

spp(r,i,t) spillover in energy by trade from region r to region i at time ¢
rda(i,t)  Research and Development in labour efficiency in region 7 at time ¢
rdg(i,t)  Research and Developm62n3t in energy efficiency in region 7 at time ¢



parameter/variable

investment in consumption sector in region ¢ at time ¢
investment in investment sector in region ¢ at time ¢
investment in non fossil energy sector in region ¢ at time ¢
investment in fossil energy sector in region ¢ at time ¢
investment in resource extraction sector in region ¢ at time ¢
investment in renewable energy sector in region % at time ¢
fossil energy in region 7 at time ¢

renewable energy in region ¢ at time ¢

non fossil energy in region 7 at time ¢

fossil primary energy in region ¢ at time ¢

marginal extraction costs in region ¢ at time ¢

cumulative resource extraction in region ¢ at time ¢
resource extraction in region ¢ at time ¢

production factor of extraction sector in region ¢ at time ¢
maximal productivity in extraction sector in region ¢ at time ¢
inverse learning rate in resource sector in region ¢

learning dampening factor

vintage in renewable energy capacities in region ¢ at time ¢
load factors of

weights for renewable vintages

floor investment costs of renewables

capital coefficient in renewable energy in region ¢ at time ¢
cumulative installed capacity of renewable in region ¢ at time ¢

learning rate parameter in renewable energy sector in region ¢ at time ¢

stepping on toes parameter in renewable energy sector
global CO2 emissions

emission permits

export of fdi goods from region ¢ to region r at time ¢
export of goods from region ¢ to region r at time ¢

export of resources from region ¢ to region r at time ¢
export of energy from region ¢ to region r at time ¢

price of good j for trade from region ¢ to region r at time ¢
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B Appendix B - equations of some energy sectors

B.1 fossil resource extraction sector

Primary fossil energy is produced from energy resources 0 and net resource im-
ports Xp:

PE(i,t) = m(i,t) - [Q(i.t) = Y (Xg(i,r,t) — Xn(r,i,t)]. (1)

r

m represents a conversion factor that converts carbon into Joule. The extraction of
fossil resources is restricted by the capacity constraint

Qi,t) -mC(i,t) = K(i,t) - Kg(i,t). (18)
mC denotes the marginal cost of extraction (i.e. the price of resources) and K rep-

resents the productivity of the capital stock in the extraction sector. The marginal
cost of extraction are derived from the so-called Rogner curve

. : Xa
mO(i,t) =1+ x2(7) (CQ(”)) . (19)

xi(i) \ X3

The cumulative amount of extraction cQ is given by
cQ(i, t+ 1) =cQ(i,t) + z - Q(i, t). (20)

The productivity of the capital stock in the extraction sector subjects to learning by
doing and evolves according to:

) = 160 [t (e 1600 (52 ((3055) 1))

B.2 renewable energy sector

Vintage capital V is build up by investments and transformed into capacity units by
taking the floor costs fC and the capital coefficient ~ into account:
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Iren<i7 t)

Vi) =2 o )

(22)

Similar to the extraction sector, endogenous technological change takes place in
the renewable energy sector. Based on the cumulated installed capacity ¢V, with

¢N(iyt) = eN(i,t — 1) + V(i t), (23)

productivity of the renewable energy sector changes:

k(i,t) = k(,0) - (cN(i,O)

C Appendix C - equations of calibration

The first directorial derivations of the production function for consumption goods
Yo are

Y, .
%LC — B0E (1 — By )P APe Loty re 25)
0C _ apeep(1 —opyomremretyi e 26)
and oY,
R, = YKL @7)

So the income shares are

aYC i — PHrcC _ pc APC i re

oL Yo P En(l = 0p)" A Yo

aYC £ — HPC _ pC RPC £ re

v = Wen(1 - by (o (28)
oYy Ko Ko\ "¢
i (I)PC — .
DKo Yo tC Sk <YC>

This can be used for the calibration. Given are the start values Ycoq, Lo, Eo, Kco,
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then it should be

oYy K, Kc\©
20 progy <C> =&k

OKc Yo Y
c Yo Ko\ Y (29)
Qe | = =1 oo = 2
= c <Yc) - e KCO
aYC L _ HPC pPC APC L\ =
L e e () =
L\ Yeo Kco
— PPC(1 -0 pcApc(> =1 —- Ay = =
o ( L) Yo 0 (1—-0r)Lo®c (1 —061)Lo
(30)
3YC E —_ HPC pPC RPC L r =
9B Yo o 1 0e)C B (T ) =k
E\rc Yeo Kco
— PPC (1 — .)PC BPC <> =1 By = =
C ( E) Yo 20 (1 —0p)Ey®c (1-0g)Ey
(31)
Same for Y7.
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