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Discounting Climate Futures
What is Discounting?
Much financial decision-making relies on the time value of money, where
a "dollar today is worth more than a dollar tomorrow."
In practice, organisations reflect this by reducing the value of future
financial returns by applying discount rates.
The implications for climate change are often that it is better to save
money today rather than embarking on costly efforts to reduce climate
damages tomorrow. This creates intergenerational equity concerns.

What Does it Impact?
Renewable
Investment

Social Cost of
Carbon (SCC)

Social Value
of Offsets (SVO)

Should we use lower discount rates for
renewables versus other investments?
This would allow their emission reduction
benefits to be reflected in financial
returns
However, why would a business, if it wants
to maximise its profits, discount a
renewables project at a lower rate than a
potential investment in fossil fuels?

This places a value on the cost to society of
future climate damages, or the
"externality"; it's often used as the basis for
carbon pricing policy and cost-benefit
analysis.
A higher discount rate lowers the SCC,
reducing the present value of this future
externality; if used for carbon pricing this
means fewer policies are cost-effective.

This emerging concept describes the value
to society of offsetting emissions through
reduction or removal offsets. This is based
on the SCC and adjusted for offset-specific
factors.
Like the SCC, lower discount rates
incentivise us to pay for more expensive
offsets rather than "live with" the
externality of our emissions.

What is the Correct Rate?

What are the Implications?

It's highly debated. Answers range from 7%+ to no discount rates
at all.
Markets typically expect 4-7% returns But investors seek higher
returns to justify risk-taking choices. Climate change is the
opposite: as risk increases over time, rates should be less than
risk-free interest rates (1-2% in Europe/N.America; 3% globally).
For applications outside of climate change (e.g. health), social
discount rates are typically 3-4%. However, the timeframes that
climate damages cover are much longer.
Two notable environmental economists, LSE's Lord Stern and
Yale's William Nordhaus, originally suggested 1.4% and 3%
respectively for climate change.
Stern is now among a group of economists advocating for very low
discount rates due to climate's unique challenges, typically under
1%. Some even argue that climate should have negative discount
rates, as future tipping points mean that action gets riskier the
longer we delay.

Low discount rates incentivise preventative actions, while high
rates discourage immediate action for long-term climate risks.
Discounting at 2% means that a child's life born 35 years from now
is worth half of that of a child today.
When the Trump Administration's Environmental Protection
Agency used 7% discount rates to justify repealing the Clean
Power Act, this reduced the SCC from $50/tCO2 to $5/tCO2.
Nevertheless, it's hard to use high discount rates. Democracies'
short-term electoral cycles are not conducive to long-term
planning, people rarely think of long-term, far-off risks, and
businesses would have to value social responsibility over profit
maximisation.
If high rates are used to justify delaying action, we risk passing
climate change's burden onto future generations.
Do we therefore prioritise the welfare of those today or mitigate a
really bad, but somewhat unknown just how bad, risk for
generations tomorrow?
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