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Impact of Proposed Cap-and-Invest Regulations 
on California Refiners 

 
 

The brief discusses the impact of the proposed cap-and-invest regulations on compliance costs to 
California refiners from 2026 to 2035. Our estimates focus on stationary compliance costs only – that 
is, the costs imposed on refiners related to emissions from the refining of fuel. They do not include 
compliance costs for gasoline and diesel combustion (cap-at-the-rack).  
 
Estimated Stationary Compliance Costs to California Refiners  
 
Our projections of annual compliance costs of the proposed regulations are summarized in Figure 1. 
These projections are based on publicly available data. Annual compliance costs increase from $357 
million in 2026 to $1.5 billion in 2035 under our standard projection, and from $267 million to $908 
million over the same period under our conservative projection.  The cumulative cost to the 
industry over the 10-year period would range from $5.4 billion to $9.0 billion.  
 
Figure 1 
Annual Cap-and-Invest Stationary Compliance Costs – Refining Industry 
 

 
 
Factors Behind the Increase in Compliance Costs 
 
The increase in compliance costs over the next decade is due to (1) a more-than-50 percent decline in 
free allowance allocations (which leads to a corresponding increase in number of allowances that must 
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be purchased1 at auction), and (2) a near doubling of the average allowance price under the proposed 
regulation. The main steps in our calculation, along with the underlying assumptions and sources, are 
provided in the Appendix. The difference between the standard and conservative projection is solely 
due to different assumptions about future allowance prices. Other inputs are identical between the 
two projections, as they are either specified in the regulation itself or are tied to California Air 
Resources Board (CARB) assumptions.   
 
Why Increases in Stationary Compliance Costs Matter 
 
The projected increase in stationary compliance costs is especially significant because out-of-state 
refiners do not have to purchase allowances associated with their emissions. This puts California 
refiners at a further competitive disadvantage compared to out-of-state refiners, and it increases the 
risk of further closures and losses of in-state gasoline, diesel and jet fuel supplies.  
 
California refineries are under considerable pressure from high operating costs and tight operating 
margins. In 2024, HSB Solomon Associates, LLC (Solomon) compared the costs of producing 
transportation fuels (gasoline, diesel, and jet fuel) for 300 refineries across the globe representing 85 
percent of total worldwide capacity.2 The study found that California production costs were among the 
highest in the world, and well above counterparts in other U.S. regions and Asia (Figure 2). 
 
Figure 2 
Solomon Estimate of Relative Costs of Producing Transportations Fuels 
Worldwide Distributions, 2024  

 
CTF = Cost per barrel of transportation fuels (gasoline, diesel, and jet fuel). CTF includes costs of raw materials, 
operating expenses, and the cost to purchase biofuels. 
 

 
1 While refiners could, in theory, avoid allowance purchases by investing in emission-reduction technologies, the reality is that such 
technologies (e.g., carbon capture and sequestration) are extremely expensive, would require long lead times for permitting and 
construction, and would be extremely difficult to justify financially given California’s high costs, comparatively low operating 
margins, and the state’s plan to phase out use of gasoline and diesel over the next two decades.   
2 Source: Solomon CEI & CTF Sensitivities. HSB Solomon Associates LLC. February 2026 
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Our review of recent 10-Q financial reports submitted to the U.S. Security and Exchange Commission 
indicates that average operating margins for West Coast refineries (almost exclusively located in 
California) were less than one-half of the average margin of their counterparts in the Gulf Coast, 
Midwest, and Atlantic regions of the U.S. in both 2024 and 2025 (Figure 3).3 It is important to note 
that operating margins exclude depreciation, interest, and other special charges – and thus overstate 
actual profits earned by refiners. 
 
Figure 3 
Operating Margins Reported by Refiners, by U.S. Region  
 

 
 
The lower margins are primarily due to much higher operational expenses in California, which are, on 
average, nearly double those in other states These costs reflect the higher expense of producing 
reformulated fuels meeting California’s standards as well as high costs of other regulations, electricity, 
materials, labor, and insurance in the state.  
 
These costs have contributed to the closure or conversion to biofuel production of several California 
refiners in the past six years. Most recently, Phillips 66 closed its complex in Wilmington and Carson in 
late 2025, citing lack of sustainability of the refinery’s operations, and Valero is closing its Benicia 
refinery in early 2026, citing high operating costs, stringent California environmental regulations and 
significant financial losses. The remaining refiners face challenges associated with declining domestic 
crude oil supplies, mandated inventory requirements, challenging regulatory requirements by regional 
air boards, and (after a 5-year hiatus) ongoing threats from penalties on “excessive” profits (with no 
offsets for down years). 
 
The additional compliance costs resulting from the proposed Cap-and-Invest regulations, imposed on 
top of California’s already-tough operating environment, would likely eliminate a significant portion, if 
not all, of California refiners’ future annual net earnings. The implication is an extremely high “leakage” 
risk, where further shutdowns in California refinery operations result in additional CO2 emission from 
the refining and lengthy transport of refined fuels from foreign regions that have less stringent 
environmental standards. Greater reliance on imports also implies losses of thousands of high-paying 
jobs in refining, building-and-trades, and other related industries, as well as greater fuel supply 
challenges and risks, likely resulting in higher prices at the pump for households and businesses in this 
state. 

 
3 Capitol Matrix Consulting Calculations based on 10-Q reports for 2025:4, which include annual totals for 2024 and 2025, for the 
following companies: Valero Energy Corp; Phillips 66; Marathon Petroleum; and PBF Energy Inc. Excludes Chevron U.S.A. Inc 
because its results are not broken out by region.  
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Appendix:   Key Factors in the Compliance Cost Projection  
 
 
The stationary cost of compliance to the refinery industry is equal to the number of emission 
allowances that must be purchased each year times the average cost per allowance. The specific steps 
in the calculation are shown in Table 1. The headers for each column are described below:  
 

 We assume a total of 22.9 million metric tons (mt) are emitted each year 

emissions shown in the California Air Resources Board (CARB) reports for 2021 through 2024 
4  

 Cap Adjustment Factor. -2 of the proposed 
regulation.5 The CAF declines from 65 percent of covered allowances in 2026 to 25 percent by 
2035. 

 Emissions Covered by Allowance Allocation each year is equal to total emissions (in metric 
tons) times the CAP times 90 percent. The 90 percent is based on the benchmark factor used by 
CARB in its allowance allocation methodology, which is set at 90 percent of average industry 
emissions per unit of output.6  

 Remaining Emissions Not Covered by Allowance Allocation is the difference between total 
emissions and emissions covered by the allowance allocation.  

 Average Allowance Price. Under the standard projection, the average price each year is the 
mid-  (APCR1) 
price. This is consistent with the assumption used by CARB in its Standardized Regulatory 
Impact Analysis (SRIA) of the extended cap-and-invest program.7 Our conservative projection 

projection. The reason that average allowance prices increase each year is that the proposed 
regulation both the by 5 percent 
plus 8  

 Compliance Cost to Sector is equal to emissions not covered by free allowances times the 
average price per allowance.  

 
4 See CARB, Mandatory CHG Reporting – Reported Emissions. https://ww2.arb.ca.gov/mrr-data   
5 See CARB, Proposed Regulation Order, Page 218. 
https://ww2.arb.ca.gov/sites/default/files/barcu/regact/2026/cap_invest/nc_app%20a-1.pdf  
6 See CARB, Initial Statement of Reasons for the Cap-and-Trade Program, Appendix J, page 35. 
https://ww2.arb.ca.gov/sites/default/files/barcu/regact/2010/capandtrade10/capv4appj.pdf. For a more general discussion of CARB’s 
allowance allocation process for refineries and other industrial facilities, see “Allowance Allocation to Industrial Facilities.” 
https://ww2.arb.ca.gov/our-work/programs/cap-and-trade-program/allowance-allocation/allowance-allocation-industrial  
7 See Table 50 of CARB’s April 2024 Standardized Regulatory Impact Assessment for the extended Cap-and-Invest Program. 
https://dof.ca.gov/media/docs/forecasting/economics/major-regulations/major-regulations-table/nc-Cap-and-Trade_SRIA2024.pdf  
8 Specifically, the inflation is defined in the regulation to be the annual percent change in the U.S. Consumer Price Index for all 
Urban Consumers (CPIU). Our estimate of CPIU increases averages 2.4 percent per year through 2035. The estimate is consistent 
with the Department of Finance January 2026 forecast through 2030 and extended at an annual rate of 2.3 percent thereafter. 
https://dof.ca.gov/forecasting/economics/economic-forecasts-u-s-california-counties.  
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