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Overview

• The Climate Policy Problem
What are the main Issues

• What Needs to be Done?
• Lessons from History for Regime Design
• The Role of Prices
• The McKibbin-Wilcoxen Blueprint for 

national and global action 
• Conclusion
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The Problem

• What matters for the climate is the 
concentration of greenhouse gases in the 
atmosphere

• Concentrations are the accumulation of 
annual greenhouse gas emissions 

• Emissions is any particular year are not 
critical but the cumulation over time is
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The Policy Problem

• How to deal with the enormous 
uncertainties surrounding climate change?
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What Needs to Be Done?

• Need major current and future emitting 
countries involved in a system not 
necessarily all countries

• Need all of the economy involved not just a 
particular sector

• Need to change the sources of demand and 
supply of greenhouse gas emissions
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What Needs to Be Done?

• Need to build constituencies across society 
that support the policy in their own 
financial self interest

Fossil fuel producers facing reduced demand for their 
products
Consumers facing higher energy prices
Politicians with an incentive to lobby to reject a policy 
in favor of a narrow constituency
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What Needs to Be Done?

• Build on existing national institutions

Legal, accounting, financial, market experience

Developing new international institutions will delay 
action and will likely be infeasible
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What Needs to Be Done?

• establish clear property rights over carbon 
emissions over a long period of time as a basis to 
provide incentives for all involved within a country 
to want to reduce carbon emissions

• create a capacity for individuals and companies to 
manage climate risk

• Encourage the emergence, adoption and diffusion of 
existing and new technologies to reduce emissions
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An International Regime needs to be Flexible

• Need to be able to start in individual 
countries with known costs

• Need to be able to add countries over time

• Need to be able to adjust the system as 
information is revealed

• Need to allow for particular national 
circumstances (forestry, black carbon etc)



10

Lessons from History For Designing 
Global Policy Regimes



Lesson 1: There is not a Single World 
Currency – there will not be a global 
emission permit

• Money like emission permits are promises 
of governments

• Governments have different degrees of 
credibility and different incentives

• Attempts to create a global permit market 
will probably end in the same way the 
Bretton Woods monetary system in 1971 
with severe disruption
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Lesson 2: Monetary policy

• For many years central banks targeted the 
stock of money and let short term interest 
rates fluctuate

• Tying down expectations of the goal of 
policy and implementing policy through the 
interest rate works very effectively

• The same idea can be applied to climate 
policy – a short run price goal and a long 
run quantity goal
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Core of the policy debate

• Can pick a target for emissions nationally or 
globally and generate an uncertain price (Quantity 
approach - Kyoto Approach)

• Can pick a price for emissions (equal to expected 
benefits) and this will lead to an uncertaian 
reduction in emissions (Tax approach)

• Can create a Hybrid System which combines long 
run targets without precise timetables and a safety 
valve through price caps over time (McKibbin 
Wilcoxen Blueprint,  PM’s Emissions Trading Task 
Group) 
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The Role of Prices
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The Role of Prices

• Price signals should be both short term 
and long term

• Price signals should be credible 
Otherwise investment will not be forthcoming

• Price signals are crucial for encouraging
Demand side management
The emergence of alternative technologies
The adoption and diffusion of alternative technologies

• Short run prices can more easily be used 
than emission targets to line up costs with 
expected benefits
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Lessons from Economics?

• Need a policy with best features of permits, taxes 
and subsidies

• Like a tax:
Should guarantee that costs won’t be excessive

• Like permits:
Should avoid huge transfers to the government

• Like subsidies:
it should encourage the search for technological solutions



19

The McKibbin Wilcoxen Blueprint

• Aim 
Impose a long term carbon goal for economies
Generate a long term price for carbon to guide 
energy related investment decisions
Line up short term economic costs with expected 
environmental benefits
Provide a way for corporation and households to 
manage climate risk
Can be an internationally coordinated system or a 
national system that evolves into an international 
system
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Components of the Policy

• Long-term permits
A bundle of annual permits with different dates that 
the permits can be used
Quantity of permits over time is the long run goal 
Supply is fixed (and diminishing)
Traded in a market with a flexible price



21

Components of the Policy

• Annual permits
Must be acquitted against carbon emissions in the 
year of issue
Expire in year of issue
Elastic supply from national government
Price fixed for five (or ten) years and then reset given 
information available
Act as a “safety valve” to cap short term costs
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Prices

• The price of a long term permit is 
determined by demand given a declining 
supply

• The price of the long term permit is the 
expected future price of short term carbon 
permits

• The Economic costs in any year is the 
short term price of an annual permit
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Allocation

• Those who need permits are not 
necessarily the same as those who own 
the permits

• Allocate long term permits freely to fossil 
fuel intensive industry and households

• Initially only those who embody carbon in 
energy need a permit each year.
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Overall

• Creates incentives for investment
Raises the marginal cost of emissions into the future

• Incentives are credible
Built-in constituency of long term permit holders
Robust to accessions and withdrawals
Operates within existing institutions

• Provides a foundation on which to build
Completely consistent with technology policies
Provides incentives for adoption and diffusion
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Expandable within and across economies

• Because it is a domestic system, other 
abatement activities can be included as a 
way to generate annual permits with the 
revenue going to these activities instead 
of the government
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Main Concept

The long term permits are the medium term goals for 
emissions without a timetable of when they are 
reached

The short term permits are the economic costs to the 
economy

Move through a low cost path from the short run to 
the longer run in decadal steps with profit incentives to 
reduce emissions wherever cost effective
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Climate Policy as Monetary Policy

Long term government bond market prices interest rates 
over long horizons given a stock of government debt (like 
long term permits)

Central banks set the short term interest rate - the supply of 
financial liquidity is generated by the market (like annual 
permits).

The long term interest rate (which is flexible) is the expected 
value of future of short term interest rates (which are fixed 
in any period)

An independent Central Bank of Carbon within each country 
manages the policy
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Coordination of National Permit 
Markets

• Independent but coordinated via PT

Japan

US

EU

Australia

PT
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A Hypothetical Illustration
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How to Bring in Developing Countries ?

The MWB approach can be applied in 
countries at different levels of 

development
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Developing Countries

• Negotiate a long term permit allocation that 
is larger than current emissions

• Price of annual emission permits (or 
economic cost) is zero in the short run 
because more permits than needed
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Developing Countries

• Price of long term emission permits will be 
non zero giving important signals for 
investment projects

• Over time the permit price in countries will 
equalize as developing countries “ability to 
pay rises”



43

Conclusion

• Climate policy at the global level is in a 
state of considerable flux and a new 
direction away from rigid targets and 
timetables is needed

• The hybrid approach is a realistic way 
forward that satisfies many of the 
requirements for a sustainable climate 
regime
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Background Papers

www.sensiblepolicy.com
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