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Consensus and dissensus

Wide consensus by now on the physics of climate change

Much less so on the economic implications of climate change mitigation
* Model simulations are more confusing than informative

« Uncertainty about the basic mechanisms

Analysis of macroeconomics of climate action has made progress
» Significant areas of consensus
* Yet significant disagreements remain
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Broad consensus on six fundamental issues (1)

1. Whatever the views on the economic consequences of climate action, no
action would be much worse

2. Green innovation is necessary for a successful transition. Only when green
products are cheaper and provide better results will they replace fossil fuel-
based ones widely enough to matter.

3. Some households, nations, and businesses are bound to be negatively
affected by decarbonization. If climate action stalls, it will probably be for
having neglected to tackle these burdens with sufficient resolve.
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Broad consensus on six fundamental issues (2)

4. The magnitude of job displacement due to the transition is limited as a share

of the workforce, but from a political economy standpoint they can still be a
significant stumbling block.

5. Heterogeneity of national climate policies is here to stay. The world has to
find ways to accommodate these differences in a way that neither impedes
green progress nor blocks growth through trade.

6. The Global South is vulnerable to transition risks. Many countries lack
resources, fiscal space, external financing space. It is in the high-income
North’s own interest to find ways to provide support.
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Four key points of contention

1. Assessments of the medium-term growth impact of the transition
remain divergent

2. The range of estimates for the price of carbon needed to reach net zero
IS very wide

3. The choice of instruments to incentivize the private-sector transition
remains in dispute

4. Itis uncertain whether the fiscal consequences of the transition to net
zero will be minor or major
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Growth impact

« Main channel of decarbonization is the substitution of capital for fossil fuels
+ Potentially profitable in the long run as implies lower OPEX
 But requires significant upfront investment

Alternatives

a. Climate investment substitutes standard investment > adverse productivity
effect

b. Climate investment in addition to standard investment > higher aggregate
Investment globally, impact on r*

» In both cases growth impact can be adverse
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Price of carbon

« Hassler, Krusell and Olovsson: “substantial effect” of $20/t carbon price

« Wunsch: marginal abatement cost is $300/t
« US EPA puts Social Cost of Carbon at $225/t

Moreover, there is a case for differentiating among countries, depending on
development level

»Conceptual and empirical disagreements are obstacles to effective action
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Choice of instruments

Carbon pricing, subsidies, or a mixed strategy?

 Carbon pricing has desirable properties (cost-effectiveness), but triggers backlash
» Subsidies satisfy the political economy constraint, but at high fiscal cost

« Regulation can be effective but puts the burden on private agents

« Mixed strategy (pricing, subsidies and regulation)
* 2 Instruments to address 2 externalities (Acemoglu-Aghion)
« Subsidies alleviate the transition cost for low and middle-income households
- Higher credibility of a mixed strategy

»Agreement on adequacy of mixed strategy, but weighing of
instruments differs
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Fiscal consequences

Current policies are not “scalable” (IMF 2023)
Wide range of estimates

Why?
 Loss of tax revenues
* Fiscal conseguences of alternative instruments (carbon taxes vs. subsidies)

* Political economy constraints

>Major issue in a fiscally constrained context
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Policy implications

Government action is indispensable to trigger the transition

The long-term growth implications of climate action are most probably positive
Obstacles are primarily of political economy nature

As green innovation is part of the solution, it should be supported

The fiscal cost of the transition will be high, but manageable

There is a case for partially financing the transition with public debt

The trade consequences of heterogeneous action plans must be managed
There Is a strong case for supporting green investment in the South
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“The green transformation is the most radical worldwide structural reform
in the history of mankind”

Olivier Blanchard, April 2024
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