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Overview

Several characteristics of the climate change problem make policy credibility crucial for private incentives for low-carbon investment. The long lifetimes of CO2 in the atmosphere and of energy infrastructure require a long-term perspective. Decarbonizing the global economy involves investments in novel technologies that depend on policy for payoffs.  Because these policies entail short-run costs and only yield benefits at a later stage, policy makers frequently favor shifting these costs to the future, which results in time-inconsistent policies1. 

Credibility problems are well established in the climate policy literature, with previous work pointing to the costs of weak credibility2, the role of the long term
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, and the importance of perceptions6.  A particular focus has been the effect of credibility on carbon prices7,8 and the consequent need for complementary policies
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However, less attention has been paid to the question of how persistent uncertainty—both about the problem and potential solutions—necessitates reacting to new information. Climate policy design needs to navigate a tradeoff between making commitments that are sufficiently credible to stimulate transformation and retaining flexibility to adjust
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.  This trade off however is quite familiar in other policy areas, such as monetary policy.

As a further complication, long time horizons and deep uncertainty combine to provide political actors with strong incentives and ample opportunities to influence the policy process, potentially undermining incentives for low-carbon investment.  Many actors with heterogeneous stakes are involved and policies will create winners and losers15. Hence, for policies to be efficient in the long run, policy makers need to consider second best solutions taking into account the limitations of governments.
Methods

The goal of this paper is to generate a broad set of possible remedies for addressing credibility problems and then characterize the advantages and disadvantages of each.  First, we review the theory and practice of addressing credibility problems in monetary, fiscal, and trade policy.  Second, we apply this framework to assess how credibility is addressed in the Nationally Determined Contributions (NDCs) agreed on within the United Nations Framework Convention on Climate Change (UNFCCC).  Finally, we set up a taxonomy for evaluating policy alternatives in terms of their effect on incentives for investment in low-carbon technology.
Results
The experience from monetary, fiscal, and trade policy points to the crucial roles that expectations about future policy play in affecting the incentives of economic actors.  In each of these cases, there is a trade-off between strong commitments associated with tying future policy makers’ hands with rigid rules and the weaker incentives allowing discretion to react to new information.  Tools they have used include announcing general targets that allow for some flexibility, allocating discretion to independent authorities rather than elected officials, and making use of reputational effects. In particular, we emphasize the importance of (1) monitoring and review, (2) clearly defined safeguards, and (3) distributional policies that allow creating winners and compensating losers. 

Based on these insights, we develop a taxonomy of policy alternatives to address credibility issues in climate policy.  For each alternative we summarize the advantages and risks.  We aim to include a broad set of policies to span the spectrum between policies prioritizing flexibility and those prioritizing commitment.  A primary objective is that elucidating these aspects of these policy instruments allow for various weighting on characteristics to account for heterogeneous political, legal, and other contexts.  In many cases, applying a combination of these approaches may be preferable.  We summarize the alternatives with the following table:
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In our review of the UNFCCC NDCs, a preliminary assessment shows a distinct contrast between countries combining high ambition with few specifics (Nigeria) and those with more modest targets but quite detailed plans to meet them (Mexico).  The UNFCCCs recent agreement to “take stock” of commitments every five years is a policy innovation with potential to address credibility problems.
Conclusions

In a concluding section, we summarize implications for national and international policy design. For example, acknowledging heterogeneity and dynamism in countries means that optimal policy combinations could vary.  In contrast, some policy combinations may seem especially attractive and robust to differences in national contexts.  We also include hypotheses amenable to empirical work and provide other directions for future research. 
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