Macroeconomics in the

Age of Climate Change

A CONVERSATION WITH
DunNcAN FOLEY AND LANCE TAYLOR,
ProOFESSORS OF EconomMIcs, THE NEw SCHOOL

On March 23, the Tufts Global Development and Environment
Institute (GDAE) awarded its 2015 Leontief Prize for Advancing the
Frontiers of Economic Thought to Duncan Foley and Lance Taylor. The
Leontief Prize recognizes the contributions that these researchers have
made to our understanding of the relationships between environmental
quality and the macroeconomy.

FLETCHER FORUM: What is meant by the phrase, ‘Macroeconomics in the
Age of Climate Change?” What is different about economic policy today in an
era of climate change, and what will be the key challenges economists face as
climate change intensifies?

DUNCAN FOLEY: [ think it would be better to call it growth theory [rather
than macroeconomics when discussing] climate change because macroeco-
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nomics tends to be focused on a relatively short-term business fluctua-
tion period. There is certainly some interplay of climate damage with that,
which is an interesting topic, but more important is the long-term impact
of climate damage on economic growth and performance, standards of
................................................................. living, and those kinds of changes. And
why is it important? Well it’s impor-
tant because for a long time the earth’s

[Climate change] is having

definite repercussions on population was small enough and the

economic performance, amount of fossil fuel we were burning
distribution, and standards was small enough that you could ignore
of living levels, so you have [the impact], which economists tended

to do in making analyses of economic

to take it into account in _
growth. But since the Second World

growth theory.

War we have reached a point where
................................................................. [thCSC faCtOI‘S] are no longer anligiblC
in relation to the geophysics of the planetary environment. It is having
definite repercussions on economic performance, distribution, and stan-

dards of living levels, so you have to take it into account in growth theory.

LANCE TAYLOR: You're basically talking about two dynamic processes
that have their own time scales. One is that, for the last couple of centuries,
rich countries have been thriving because of ongoing economic growth
at something like 2 percent per year per capita. Way back 150 years ago
greenhouse gas was quite stable and gradually it has been building up over
time. The trouble is that the growth rate of CO, is now beginning to catch
up with the growth rate of output, so essentially what is going to happen is
that, depending how things work out, this growing carbon dioxide concen-
tration in the atmosphere is in one way or another going to hammer output
back down. Over what time frame that happens is not obviously clear
and it is also complicated by a lot of other factors (for example methane
escaping from holes in the tundra in Siberia) .... but nevertheless you're
talking about a few decades before buildup of CO, is sufficient to really
begin to hammer the economy. But once that happens then there could be
a very difficult adjustment and it may have to be an adjustment that’s very
fast. All this is not understood well quantitatively. But trying to figure out
how it will play out is a very important project.

FOLEY: There are two models we are presenting today. One is a more
conventional supply-side model that starts from a production function
relationship and the other is a demand-driven model. Both of them agree
in one very important way, which is that the growth path for the next 70
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to 100 years in both of them looks pretty much like the growth paths that
you get out of the economic models that you get without climate change at
all. It’s almost indistinguishable; it’s a very marked aspect of this. But at the
70-to-100-year point they all show this climate catastrophe ... The other
timescale on which greenhouse gasses dissipate from the atmosphere is very
long, hundreds of years for a half-life. It’s very hard to get rid of.

TAYLOR: So once it’s built up it’s going to stay.

FLETCHER FORUM: You two co-wrote a paper in 2013 on the social cost of
carbon emissions. Could you explain that concept and how the findings might
be relevant to the upcoming Paris Climate Change Conference or the general
policy dialogue on carbon pricing?

FOLEY: That paper tries to apply some very basic welfare economics to
the concrete case of carbon emissions. The basic point being that carbon
emissions are an externality—that is, at the moment there’s a zero price on
them but it’s very likely that future generations will put a positive price on
them, so there’s a gap between the bid and the ask prices, if you will. The
question then is how do you estimate the social cost of burning an addi-
tional ton of carbon: which is the right price to use? If you use the demand
price, you get a very high estimate, on the order of USD 2,000 or 3,000
per ton of carbon. If you use the cost price—that is the marginal cost of
reducing—you get a much lower estimate. So I would say what you want
to do is bring those two prices closer together by restricting the greenhouse
gas emissions.

If you have this analysis that it is an uncorrected externality, this is a
case where our current allocation is inefficient. It seems like a frontier that
we could reach if we made adjustments in the amount of emissions and
conventional investments. When you have that kind of situation you have
the possibility of what’s called Pareto-improving change—you can move
in a way that improves both current generations and future generations, in
a way that improves both rich countries’ and poor countries’ standards of
living. Curiously enough, though, it'’s much more likely for people to fail
to coordinate on achieving a benefit to fail to coordinate on absorbing a
cost. This is commonplace—people often leave money on the table because
they can’t agree on how to divide it up. That’s what this is really about, and
that’s why the politics of it are so treacherous and so interesting. It’s like
the Ultimatum Game, where someone is given some money to divide up
between them and the other person. The first person divides it up and the
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other person gets to decide whether they take [the division], in which case
they both get the division—or not to take it, in which case nobody gets
anything—the inefhicient case. It’s very well known that unequal divisions
often are refused.

FLETCHER FORUM: What have been some of your biggest challenges in
communicating your results to policymakers?

TAYLOR: Policymakers typically respond—if they respond to arguments
at all—to more or less heuristic arguments about what’s likely to happen
as a consequence of doing various things. Often that just becomes a case of
throwing slogans back and forth without achieving any degree of consensus.
In terms of climate negotiations, of course there are some clear conflicts,
such as who is responsible, and should those who are responsible divert
some of their resources (to a situation which probably would improve both
their situation as well as others). These apparent conflicts are what tend to
stymie climate negotiations, and it’s not clear to me how that will work out.

FOLEY: This is a problem of political entrepreneurship and policy crafts-
manship—the two things have to go together. The policy end of it is that
nobody is very good at figuring out how you can combine something like
a 200 percent rise in the price of gasoline in a package with something else
that people will get back—say better education, better public transporta-
tion, or lower taxes—that people will

o o recognize as an improvement in their
This is a problem of political g aion. That is the policy problem.
entrepreneurship and policy Tt is partly a problem of perception—

cmﬁsmamlyip_t]yg wo how do you sell this thing, how do

things have to go together you package it? This is the behavioral
economics part of it. The policy entre-
preneurship end of it is then how do

you build a political coalition behind a package of that kind that is going

to be stable enough and strong enough to implement. f
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