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Overview
This presentation provides an idiosyncratic overview, as a stimulant for debate, of some of the possible carbon policy options post 2012.  It discusses the importance of long-term carbon pricing and the role of policy in shaping incentives.  A key objective for climate policy is to provide businesses with a long-term, credible incentive to move to low-carbon technologies, accepting that there is much uncertainty, and that risks should be allocated to the parties best able to bear them.  Five options are discussed: (i) carbon contracts; (ii) An IATAL for aviation emissions; (iii) the creation of long-term tradable instruments; (iv) the writing of climate put options by governments; (v) delegation to an independent agency; and (vi) modifications to the existing EU ETS.
The long-term carbon price is the key to investment
All investors, including in low-carbon technologies, look forwards in order to determine what to do today.  The “forward-looking” nature of market behaviour is particularly important to climate policy, where many of the investments required have lifetimes of decades or more.  Investment now in emission reductions depends significantly on what the world will look like post 2012.

Policy is central to the carbon price

Any incentive exclusively for low-carbon investment must be a creation of government policy, and carbon markets are no different.  The EU ETS is created by, and driven by European policy.  Its success depends upon investors having the confidence that the market will continue to exist in the long-term, and that caps will not be set so loosely that the price is too low for them to make a return on their investments.  Of course, investors do not necessarily need price certainty, but they do need confidence that the underlying policy framework will not be radically changed.

The remainder of the presentation discusses policy directions with a view to providing the carbon markets with an appropriate long-term incentive.

1. Carbon Contracts

Contracts would be written with business to provide a fixed carbon price for emission reductions delivered over a 20-30 years (Helm and Hepburn, 2005).  The winners of the contracts would be determined by a competitive, technologically-neutral auction.  The emission reductions could be financed by: (i) reserve revenue from EUA auctions; (ii) forward sales to a counterparty; (iii) by passing residual liability to customers through transmission charges.  This would provide certainty (for contract winners) for the period until a regime is negotiated post 2012.
2. IATAL
Aviation emissions need addressing, but are outside Kyoto.  The carbon price can be imposed on air travel through a tax or auctioned permits — either approach will raise revenue.  There are logical and ethical reasons to apply these funds to financing adaptation (Muller and Hepburn, 2006).  Furthermore, as a pragmatic issue, the adaptation funding requirements are the same order of magnitude as the funds that could be raised from an aviation levy.  The levy could be determined by α.p + β.e.l, where α = capability; β = responsibility. 
3. Creation of long-term tradable instruments
The introduction of a second type of permit which is semi-permanent (e.g., it might allow emission of 1tC each year for 100 years) would reveal long-term price information, as proposed by McKibbin and Wilcoxen (2005).
4. Writing of climate put options by governments
As proposed by Ismer and Neuhoff (2006).

5. Delegation to an independent agency
This idea draws on an analogy between carbon and monetary policy. Both depend upon setting expectations about government policy in future periods. The proposal is that the independent agency sets the carbon tax (interest rate) in order to control carbon emissions (inflation rate), as proposed by Helm, Hepburn and Mash (2003).
6. Modifications to the existing EU ETS
Several possibilities were discussed, including long-term price floors (e.g. by coordinated EUA auctions with a reserve price), future allocations as a function of prices in previous periods, longer commitment periods.  While these options require coordination between EU states, this might represent a degree of commitment.
