How much do we really care about
the future? Stern’s critics
assessed...
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SR Time for another look at the Stern Review
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oraset oy for et ire and what people have said about it. It’s

received much critical acclaim: Stern
even lined up five Nobel laureates and
other notables to applaud at the launch
[see here] and the BBC canvassed largely
favourable expert opinions [here]. And I
think it is an incredibly important step forward - not least because of its politics...
the messenger is at least as important as the message. Not surprisingly, the
report is attracting criticism, and in my view some of this is fair. So what to make
of the Stern Review? Objectors have criticised various aspects the report (see
below). The criticisms cover several areas, including: the underlying science;
optimistic costs of mitigation and adjustment; pessimistic views of adaptation and
impacts; the discounting conventions used. The choice of discount rate makes a
huge different to the weighing of costs and benefits which are separated by many
years - our mitigation efforts on climate change only bear fruit late in the century.
Any analysis of climate change is highly sensitive to assumptions about
discounting - the chart above gives the present value of something valuable in
100 years time for different discount rates.

5

3§

;

:
|

0% 1% 2% 3% A% 5%
Time preference (discount rate)

On science: Stern took the established scientific consensus as an input to his
review and was provided with good synthesis material from expert bodies such as
the Hadley and Tyndall Centres. The main criticisms seem to rehash concerns
that recent global warming is not that unusual given temperature anomalies like
the Medieval Warm Period and Little Ice Age. The main scientific counter-
argument here is that these were regional, not global, temperature anomalies.
Stern provided a good discussion of some of the scientific criticisms levelled at
them earlier in the process [World Economics article, June 2006].
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On costs and difficulty of mitigation: Stern has made generous assumptions
about future technology development and costs. Whether his assumptions are
correct depends on how one believes technologies evolve. For environmental
technologies, the evolution may itself be a product of the policy framework and
the sharpness of the incentives its creates for investment and R&D - but the kind
of response that would keep to below 550ppm would be quite dramatic and the
incentive signals very strong (see Stern’s launch presentation chart 4 requiring
world emissions to peak by 2020). My view is that Stern made it all seem too easy.
Not only is underlying economic growth currently driving emissions in the wrong
direction (upwards!) at an unprecedented rate, there is also huge inertia in
energy-using assets, production systems (like agriculture and vehicle
manufacture), and in human behaviours, that stand in the way of slowing growth
and starting to turn the trend downwards. All this means that the rates of change
envisaged in Stern will require interventionist policies of unprecedented strength
and global coverage to create the necessary changes in the next few decades.

On costs of impacts and adaptation: Stern has considered, rightly, costs of
disasters and extreme events and major system failures. He has concluded there
is a lot at risk and builds up his case carefully in chapter 6 showing that earlier
lower estimates had not included non-market impacts or reflected major system
changes. My own view is that the GDP numbers (5-20% GDP loss in the absence
of strong mitigation) are a bit misleading. I'm not sure what GDP in 2100 will
actually look like - at current growth rates the world economy would be 36 times
larger in 2100, and by then many other constraints will have kicked in. His higher
damage estimates also include impacts on health, human life and the
environment. Bravo! But rather than look into the future, if we look across the
world today, the willingness to pay for protecting lives in far away countries
doesn’t seem that all that high.

On discounting: this reflects the need to compare costs and benefits that arise
in the far future with costs that arise today. Stern used an unusually low discount
rate and a first principles discounting regime - see excellent background paper
for discussion of the economics and ethics of long-range discounting. This regime
gives high weight to future generations and therefore high value to taking costs
now to secure benefits much later. But I believe he is on weak ground here... not
because it is wrong for Stern to believe this is right, but because he has made an
ethical judgement about appropriate ‘time preferences’ that doesn’t reflect what
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many or most people actually feel. Though discounting seems like a technical
matter, it is fundamental in climate change. Here’s a few observations:

Stated versus revealed time preferences

The discounting regime is central because it codifies the answer to the question:
“how much do we collectively care about the future?” I suppose there are two
ways of looking at this question. Firstly, an analyst could apply an ethical
framework and ask ‘how much should we care about the future?’, or
alternatively, she could look at how people and governments actually behave and
ask ‘how much do we care about the future?’. Stern has taken the former
approach, but what governs how we and governments actually behave is closer to
the latter. This dichotomy emerges in many aspects of policy & life - it is why we
spend a fortune on acute health care and relatively little on long-term public
health... the official discount rates say spend on public health, but the revealed
time preferences say spend like mad on securing a few extra weeks life for the
terminally ill - and that is what we do. [Update 17/12/06: But I think it means
Stern should be clear that his economics of climate change are predicated on an
certain ethical framework that is rarely found in real life - his economics are
‘normative’ and are based on political propositions. I think it is better to apply a
‘positive’ economics, looking at how the world is, and then build a consensus for a
different politics and value-set based on based on conclusions drawn from where
the real world appears to be taking us. In some ways, Stern’s relatively upbeat
conclusion is an artefact of his generous assumptions about how we value the
future].

Discounting explained... Discounting used here has two main components.
First, how we convert future consumption to future welfare; second how we value
future welfare compared to our own... more precisely:

= First component: something that reflects ‘diminishing marginal utility of
consumption’ - which arises because we place less value on each extra £1
of consumption as we get richer. So if we assume economic growth will
continue, future generations will feel less clobbered by, say, a £1 billion
loss than we would today. Stern uses the familiar formulation that each
doubling of consumption reduces the ‘utility’ of an extra unit of
consumption by a half. So an extra pound provides half as much welfare to
you when you earn £50K compared to £25K. Do the numbers, and this
comes out at using the expected growth rate as this component of the
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discount rate. [update 17/12/06: | glossed over this as though there is only
one answer - but this a distributional measure: capturing how much weight
we give to the welfare of the poor. Some development economists argue
that we should value marginal increases in the consumption of the poor
more highly relative to rich- ie. an extra pound would be worth more than
twice the welfare at £25K compared to £50k. This ‘compassion’ towards
the poor has the effect of reducing our compassion towards the future,
because we assume people will be better off in the future. [see discussion
in The Economist] | don’t think there is a right answer except that gained
from observing how people and governments actually behave]

= Second component: something that reflects ‘pure time preference, which
measures how much less we value future welfare or, more pointedly, a life
lost or saved in the future. Stern uses 0.1% per year [see Stern FAQ g8] -
arguing that there is virtually no ethical case for valuing the welfare of
future generations below our own (the reason that he doesn’t use 0% is
that he factors in the possibility of a mass human extinction at a low
probability and assumes that people will value welfare slightly higher today
because in the future we may all be dead anyway. However, the Treasury
uses 1.5% for time preference in its ‘Green Book‘ on economic appraisal -
and this makes a huge difference over 100 years (see chart again). There
is evidence that real people can have much shorter term time preferences,
with personal discount rates up to a hedonistic 30% [see American
Economic Review [ Google scholar search]. | think we instinctively discount
the welfare of others the more remote they are from us - there’s probably
a evolutionary driver there somewhere. We see this as a kind of
‘compassion exchange rate’ for news reporting of deaths of people
unknown to us depending on how far they are away - 1 person killed in the
next street = 10 people killed in London = 100 people killed in Spain =
1000 people killed in India. Well, deaths in the future is a form of
remoteness too and | think we would instinctively discount at a higher rate
than Stern. | tested this proposition on a friend and found time preference
discount rates for loss of life of 0.5% and 1.4% - 5 to 14 times Stern’s
assumption - and she cares!

Can a government’s preferences be that different to the people that elect
it?
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It can be argued that governments should act differently to citizens, and take the
long view. And indeed, it might well be that citizens have greater willingness to
consider the long term if they are acting collectively - showing altruism without
the annoyance of free-riders. This is right, but surely can only go so far - the
Stern Review accepts the argument made in section 2 of the background paper on
discounting that governments should use a different (lower) discount rate to that
implied by the instinctive ‘impatience’ of the citizen - which manifests itself in
very aggressive short-termist time preferences. But is it possible for governments
to use time preferences that are much longer term than the typical citizen, even if
polished technocrats believe it to be right? Governments are after all elected to
express collective preferences, and if they depart too much from the preferences
of the voter, they’ll get the chop at the ballot box. This isn’t theorising: look at
fuel protests!

The bad news so far...

Coded into an arcane discourse about the discounting regime is probably the
most fundamental economic question about climate change: how much do we care
about the future? We protest that we care a lot, but we behave - individually and
collectively - as if we don’t care much. If the economics of climate change were
recalibrated to the short-termism of our revealed time preferences we would act
differently - placing much more emphasis on adapting to impacts over the next
few decades and caring relatively less about controlling emissions because we
know that reducing emissions only has benefits in reduced risks in the second half
of the century, and only if everyone else does it too.

The better news...

Stern’s report is part of the response to the counsel of despair in the paragraph
above and human civilisation has progressed by development of altruism and
common purpose. Stern’s review should encourage us to think that modest
sacrifices for the long term are worth making and manageable - and therefore we
might put it into the category of those things we are prepared to be long-termist
about. It also raises the question of whether using a welfare based global cost-
benefit analysis is the right way to think about this problem - perhaps a human
rights or pure justice lens would be better.

Examples of challenging commentary on Stern

= Stern’s report is based on flawed figures (Max Wilkinson, FT)
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= Dodgy numbers behind latest warming scare (Bjorn Lomborg, Wall Street
Journal) and response.

- Commentary on the Stern Review (Richard Toll, Environmental
Economics)

= Climate-crisis industry out to cash in on greenhouse gas fears (Piers
Corbyn, The Guardian)
and letters in response

= The economics and politics of climate change: an appeal to reason (Nigel

Lawson, Centre for Policy Studies)

= Climate chaos, don’t believe it (Christopher Monckton, Daily Telegraph)

plus detailed background paper
= Shots across the Stern (Economic focus: The Economist)

= Sir Partha Dasgupta, University of Cambridge (on discounting and equity)

= William Nordhaus, Yale University (arguing for a slower later response)

Examples of positive commentary

= Stern warning (The Economist, 2 Nov 2006)

= |t may be hot in Washington too (The Economist, 2 Nov 2006)

= Curbs on emissions will take a change of political climate (Martin Wolf, FT)
= Figures still justify swift action on climate change (Martin Wolf, FT)

= Benefits of climate action outweigh costs (Nick Stern, FT)
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