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State capacity and varieties of climate policy

Jonas Meckling & Ari Benkler

M Check for updates

Countries vary in the adoption of sticks and
carrots in climate policy. Differences in institu-
tional capacity and fiscal space shape national
policies. This matters for the effectiveness of
national mitigation efforts and the extent of
international conflict over climate policy.

Countries vary widely in how much they seek to decarbonize their
economies and in the approaches they take. Much research points to
how “political will” differs across countries. The public, politicians, and
interest groups support climate action to varying extent across
countries'. Hence, in some places powerful climate coalitions emerge,
in others they do not. While political will is an important driver of
national climate ambition, a country’s capacity to undertake climate
policies matters as well—in particular its institutional and fiscal
capacity.

A focus on state capacity helps us to understand why countries
pursue different types of climate policies. In the broadest sense, cli-
mate policy entails sticks and carrots, and national climate policies
vary in the relative composition of sticks and carrots. Sticks increase
the cost of carbon-intensive economic activity, either via command-
and-control regulations or market-based policies. Familiar examples
include renewable energy mandates, fuel economy standards, and
carbon taxes. By contrast, carrots incentivize the use and production
of clean energy at lower costs. Subsidies, tax credits, and grants are
common tools—and the basis of the Inflation Reduction Act (IRA) in the
United States. While policy carrots have long played a role in climate
policy mixes, the rise of green industrial policy has given them greater
prominence in climate policymaking. Given different capacities to
pursue fiscal climate policy, differences across national climate poli-
cies are becoming more pronounced. This has implications for the
success of individual nations’ decarbonization efforts and for how
national climate policies interact in the global low-carbon transition.

Institutional capacity and fiscal space

Institutional capacity shapes countries’ ability to adopt and enforce
policy sticks, while fiscal space constrains their ability to finance policy
carrots. Figure 1a shows how the combination of the two capacity
dimensions can lead to four ideal types of climate policy approaches:
no climate policy or low-cost policies, only policy carrots, only policy
sticks, and a policy mix of carrots and sticks (Fig. 1).

In policy adoption, institutions condition politicians’ ability to
overcome opposition to climate policy sticks—either by insulating
policymakers from political backlash or by enabling them to negotiate
bargains with target industries to preempt political backlash®*. Pro-
portional electoral rules, for example, are thought to insulate politi-
cians from voter backlash, providing them with institutional cover to
adopt policy sticks like gas or carbon taxes’. Another key institution is
corporatist state-business relations under which government, indus-
try, and labor negotiate mutually acceptable policy settlements that

often include compensation payments®. A range of other institutions,
such as independent environmental agencies, play a role in countries’
ability to pursue climate policy sticks®’. In policy implementation,
bureaucratic capacity to monitor and enforce policy compliance is
critical. Research on institutional capacity for climate policy is nascent,
and more scholarly attention to interactions and combinations of
institutions is needed as national climate strategies typically unfold
across multiple governance venues.

Fiscal space, meanwhile, constrains how much governments can
provide climate carrots. It refers to both the ability to raise revenue
through taxes and/or borrowing. Global decarbonization requires a
massive scale-up of climate finance. Due to market failures driving
inadequate deployment of private capital, public investment needs to
induce private investment®. Fiscal space depends largely on a country’s
level of economic development. The climate policy debate has long
understood differences in fiscal capacity between rich and poor
nations. But even among wealthier economies there is variation in
policymakers’ ability to go on climate spending sprees. One explana-
tion centers around the relationship between national growth models
and the sustainability of large public debts’. For example, Germany’s
export-led growth model relies on cheap wages at home. It is thus
limited in its ability to go on big domestic public spending sprees
which would raise domestic wages. Institutions, such as public debit
limits, also matter for fiscal capacity. More research is needed to fully
understand the sources of variation of green fiscal capacity and
spending across countries.

We now turn toward examples for each of the four types of cli-
mate policies in Fig. 1. One set of countries has both the institutions
and fiscal space to pursue sticks and carrots (upper right quadrant). In
the case of the European Union, the European Commission has high
levels of bureaucratic autonomy in environmental policymaking,
allowing it to set the pace for the adoption of climate policy sticks,
such as the EU Emissions Trading System, greenhouse gas emission
standards, and various climate and renewable energy targets. The
European Union also uses policy carrots: the 2020 European Green
Deal included the $300 billion in renewable investment supports made
available through the REPower EU investment program. Its ability to
provide carrots, however, is limited, but member states have—to
varying extent—the fiscal space to invest in the green transition. Key
member states also have institutions—such as proportional electoral
rules and corporatist state-business relations—that enable them to
adopt climate policy sticks. The combination of policy carrots and
sticks is the most effective variety of climate policy™. For example,
sticks often help phase out fossil fuels, while carrots and sticks drive
clean energy deployment. A second group of countries has robust
fiscal capacity but limited institutions that support regulatory sticks,
and thus may focus primarily on carrots (upper left quadrant). The
United States is the prime example. Its federal climate policy has
centered around public investment—tax credits for solar and wind
projects have existed for decades. The IRA has scaled this approach
substantially. By contrast, attempts to adopt carbon pricing or a
national clean energy standard have failed, though large subnational
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Fig. 1| State capacity and climate policy approaches. No-regrets policies are
measures that come at low cost and have big benefits.

cap-and-trade programs show that some subnational jurisdictions
exhibit an institutional capacity for policy sticks. Other countries in
this group include Australia, Canada, Japan, and the United Kingdom.
An important research question for this group of countries is to what
extent large-scale policy carrots—as in the case of the IRA—can com-
pensate for the lack of policy sticks. A third group has limited fiscal
space but institutions that support climate regulation (lower right
quadrant). Such jurisdictions are rare. California may come closest to
this ideal type, pursuing a technocratic approach to climate policy that
emphasizes a broad range of mandates and pricing schemes”. These
include an economy-wide pricing scheme, a renewable portfolio
mandate, the Zero Emission Vehicle mandate, and an energy storage
mandate. The California Air Resources Board, a technocratic and
relatively autonomous agency, is the key institution enabling the
adoption of climate policy sticks'>”. By contrast, as a subnational
entity, the state has limited tax authority and fiscal space—another
reason why the state pursues a regulatory approach.

Finally, a set of countries has limited capacity to impose sticks or
spend on carrots, absent international climate finance (lower left
quadrant). Developing countries often fall into this category. They
are likely to adopt no-regrets policies—measures that come at low
cost and have big benefits—such as efficiency programs. Or they may
adopt low-cost symbolic policies, which are aimed at signaling the
seriousness of a nation’s interest in decarbonization despite the lack
of capacity to adopt and implement effective policy. Unsurprisingly,
most green industrial policies—many of which are public spending
programs—are adopted by OECD members, rather than developing
countries™.

While we here argue that institutional and fiscal capacities explain
varieties of climate policy to a large extent, politics matters, too.
Research needs to better understand how politics intersects with
capacity constraints in shaping national climate policy approaches. For
instance, some countries have substantial fiscal space, but do not use it
for climate investment. This extends to the question of the role of
politics in building greater capacity over time.

Policy lessons

Our analysis of capacity constraints for climate policy sticks and car-
rots offers two sets of lessons: one on domestic measures to build
capacity for climate policy, and one on navigating the international
dynamics of diverging climate policy approaches.

First, if national fiscal and institutional capacities are important
determinants of climate policy ambition and efficacy, it becomes vital
to understand how limiting capacity constraints actually are and how
nations can build capacity to support future policy ambition. Institu-
tional constraints are weaker than fiscal constraints. Political institu-
tions like corporatist bargaining relations have mediating effects on
politics, but they do not determine outcomes. Research is only
beginning to understand which institutions matter in climate policy-
making, and how". The lack of institutional capacity is an indicator of
where political investment needs to occur to build the foundations for
stronger climate policy. Recent research shows that jurisdictions can
develop ad hoc institutional substitutes to facilitate climate policy
development, even when overall institutional capacity is limited'®. By
contrast, fiscal capacity is more structurally determined by relatively
durable factors, most obviously national wealth.

Targeted domestic policy measures can help relax institutional
capacity constraints. Specifically, policymakers can leverage greater
institutional capacity at the subnational level or develop climate
institutions, such as scientific advisory bodies or climate framework
laws. Such special-purpose institutions provide public information and
collective action mechanisms that substitute for macro-political insti-
tutions incapable of sustaining climate policy sticks’. There is some
evidence from climate leaders such as California or the European
Union that if countries use policy carrots, they may build con-
stituencies that will later support climate policy sticks—a path that
countries with high fiscal capacity may take to get policy sticks, even
when they lack strong institutional capacity”. As for fiscal capacity,
policymakers can create more green fiscal space under fixed fiscal
constraints by shifting the composition of spending. Fossil fuel subsidy
reformis one such option. In the longer term, the relationship between
fiscal capacity and climate policy ambition suggests that growth-
oriented monetary and economic policies may be key tools for
expanding both national and global climate policy possibilities
frontiers.

Second, the international interplay of different policy approaches
can lead to a clash of climate policies. For example, the EU is in conflict
with other countries over its Carbon Border Adjustment Mechanism
(CBAM), because the mechanism imposes equalizing costs on imports
from countries with weak or no climate policies. Meanwhile, China and
the United States are facing pushback against their large-scale public
investment in clean energy technology out of concerns that aggressive
carrots-only policies will hoard opportunities in green growth indus-
tries. Developing countries especially are balking at the idea of fiscal
climate policy for which they lack the fiscal space’®, while China and the
US offer increasingly attractive subsidy environments designed to
capture a growing share of the economic benefits of the green
transition.

The road ahead requires international measures to build capacity
in third-party countries while navigating the divergence of climate
policy approaches. Technical assistance can support national ambi-
tions to develop climate institutions. For instance, the adoption of
CBAM is leading some of the EU’s trading partners to develop
domestic pricing schemes to escape the carbon tariff. This raises
questions about institutional capacity for implementation. The EU has
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launched efforts to provide technical assistance to countries adopting
pricing systems. Such assistance needs to understand the scope for
climate institutional capacity-building and the deeper sources of
institutional capacity constraints in developing countries if it is to
enable new state capacity for meaningful policy sticks.

International climate finance is, of course, a central mechanism to
relax fiscal capacity constraints, though the history of development aid
suggests that the political constraints for scaling international financial
transfers are strong. Therefore, measures that facilitate economic
development and increase fiscal space through long-run growth in
developing countries are vital. For instance, to accelerate the global
energy transition, green investment pushes in China and the United
States must integrate emerging and developing countries in clean
energy supply chains, as opposed to hoarding green industrial
opportunities and exporting final products to partner countries. For-
eign direct investment and technology transfer create long-run growth
opportunities.

Building capacity is a long-run game and divergence in climate
policy capacities and approaches will persist. Avoid a clash of climate
policies requires not just building capacity but also navigating sustained
differences in climate policy approaches—specifically between those
that pursue primarily carrots and those that combine carrots with sticks.
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