ifo 20?3
BEITRAGE

zur Wirtschaftsforschung

Complex dimensions of

climate policy: the role of
political economy, capital
markets, and urban form

Waldemar Marz

IfDINSTITUTE

Leibniz Institute for Economi ccccccc
at the University of Munich



Bibliografische Information der Deutschen Nationalbibliothek

Die Deutsche Nationalbibliothek verzeichnet diese Publikation

in der Deutschen Nationalbibliografie; detaillierte bibliografische
Daten sind im Internet tiber

http://dnb.d-nb.de

abrufbar.

ISBN: 978-3-95942-062-4

Alle Rechte, insbesondere das der Ubersetzung in fremde Sprachen, vorbehalten.
Ohne ausdruckliche Genehmigung des Verlags ist es auch nicht gestattet, dieses
Buch oder Teile daraus auf photomechanischem Wege (Photokopie, Mikrokopie)
oder auf andere Art zu vervielfaltigen.

© ifo Institut, Mlinchen 2019

Druck: ifo Institut, Miinchen

ifo Institut im Internet:
http://www.cesifo-group.de



ifo 2o§g
BEITRAGE

zur Wirtschaftsforschung

Complex dimensions of

climate policy: the role of
political economy, capital
markets, and urban form

Waldemar Marz

Herausgeber der Reihe: Clemens Fuest
Schriftleitung: Chang Woon Nam

rfb INSTITUTE

Leibniz Institute for Eco
at the University of Mun h



Bibliografische Information der Deutschen Nationalbibliothek

Die Deutsche Nationalbibliothek verzeichnet diese Publikation

in der Deutschen Nationalbibliografie; detaillierte bibliografische
Daten sind im Internet liber

http://dnb.d-nb.de

abrufbar.

ISBN: 978-3-95942-062-4

Alle Rechte, insbesondere das der Ubersetzung in fremde Sprachen, vorbehalten.
Ohne ausdruickliche Genehmigung des Verlags ist es auch nicht gestattet, dieses
Buch oder Teile daraus auf photomechanischem Wege (Photokopie, Mikrokopie)
oder auf andere Art zu vervielfaltigen.

(© ifo Institut, Miinchen 2019

Druck: ifo Institut, Miinchen

ifo Institut im Internet:

http://www.cesifo-group.de



Preface

The most striking and challenging features of the problem of anthropogenic climate change
are its complexity and multifaceted nature. It affects a great number of dimensions of (not
only) human life and spreads across temporal, spatial, and disciplinary boundaries in complex
ways. The potentially long period between cause (emissions) and effect (damages) makes it
an intergenerational problem. The long time scale of the problem is caused, on the one hand,
by many involved physical processes like the slow warming of the oceans, long-term changes
in sea currents, and the persistence of accumulated carbon dioxide in the atmosphere. On the
other hand, in the coming decades societies and economies are facing climate change related
transformation processes in areas like agricultural production, economic growth, migration
and fertility patterns. However, the time horizon of the political discourse and the length of
politician’s terms in office is much shorter - a few years or at most a few decades. The effects
of political decisions can materialize up to an intermediate time scale of several decades, e.g.

in the case of infrastructure decisions.

From the spatial perspective, the problem of climate change is global, but the actual conse-
quences like flood damages must often be dealt with on a local or regional level. Also, the
effects can be very heterogeneous among different regions. As a result the willingness to
engage in climate policy varies largely across countries. The spatial complexity is also reflected
in the different levels of climate governance, from international climate negotiations, over
supranational (e.g., European Union) and national climate policy measures to regional and

local initiatives.

A major challenge for research and policy making stems from the highly interdisciplinary
nature of climate change related issues. Awide range of academic disciplinesisinvolved: earth
science, biology, physics and engineering, political science, economics, law, sociology, and
philosophy are examples. Moreover, within the economic discipline, many subdisciplines are
concerned like public finance, resource economics, economics of trade, political economics,
urban economics, industrial organization, or growth economics. Disciplinary analyses in
all these fields are without any doubt valuable and indispensable. But at the same time
approaches which, at least partly, manage to bridge the gaps between the disciplines and
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subdisciplines and to integrate different dimensions of the analyzed phenomena can raise

hopes of capturing additional aspects of the complex nature of the climate change problem.

This study, which has been submitted as a dissertation in economics (Dr. oec. publ.) at the
Ludwig Maximilians University, Munich, in September 2018, follows the idea of bridging gaps
between subfields within the economic discipline. It aims to better understand the complex
effects of climate policy on different levels and to improve the basis for the development of
effective climate policy instruments. Additional dimensions of complexity arise at every point
of action which climate policy measures aim at. And such points and complexity dimensions

are reflected in the different chapters.

Chapter[l]provides the basis for the analysis of Chapter[2] In Chapter[2a carbon tax targets
the supply side of a monopolistic market for fossil energy resources. An additional complexity
dimension is considered there by taking into account the multiple interactions of the capital
market and the resource market in the resulting general-equilibrium setup. Accounting for
these interactions gives rise to a new view of a double role of exporters of non-renewable
resources with market power as investors on the capital market and changes the supply

behavior and the reaction to climate policy of the fossil resource exporter.

The climate policy measure in Chapter[3|aims at the demand side of the fossil energy market:
fuel economy standards and fuel taxes are employed to reduce carbon emissions in the
transportation sector. But the environmental policy measure over time also affects mobility
patterns, location choice of households, and the real estate market on an urban economic
dimension, which feeds back into driving and vehicle choice decisions. This complexity
dimension is captured by connecting the transportation and environmental economic analysis
with a spatial urban economic setting. This brings new channels of fuel economy standards
and fuel taxes on welfare into the picture, together with a new potentially welfare-enhancing

role of spatial urban constraints.

In Chapter [4 a national climate policy, apart from reducing carbon emissions, has distri-
butional effects on households which are heterogeneous in income and in their degree of
environmentalism and inequality aversion. The key element of the analysis in this chapter is
that the distributional effects and the heterogeneity of households have a great influence on
the evaluation of the policy platforms of political parties by the households and, thereby, on

the very political process which determines the degree of climate policy. The integration of
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the environmental economic and the political economic perspective in a two-dimensional
model of political competition opens up an own field of questions about how environmental
policy interacts with redistributional policy in the political dynamics, how income inequality
affects the degree of the resulting climate policy, and how climate policy measures like carbon
taxation can be designed (for instance, with regard to their tax revenue recycling mechanism)
to increase public support. Without accounting for this political-economic complexity di-
mension climate policy concepts which are otherwise well-designed might remain without

effect.

In addition to a common theme of bridging subfields of economic analysis to account for
relevant complexinteractions, all four chapters share acommon methodology. All chapters are
theoretical studies with numerical simulations. The theoretical methodological perspective
emphasizes the mechanisms behind the analyzed phenomena and is well suited to capture
the connections between the different subdisciplinary dimensions of the problems which the

described integrated approach addresses.

To obtain a better understanding of the mechanisms involved and of the role of model variables
and parameters the analytical analyses have been combined with numerical simulations,
graphical representations of the effects, and/or sensitivity analyses in all chapters. On the
one hand, applying numerical methods allowed to surpass limits of analytic tractability: in
all four chapters the complexity of the problems does not allow for closed-form solutions.
On the other hand, the numerical simulation of the models with a basic calibration of the
parameters facilitates a narrowing down of the magnitudes and the empirical and, finally,
political relevance of the effects involved. This is more the case for chapters2land[3] For
Chapter[4, which is the the most recent part of the dissertation, the calibration and getting
closer to an empirical validation will be an important part of the preparation of the chapter

for a journal publication.

Chapters[lland[2]developed in close collaboration with Johannes Pfeiffer from the Ifo Institute.
There are online working paper versions of both chapters available in the Ifo Working Paper
Series (cf. Marz and Pfeiffer (2015b) and Marz and Pfeiffer (2015a)). Chapter[2was submitted
to the Journal of Environmental Economics and Management and received a "Revise & Re-
submit" before submission of the dissertation. Chapters[3|and[4]are single-authored. In the

following, a short overview over all chapters is given.
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Chapter|1; Fossil Resource Market Power in General Equilibrium

In the first chapter we analyze monopoly power in a market for a scarce fossil resource like oil
or rare earths which is complementary to the other factors of production (physical capital and
labor) in a two country/two period model in general equilibrium with endogenous capital
accumulation. The resource-rich country extracts and exports the resource in exchange
for consumption goods, which are solely produced in the resource importing country. The
analysis focuses on the complex interplay of the capital market and the resource market,
and on the feedbacks of these effects into the resource monopolist’s extraction decision.
The general equilibrium feedback effects are the basis for additional supply motives of the
resource monopolist which are not part of a conventional partial-equilibrium setting.

We find that, on the one hand, the monopolist not only considers the own-price effect of
resource supply on the resource price, but also the influence of her resource supply on savings,
capital accumulation, and the feedback effect on resource demand. The resulting "addiction
motive" contributes to an acceleration of extraction as long as acceleration fuels capital accu-
mulation. In a second supply motive, the "capital asset motive", the monopolist takes the
influence of her resource supply on the returns on her own country’s capital assets via factor
complementarity into account. Considering this second income source in her dynamic optimi-
zation decision can lead to an acceleration, as well as a postponement of extraction. The net
effect of the additional supply motives, which arise in the integrated analysis of resource mar-
ket and capital market, on the resource extraction path can be postponement or acceleration
relative to a conventional monopolist with a partial-equilibrium reasoning (cf. Stiglitz (1976)
and Dasgupta and Heal (1979)). The conservationist bias, which has inspired the phrase of the
monopolist being "the conservationist’s friend" (Solow,|1974) can be reinforced, dampened

or reversed by the additional supply motives.

Chapter[2} Petrodollar Recycling, Oil Monopoly, and Carbon Taxes

Chapter[2]is based on the same framework as Chapter[l]and is devoted to the analysis of
climate policy in this setting, while the scarce fossil resource is considered to be oil. The
complex interaction of capital market and oil market and the internalized influence of the
oil monopolist on her country’s capital assets ("capital asset motive") lead to a new general
equilibrium transmission channel of climate policy on oil extraction. The capturing of oil

rents via a carbon tax on oil imports and their redistribution to the importing country leads to
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an increase in savings and future capital assets by the households of the exporting country.
This creates an additional incentive for the monopolist to postpone extraction in order to
boost the returns on the increased future capital asset stock of her country. In the numerical
simulation postponement of extraction occurs under a wide range of reasonable parameter
settings: present extraction can drop considerably for a moderately high carbon tax. We also
show that (even) an over time increasing carbon tax can be a viable policy option in contrast

to conventional partial equilibrium analyses of climate policy instruments.

One recommendation in the literature on undesired effects of climate policy like an acce-
leration of extraction is a capital income tax (cf. Sinn (2008)). However, our analysis shows
that, due to the crucial role of capital assets of the oil exporting country, a capital income
tax is no longer immune against an undesired acceleration of extraction. In an extension we
endogenize cumulative extraction by introducing investments into exploration. In this case it
appears that capital accumulation depends on the exploration investment decision due to the
interaction of the capital market and the resource market in general equilibrium. As a result,
the monopolist, who internalizes this relationship, can choose to reduce cumulative extraction
and still reduce first-period extraction at the same time. This contrasts with the literature on
supply-side effects of climate policy which neglects these capital market implications. Overall,
concerns about carbon taxes arising from impeding climate-damaging supply reactions are

alleviated, while taxing asset returns may induce acceleration of extraction.

Chapter[3: CAFE in the City - A Spatial Analysis of Fuel Economy Standards

The goal of Chapter[3]is to investigate fuel economy standards for passenger cars and carbon
taxes on gasoline as climate policy instruments in the transportation sector. This approach
integrates the environmental and transportation economic analysis with a spatial urban
model to incorporate the complex long-term interaction between the climate policy mea-
sures, mobility patterns, household vehicle and location choice, and the real estate market.
The policies lead not only the choice of more fuel efficient vehicles, but also to a long-term
adjustment of the urban form: an expansion of the city for fuel economy standards, which
implies a commute-related rebound effect, and a contraction for fuel taxes. Long-term decar-
bonization scenarios are run to analyze the accruing welfare effects in two steps: first, in a
partial-equilibrium reaction of the vehicle market to the policy shock while housing prices are

kept constant and, second, in a general-equilibrium adjustment of the housing market, the
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urban form, and, again, vehicle choice at the new locations. This goes beyond more short-term

empirical analyses of the rebound effect in driving.

The increase in fuel efficiency causes additional costs and decreases welfare, but additional
housing due to the expansion increases welfare. Nevertheless, the net effect of urban adjust-
ment on welfare is negative. The reason is the distortion in the vehicle market which is caused
by the fuel economy standard and the resulting cross-subsidy from dirty to clean cars. The
additional welfare costs of urban adjustment have a significant magnitude and have not been
accounted for in the previous literature on welfare costs of fuel economy standards. These
expansion-related welfare costs can be reduced roughly by one half through the combination
of fuel economy standards with an urban growth boundary. Fuel taxes, in turn, lead to an
urban contraction and additional welfare gains from a reduction of the vehicle market distor-

tion. A sensitivity analysis sheds light on the role of the different model parameters.

Chapter|4; Climate Policy and Inequality in Two-Dimensional Political Competition

Chapter[4]combines an interdisciplinary model of two-dimensional political competition with
a model of economic and distributional effects of climate policy and a key role for income
inequality and redistribution in order to investigate the conditions for the formation of climate
policy in a national political arena. This approach allows to shed light on the important politi-
cal, social, and economic preconditions for the realization of environmental policy measures.
Voters in the model are heterogeneous in their skill level, which determines income (log-
normally distributed between zero and infinity) and in their level of "collective orientation"
(uniformly distributed between zero and one). The latter indicates voters’ environmentalism
and desired degree of redistribution, which accounts not only for the income tax rate, but
also for the redistributional implication of the carbon tax. Political competition between two
parties is two-dimensional over the carbon tax and a proportional income tax with lump-sum
revenue recycling. The model of two-dimensional political competition is built on the concept
of party-unanimity Nash equilibrium (PUNE) as described in Roemer (2006) and adapted to

environmental policy and redistribution for the first time.

When political competition is one-dimensional over the carbon tax only, then a higher degree
of pre-tax inequality in this setting leads to higher (lower) equilibrium carbon tax proposals
when the carbon tax recycling mechanism is progressive (regressive) by assumption. When

political competition turns two-dimensional over the carbon tax and the income tax, then

VI
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an increase in inequality of pre-tax income is compensated by a higher redistribution via the
income tax. But the average carbon tax proposal remains largely unaffected, independently
of the progressivity of carbon tax recycling. However, changes in pre-income-tax inequality
and in the salience of the political discourse on redistribution affect the polarization of the
parties’ carbon tax proposals. The implied change in policy uncertainty can play an important
role for investments in green technologies. If voters are, in contrast, myopic with respect
to the implications of the carbon tax proposals for the overall distribution of income, then
changes in pre-exiting income inequality and in the progressivity of carbon tax recycling do
significantly affect the carbon tax proposals. This shows how important communication of

the involved effects in the political debate is.

Keywords: Hotelling rule, sovereign wealth funds, monopoly, fossil energy resour-
ces, general equilibrium, capital market, climate policy, fuel economy
standards, fuel tax, monocentric city, rebound effect, inequality, political
economy, multidimensional political competition

JEL-No: D42, D58, D90, H20, H23, L90, P16, Q30, Q31, Q38, Q48, Q52, Q54, R40
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1 Fossil Resource Market Power in General Equilibrium

1.1 Introduction

Since the industrial revolution and up until today the use of crucial fossil resources like oil is
playing a key role in the production of goods and driving economic growth in industrialized
countries, as well as in emerging economies. From an economic perspective, the degree of
complementarity between fossil resources and other production factors, in particular capital
and labor, at the macro level, is still enormous. This is especially true for oil. But also other
non-renewable resources like rare earths are rising in importance for the global economy
with their increasing role in energy storage or electronic devices. The use of these important
resources increases the productivity of the other production factors and, thus, e.g. the returns
on capitall] Also, fossil resources play an important role for capital accumulation and the
long-term growth pathE] In turn, a steep growth path, e.g. recently by emerging economies,
fuels additional demand for scarce fossil resources and resulting price increasesF|Even today,
the substitutability of oil in the transportation sector, especially with regard to freight and air
transport, or of rare earth metals in the production of many goods like permanent magnets
for generators and electric motors remains limited, in spite of technological advancements.
Overall, these particular key fossil resources have widespread effects on incomes, prices and

expected returns in the world economy.

At the same time, deposits of these non-renewable resources are geographically quite concen-
trated and their markets exhibit a great degree of supply-side market powerf{In the present
study we combine both aspects to investigate what the special role of these resources means
for the market power of the exporting countries and for the economies involved: the wide-

spread economic effects of the fossil resource are captured and endogenized in a two-period

1 Cf. Hamilton (1983, 2013), Kang et al. (2014), Cunado and Perez de Gracia (2014), Kilian (2009).
2 Cf. Berk and Yetkiner (2014) and Stern and Kander (2012) (empirical) and Stiglitz (1974) (theoretical).
3 Cf. Kilian and Hicks (2013) and Fouquet (2014).

4 The market share of OPEC was 43.5% in 2017 (Statista,[2018) and 48% in 2040 under the 450ppm carbon
scenario (OECD|2014, p. 115, table 3.5). China’s market share in rare earth metals was around 85% in 2016
(cf. Zhou et al. (2017)). But the long-term development of Chinese market power seems less clear because of
possible alternative sources (cf. Massari and Ruberti (2013), Packey and Kingsnorth (2016), Pothen (2018)).
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general equilibrium framework with a single resource-exporting country E with market power
and a resource importing country 7, where final good production is taking place, and endoge-
nous accumulation of physical capital. In addition, we examine the implications of the fossil
resource monopolist’sf] being aware of the complementarity-driven feedback effects between
the resource market and the capital market and accounting for them in her intertemporal
extraction decision in our model. This gives rise to additional supply motives which go beyond
a conventional partial-equilibrium reasoning. We identify these motives and analyze their
mechanisms and their role for the extraction behavior of a resource monopolist in general

equilibrium.

Apart from considering the conventional own-price effect of resource supply on the resource
price, one additional motive that our monopolist takes into account is how her resource
supply affects income streams, savings behavior with resulting capital accumulation, and the
feedback effect on resource demand. By fostering capital accumulation via resource supply
the monopolist can raise the importing country’s resource "addiction" in the future. This
"addiction motive" contributes to an acceleration of extraction as long as it fosters capital

accumulation.

As a second additional supply motive, the monopolist considers the influence of her resource
supply on the return on capital assets via the complementarity of the two factors in production.
In contrast to Hillman and Long (1985), this influence runs only via resource market power and
explicitly not by assuming that the resource monopolist has additionally capital market power.
This "capital asset motive", as we call it, is especially important because the monopolist
considers not only resource revenues when maximizing country E’s utility, but also capital
asset holdings of her country, which provide a second simultaneous income source. These
capital holdings can represent sovereign wealth funds, as well as privately held assetsﬂ
Depending on the development of the resource exporting country’s capital holdings over
time, accounting for this effect on country E’s capital asset returns can provide an incentive to

accelerate or postpone extraction. On top of that, accounting for how resource-driven capital

> For simplification - but of course in contrast to the real world oil market - we consider a resource monopolist
instead of an oligopolistic (or competitive fringe) market structure.

® Real exporting countries of fossil energy resources often dispose of considerable sovereign wealth funds.
The funds of the United Arab Emirates ($ 1,078.5 billion) and Saudi Arabia ($ 757 billion) are the two biggest
such sovereign asset stocks among OPEC countries (SWFI[2016). Beyond official sovereign wealth funds, all
other kinds of petrodollar bank deposits are invested in some manner in the capital market, very often in the
industrialized countries.
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stock dynamics also affect the interest rate strengthens the second period’s asset motive and
contributes to postponement of extraction as long as this postponement decreases capital

accumulation.

The net effect of all the additional supply motives which arise in general equilibrium on the
resource extraction path can be postponement or acceleration relative to a conventional
monopolist with a partial-equilibrium reasoning (cf. Stiglitz (1976) and Dasgupta and Heal
(1979)). The conservationist bias, which has inspired the phrase of the monopolist being
"the conservationist’s friend" (Solow, 1974) can be reinforced, dampened or reversed by the
additional supply motives. Moreover, even for an iso-elastic resource demand (i.e. elasticity
of substitution between capital and resource o = 1) the extraction shift to the present may
persist and the resulting extraction paths of monopoly and competitive case cease to be

identical, in contrast to the usual partial equilibrium setup.

On the one hand, the asset motive and the addiction motive can be interpreted as extensions
of conventional resource market power, because the monopolist has an influence on addi-
tional aspects. On the other hand, the dependency of capital returns and long-term capital
accumulation and resulting resource demand on the availability of resources constrains the
resource exporter when she tries to exert market power in the resource market. The often dis-
cussed dependency of the oil importers on the "good-will" of key resource exporting countries
therefore may not be as unilateral as often perceived, but in fact mutual once the cross-market

effects between the capital and the resource market are considered.

For our analysis we build upon previous steps in the literature from partial equilibrium to
general equilibrium analysis of exhaustible resource extraction under market power. While
Hoel (1981) introduced an influence of a resource monopolist’s decision on the interest rate,
this influence was still postulated in an otherwise partial equilibrium model and unspecified,
disregarding the associated capital stock dynamics. Hassler et al. (2010) also incorporate an
influence of the resource supplier on the capital returns, but lack the intertemporal optimiza-
tion of supply. Hillman and Long (1985) bring forward a general equilibrium model, where
the interest rate is chosen by a resource exporter with market power on both, the resource
and the capital market. However, given the size of the capital market, the assumption of
capital market power seems rather strong. Also, their model lacks the impact channel from
resource extraction on the interest rate directly over the physical production function, as
well as the corresponding effect of the capital stock dynamics on the interest rate over the

production function and all resulting repercussions. Thus, they leave this aspect of comple-
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mentarity between oil and physical capital in production out of the picture. Moreover, it’s
exactly their exporter’s choice of the interest rate as an additional independent variable that
excludes the effects of resource supply behavior on the capital market (and the corresponding
consequences), that naturally arise in our general equilibrium framework and that we are
interested in, from their model. Moussavian and Samuelson (1984) incorporate an exhaustible
resource monopolist’s influence on the capital accumulation in their model. Our analysis of
the "addiction motive" is consistent with this study and yields, in contrast to Moussavian and
Samuelson (1984), unambiguous effects on extraction due to our finite time horizon. Besides
the studies mentioned above, however, a resource monopoly is usually, from Stiglitz (1976) to
Fischer and Laxminarayan (2005), analyzed with an exogenous and constant interest rate and
capital stock. We, therefore, provide a comprehensive account of a resource monopolist’s
reasoning and extraction behavior in general equilibrium by connecting separate aspects

from the previous literature over the special complementarity-driven role of the resource.

Gaitan et al. (2006) also see the necessity for dynamic general equilibrium models and propose
an own such contribution. But they focus on the case of iso-elastic resource demand in a
competitive resource market instead of, more generally, resource demand and monopoly
power. With Long and Stahler (2014) and van der Meijden et al. (2015) there are recent
papers with a focus on unintended consequences of climate policy which also address general
equilibrium aspects. But they feature perfectly competitive resource markets and, therefore,
do not concentrate on implications for the supply behavior. Building on the framework and the
analysis in the present chapter, we analyze the effects of climate policy by the industrialized
countries on the extraction behavior of an oil supplier with market power in Chapter[2|

We start by introducing the model and by deriving equilibrium relationships conditional on
the chosen resource supply path in section[1.2] In section[1.3} we analyze the optimal supply
decision of the resource monopolist and the contained general-equilibrium supply motives.
We do this by first establishing as a benchmark a "naive" monopolist who neglects the general-
equilibrium feedbacks. Then we gradually add different supply motives to the monopolist’s
reasoning and compare them to the benchmark to carve out their effects on extraction. We
present a numerical illustrative example a briefly discuss the limits of our line of argument in
Section[1.4] Section[L.5/concludes.
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1.2 Model

The model derived and described in this Section is the basis for the analysis of a fossil resource
monopoly in general equilibrium in this Chapter and also for its application to the global oil
market and climate policy in Chapter[2] For the analysis of monopolistic supply motives in the
present Chapter[I]the resource import tax is not of any interest and is, therefore, set to zero.
In Chapter[2} in contrast, the resource import tax plays a crucial role as the tool to implement
climate policy. The only model related difference in Chapter[2lcompared to Chapter[1] thus, is

that the resource import tax is non-zero.

We consider a general equilibrium model with two countries (indexed by m € {E, I}) and a
finite time horizon of two periods: ¢ € 1, 2. The entire global resource stock S is located in
the resource exporting country E. Consumption goods are produced competitively with the
factors resource, physical capital, and labor in the resource importing country I only. Country
E exports the resource as a monopolist to country I in exchange for consumption goods. In

each country, households derive utility from consuming the numeraire final good.

1.2.1 Firms

1.2.1.1 Resource Extraction

Extraction costs are zero[]In country F, a government or state-owned company extracts the
resource and benevolently distributes the resource revenues

7TtTE = pe I3y (1.1)

to the households of country F/, where R, denotes resource supply and p, the producer price
for the resource net of the resource import tax 7; levied by country I. For simplicity, we assume
throughout Chapters[ljand[2]; = 0. We also assume the resource to be scarce such that the

intertemporal resource constraint with the initial resource stock S is binding

Ri+Ry=S (1.2)

" Later on, in Section of Chapterwe introduce exploration costs.
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The resource is extracted in both periods (R, R, > 0). The monopolist’s optimal extraction
path is determined in an intertemporal arbitrage consideration according to the Hotelling rule
and will be described and discussed in detail in Section[1.3l

1.2.1.2 Final Goods Production

In country I final goods are produced competitively using physical capital K, resource Ry,

and labor L, as input factors and CES technology

F,= F(K, R)=A [nyf FART 4+ (1—— A)L"T’l] (1.3)
with total factor productivity A > 0 and constant elasticity of substitution o. Labor is supplied
inelastically and constant over time (L; = L)ﬂ The CES technology has overall constant
returns to scale but decreasing returns to scale with respect to capital and the resource. With
profit-maximizing competitive final goods producers, the first-order conditions for optimal

factor use (implicitly) define resource demand Rgﬂ

oF,
a—Rtt = FtR(Kt7 Rf) = Pt (1.4)

with the consumer resource price p; and capital demand K¢

OF, .
a—]{i = FH{(Kf, Rt) = 1 (15)

with the capital rent i;. The representative household in country I receives the residual profits

7, after remuneration of capital and the resource as laborincome: m;; = F;, — p; Ry — i K.

8 We assume flexible wages under full employment here.
° The superscript "s" indicates supply, while superscript "d" means demand.
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1.2.2 Households
1.2.2.1 Preferences

Households in countries | and E have symmetric homothetic preferences represented by the

life-time utility function

al—1 ey —
1m + 2 for n#£1,7>0
U(Cim, am) = u(cim) + Bu(can) = I—n l—n (1.6)
In c1,, + 10 cay, for n=1

where 1 /7 equals the constant elasticity of intertemporal substitution and 3 < 1 denotes the

utility discount factor for the respective country m € {E, I'}.

1.2.2.2 Capital Supply

For the first period, there is an exogenously given capital endowment to households in both
countries resulting from the savings sg,, in the previous period: K1 = sog + so;. Second-
period capital supply derives from the aggregated endogenous savings of households in both
countries. The existing capital stock is available for consumption (and savings) at the end
of each period without depreciation. Positive capital accumulation therefore implies that
s1g + s17 > K. The respective household has rational expectations and chooses savings so
as to maximize its life-time utility subject to country-specific budget constraints.

In country I, the household takes current and future labor income, market interest rates 7,
and i,, and tax revenue T; (for a constant population size of one) as given. The tax revenue is
collected through an ad valorem resource tax 7, in the second period and distributed to the
households of country I in a lump-sum fashion. Therefore, the budget constraints for country

I households in periods 1 and 2 are

cir + s =mr + (1 + 1) sor (1.7)
CQ[:W;I+<1+i2)81] (18)

with 7}, = mo; + T5. In Chapter we concentrate on the case of an ad-valorem tax, but point
out when a unit resource tax would have different implications. For the most part, the unit

resource tax caseis a complete analogue.
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The representative household in country E receives income from the capital endowment and

from resource revenue so that the budget constraints for both periods are given by

g+ s1ie =mge + (14 41)soe (1.9)
Cop = W;E -+ (1 -+ ig)SlE (1.10)

™ LY.
where 77, denotes the resource revenue net of taxes from (1.1)

Households maximize intertemporal utility given the budget constraints taking theirincome
streams and the interest rate i, as given. This yields the respective Euler equation

Ul(clm)

B (eam) —

From the total derivative of the Euler equation with respect to changes in period incomes and
the interest rate, we derive the savings reactions (cf. Appendix|A.1.1)

851m 831m aslm
>0 <0 =0 1.12
Mim T onr T iy O (1.12)

Since we assume homothetic consumption preferences, the marginal savings reactions with
respect to changes in period incomes are independent of the household’s income level. They
are determined only by the discount factor 3, the intertemporal elasticity of substitution }],
and the market interest rate i5. As will be shown in Section the market interest rate
is independent of the resource tax in the symmetric country case, that is, the case where
both discount factors are the same for both countries. Thus, in this case, the marginal saving
propensities with respect to changes in period incomes are also independent of the resource
tax and therefore completely equivalent to the no-tax case. Given that the resource constraint
holds, second-period capital supply K3 from aggregated savings can be represented as a

function of only the resource supply path and the interest rate i, for homothetic preferences
(as we show in Appendix|A.1.2):

K3 = K3(Ra,i2) (1.13)

A shift of resource extraction to the future period implies a transfer of final goods production
and thereby aggregate (world) income from the first to the second period, ceteris paribus.
Given the savings propensities in (1.12), this redistribution of income creates a disincentive to

save. Moreover, aggregate savings unambiguously increase with a rise in the interest rate i,,



1 Fossil Resource Market Power in General Equilibrium

ceteris paribus, because the income effect of a change in the interest rate only has a redistribu-
tive effect and cancels out for symmetric homothetic preferences. Similarly, aggregate capital
supply does not depend on the future period’s resource tax levied in country I. By increasing
the second-period resource tax, country I is, ceteris paribus, able to capture a larger share of
the resource rents from country E. With symmetric homothetic preferences, these income

effects from the redistribution of the resource rents, however, exactly cancel out.
1.2.3 Conditional Market Equilibrium

1.2.3.1 General Equilibrium Conditions

In the following, we characterize the market equilibrium in all three markets - the resource
market, the capital market, and the market for final goods - conditional on the resource supply
path, that is, given any allocation of resources to both periods that fulfills the binding resource
constraint. We analyze the comparative statics of this conditional market equilibrium with
respect to changes in the resource supply path. This will give us the (general equilibrium)

market reaction to the supply decision, which the resource monopolist will take into account

(see Section[1.3).

Resource Market

The resource market equilibrium is characterized by the market-clearing condition
R¥(py,i,) = R forboth periodst = 1,2 (1.14)

for resource demand derived from competitive final goods production (cf. Equations (1.4) and
(1.5)) and in conjunction with the binding resource constraint (1.2).

Capital Market

With fixed capital supply from aggregate endowments, the capital market equilibrium condi-

tion in the first period is

K{(p1,i1) = K1 = sop + 501 (1.15)
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with capital demand from Equations and (1.5). In the second period, the capital market

equilibrium is again characterized by the market-clearing condition
K3 (p2,ia) = K5(Ro,iz) (1.16)

where capital supply is a function of the resource supply path and the interest rate only in

case of symmetric and homothetic consumption preferences according to Equation (1.13).

Final Goods Market

In equilibrium, aggregate consumption (and savings) has to equal aggregate consumption

possibilities, which are given from production and the capital stock in both periods:

ap+cor+ Ky = Fi (K, Ry) + Ky
cop + cor = F5(Ks, Rs) + Ky

If the resource market and the capital market are in equilibrium, then, according to Walras’

law, the market for final goods must be in equilibrium, too.

1.2.3.2 Comparative Statics of the Conditional Market Equilibrium

We now focus on the conditional market equilibrium’s dependency on the chosen resource
supply path. In other words: how do the equilibrium market prices for the resource, p;, and
for capital, i, as well as the second-period capital stock K5, react to changes in the resource

supply path (given a binding resource constraint (1.2))?

For period 1 we totally differentiate Equations (1.14) and (1.15) while taking into account
Equations (1.4) and (1.5). Solving the two resulting equations together, we observe that

dpy _ Op

=—=F 0 1.17
ik, R, 1RR < ( )

holds due to the concavity of the production technology. Moreover, we know by the comple-
mentarity of capital and resources in production:

di, i

o _ 9 0 1.18
i, OR, 1KR > ( )

10
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In period 2, factor price reactions to changes in the extraction path are more complex com-

pared to (1.17) and (1.18) due to the endogenous adjustment of the capital stock. By totally
differentiating Equations (1.13), (1.14), and (1.16) while taking into account Equations (1.2),

(1.4), and and solving the resulting equations together (cf. Appendix[A.1.3), the equili-
brium market price reactions in period 2 can be decomposed according to

dpg 6p2 3p2 dK, dK,
= = F: Foprx——— <0 1.19
AR,  OR, 0Ky dR, MR KGR (119
d?:Q 8@2 822 dKQ dKQ
= = F Fogxxg——— >0 1.20
AR, ~ ORy | 0Ky dR, = KRTEKGR (120
The overall reaction of the period 2 capital stock to, e.g., a postponement of extraction ‘;—ﬁ; is

determined by two counteracting effects, and is generally ambiguous (cf. Equation in
Appendix[A.1.3): on the one hand, a shift in resource extraction causes an according change in
output, aggregate income, and savings incentives. If resource extraction is postponed, then
future income increases, while present income decreases. This income effect reduces the
incentive to save (cf. (1.12)). On the other hand, postponement of extraction also increases the
productivity of capital in period 2, that is, the interest rate i,. Even though the income effect
of the interest rate change cancels out for symmetric homothetic preferences (cf. Appendix
[A.1.2), the increase in the future interest rate induces a substitution effect which contributes

to an increase in savings.

dKs
dR>

preferences are symmetric. This implies that the direct effects of resource supply on resource

price and interest rate if the capital stock was kept constant (3—11;22 and g—}%) always outweigh

the respective indirect price effects from the endogeneity of capital accumulation.

The signs of (1.19) and (1.20) are unambiguous irrespectively of the sign of as long as

1.3 The Resource Monopolist’s Optimal Extraction Path

In the present general equilibrium setting the resource monopolist faces a number of cross-
market effects between the resource and the capital market which have an impact on both
sources of income of country E: resource revenues and capital asset returns. To better
understand the interactions between the different feedback effects and their implications for
the monopolist’s extraction behavior, we build up the analysis in several steps: first, we derive

the extraction behavior of the monopolist who takes all relevant general equilibrium effects

11
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into account (Section[1.3.1). To prepare the analysis of the different supply motives, we then
examine the behavior of a "naive" monopolist, who only considers the conventional own-price
effect of resource supply on the resource price while neglecting all the additional general
equilibrium aspects, as a benchmark case (Section[1.3.2). This setup is contained in the full
omniscient monopolist’s reasoning and corresponds to a partial-equilibrium monopolist. In
Section[1.3.3] we investigate how the impact of resource supply on future capital accumulation
changes country I’s resource demand and affects the monopolist’s resource supply path,
which we call "addiction motive". Section analyzes how the monopolist internalizes the
influence of her resource supply on country E’s capital asset income, how this affects her
extraction policy ("capital asset motive"), and how accounting for endogenous capital stock

dynamics impacts this supply motive. The extraction behavior of the monopolists in Sections

[1.3.3/and|1.3.4]is compared to the naive monopolist and to the outcome of a competitive

resource market, respectively. Finally, in Section|1.3.5/we examine the omniscient monopolist

again and how the different supply motives interact in her extraction policy.

In the whole analysis of this chapter the resource import tax 7; is suppressed because it does
not add to the understanding of the role of the resource supply motives. Chapter[2] in contrast,
applies the model to the oil market and climate policy, where the resource import tax plays a

central role.

1.3.1 Optimal Resource Supply: Full General Equilibrium

Our omniscient monopolist is benevolent and seeks to maximize the utility of households in

country F, given the conditional market equilibrium:

max u(c1g) + Pu(cagp) (1.21)

subject to the resource constraint (1.2), the budget constraints and and the conditi-
onal market equilibrium represented by Equations (1.14), (1.15), and and the correspon-
ding equilibrium relationships between second-period resource supply and factor market
prices (Equations and (1.20)). Due to the binding resource constraint, the monopolist’s
optimization problem is one-dimensional (R, = S — R,). Moreover, the representative hou-
sehold in country £ makes optimal saving decisions for any set of resource income streams
and interest rates taking them as given. Therefore, the Euler equation holds for any

resource supply path chosen by the omniscient monopolist.

12
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Thus, substituting the marginal rate of substitution from the Euler equation (1.11) into the
first-order condition and simplifying the first-order condition for the optimal resource supply
path gives the modified Hotelling rule

apl 0@1 dpz diy

R + D2 + —Rg + —35S1E (122)

1+ Il =
(1+1) ) R -l AR, AR,

Interestingly, there appears no derivative of the market discount factor (1 +45) in the modified
Hotelling rule (1.22), although the resource monopolist accounts for her influence on the
capital return i5. This is due to the fact that the discount factor (1 + iy) derives from the
separate savings decision of the households (cf. Euler equation (1.11)) which act as price
takers on the capital market. In benevolently maximizing household utility in country E the
monopolist takes the households’ Euler equation (1.11) as given.

From the monopolist’s perspective, the overall marginal resource value consists of the margi-

nal resource revenue and the marginal capital income effect of resource supply:

d di di
MW:Pt+d—gRt+d—é5(t HE MRt+d—Rtt$t )E (1.23)

with j—g from (L.17), 43 from (L.18), j]%? from (L.19), # from (1.20), and the marginal re-

source revenue M R;.

1.3.2 Benchmark: A’Naive’ Monopolist

We adapt the terminology of Moussavian and Samuelson (1984) and refer to the naive mono-
polist (superscript "N") as the monopolist who ignores all the additional cross-market effects
in our general equilibrium setting and just internalizes the negative own-price effect from
resource supply on the resource market price. Thus, all the additional components in (1.22)

drop out, and the naive monopolist follows the Hotelling condition
(1+i)MRY = MRY (1.24)

with the marginal resource revenue

Opy

MRY =
P+ R,

SRy =2 (B — (1= 0)] (1.25)

Here, the share of total output which is captured as remuneration in period ¢ by production

factor f is denoted by "6,;". This formulation of marginal resource revenue is identical to a

13
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partial equilibrium setting. Only here inverse resource demand is derived from the marginal
productivity of the resource for the CES production technology (1.3). We denote the extraction

decision of the naive monopolist by (RY; RY). The price elasticity of demand is given by

R = g with 3;Réft - 10_—9; P20 for 021 (1.26)
Given our general equilibrium setting, we have to take into account that the second period
capital stock K5 is very likely to deviate from the first period capital stock K;. Having the
growth path of the world economy since the industrial revolution in mind, we focus on positive
accumulation of physical capital over time (K; < K3), although K; > K, cannot generally
be excluded. For K7 < Ks, (inverse) resource demand in period 2 shifts upward relative to
period 1 due to the complementarity of fossil resources and capital. In the following, the role

of capital accumulation for the supply decision of the naive monopolist is assessed.

First, the complementarity driven upward shift in resource demand leads to an increase in

marginal resource revenue (for a CES resource demand schedule)f_U]

OMRY
oK,

_2—0

1 —
<9tR — O) Firk >0 forallo > 0 (127)
Re o 2—o0

The positive sign holds true as long as M RN > 0, which is the case for a binding resource
constraint (1.2) ] Thus, capital accumulation induces the naive monopolist generally to
supply more resources in the second period compared to a setting with constant resource

demand over time.

Second, capital accumulation can influence the extraction bias which is introduced by market
power in comparison to the competitive market outcome (cf. Stiglitz,|1976), which we denote
by (R{; RY), as summarized in the first Proposition.

10 We use the notation ‘ft to explicitly indicate that production factor f; is held constant in the derivation of the
respective term.

11 Note that the restriction M R > 0 ensures that;r > 1 — o, and therefore that

9t3>1—0>g for o<1
l-0<0<2—0 for 1<o<2
—(1—-0)>0 for o=2
l-0<2—-0<0 for o>2

(2—0)92R—(1—0)>0 as

which confirms that the sign of (1.27) does not depend on the elasticity of substitution o > 0.
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Proposition 1.1. With positive capital accumulation (K, < Ks), naive monopoly power leads
to a more "conservationist" extraction path relative to the competitive equilibrium if RY > RS
and o < 1. However, if K; < Ky leads to RIC < RQC orif K1 > K, then the monopolistic bias is

ambiguous.

The extraction bias is directly linked to the development of the price elasticity of demand over
time along the competitive extraction path. However, whether the price elasticity of resource
demand increases or decreases with resource consumption solely depends on the elasticity
of substitution o according to (1.26), and not on the capital stock. Like in partial equilibrium,
the naive monopolist in general equilibrium will choose a more conservative extraction policy
(irrespective of the development of the capital stock over time) if the competitive supply
path is falling over time and the price elasticity of resource demand is falling in resource
consumption. With a CES demand schedule, the latter is the case for ¢ < 1 according to (1.26).
This has inspired the phrase of the monopolist being "conservationist’s friend" (Solow,|1974).

Whether the respective extraction bias is exacerbated or attenuated by a higher second period
capital stock is generally not clear. The accumulation of capital on its own affects the price

elasticity of resource demand as we can observe from

aEtht _ o 89&3
0Ky |p,  (1—06ir)? 0K,
bir  Fix > >
=(oc—1) — =0 for o= 1 (1.28)

(1—-6,r)* F, =

Like resource consumption (cf. (1.26)), the capital stock increases the price elasticity foro > 1,
and decreases the price elasticity for o < 1. For iso-elastic demand and o = 1, both have no
influence at all. Considering the case o < 1, these results suggest at first glance that capital
accumulation exacerbates the conservationist bias relative to a constant capital stock. Butfora
full quantitative comparison we must also take into account that with capital accumulation the
resource is extracted more conservatively in the competitive market, too. Since closed-form
analytical solutions for the extraction path are excluded even in the competitive case, general
conclusions about the magnitude of the monopolistic extraction bias with and without capital
accumulation are not possible. However, as the price elasticity of resource demand changes
with capital accumulation according to (1.28), we can conclude that the naive monopolist will
deviate from the competitive market solution for o # 1 even if RY = RS due to the increase

in the future resource market price from capital accumulation.
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If K1 < Kyleadsto RY < RS, orif K; > K, with R{ > RS, by (1.26) and (1.28) the effects of

the capital dynamics and the resource consumption pattern on the price elasticity of demand

€r, p, are counteracting. This implies that the naive monopolist’s extraction bias relative to

the competitive outcome is, in general, ambiguous in these casesF_ZI

Foro = 1and Cobb-Douglas technology, resource demand isiso-elastic and the price elasticity
of demand is not affected by changes in the capital stock. By (1.26) and (1.28) the naive
monopolist’s and the competitive extraction path then coincide with and without capital

dynamics.

1.3.3 The Endogeneity of the Future Resource Demand Curve and the Addiction
Motive

We assume here that the monopolist realizes that her resource supply decision affects the

second period capital stock (dK2)

and (via the complementarity of production factors) leads
to a shift second period inverse resource demand ( ap2 I ThIS is in contrast to the naive
monopolist who is just confronted with different resource demand functions over time due to

different capital stocks K7 and K.

At the same time, the monopolist neglects the influence of her supply decision on the market

interest rate, neither from the direct complementarity effect (- Oiy ) nor from the indirect effect

by the endogeneity of the capital stock (5—%%). In this case, the monopolist extracts the
resource stock according to the Hotelling rule
. Ip1 Opa Opy dK;
1 —R ) = R 1.29
( +Z2)(1+8R1 1) p2+(8R2+6K2dR2) 2 (1.29)

To investigate how the internalization of the endogeneity of capital accumulation affects the
monopolist’s supply decision, we contrast the modified Hotelling rule with the naive
monopolist’s supply path determined by (1.24). Since the capital dynamics only affect the
second period marginal resource value M V5, we can restrict the analysis to the second period.

In particular, no additional intertemporal trade-off is introduced.

12 A scenario K > K, with RY < RS cannot occur because with K; > K, the necessary growth in the
marginal resource rent for Hotelling condition (1.24) to hold requires RY > RS,

13 This setup corresponds the non-naive monopolist which Moussavian and Samuelson (1984) consider.
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In Moussavian and Samuelson (1984) a postponement of extraction unambiguously leads to a
lower capital accumulation path because they assume that a fixed share of present income
is saved and adds to the existing capital stock. Thus, accelerating (postponing) extraction
always increases (decreases) the future capital stock without depreciation. In our framework,
in contrast, savings are a function of first and second period income and the interest rate (cf.

(A.1) in Appendix|A.1.1), so that 452 may, in general, be positive or negative, leading to the
following proposition.

Proposition 1.2. Taking into account the feedback of capital dynamics on inverse resource

demand leads to an accelerated (postponed) extraction relative to the naive monopolist if

dK. dK.

d_Rj <0 (d_Rz > 0)

From (1.19) we know that 3%22 = g—g‘; + g—fg% < 0 for symmetric homothetic preferences,

%. However, if the future capital stock negatively depends on
2

% < 0, as in Moussavian and Samuelson (1984)), then the negative

own-price effect that the non-naive monopolist considers is even stronger than for the naive

irrespective of the sign of

future resource supply (

monopolist,and vice versa. Thisis reflected by the effective price elasticity of resource demand,
which includes the feedback effect from the capital dynamics:

1 o o 1
CRapy = — g = 2 = - = €R (1-30)
’ dp2 Rp _ _ dKsy — Op2 Ro 2:P2
dR2 p2 1 HQR QQK dR> 1 62R OR2 p2
dK,
or —— =20
f iR, <

By taking into account the stronger resource price reaction the monopolist realizes that future
resource demand is less price-elastic and unambiguously accelerates extraction. By doing so,
she boosts production and savings and takes advantage of the increase in resource demand
in period 2. The indirect feedback via the endogeneity of capital accumulation enables the
monopolist not only to exploit but even to manipulate the dependency or “addiction” of
the resource importing countries on fossil resources and introduces what we may call an
“addiction motive”. In contrast, if the capital stock increased with a postponement of extraction
(% > 0), the induced upward shift in resource demand would attenuate the negative own-
price effect. In that case, the monopolist would have an incentive to postpone extraction

relative to her naive counterpart.
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The effective price elasticity of resource demand in (1.30) also directly implies that the mono-
polistic and the competitive extraction path do not coincide anymore for iso-elastic resource

demand (o = 1).

Proposition 1.3. The monopolist’s extraction path is less (more) conservationist than under per-
fect competition if future resource demand is less (more) price-elastic than first period resource
demand, i.e. if 452 < 0 (952 > 0).

The non-naive monopolist’s supply schedule only coincides with the competitive extraction

path if, by chance, the elasticity of the second period capital stock with respect to future

resource supply ig™]

%& _ C€Ripi T CRopy Oir — Oar
dRy Ky ~ “Raiz €Ry p1 €R.po 02K
where
1 _
€Riy — g—lp(tt% == HtK

is the cross price elasticity of resource demand. For (R{ > RY), the right side in the above
equality condition is negative (positive) if o < 1 (0 > 1), this s, if the price elasticity of
resource demand is falling (increasing) in resource consumption (cf. (1.26)). In this case,
the naive monopolist extracts more slowly than the competitive market. If dK2 is negative
(positive), then accounting for the endogenous capital dynamics counteracts (strengthens)
the conservationist extraction bias of the naive monopolist. To which extent the standard
monopolistic extraction bias is counteracted (or even reversed) depends on the strength of
the additional feedback effect from the capital dynamics, which is measured by the elasticity
of the capital stock with respect to postponements of resource supply on the left side of the

condition.

In contrast to the asset motive (cf. Section|1.3.4), the effect of the endogeneity of capital
accumulation is not affected by a redistribution of capital endowments. Again, this is due to

the assumption of symmetric homothetic preferences which ensures that aggregate savings

14 The equality condition follows from setting 1 — % =1- which implies by the Hotelling conditions

€Ry
(1 4 i2)p1 = po for perfect competition and (1.29 - 9) for the non haive monopolist in this section that the
monopolist will follow the competitive extraction path.
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and the equilibrium market prices do not depend on the distribution of wealth between both

countries.

Moreover, in contrast to Moussavian and Samuelson (1984) we find, depending on the sign
of Z—ﬁ;, unambiguous extraction incentives from internalizing the endogeneity of the future

capital stock. This difference is due to infinite time horizon in Moussavian and Samuelson

(1984)[5]

1.3.4 The Capital Asset Motive
1.3.4.1 Introduction of the Capital Asset Motive

In addition to the own-price effect (cf. Section[1.3.2), now the benevolent monopolist recogni-
zes that additional resource supply in either period increases the marginal productivity of
capital and, thereby, generates a higher return on the investments which her constituency
holds in the capital market (but neglects the capital market feedback on resource demand
from Section[1.3.3). In the following we call this capital income component in the benevolent
monopolist’s supply decision the “asset motive”. The according equilibrium extraction path is
characterized by the condition

Op1 01y

(1 + ig) <p1 + 8_R1R1 -+ 8_R180E) = p2 +

Op R2 4 Oiy

1.31
OR, 8R231E (1.31)

The asset motive adds to the standard marginal resource revenue M R, and, thus, increases
the total marginal resource value MV, from the monopolist’s perspective as long as her
constituency has positive capital holdings abroad s(;_)z > 0. For future reference we define

this extended marginal resource value (using standards properties of CES production) as

Op 01 % S(t-1)E
MV;NA =p:+ a_RiRt + 8_Rtts(t71)E = ;t <9tR + 0k (Kt) —(1- U))

The superscript “NA” stands for “naive monopolist with asset motive” since the monopolist

here is still naive with respect to the capital dynamics.

15 With an infinite time horizon in Moussavian and Samuelson (1984), a shift in the extraction path does not
only trigger a change the subsequent period’s capital stock but in all future periods. Due to rising marginal
resource productivity over time, a postponement of extraction might lead to more, but also later, capital
accumulation in the future. Trading-off these counteracting effects may lead the monopolist to slow down
extraction compared to the naive monopolist, and thereby to reverse the addiction motive.
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From a static perspective, the asset motive creates an incentive to increase period resource
supply["¥| Of course, with a binding resource constraint increasing resource supply in both
periods is not feasible. The asset motive, therefore, introduces an additional intertemporal
trade-off to the monopolist’s supply decision and provides a new perspectiveF_Tlon the role of

by now significant capital holdings of resource rich countries/|

For a naive monopolist (cf. Section|1.3.2) maximizing household life-time utility and maximi-
zing the sum of discounted resource profits by a private resource firm is equivalent, because
households smooth consumption in a separate savings decision (see also the corresponding
discussion in Hoel (1981)). With accounting for the asset motive, however, the equivalency of
both approaches breaks down. The reason is that the utility maximizing monopolist, apart
from resource income, also considers capital income of her constituency (thus pursuing a
twofold strategy), but does not account for the influence of resource supply on the market
discount factor (1 + iy) in (1.31). The market discount factor derives from the separate saving
decision of households which take the interest rate as given. In contrast, a profit maximizing
monopolistic firm which recognizes the complementarity-based influence on the interest
rate directly takes into account that postponing extraction increases the opportunity costs
of leaving resources underground, this is, the interest rate i, but neglects her influence on

households’ capital income[™]

With no closed-form solution for the optimal extraction path, we take the naive monopolist’s

extraction decision as a benchmark and study if and under which conditions the asset motive

16 This has also been noted by Calvo and Findlay (1978) and Hassler et al. (2010) for positive capital holdings.

17 A relationship between the capital asset holdings and the (dynamic or intertemporal) supply decision of
resource owners has also been pointed out by van den Bremer et al. (2014). However, they consider a
competitive resource market and show that with uncertain but correlated future resource prices and capital
market returns the value of the resource stock underground should optimally be considered as part of the
asset portfolio which resource rich countries hold. But this reasoning is completely different to the asset
motive of a resource supplier with market power and her internalized influence on the capital interest rate,
which we analyze here.

18 The publicly available information about the volume of the sovereign wealth funds (cf. SWFI (2016)) provides
presumably a lower bound estimate of total capital asset holdings of resource-rich countries as it does not
contain private capital holdings.

19 |n fact, the Hotelling rule for such a profit maximizing, non-naive monopolist reads
Op2

. 0
(1+1i2) (Pl + 8211]%1) =p2+ 8R2R2

_ p2Ry Oiy
1449 ORs

The second term on the right captures the effect of a marginal increase in the market discount factor which
reduces the value of second period resource supply.
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provides anincentive for the monopolist to adjust her extraction decision. Thisalso includes an

assessment of the monopolistic extraction bias compared to the competitive market outcome.

Equating Hotelling rules (1.24) and (1.31), we observe upon rearranging that pursuing the
asset motive will be exactly neutral with respect to the extraction path of the naive monopolist
if

8272
Fokrsie 6R2 R2 .
1 8R1

where we also set 5—1% = Fixr in market equilibrium. Intuitively, pursuing the asset motive
in both periods does not trigger any change in the monopolist’s supply path if the present
value of the capital income component of the overall marginal resource value M VN4 (just
like the resource income component M RY) is constant over time. If the marginal value of the
resource in terms of gains in capital income grows more strongly over time than the marginal
resource revenue, then future resource supply is more valuable to the monopolist with asset
motive than to the naive monopolist. The asset motive then creates an incentive to shift
extraction to the second period starting from the extraction decision of the naive monopolist
(RY, RY), and vice versa.

Taking the naive monopolist’s extraction path (RY, RY) (cf. (1.24)) as reference unambigu-
ously determines every variable like the market prices, the capital stock in period 2, and the
sensitivity of the interest rate with respect to resource supply F}xr for symmetric countries
(cf. and given factor endowments S and K, except for households’ savings s, z. There-
fore, the development of the capital income component F} i rs;—1)r over time and, thus, the
neutrality of the asset motive just depend on the development of the foreign capital holdings.
Since Households’ savings are a function of the first-period income stream y, z and 7y accor-
dingto (see Appendix[A.1.1), we can change savings s, i by altering the distribution of the
capital endowment K between both countries while keeping the reference extraction path
(RY; RY) unchanged. Such a redistribution does not affect aggregate capital accumulation

for symmetric homothetic consumption preferences (see also Section|1.2.3.1).

1.3.4.2 The Role of the Distribution of Capital Endowments

To isolate the role of the capital endowments distribution for the comparison between the
asset motive pursuing monopolist and the naive monopolist, we solve neutrality condition

(1.32) for the ratio of country E’s asset holdings and obtain the following proposition.
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Proposition 1.4. Pursuing the asset motive according to (1.31) does not change the extraction

path relative to the naive monopolist without asset motive if

d
P2+%R2

S1E F.
— = —2E_ = §(RY,R)) (1.33)
SOE p1+mR1

Fikr

Accounting for the asset motive as in (1.31) postpones extraction relative to the naive monopolist
if 12 > ®(RY, RY') and accelerates extraction if 2 < ®(Ry, RY'). A redistribution of capital

endowments to country E accelerates extraction.

For symmetric homothetic preferences, the threshold ® is independent of the distribution
of the capital endowment K; between country E and country I and (by definition) just a

function of the resource extraction path of the naive monopolist (R}, RY).

Condition firstillustrates that it is not the absolute amount or value of capital holdings
but their development over time which is relevant for the influence of the asset motive on
the extraction decision: if there is a sufficiently strong increase in asset holdings of country
E'sothat j;—g > &, the capital income component grows faster over time than the resource
income component represented by the marginal resource revenue. The result is an incentive

to postpone extraction relative to the naive monopolist. For j;—g < ®, the opposite holds true.

In the following, we show that a redistribution of capital asset endowments from country I to
country E lowers country E’s ratio of asset holdings z;—gz the marginal savings propensities (cf.
in the Appendix) are insensitive to a redistribution of capital endowments, because the
overall market equilibrium does not change. Therefore, we can decompose the second-period
asset holdings of country F as a linear function of its asset endowment for a given extraction

path and given K.

881]3
O e

051 01k
Oy1E OSoE

Os1p

s1e(sop) = s16(0) + sop = $11(0) sop = s1e(0) + (14 41)sog

630E

with the savings level for a zero capital endowment of country E' s;£(0). The savings reaction
g;g is a positive constant (lower than unity) for a given

extraction path. Using this relationship between capital endowment and savings, we obtain

to increases in the first period income

the effect of a capital endowment redistribution on the ratio of second to first-period capital
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holdings™|

0sop SOE
Ki

2
O E S0E SoE

a S1E
—<°E) _ {85”3(1“‘1) 5B | SIE(O)<0 (1.34)

Increasing country E’s first-period capital holdings s disproportionally strengthens the
capital income component in the present over the one in the future because households
only save a fraction of the additional first-period income and the ratio of asset holdings Z;—g
decreases. As a result, the monopolist’s incentive to postpone extraction is more and more
reduced and eventually reversed if the ratio Zé—i falls below ®. In turn, if country £ does not
own any capital assets in the present (so = 0), but holds shares in the future capital stock,

then the asset motive creates an unambiguous incentive to postpone extraction.

Finally, we use the fact that the maximal capital endowment redistribution to country E'is
necessarily limited by the given first period capital stock K7, so that there is a lower bound
on the ratio of asset holdings] By (1.34), this observation allows us to conclude that the
neutrality condition cannot be met for any sgp > 0 if

(I)<881E(1+i1): lim Sl_E

o 8y1E SOE—0 SR K,

In this case, we always have Z;—’; > ® and the asset motive pursuing monopolist will always

postpone extraction relative to the naive monopolist for any sgp < Kj.

1.3.4.3 The Asset Motive and the Conservationist Bias

Depending on the intertemporal ratio of country E’s capital assets ié—i, the asset motive can

lead to an acceleration, as well as a postponement of resource extraction relative to the naive

20 We again use the notation | ¢, here to point out that we consider a redistribution of capital endowments and
no increase in aggregate capital endowment.

21 For the limiting cases of the capital asset ratio we have

0 0
lim 22| — Jim {le() 4 B (1+ il)} = 400
soe—0 Sop Ky sog—0 SOE 8y1E
0) 9 9
lim £ — lim {S”ﬂ( ) 4 21 () +i1)} = 22 (14 1y)
S0B7F0 S0 |,  SoETe | Som e Oy
. S1E s1E(K1) s1p(0) | Osip ; 9s1p ;
lim — = = + 1+i1) > 1+
sor—K1 SoE e K K aylE( 1) aylE( 1)
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monopolist. This can, in principle, strengthen, dampen or even reverse the extraction bias
of the naive monopolist relative to the competitive outcome, which is a conservationist bias
foro < 1, RY > RY,and K; < K, (cf. Section[1.3.2). As we have seen, the distribution of
capital asset endowments between the countries plays a key role for the effect of the asset
motive on the monopolist’s extraction bias, but general analytic conclusions are difficult. For
iso-elastic resource demand (¢ = 1 in the case of CES technology) the extraction path of
the naive monopolist is identical to the competitive extraction path. When the asset motive
is added to the monopolist’s reasoning, this equality does not hold anymore if the capital

income component grows over time at a different rate than the resource income component
(cf. (1.32)).

Although by assumption the resource stock is fully extracted in the present model, we can
briefly touch upon the question of cumulative extraction if the available resource stock was
made endogenous (for instance by investments in exploration or stock-depending extraction
costs). Typically, a monopolist who accounts for the reaction of the marginal resource revenue
to her supply behavior (like our naive monopolist) increases extraction and resource supply in
both periods until the marginal resource revenue falls to zero. The rest of the resource stock is
left in the ground to avoid negative marginal resource revenue. A characteristic feature of the
asset motive is that it adds a positive component to the total resource value in both periods
(as long as country E’s capital holdings are positive). This implies that a naive monopolist
with asset motive would increase extraction in both periods, this is, cumulative extraction,
relative to her naive counterpart. Whether cumulative extraction would also be higher than in
the competitive case is a question which requires explicit modelling in future research.

1.3.4.4 The Endogeneity of the Future Capital Stock and the Asset Motive

If the monopolistis already aware of the complementarity-driven influence on the interest rate

it
ORy

capital stock on the resource supply path

and pursues the asset motive, then internalizing in addition the dependency of the future

dK>
dRo

the future return on capital investments to changes in resource supply (cf. (1.20)):

affects the monopolist’s perceived sensitivity of

dis 822 822 dK,
_ 0
iRy OR, | 0K, dRy

The positive sign holds irrespective of the sign of j—gj for symmetric homothetic consumption

preferences (cf. Section|1.2.3.2). Since endogenous capital accumulation only affects future
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production, we can draw our conclusions by only considering period 2, summarized in the

following proposition.

Proposition 1.5. Internalizing the endogeneity of the future capital stock and its role for the
asset motive poses an incentive to postpone extraction if Z—ﬁj < 0 and to acceleratate extraction
i dK

Due to the diminishing returns to capital ((f;g < 0) the feedback effect d@}l{z %2 implies a
stronger positive reaction of the interest rate i, to increases in the future resource supply, if
dK2 < 0. Inthis case, the future asset motive is strengthened when the monopolist internalizes
the endogeneity of the capital stock and an incentive to postpone extraction is established. In
contrast, if dK? > 0, then the positive influence of future resource supply on the interest rate
and, thereby, the future asset motive is attenuated by accounting for the feedback effect from

the endogeneity of capital accumulation. This triggers an acceleration of extraction.

1.3.5 The Extraction Path of the Omniscient Monopolist

In the extraction decision of the omniscient monopolist characterized by (1.22) both indirect

effects from the capital dynamics (cf. Sections|1.3.3[and|1.3.4.4) are present. These indirect

dKs
dRs?

extraction incentives. For example, for dK2 < 0, the addiction motive is clearly counteracted

effects have unambiduous signs, irrespective of the sign of but create counteracting
by the simultaneous strengthening of the future period’s asset motive. We may capture and

summarize these indirect effects by defining

Op P2 gy Diy

U = Z0
oK, 2 T oK, <

(1.35)

which will be positive if internalizing the endogeneity of the capital stock has a stronger effect
on the resource income component than on the capital income component of the overall

marginal resource value in the future period, and negative otherwise.

Given that the asset motive introduces a generally ambiguous extraction incentive as well,
there are no unambiguous conclusions about the extraction policy of the omniscient mono-
polist. Still, we may characterize the supply path along comparisons to the naive monopolist
and the competitive outcome. This illustrates the interaction of the additional considerations

which are taken into account by the omniscient monopolist in general equilibrium.
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1.3.5.1 Comparison to the Naive Monopolist

The comparison with the naive monopolist, which we derive in analogy to (1.33), is summari-

zed in the next proposition.

Proposition 1.6. The omniscient monopolist follows the same extraction path as the naive

monopolist if
s1p + 4k
P iz _ (RN RY) (1.36)
SoE
S1E+ o it
Extraction is postponed relative to the naive monopolist for % > O(RY; RY) and

S1E+ prr 4K
accelerated for —— 2852 < O(RYY; RY).

The threshold @ is defined as before, whereas the left side does not only contain the capital
holdings ratio zé—g, but is extended by the indirect effects from the capital dynamics which are
captured in ¥ from (1.35). Similarly to[1.3.4.2] the omniscient monopolist chooses a more
(less) conservative extraction path than the naive monopolist if along the naive monopolist’s
extraction path (RY; RY) the left side of is greater (lower) than the threshold ®.

‘jl% < 0. If the strengthening of the future asset motive dominates

Consider first the case
the addiction motive (i.e., ¥ < 0), then the omniscient monopolist overall has a stronger
incentive to postpone extraction relative to the monopolist who just pursues the asset motive
without internalizing the capital dynamics (monopolist “NA” from Section [1.3.4.2). Corre-
spondingly, the omniscient follows the naive monopolist’s extraction path at a lower asset
ratio Zé—g than the "NA" monopolist. If the addiction motive dominates the strengthening of
the future asset motive (i.e., v > 0), the internalization of the capital dynamics leads the
omniscient monopolist to accelerate extraction. Then the increase in the asset holdings must
compensate for this incentive to keep the omniscient monopolist at the supply policy of her

naive counterpart. For % > (), these conclusions are exactly reversed.

Redistributing capital endowments to country £ unambiguously creates an incentive to acce-
lerate extraction for the "NA" monopolist in Section|1.3.4.2 For the omniscient monopolist,
however, this is not necessarily the case. Rewriting the left side of condition (1.36), its deriva-
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tive with respect to capital endowment sy is given by

o(s)| = g, 1Ky _ |
0sop Foxr (SOE)2 dRQ
K1

By (1.34), we know that the first term is negative. Thus, the left hand side of condition (1.36)
unambiguously falls with a redistribution of capital endowment to country E if § dK2 > 0and
the omniscient monopolist will speed up extraction just as the "NA" monopollst Who only
pursues the asset motive. However, |f dK? < 0, the first and the second term are counteracting.
Then it can happen that the addltlonal strengthening of the future asset motive through the
redistribution of capital endowments to country £ and an according increase in sz is so
strong that the left hand side of increases, which induces the omniscient monopolist to

postpone extraction compared to the completely naive monopolist.

1.3.5.2 Comparison to the Competitive Outcome

The extraction behavior of the omniscient monopolist and its relation to the competitive
outcome is determined by several counteracting effects. Considering the own-price effect of
the resource (as the naive monopolist does) induces a conservationist biasforo < 1, K; < Ko,
and RY > RY. Assuming that postponement of extraction reduces capital accumulation
(dKQ) the addiction motive (cf. Sectlon provides an incentive for accelerated extraction,
while the capital feedback in the future capital asset motive (cf. Section|1.3.4.4) contributes to
postponement of extraction. The asset motive itself can contribute to acceleration, as well as
postponement, depending on the development of country E’s capital holdings over time. As
aresult, all these motives together can strengthen, dampen or reverse the conservationist
bias of the naive monopolist relative to the competitive outcome. Like in the case of the naive
monopolist with asset motive (cf. Section[1.3.4.3), the omniscient monopolist’s extraction
schedule is generally not identical to the competitive extraction path for iso-elastic resource
demand (o = 1) and no extraction costs.

Finally, the ambiguity also carries over to the question whether the omniscient monopolist
would choose a higher aggregate resource extraction if aggregate extraction was endogenous
(not modelled here, cf. Section[1.3.4.3) and the naive monopolist left some resources under-
ground to prevent the marginal resource revenue from falling below zero. Whereas in the first
period the marginal resource value to the omniscient monopolistis unambiguously higher due

to the asset motive, in the second period it may even be lower if the feedback effects from the
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capital dynamics are negative, i.e. \IJ% < 0, and overcompensate the positive contribution
2

from the capital asset motive, pointing overall towards lower aggregate extraction.

1.4 Numerical Illustration and Limits of Arbitrage

Considerations

Figure[1.1]shows both sides of the Hotelling conditions (1.24) and (1.22) for the naive and the

omniscient monopolist over the range of possible future extraction rates 0 < R, < S atan

exemplary parameter setting[? The points where the two respective corresponding curves
intersect are the equilibrium extraction paths. For comparison, the vertical line at RS = 0.233

designates the future extraction rate in the competitive equilibrium RS'. We see that the naive
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Figure 1.1 : Numerical illustration of the equilibria of the naive and the omniscient monopolist

monopolist exhibits a more conservationist extraction path than the competitive market. In
this example, the net effect of all general equilibrium feedback effects and the asset motive
leads to a reversal of the conservationist bias, so that the omniscient monopolist extracts

more quickly than the competitive outcome.

22 The parameters used in the simulation are: 0 = 0.91,7 = 2,8 = 0.3, A = 0.1,y = 0.4, TFP parameter
A = 300, and the exemplar factor endowments K; = 200, sor = 20, so; = 180,5 =1
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If two curves which represent the two sides of a Hotelling condition are both monotonicin R,
like in the case of the the naive monopolist, then there can be only one point of intersection, i.e.,
one equilibrium. But because of the capital dynamics in period 2 with several counteracting
channels on the marginal resource value MV, there can be cases where the marginal resource
value is, at least locally, rising in R,. In the example in Figure [1.1]this is the case for the
second-period marginal resource value curve of the omniscient monopolist approximately at
Ry > 0.85.

The possibility of such locally rising marginal value curves implies two things. First, multiple
equilibria strictly speaking cannot be excluded, although we did not observe any in numerical
examples. In this case, the solution procedure would require finding a global utility maximum.
Second, in a situation with multiple equilibria our line of argument for the effects of the various
supply motives on the extraction path, which is based on arbitrage considerations, might not
hold anymore. Assume that the introduction of a supply motive, e.g. the addiction motive, at
a certain extraction path leads to a situation where the the first-period side of the Hotelling
rule is higher than the second-period side. Our argument hinges upon the notion that the
balance in the Hotelling rule can be restored and the new equilibrium can be reached by
shifting extraction to the first period. While this logic holds in all observed cases, we cannot
be sure that in a case of multiple equilibria the global utility maximum would indeed always
be reached.

1.5 Conclusion

We provide an analysis of monopoly power in the market for a crucial fossil resource like oil
or rare earths in general equilibrium. Our model captures the impact of resource extraction
on the endogenous interest rate, output and capital accumulation, as well as the resulting
feedback effects on resource demand and again on the interest rate. The different interacti-
ons between the resource market and the capital market yield additional supply motives
from the monopolist’s perspective: considering how present resource supply fuels capital
accumulation in the importing country and its future reliance on and demand for the re-
source ("addiction motive") poses an incentive for the monopolist to accelerate extraction.
As a central new result we find that the resource monopolist not only focuses on resource
revenues, but also on capital asset returns as a second income stream for her country. The
monopolist accounts for the positive influence of resource supply on her own country’s capital

returns in both periods via the complementarity of the resource and capital in production.
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Thus, the monopolist faces a second parallel intertemporal trade-off (apart from marginal
resource revenues) in her dynamic resource supply decision, which we call "capital asset
motive". Depending on the development of the exporting country’s capital assets over time,
the capital asset motive can contribute to acceleration, as well as postponement of extraction.
An additional consideration of the role of resource-supply-driven capital accumulation in
the context of the capital income component further strengthens the second-period asset
motive and contributes to postponement of extraction. The conservationist extraction bias
of a monopolist relative to a competitive resource market, which has led to the well-known
phrase of the monopolist being "the conservationist’s friend", can be amplified, dampened or

even reversed by the general-equilibrium supply motives.

The analysis of the strategic capital asset motive makes dynamic changes in the role of a
resource exporter with market power visible. Starting with a focus on resource revenues, with
a growing stock of capital assets over time the monopolist acquires a double role as resource
exporter and capital investor with influence on the capital market via her resource market
power. Over time, resource revenues may even lose their role as the primary source of income.
Both, the asset motive and the addiction motive constitute different aspects of the mutual
dependency of resource exporters and importers. The monopolist’s interest in the importing
countries’ prosperity is twofold: on the one hand, the exporter wants to maintain and increase
the importers’ "resource addiction" for the future. On the other hand, the monopolist does
not want to jeopardize her own capital asset returns. So, overall the general equilibrium
perspective has proven very useful for gaining insights, not only into the strategic relation
of resource exporters and importers, but also into the complex interlocking of capital and

resource markets.

The present framework is a good basis for the analysis of further questions. The reaction of
an oil exporting monopolist to the tightening of climate policies by the importing country
is the subject and contribution of Chapter[2 In future research, the role of clean or dirty
substitutes to the scarce fossil resource can be scrutinized in the context of the supply motives
discussed in the present framework. It might be particularly interesting to see under which
circumstances the resource exporter will try to keep a substitute out of the market or, to the
contrary, support the transition to the substitute if it is beneficial for the resource exporter’s
capital asset income or if she even invests into the substitute herself. Another direction of

adjacent research could be releasing the strict monopoly assumption and modelling a more
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realistic degree of resource market power like an oligopoly or a monopoly with a competitive

fringe.
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2 Petrodollar Recycling, Oil Monopoly, and Carbon

Taxes

2.1 Introduction

In 2016, Saudi Deputy Crown Prince Mohammad bin Salman, entrusted with Saudi Arabian
long-term oil extraction policy, announced a plan to make his country economically inde-
pendent of oil by 2030. To achieve this, the Saudi government intends to establish the so
far largest sovereign wealth fund of US $2 trillion. By investing heavily in all sorts of capital
assets, the prince wants to make "investments the source of Saudi government revenue, not
oil" (Waldman2016). Other OPEC countries have also been keeping oil wealth in sovereign
wealth funds for many years: as of 2016, Abu Dhabi holds US $792 billion in such funds, Kuwait
holds US $592 billion, and Qatar holds US $256 billion (SWFI 2016)E] OPEC countries appear
to be pursuing a two-pillar supply strategy: while they continue to be suppliers of oil, the
prince’s plan suggests that in the decades to come, they will be shifting toward income from
capital assets to prepare for a future post-oil world. The two strategic pillars - oil revenues
and capital asset returns - are intertwined by a complex interplay of the oil market and the
capital market. The oil price plays a central role in the world economy and can heavily affect
the business cycle and the resulting returns for stock- and bondholders, especially in the
major oil importing countriesE] Moreover, long-term paths of economic growth and capital
accumulation are affected by the availability of oil | Fast-growing emerging economies like

China, in turn, have a significant impact on oil demand and prices/[]

At the same time, growing concern over climate change drives attempts to limit global carbon

emissions and potentially dangerous mean temperature increases, such as the 2015 Paris

1 As of August 2016, the total volume of oil- and gas-related publicly known sovereign wealth funds was US
$4,205 billion (SWFI2016).

2 Cf. Hamilton (1983, 2013), Kang et al. (2014), Cunado and Perez de Gracia (2014). Kilian (2009) points out in his
econometric study that the magnitude of macroeconomic effects of an oil price shock depends on whether it
is driven by the supply side, the demand side, or demand-side responses to an anticipated supply shock.

3 Cf., from an empirical perspective, Berk and Yetkiner (2014) and Stern and Kander (2012); from a theoretical
perspective, see Stiglitz (1974).

4 Cf. Kilian and Hicks (2013) and Fouquet (2014).
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Agreement. Naturally, these attempts threaten the oil exporters’ revenues. Therefore, for
climate policy to be effective, strategic reactions of suppliers of fossil fuels like oil must be
taken into account. But, to date, there has been no systematic analysis of climate policy
response by an oil supplier with market powelﬂthat takes into account the two-pillar nature

of OPEC countries’ strategic behavior and the interplay between both markets.

We analyze the extraction reaction of an oil monopolist with capital investments in the oil
importing country to the introduction or increase of a carbon tax on oil imports in a two-
country setting. We apply a general equilibrium approach to incorporate the interplay between
the oil market and the capital market and to capture the crucial role of capital assets for an oil
monopolist’s climate policy reaction, which has been neglected in the literature to date. In
doing so, we find a new channel for postponement instead of acceleration of oil extraction,
due to tightening climate policy. In the literature on the supply-side of fossil fuel markets it has
been pointed out that even the credible announcement of climate policies that are tightened
over time could very well cause the opposite of the intended effect. The dire prospects for
future profits would lead fossil fuel exporters to accelerate extraction in the present and
thereby exacerbate climate-change-related damages, which is called the "Green Paradox".

In our general equilibrium model we distinguish between one country that only exports oil
and another that imports oil and produces final goods. The time horizon is finite with two
periods and we model climate policy with a carbon tax on oil imports. The interest rate and
savings, which determine physical capital accumulation, are endogenously affected by oil
supply, while the resulting capital stock drives oil demand and revenues for the exporting
countries. We build on the scarce literature on fossil resource monopoly in general equili-

briumP}, and especially on the framework and crucial role of capital assets in Marz and Pfeiffer

5> There are, of course, many suppliers of oil in the world. But the market share of OPEC, which, according
to Statista (2018), was 43.5% in 2017 and 48% in 2040 under the 450ppm carbon scenario (OECD 2014, p.
115, table 3.5), seems to suggest a significant degree of market power in the oil market. We focus on a pure
monopoly as the opposite to perfect competition.

& Cf. Moussavian and Samuelson (1984) and Hillman and Long (1985), neither of whom considers climate policy.
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(2015b)[] In the present chapter, we introduce climate policy into this framework and analyze

its implications for the monopolist’s oil supply behavior.

Our key finding is that the simultaneous consideration of oil revenues and capital income gives
rise to a new channel for postponement of extraction: the expected income loss due to future
oil taxation leads the oil-rich country to increase its savings. This boosts the monopolist’s
capital asset motive in period 2 and creates an incentive to postpone oil extraction that can
dominate the conventional acceleration incentive. In fact, postponement of extraction can
be observed numerically for a wide range of plausible parameter settings. The magnitude of
postponement can be considerable: in certain parameter settings present extraction drops
by almost 30% for a future ad-valorem carbon tax corresponding to a carbon price of about
80 dollars per ton of carbon. The latter number is in line with estimates for the social cost of
carbon by Anthoff et al. (2009) or Nordhaus (2010) and lies roughly in the middle of the wide
range of estimates. Overall, we show that (even) an over time increasing carbon tax can be a
viable policy option in contrast to conventional partial equilibrium analyses of climate policy
instruments. Moreover, Sinn (2008) suggested a capital income tax to circumvent a potential
acceleration reaction. In our framework with its emphasis on capital assets, however, we find
that a capital income tax is no longer immune against undesired acceleration of extraction.
Endogenizing cumulative extraction we identify another implication of the interaction of the
capital and the resource market in general equilibrium: capital accumulation depends on
the exploration investment decision. Accounting for this relationship, the monopolist may

choose to reduce cumulative extraction even when reducing first period resource supply.

This chapter contributes to the literature on the supply-side reaction of fossil energy resources,
and particularly oil, to a tightening climate policy that has developed since Sinn (2008). Indeed,
in most cases (see, e.g. van der Ploeg and Withagen 2012a, 2012; Grafton et al.2012), the

" Marz and Pfeiffer (2015b) show (without discussing climate policy) that the interaction of the capital and the
resource market already has implications for the supply decision of a resource owner with market power if the
monopolist is aware of the more widespread effects of resource supply in a general equilibrium setting (cf.
also Bonanno (1990)). More specifically, additional supply motives arise from the interaction of these markets
in general equilibrium and from the complementarity of physical capital and the fossil resource in final goods
production. In particular, the monopolist takes into account the influence of resource supply on the return of
her own capital assets, which are invested in the oil importing countries, and on capital accumulation with
resulting feedbacks on capital and resource demand. Higgins et al. (2006) conclude that about half of the oil
exporting countries’ profits in the 2000s were invested in foreign assets and over different channels ended
up in the U.S. In contrast to the conventional partial equilibrium view (cf. Stiglitz|1976) the arising general
equilibrium supply motives mentioned above additionally affect the optimal supply path of a monopolist and
lead it to deviate from the competitive outcome even for a constant demand elasticity and no extraction costs.
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analysis of whether or not acceleration of extraction occurs is based on partial equilibrium
models of the fossil resource market and thus does not take into account the role played
by capital market adjustments in the extraction decision. We fill this gap. There are only
few empirical studies testing the acceleration hypothesis. Di Maria et al. (2014) confirm the
underlying mechanisms for the case of the reaction of coal supply to the introduction of the
acid rain program in the U.S. But for coal, neither market power, nor capital assets play the
prominent role, as in the case of oil. Curuk and Sen (2015) find an increase in oil trade as a
reaction to raised R&D spending in renewable energy, but they also neglect the role of capital
assets. For recent overviews of the literature on unintended supply-side effects of climate
policy, see Jensen et al. (2015), van der Ploeg and Withagen (2015), and van der Werf and Di
Maria (2011).

The strand of literature that we directly contribute to deals with supply-side effects of climate
policy in general equilibrium, but to date neglects resource market powerEIVan der Meijden et
al. (2015) apply a model that is very similar to ours, but they consider a perfectly competitive
oil market. In this sense, their paper and this chapter are complementing each other by
looking at the respective extreme of monopoly or perfect competition. They show that general
equilibrium feedback effects over a capital market can affect competitive supply-side reactions
to an announced carbon tax and that extraction can be postponed for the specific assumption
of asymmetric preferences in the importing and the exporting country. However, given that
assuming (at least some) oil market power seems to be more realistic to us, we are able
to reassess the role of capital asset holdings for the effects of climate policy. We thereby
identify a completely new and different transmission channel of climate policy which also
gives rise to postponement of extraction but holds even for the more general setting with
symmetric consumption preferences. Moreover, in comparison to the competitive case, a
more considerable postponement of extraction can be observed for a wider range of relevant
parameter settings. Finally, while van der Meijden et al. (2015) point out that the familiar
trade-off between postponement of extraction and increase in cumulative extraction (cf.,
e.g., Gerlagh (2011)) carries over to their general equilibrium setting with competitive supply
we find that this no longer holds true with market power and the dependency of capital

accumulation on cumulative extraction. The importance of the general equilibrium feedback

8 Hassler et al. (2010) analyze climate policy in general equilibrium with resource market power. But their
approach is only static and they neglect general equilibrium effects of climate policy on the resource supply
side.
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effects for the supply-side reaction to climate policy is also pointed out by van der Ploeg (2015).
Long (2015) takes a slightly different perspective by discussing leakage effects from unilateral
climate policies or, more generally, effects from trade in final goods or production factors
that may either contribute to or counteract acceleration of extraction (see also, e.g., Eichner
and Pethig|2011). In contrast to these studies, as well as Smulders et al. (2012) and Long and

Stahler (2016), however, we account for oil market power.

We briefly summarize how additional effects of resource supply in general equilibrium (es-
pecially the capital asset motive) modify the monopolist’s extraction decision in Section[2.2}
In Section[2.3|we identify and interpret the mechanism that may lead to postponement of
extraction. The theoretical analysis is complemented by a numerical simulation and sensi-
tivity analysis in Section[2.4]so as to evaluate the prevalence of extraction postponement
and the role of the most important parameters for the outcome. We analyze the effects of
a capital income tax in Section[2.5and discuss the implications of exploration costs for the
effect of carbon taxation on first period and cumulative extraction in Section[2.6] Section[2.7]
concludes.

2.2 The Monopolist’s Extraction Behavior

The analysis in this Chapter is based on the model as it is described in Section[1.2]in Chapter([1]
The difference now is that the resource import tax in the second period 75, which we interpret
here as a carbon tax, is not neglected, but is in the focus of the study. To analyze the supply-
side reaction to a carbon tax increase (see Section we first summarize the extraction

behavior in the present model with an oil import tax.

In the present study, the monopolist is omniscient in the sense that she takes all the informa-
tion about general equilibrium feedback effects of her extraction decision via the endogenous
adjustment of the capital stock on factor prices and incomes into account. A "naive" mono-
polist would be unaware of these general equilibrium feedbacks and behave like in a partial
equilibrium world. Our omniscient monopolist is benevolent and seeks to maximize the utility

of households in country F, given the conditional market equilibrium:

max u(c1g) + fu(cag)

subject to the resource constraint (1.2), the budget constraints (1.9) and (1.10) and the conditi-
onal market equilibrium represented by Equations (1.14), (1.15), and (1.16) and the correspon-
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ding equilibrium relationships between second-period resource supply and factor market
prices (Equations and (1.20)). Due to the binding resource constraint, the monopolist’s
optimization problem is one-dimensional (R, = S — R,). Moreover, the representative hou-
sehold in country £ makes optimal saving decisions for any set of resource income streams
and interest rates taking them as given. Therefore, the Euler equation holds for any

resource supply path chosen by the omniscient monopolist[]

Thus, substituting the marginal rate of substitution from the Euler equation into the
first-order condition and simplifying the first-order condition for the optimal resource supply
path gives the modified Hotelling rule

(1+412) |p1 + 3—21131 + 5—215015’ =p2+ 5—22232 + 5—12%2231}3 (2.1)
where 5%22 =(1-— 72);%22 for an ad-valorem resource tax (and % = %"2 for a unit resource
tax). Interestingly, there appears no derivative of the market discount factor (1 + i5) in the
modified Hotelling rule (2.1), although the oil monopolist accounts for her influence on the
capital return iy. This is due to the fact that the discount factor (1 + iy) derives from the
separate savings decision of the households (cf. Euler equation (1.11)) which act as price
takers on the capital market. In benevolently maximizing household utility in country E the
monopolist takes the households’ Euler equation (1.11) as given.

From the monopolist’s perspective, the overall marginal resource value consists of the margi-
nal resource revenue and the marginal capital income effect of resource supply:
_dp, diy diy

MV = p + d_Rth + d—RtS(t—l)E =1 -7)MR, + d_RtS(t_l)E (2.2)

% See Appendixfor a more extensive presentation of the monopolist’s optimization problem.
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with j—]’% from (L.17), 43 from (L.18), (‘;% = (1— 72)3%22 from (L.19), £2 from (1.20), and the
marginal oil revenue before taxes M R, [’/ As in the standard resource extraction problem, the
modified Hotelling rule requires that the present value of the overall marginal resource value
(not marginal resource revenue) is equal in both periods. A key conclusion of Chapter(], which
isimportant here, is that an omniscient benevolent monopolist accounts for the influence
of her oil supply on the return on capital assets of country E’s households. In the modified
Hotelling rule (2.1] this capital asset motive is present in each period, represented by the

811

terms 57-sop and 2 S1e- The endogeneity of the capital stock in period 2 is included in the

factor price reactlons de and ‘“2 and additionally modifies the supply pattern compared to

that of a naive partial equmbrlum monopolist.

2.3 Policy Analysis

Given the modified supply decision as characterized above, we discuss the effect of future
climate policies on the extraction path chosen by the benevolent and omniscient monopolist.
By use of a comparative statics analysis we show that a marginalincrease in the future resource
tax may induce postponement of resource extraction due to the asset motive, and elaborate on
the drivers of this result. We also show that the reaction of resource supply to a future resource
tax increase is monotonous in the tax rate. This allows us to consider discrete increases in the

tax rate.

2.3.1 Supply Reaction to Future Climate Policy

The modified Hotelling rule (2.1) enhances the extraction decision with additional motives and
market reactions that the monopolist takes into account, particularly the capital asset motive
(cf. Section2.2). It appears that these additional considerations also affect the monopolist’s

reaction to future climate policies. We evaluate the change in the extraction path by use of

10 |n the case of an ad-valorem resource tax, we have

dpa diy
MV =(1—- =
Vo =(1—1) {szr R Rz] ngSlE
whereas for a unit resource tax
dp2 dia
VI — ap2 a2
MV, P2+dR2R2 T2+dR281E

39



2 Petrodollar Recycling, Oil Monopoly, and Carbon Taxes

comparative statics with respect to a marginal increase in the resource tax in period 2 and

obtain the following proposition.

Proposition 2.1. The reaction of the equilibrium extraction path to an increase of the future
ad-valorem tax is given by

dR* —~MRy + dip 9s1g 973g
2

. dR2 Omop OT2 >
dr, | d0ti)Mvi] _ dMvg < 0 (2.3)
dRo> dRo>

Pursuing the asset motive while savings adjust endogenously can lead the monopolist to post-

pone resource extraction upon a future tax increase.
Proof. See Appendix[B.2} [J

The denominator of measures how the Hotelling condition changes with a marginal
adjustment of the extraction path and is always positive (cf. Appendix[B.2). The following
analysis thus focuses on the numerator. The numerator captures the direct effects of the tax
change on the two components of M V7 (cf. Equation (2.2)): the resource income component
given by the general equilibrium marginal resource revenue and the capitalincome component
introduced by the asset motive. Since the conditional market equilibrium does not directly
depend on the resource tax for symmetric homothetic preferences, there are no direct effects
of a tax change on (1.17), (1.18), (1.19), and (1.20).

We start by considering the direct effect of the resource tax increase on the capital income
component, which is captured by the last term in the numerator of and arises for the
ad-valorem tax, as well as for the unit resource tax case. Raising the resource tax for a given
consumer resource price p,7] leads to a pure redistribution of income, or resource rents,
9%e < (). This income redistribution is

019
completely neutral with respect to aggregated capital accumulation for symmetric homothetic

from country E to country I, which is measured by

consumption preferences, as we have already discussed, but not with respect to the savings
in both countries. The representative household in country £ - having rational expectations -

.. T . . E)
correctly foresees the loss in its future period’s resource income. Since 8;—;? < 0from (1.12),

11 The asterisk "*" in R} indicates the monopolist’s optimal extraction path (R}, R3).
12 Recall that the numerator measures the effect of the tax rate increase for a given extraction path.
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the household reacts to this anticipated income loss by increasing its savings so as to smooth

consumption over time given its constant first-period incomeE]

Regarding the monopolist’s extraction incentives, the larger savings directly strengthen the
asset motive in the second period because the marginal return on resource supply in the
second period, in terms of the capitalincome gain, is larger. From the monopolist’s perspective,
therefore, the value of the future period’s resource supply increases. This creates an incentive
for the monopolist to shift oil extraction into the future. Thus, the resource-tax-induced
adjustment of the future asset holdings unambiguously works toward postponement of

extraction if the monopolist pursues the asset motive[™|

The marginal resource revenue before taxes M R, in the numerator of captures the effect
of a marginal increase in the resource tax on the resource income component of the marginal
resource value MVy from (2.2). Note that gives the comparative statics for the effect
of an ad-valorem resource tax. In the case of a unit resource tax, the marginal effect of a tax
increase on the marginal resource revenue, that is, on the resource income component, would
be —1. But for a unit tax, the marginal effect of a tax increase on the exporting country’s saving

behavior and, thus, on the capital income component is different, too.

If the marginal resource revenue is positive, both tax policies have the same qualitative effect.
An increase in the resource tax reduces the marginal oil revenue and thereby creates an in-
centive for the monopolist to shift resources from the future to the present. It is exactly this
devaluation of future resource supply that drives the unintended acceleration of extraction
upon the introduction or strengthening of future climate policies in a standard partial equili-
brium framework. The same holds true if we consider a naive resource monopolist instead of

the omniscient monopolist in our general equilibrium setting/™|

13 |n turn, the households in country I will decrease their savings due to the higher resource tax revenue and
thereby will exactly compensate for the larger capital supply from country F so that overall the capital stock
remains unaffected by the tax increase.

14 Note that this postponement incentive must not be confounded with the endogenous adjustment of the
market interest rate in general equilibrium, which occurs as soon as the tax policy triggers a change in the
extraction path. The latter general equilibrium feedback is already known from the competitive resource
market case in van der Meijden et al.,2015/and is also present in our monopoly setting.

15 Note, however, that, in contrast to these conventional approaches, in our general equilibrium framework the
marginal resource revenue from the omniscient monopolist’s perspective not only includes the direct own
price effect of resource supply but also the indirect price effect via the endogeneity of capital accumulation as
we have 51’%22 from instead of 31’%22-
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Overall, if the marginal oil revenue is positive, there are two counteracting effects, so that the
marginal tax effect is generally of ambiguous sign. If the strengthening of the asset motive via
the endogenous savings reaction dominates the reduction in the marginal resource revenue
in the resource market, the future marginal resource value to the monopolist will increase and
the monopolist will be induced to shift resources to the period in which the resource is taxed
more heavily and thus extraction is postponed. This supply reaction is exactly opposite to the
one in a comparable partial equilibrium framework, that is, monopolistic resource extraction,
without extraction costs, and opposite to the naive monopolist who does not pursue the asset
motive. It crucially depends on the endogeneity of savings with respect to future resource

income (7).

As a very rough numerical illustrative example, we can conduct a similar exercise as found in
van der Meijden et al. (2015): with a stock of oil of S = 1 (corresponding to a global carbon
stock of 150 billion tons in the form of oil reserves (cf. Abdul-Hamid et al.[2013)), an ad-valorem
carbon tax on oil of , = 0.8 corresponds to a carbon price of 80 dollars per ton of carbon
and leads to a drop in present oil extraction of almost 30% [ When the monopolist, however,
neglects the capital market channel, then the same tax in this example in contrast leads to an
increase of present oil extraction by approximately 20%[7| The magnitude of the extraction
shift can vary substantially with different model parameters, but large effects, like in this
example, are possible for plausible parameter settings.

2.3.2 Inelastic Oil Demand

Empirical evidence suggests that oil demand is inelastic (cf. the overview in Hamilton 2009 and
Kilian and Murphy2014). In this case, marginal oil revenue M R, is negative. Nevertheless, and

in contrast to most of the literature on resource monopoly (cf. Stiglitz,|1976 and Tullock,|1979),

16 This is the biggest relative change in present extraction that we have observed in our model for still roughly
reasonable parameter values and should be seen as a sort of upper bound for the effect’s magnitude. The
first-period output of F; = 2650 in the model corresponds to approximately 33 years multiplied by US $79.6
trillion world GDP (cf. CIA[2014)). Other model parameters for this example are: utility discount factor 5 = 0.3
corresponding to a time preference rate of 0.0375 over the length of period 1 of 33 years and an elasticity of
intertemporal substitution % = 0.5, capital asset endowments sor = 20 and so; = 180, laborinput L =1,
the productivity parameters A = 0.05 (oil) and v = 0.45 (capital), the elasticity of factor substitution o = 0.95,
and total factor productivity A = 300.

17 Note that "the monopolist neglecting the capital market channel" means that the initial equilibrium for a tax
of zero is also slightly different.
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in our framework inelastic oil demand™|can be consistent with the assumption of resource
scarcity (1.2): due to the positive contribution of the capital asset motive, the overall marginal
value of oil MV (cf. (2.2)) can still be positive. Considering the effect of an ad-valorem
resource tax under these circumstances leads to the following proposition.

Proposition 2.2. /n the case of inelastic resource demand the increase of an ad-valorem re-

source tax will always lead to postponement of extraction ( % > 0).
Proof. See Appendix[B.2} [J

This case can only occur for an ad-valorem resource tax that reduces the negative contribution
of M R; to the total income in country £ and therefore raises the future marginal resource
value MV . This creates an incentive for extraction postponement. The (negative) marginal
resource revenue M R, increases in absolute terms because a higher ad-valorem resource tax
lowers the negative effect of resource supply on the oil price for the infra-marginal resource
quantities sold[™| Since the induced savings reaction already creates an incentive to postpone
extraction, negative marginal resource revenue is a sufficient condition for unambiguous
postponement of extraction. In contrast to the unit tax case and the price elastic resource
demand case, the endogenous savings reaction is no longer crucial for a postponement

reaction in the case of inelastic oil demand.

Andrade de Sa and Daubanes (2016) suggest the notion of permanent limit-pricing to deter
market entry of competitors in a partial equilibrium framework to reconcile monopolistic
oil supply behavior with inelastic oil demand. In their setting, a carbon tax increase has no
effect on the oil extraction path. In contrast to them, our extended general equilibrium supply
behavior always yields a postponement reaction to a carbon tax increase with inelastic oil

demand.

The possibility that a higher tax increases the future marginal resource value MV also has an
interesting implication for our scarcity assumption (1.2): the resource constraint may become

binding only with an increase in the tax rateF_UI Contrary to our scarcity assumption, the

18 Our notion of demand elasticity already takes into account endogenous adjustment of the capital stock and
the resulting changes in the demand curve in period 2.

19 Resource demand after taxes becomes more price elastic from the monopolist’s perspective, which increases
the marginal resource revenue. Note also that in the case of an ad-valorem resource tax and inelastic resource
demand, climate policy induced postponement of extraction at the margin may even reduce the absolute
carbon tax revenue collected.

20 Simulations confirmed the possibility of such cases.
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resource can be so abundant before the policy intervention, that fully exhausting the stock
would lead to a negative marginal resource value (MV,;” < 0), even accounting for the capital
asset motive. In this case, the monopolist leaves a part of the resource stock in the ground.
But the policy-induced rise in marginal resource value M V7 increases aggregate extraction
and possibly leads to complete extraction of the resource stock. Total carbon emissions would

rise in this case.

2.3.3 Discrete Tax Changes

The ambiguity of the numerator in suggests that a borderline case is possible in which
resource taxation is completely neutral so that the (discrete) introduction of the resource tax
policy would not alter the extraction path. The comparative statics in (2.3), however, charac-
terize the local effect of a marginal increase in the resource tax. We can draw a conclusion
about such a non-marginal tax policy change based on the (marginal or local) comparative
statics analysis. For the symmetric country case, this is, as long as the transfer of resource
rents does not affect aggregate capital accumulation, the following proposition holds true.

Proposition 2.3. The effect of the resource tax on second-period resource supply is strictly

monotonous for symmetric homothetic consumption preferences.
Proof. See Appendix[B.2| OJ

Therefore, the sign of the tax reaction is the same for marginal and large discrete changes
in the tax rate, irrespective of the initial tax path over time /] The monotonicity of second-
period resource supply now allows us to explain an intertemporally neutral tax policy by just
considering the marginal tax effect. By the monotonicity we may also interpret foran
initially time-constant ad-valorem resource tax in both periods or the case where initially there
is no resource taxation at all. This gives us the following proposition. An analogue proposition

holds for the unit tax case.

2L In an extreme case, if the tax rate is set high enough, our model framework could reach its limits: if the tax
burden in period 2 becomes too high, then the monopolist in the present model might be better off only
extractingoilin period 1, even if this means reducing period 2 output to zero. In reality, the role of oil substitutes
and green or dirty backstop technologies would be crucial in this context. However, this extension is beyond
the scope of this chapter and we leave it for future research. Also, we excluded the case of extraction in only
one period in Section[1.2.1.1] Within these limits of our model’s explanatory power, the monotonicity result
holds. At very high tax rates, the monopolist continues to supply oil in order to secure his capital asset income
stream.
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Proposition 2.4. In contrast to the standard case of a naive monopolist without extraction
costs, even an over time increasing ad-valorem resource tax or the introduction of an ad-valorem
resource tax in the future may have no effect on the equilibrium extraction path due to the asset

motive and the endogeneity of savings.

Neither an over time increasing ad-valorem resource tax nor the introduction of an ad-valorem
resource tax in the second period will induce any adjustment of the extraction path if the
numerator in (2.3) is exactly zero, that is, both elements must be counteracting. This holds
true as long as the marginal resource revenue is positive and exactly compensates the second
term f—éigi—;i%- By the monotonicity of the tax reaction we know that if a marginal change
in the future resource tax does not induce any adjustment of the extraction path, this must
also be true for a discrete increase in the resource tax or, similarly, for the introduction of a
resource tax in the second period. In fact, irrespective of the tax rate, resource taxation will
always be without effect with respect to the extraction path in this case. Generally, this result is
in contrast to the resource economics literature. From there we know that (without extraction
costs) only a time-constant ad-valorem resource tax rate does not create any incentive to
reallocate resources between periods both for a competitive resource sector and for a resource

monopolist (see, e.g., Dasgupta and Heal 1979){7_2]

2.4 What Drives Postponement of Extraction?

We conduct a numerical sensitivity analysis to carve out the role that different model parame-
ters are playing in the policy reaction. Due to monotonicity of the tax effect on extraction (cf.
Section[2.3.3) the strictness of the carbon tax policy does not have any influence on whether
extraction is postponed or accelerated. Instead, the direction of the extraction shift depends
on the resource demand side, on capital demand and supply, and on the interaction of these
markets. As the following analysis shows, the parameters of the production technology, that
is, the elasticity of substitution o and the productivity parameter of oil A\, have a profound
influence on the policy reaction in our model. They are in the focus our analysis. In contrast,

the influence of the factor endowments K, and S, the parameters of the households’ utility

22 Note that, without the assumption of symmetric preferences, monotonicity of the tax reaction is not guaran-
teed. The reason is that the tax then is no longer neutral with respect to aggregate savings. Therefore, the
result that the reaction of the extraction path to a tax increase can be zero independently of the tax rate does
not necessarily hold with asymmetric preferences. But as a special case or locally at a specific tax rate it may
still occur.

45



2 Petrodollar Recycling, Oil Monopoly, and Carbon Taxes

function § and , and the distribution of the initial capital asset endowment 322 is very small
at values of the productivity parameter of oil A lower than 0.1 and more pronounced at higher
values (The sensitivity analysis with respect to these parameters can be found in the online
Appendix[B.6). However, values of X higher than 0.1 are less consistent with empirical obser-
vations: the reason is that \ is closely related to oil’s income share in the model (QtR)F_gIWhiCh,

in the real world, has been below 10% throughout the recent decades/|

Tightening the climate policy will lead to a postponement of oil extraction if the increase in
savings and the accompanying strengthening of the second-period asset motive overcompen-

sate the larger tax deduction. Thus, the numerator of (2.3) must be positive:

dig 851]; (971';E
dRQ 87T§E 87'2

—MRy + >0 (2.4)

Our simulations show that extraction postponement is a robust outcome of an announced
future carbon tax increase in our model even if we choose A < 0.1 and ¢ < 1, which is most

consistent with empirical observations.

2.4.1 The Role of the Elasticity of Substitution

In our framework, the crucial relationship between the capital market and the oil market is
strongly dependent on the production technology and is thereby particularly characterized
by the elasticity of substitution . In general, the elasticity of substitution determines the mu-
tual dependency of resource and capital demand via the substitutability of capital and fossil
resources in final goods production (“substitutability effect”), but also the overall production

possibilities given the capital and resource endowments (“scale effect”). Transforming (2.4)

by use of (1.19) and (1.20) and standard properties of the CES production function demon-

strates that the monopolist postpones extraction if the substitution elasticity o lies below the

3 |n the case of Cobb-Douglas production (substitution elasticity ¢ = 1) X corresponds to the income share of oil
0;r. For o < 1 (deviating from Cobb-Douglas production), our simulations showed that a realistic expenditure
share of oil 6;z < 0.1 corresponds to parameter settings with A < 0.1. For the productivity parameters of oil
and capital we assume throughout the simulations A + ~ = 0.5. This is motivated by the fact that the income
share of labor in global GDP amounts to at least 50% according to OECD (2015).

24 According to data by World Bank Group (2016) the ratio of global oil rents to world GDP in the period 1970 to
2014 was between 0.5% (1970) and 5.5% (1980). Qil expenditures as a share of GDP peaked at 6.6% (1981) for
the U.S. and at 5.3% for the aggregate of OECD countries except the U.S. (cf. Figurein Appendix.
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following thresholdf|

. aSlE dKy Ry . ale
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with the future income share of oil #,z and the future income share of capital 6. This post-
ponement condition is compatible with a positive marginal resource value MV,”. Numerical
simulations show that the postponement condition indeed holds for many parameter settings
with MV;” > 0:in Figure[2.1lwe vary the elasticity of factor substitution o and the productivity
parameter of oil A to map the according tax reaction to a discrete increase of an ad-valorem
tax from 7, = 0 to » = 0.1. The corresponding figure for a unit tax can be found in Appendix
In the following, we discuss the influence of & with the help of condition (2.5).

1.2
Acceleration
1 _
\h\‘ -~ -
~ )

0-8 T » ~ ~ ~
[ +] N = o -
o A Y ~
2 \
E \
z 06 - Postponement ' .
2 ! Marginal
b /
- ’ resource \
2 4 lue |
%- 0.4 - ) , / va o
Z 2 )
[0
w

0.2 -

Acceleration
0 T T T T
0 0.1 0.2 0.3 0.4

Productivity parameter of oil A
Figure 2.1 : Zones of acceleration and postponement of extraction over the elasticity of substitution o and the
productivity parameter of oil A for an ad-valorem tax{f_g]

5 This threshold itself changes with o, but nevertheless allows for some interpretation. The variables 65 and
02k (both < 1) denote the output shares of the resource and of capital, respectively, in the second period.

26 parameter values used in the simulation: 3 = 0.3,7 = 2, sor = 20, and so; = 180, yielding K1 = sog +sor =
200, S = 1. In all shown simulations the TFP parameter from is A = 300 and the labor inputis L = 1.
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With —1 < z'QgSLE < 0 (see (1.12)), the postponement condition means that if the
monopolist was ignorant about her influence on the capital stock dynamics %= dK2 (cf. in
Appendix|A.1.3), then the border line between acceleration and postponement of extraction
would lie in the area ¢ < 1. But given that the monopolist takes account of the general

equilibrium feedback between the factor markets and that % (02K + (bare — 1)z 851E> is

e
always positive, we obtain the following result: the feedback effect from the endogeneity
of the second-period capital stock in general equilibrium works toward a postponement
(acceleration) of extraction if 422 < 0 (432 > 0). Intuitively, for 452 < 0 the price elasticity
of resource demand is greater (reducing the acceleration |ncent|ve of the marginal resource
revenue M R, in (2.3)) and j% is stronger (increasing the postponement incentive from the
savings reaction in (2.3)).

An analy5|s of the limits of 452 for o — oo (see Appendix shows that the right side of
is bounded from above in any case so that the postponement condition must be violated
for suﬁiciently increasing o above unity. The change in production structure brought about
by the rising elasticity of substitution and reflected in the change of the price elasticities
of oil and the cross-price elasticity of capital demand prevents postponement of extraction
for sufficiently high . Therefore, technological change in the form of an increase in the
elasticity of substitution can increase the possibility that a future carbon tax will accelerate
oil extraction and undermine mitigation goals. In contrast, a better substitutability of oil is
often seen as necessary to overcome the dependency of economic growth and development
on fossil resources and to make climate change mitigation compatible with economic growth

in the long run.

A decrease in the elasticity of substitution o until the extreme case of a Leontief production
function at ¢ = 0 shows that the resource scarcity is of crucial importance for the direction of
the tax-induced extraction shift. The higher the scarcity of the resource compared to other
production factors, the higher the marginal resource revenue M R; and the stronger the
incentive to accelerate extraction after a tax increase. When approaching the Leontief case,
the scarcest factor increasingly dominates production. If the resource is not the binding factor

in the Leontief economy, then the resource will stop to be scarce at some value of o (which

Remember, that, due to monotonicity of the extraction path’s reaction to a tax increase (see Section , the
level of the tax rate 75 does not affect the borderline between the acceleration zone and the postponement
zone in the figure. In the shaded area the resource is abundant in the sense that M V;” < 0 for o = 0 if the
monopolist was forced to completely extract the stock. Recall from Section[2.3.2]that for a higher 7, before
the policy intervention the shaded area is smaller.
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we excluded from the outset), the marginal value of the resource will fall below zero, and the
monopolist will have an incentive to leave a part of the resource in the ground. If the resource
is scarce in the Leontief case (R; < L., capital was chosen to be always abundant), then the
marginal resource revenue at low values of o will be rising with a decrease in o. Given that %22
approaches zero for 0 — 0 and that the asset motive becomes vanishingly small, extraction

will then necessarily be accelerated for o — 0.

2.4.2 Productivity Parameter of Oil \

The productivity parameter of oil A denotes the weight of oil in the production function and
corresponds to the income share of oil in the Cobb-Douglas case (¢ = 1). When shifting
weights between oil (parameter \) and capital (parameter ) in the production structure for
the sensitivity analysis we assumed that these two parameters together sum up to 0.5 and
that the productivity parameter of capital «y is at least 0.1, while the one of labor is always 0.5.

Increasing the weight of oil thus always implies reducing the weight of capital.

An increase of \ has two effects: first, it directly raises the marginal resource revenue M R,
and the monopolist’s losses via the carbon tax increase. This contributes to acceleration of
extraction. Second, it affects the complementarity between both factors and, therefore, the
postponement incentive: since the capital endowment in the numerical example is signifi-
cantly higher than the resource endowment (200:1), the complementarity is highest at a rather
low value of A (a high value of 7) and falls with a further increase of AE] Thus, at low (high)
values of A (in the case o < 1) the postponement incentive due to the complementarity is
strong (weak) and the acceleration incentive is weak (strong), overall making postponement
more (less) likely (cf. Figure[2.1). For sufficiently low ), oil demand can even be inelastic, so
that extraction is unambiguously postponed (cf. Section .

There is an interesting implication for the case of inelastic oil demand (M R; < 0) with even a
negative marginal value of oil (MV; < 0, shaded area in Figure, so that, initially, a part of
the resource is left in the ground: if technological progress makes the production technology

less dependent on oil and A decreases, then it is possible that the economy moves from the

27 |n fact, when ), starting at zero, is rising, then factor complementarity will first increase quite quickly until it
reaches its peak value. For this reason, the upper part of the boundary line between the postponement zone
and the acceleration zone in Figure[2.1]is slightly rising when A rises above zero. Only with a further increase
in A the complementarity driven postponement incentive weakens.

2 For o > 1, oil demand is always elastic.
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shaded area in Figure[2.1]to the left into the non-shaded area. Here the resource is scarce
again and extracted completely due to the prominent role of factor complementarity and
the capital asset motive. Similar to technological change in the form of rising o, increasing
resource efficiency in this case would, paradoxically, lead to higher resource extraction and

carbon emissions.

2.5 Capital Income Tax

To avoid an unintended acceleration of extraction, Sinn (2008) suggests a capital income
tax on assets owned by the oil supplying countries. In his framework, such a policy-driven
reduction in the exporting countries’ capital returns slows down extraction. Throughout the
present chapter we emphasize the prominent role of capital assets for the supply-side effect
of climate policies. Naturally, the question arises whether the interaction of the oil market
and the capital market and the resulting modified monopolistic supply behavior in general

equilibrium change the effect of taxing the capital returns of resource-rich countries.

The government of the oil importing country levies a tax x5 on the capital market returns
of country E’s assets in period 2 (cf. Habla|2016, who analyzes a capital income tax with a
competitive oil market in general equilibrium). Capital assets of country F, thus, yield an
effective interest rate of ix(1 — k5) instead of i,. Capital income of households in country I,
however, is not taxed. The tax revenues are distributed in a lump-sum fashion among the
households of country I. To understand the effects of the capital income tax, we have to
answer two questions: how does the tax affect the savings of country F s,z and the aggregated
capital stock K»,? And what are the resulting consequences for the monopolist’s optimal oil

extraction path?

Proposition 2.5. The reaction of the monopolist’s optimal resource supply path to an increase
in the future capital income tax k- is determined by several counteracting effects, so that the

sign of the overall reaction is ambiguous:

_0_( dp2 0 [ dig dip Os1p |
dR; Ok (dR2> Ry + k2 (dRz) S1E + dRy Oka2 + i MV
drksy B d[(1+iz(1—k2))MVi]  dMV§

dR> dR2

(2.6)

AV
o

Proof. To derive the comparative statics (2.6), we totally differentiate (2.1) with respect to
R, and k, taking into account dR; = —dR, by and (1.17), (1.18), (1.19), and (1.20). The
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denominator of is strictly positive (cf. Appendix (A.2)). Likein Sinn (2008), a decrease in the
effective interest rate for country E contributes to a postponement of extraction (positive term
19 MV1). Due to the asset motive and the endogeneity of savings in both countries, however,
there are additional effects of a capital income tax in our setting. First, the capital income
holdings in country E' may increase or decrease due to an income effect and a counteracting
substitution effect induced by the capital income tax (ambiguous term j—]%angf). If an increase
in the future capital income tax leads to a decrease (an increase) in capital assets of country
E, then it weakens (strengthens) the second period’s capital asset motive and creates an
incentive to accelerate (postpone) oil extraction. Second, the aggregate capital stock K is
unambiguously reduced by the capital income tax. The reason is that only the substitution
effectin country F changes the aggregate capital stock K5. The income effect only implies
a redistribution of income from country £ to country I, which is neutral due to symmetric
homothetic preferences. The reduction of the capital stock K affects both, the slope of the
oil demand curve C‘% and the influence of oil supply on the interest rate 5% (cf. and
(1.20)) in our general equilibrium model. However, both terms (-2~ <@> and -2 <@>)

Oko \ dRo Ok2 \ dR2
have ambiguous signs. Thus, the sign of (2.6) is ambiguous. [J

With several ambiguous and potentially counteracting terms in the numerator of the
overall effect of a change in the capital income tax on the optimal extraction path is no longer
analytically tractable. However, numerical simulations show that the introduction of a capital
income tax can indeed lead to the intended postponement of extraction. But, in our general

equilibrium setting, extraction can also be accelerated for a wide range of parameters (cf.

Figure2.2).

The curvature of the utility function n, orits inverse, the elasticity of intertemporal substitution
%, plays a significant role in the outcome: it determines the relative weights of the income
and the substitution effect in country F and, thus, country E’s savings reaction to the capital
income tax. For lower values of 7, the substitution effect of the interest rate reduction, which
is caused by the capital income tax, dominates the income effect and country F reduces its
capital assets s; . The monopolist’s future capital asset motive is weakened, which creates an
incentive to accelerate extraction. The elasticity of factor substitution ¢ also has a significant
influence on the oil supply reaction to the introduction of a capital income tax on assets held
by country E.

Similar to the carbon tax case, the observations of partial equilibrium models with respect

to the supply-side reaction to a capital income tax policy can be reversed if the analysis
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Figure 2.2 : Effect of a capital income tax on the equilibrium extraction path (5 = 0.3, K1 = sor + sor =
20 + 180 = 200, S = 1, A = 0.1).

accounts for a capital asset motive of a monopolistic oil supplier and endogeneity of savings
in general equilibrium. As a result, the capital income tax policy might have counterproductive
consequences. If both, the carbon tax and the capital income tax lead to postponement of oil
extraction, then the carbon tax, which directly targets the climate externality, is preferable to
the capital income tax in welfare terms. This is because the capital income tax distorts the
capital market and dampens capital accumulation, whereas the carbon tax with symmetric

homothetic preferences has no such effect.

2.6 Cumulative Extraction

Not only short term emissions but also cumulative extraction is crucial for mitigation of climate
change. To study the role of market power given the general equilibrium interdependencies of
the resource and the capital market for the effects of carbon taxation on cumulative extraction
we introduce exploration activities into our framework. We assume that the resource stock

available for extraction over both periods is a function of exploration investments X with
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S1(X)and S{(X) > 0,57(X) < 0. Exploration expenditures reduce first period’s resource
profits (mz = py R1 — X) so that the budget constraint is modified [

The (benevolent) monopolist now faces a two-dimensional maximization problem

max u(crg) + Pu(cap) subjectto R; = S1(X) — Ry

2,

The monopolist thereby takes into account that exploration investments and endogenous
cumulative extraction modify the conditional market equilibrium from Section aswe
discuss in Appendix[B.1} More specifically, the equilibrium future resource and capital prices
are each functions of the cumulative resource supply represented by X and the intertemporal

resource supply for a given resource stock explored represented by R,, in contrast to (1.19)
and (1.20)

The equilibrium outcome is now characterized by two first-order conditions which are derived
analogue to Section[2.2|for the modified conditional market equilibrium. First, the optimal
intertemporal supply path given some exploration investments X is again characterized by
Hotelling rule (2.1) P| Second, for an ad-valorem oil tax optimal exploration efforts, and thereby

optimal cumulative supply over both periods, are such that

1 dK,

S{XOMVy — 14— 222
OMV =1+ s %

N {(1 — Tg)aa_;éRQ + leaa—;(zz =0 (2.7)
with MV defined as in (2.2). To interpret this first-order condition, note that we set R, =
S(X) — Ry and therefore that for any given Ry an increase in exploration investments directly
raises R,. Condition states that in equilibrium further exploration must not be of any
positive net value to the monopolist at the margin. The net present value of exploration
expenditures for given R, comprises two different elements. First, an increase in exploration
efforts incurs costs of —1 at the margin but raises R by S’(X) which, similar to more standard
settings, has a present value of MV} from the monopolist’s perspective. Second, as captured

by the last term in (2.7), physical capital accumulation adjusts to a change in exploration

2 Like in the case without exploration costs, we still assume 7; = 0.

30 To indicate that and to clearly separate the influence of both choice variables R, and X, we use the notation

% v for example, to redefine (1.19). Also see Appendix

31 Note that strictly speaking the Hotelling rule now is defined for given exploration expenditures X.
32 For a unit tax, (1 — 7) drops out and condition does not directly depend on the tax rate.
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dK
dX | Ry

Appendix[B.1jand influences future resource and capital income of country E at the margin.

activities for a given second period supply R, which is indicated by the term defined in

Since the influences of capital accumulation on resource and capital income are counteracting
and % \RQ is ambiguous, the last term is generally ambiguous. However, given that the
present value of the induced future capital stock adjustment in the last term may be positive,
equilibrium outcomes, defined by and holding simultaneously, may even entail MV,
<0 (see (2.2)). This was excluded before without exploration efforts (see, for example, Figure
2.1). In fact, the monopolist “freely” choosing to explore so much that even the extended
marginal resource value MV, turning negative may seem counterintuitive at first. But note
that exploration, by altering capital accumulation separately from R,, may be of additional
value to the monopolist which can compensate for the losses induced by the accompanying
increase period supplyf¥ Overall, since with exploration activities equilibrium outcomes are
not only defined for M R, < 0 butalso MV, < 0 (where |MV,| > |M R,| by (2.2)), this also
implies that even more inelastic demand schedules can be reconciled with market power in a

Hotelling-type framework than before (cf. Section[2.3.2).

The effects of climate policy in this setup are determined by the two first-order conditions
and their interaction. In this section we choose to use the terms "postponement" and "accele-
ration" of extraction only for the change in first-period extraction R;, because R; can move
independently and we want to connect to the line of reasoning of Sections[2.3]and We fo-
cus on the climate-policy-induced changes in present extraction R; and cumulative extraction
S, as these variables are the most relevant ones from the perspective of climate policy, and

obtain the following proposition.

Proposition 2.6. The conventional trade-off between postponement of extraction and re-
duction in exploration due to the expectation of climate policy does not always hold anymore
because the monopolist takes the influence of her exploration decision on the physical capital
stock and, therefore, on both income streams into account. Thus, postponement can be accom-
panied by a decrease in cumulative extraction. The opposite case of accelerated and higher

cumulative extraction is also possible.

33 There are two possible mechanisms for which the last term in can be positive. First, additional exploration
c.p. can raise the future capital stock, which then raises oil demand and oil related income of the monopolist
more strongly than it decreases the interest rate and capital-related income. Or, second, additional exploration
can decrease the future capital stock and, thus, increase the interest rate and capital market income by more
than it reduces oil-related income.
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For illustration assume that the monopolist would ignore the influence of exploration on
capital accumulation, (2.7) would be just given by S7(X)MV; — 1 = 0. An increase in 7, then
would affect optimal exploration only indirectly via the Hotelling rule and the adjust-
ment of MV; from there. Exploration investments would have to directly counterbalance
this change in MV;. Thus, if MV} increased (decreased) leading to postponement (accelera-
tion) of extraction, exploration investments and thereby cumulative extraction would have
to rise (decrease) to reduce (increase) S;(X). Only by the effect of exploration on capital

accumulation this trade-off between first-period extraction and cumulative extraction can be

resolved.
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Figure 2.3 : Reactions of both periods’ extraction and cumulative extraction to low and high carbon taxes for
the ad-valorem tax case and the unit tax casem
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In all four parts of Figure[2.3|there is a zone of postponement of extraction with decreasing
cumulative extraction. An increase in cumulative extraction is accompanied by postponement
of extraction in the case of an ad-valorem tax and by acceleration in the case of a unit tax. The

latter is contrary to the conventional trade-off.

The effects of the carbon tax do not exhibit monotonicity in the level of the tax rate like in
Section[2.3.3]anymore due to an interaction of the two first-order conditions. This means
that ‘Z—f; and % can change their sign at more ambitious tax rates for both types of taxes. On
the one hand, the size of the postponement zone changes with the tax rate. On the other
hand, the area of increasing cumulative extraction grows considerably with the tax rate for
the ad-valorem tax.

For the choice of the appropriate policy instrument this means that an ad-valorem tax has the
advantage that it avoids the catastrophic scenario of faster extraction with more exploration.
Also, the probability of postponement of extraction is higher. But the main advantage of a
unit tax is that the increase of the zone with growing cumulative extraction is not as much an
issue as with an ad-valorem tax. In the case of an ad-valorem tax this zone grows considerably
with the tax rate because of two reasons: first, the tax rate explicitly appears in the first-order
condition for exploration. Second, in the case of negative marginal resource revenue, which
particularly occurs close to the o-axis, an ad-valorem tax effectively works like a subsidy of oil
extraction (cf. Section2.3.2).

2.7 Conclusion

In contrast to the conventional partial equilibrium literature on unintended supply-side effects
of climate policy, we account for the two-pillar nature of strategic oil extraction by an oil
monopolist in general equilibrium: while banking rents from exporting oil, the monopolist
also considers oil supply’s influence on her petrodollar-financed capital asset returns ("capital
asset motive") and on capital accumulation and the resulting general equilibrium feedbacks.
We show that unintended acceleration of extraction (a "Green Paradox") may not occur if
the resource monopolist pursues the capital asset motive: due to consumption smoothing,

an increase (or introduction) of a future carbon tax raises future capital assets which by the

34 For the numerical illustrations in figurewe use the exemplary exploration function S;(X) = S(1 — e=#¥)
with the parametric constant . = 0.03 and a given amount of 0il S = 1 in the ground. The other parameter
valuesare 8 = 0.3, = 2, K1 = sog + sor = 20 + 180 = 200, A = 300.
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asset motive can create a sufficiently strong incentive to postpone extraction. For inelastic
oil demand, which is supported by some empirical evidence, extraction is always postponed
whereas in the limit pricing setting with inelastic demand of Andrade de Sa and Daubanes

(2016) carbon taxation does not affect the monopolist’s supply at all.

Whether extraction is accelerated or postponed particularly depends on the sensitivity of the
two income pillars with respect to the carbon tax which in turn depends on how valuable
the resource is in production (especially for limited factor substitutability), how strong the
link between the capital and the resource market is and how strongly the exporting country’s
savings react to the tax increase. As the numerical sensitivity analysis confirms, the value of
the resource and the link between the capital and the resource market are predominantly de-
termined by the parameters defining the production structure (elasticity of factor substitution,
productivity parameters of oil and capital in the production function, factor endowments)
while the magnitude of the savings reaction is particularly influenced by household prefe-
rences. Postponement is more likely if the capital endowment is lower (and the resource
endowment higher), if the discount factor is lower, and also if postponement reduces capital

accumulation more strongly.

Overall, and confirmed by simulations over a wide range of parameter values, even a steeply
rising carbon tax appears as a viable climate policy option. We also find in contrast to the
literature that a capital income tax no longer is immune against counterproductive supply-
side reactions when taking into account resource market power and the asset motive. If
the resource stock has to be explored first, the trade-off between first period supply and
cumulative extraction, which typically is found in the literature so far, may be resolved: short
term supply together with cumulative extraction may be reduced but, unfortunately, the

opposite is not excluded, too.

The role of the new transmission channel of climate policy given the asset motive may also be
illustrated considering the ongoing debate on so called "stranded assets". The term stranded
assets refers to losses in asset values due to unexpected consequences of climate policies.
However, it is often rather unclear why market investors would not adequately assess the
effects of climate policy and systematically misvalue assets. In the context of the present study
we may argue that such a systematic expectation bias is introduced when the economy-wide
relevance of oil and the asset motive are not taken into account so that the supply reaction

of oil rich countries to climate policy is not fully understood by market participants. In our
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framework and the exemplary parameter setting of Section for example, the present
value of cumulative oil profits decreases by 18.0 percent when the monopolist pursues the
asset motive and reduces first-period extraction. If market participants do not account for
the asset motive and therefore expect the monopolist to increase period 1 extraction instead,
they would predict a climate-policy-induced loss in the present value of the oil stock of 16.4

percent. Thus, the devaluation turns out about 10 percent higher than expected in this case.

Our analysis demonstrates that the widely acknowledged fact that there is market power in the
global oil market can be of fundamental importance for the effects of climate policies. With the
exception of limit pricing, this is in contrast to the existing literature, in which market power
changes the supply-side reactions only quantitatively, but not qualitatively. An oligopolistic
or a competitive fringe setting might be even more realistic and yield further insights but is
left for future research. While interesting, the analysis of a clean or dirty backstop technology
for future research is also beyond the scope of the present chapter. Climate-policy-induced
postponement of extraction reduces future resource prices. A threat of a future backstop
technology which the oil monopolist counters, forinstance, by limit pricing, therefore, does not
seem to undermine the postponement reaction to climate policy. But a more comprehensive
analysis is clearly warranted. Introducing climate damages and analyzing green welfare is
a possible next research step, too. From a macroeconomic perspective, in our framework,
postponement of extraction always reduces current output but future output may increase
(fall) if the induced shift of resources to the future is accompanied by a higher (lower) capital
accumulation. In either case, due to the redistribution of resource rents from the resource-rich
to the resource-importing country and the induced savings reactions, the future share of the
resource-rich country in the global capital stock increases raising the potential capital market

influence of “petrodollars” as a further topic for future research.

% The only difference to Section is that here we use a productivity parameter of oil A = 0.1 instead of
A =0.05.
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3 CAFE in the City: A Spatial Analysis of Fuel Economy
Standards

3.1 Introduction

Reducing carbon emissions in the transportation sector is crucial in combating climate change.
Policy instruments like first-best gasoline taxes and second-best fuel economy standards are
discussed in the academic literature and implemented in the political arena ] For the choice
and design of the appropriate policy instrument it is important to understand the transmission
channels and welfare implications of every measure (besides their effectiveness) relative to
the first-best solution. Moreover, political economic and distributional concerns, which can

constitute significant policy constraints, must be considered

The literature discusses important mechanisms like the (rather short-run) rebound effect]in
the case of increasing fuel efficiency and fuel demand elasticities in the case of fuel taxes. But

they do not analytically consider the complex long-run interplay between the spatial urban

1 I would like to sincerely thank Frank Goetzke, Ken Gillingham, and Jan Brueckner for many extensive discussi-
ons and helpful comments on the study presented in this chapter. | am also very grateful to the participants of
the SURED, EAERE, NARSC, EEA conferences, the Yale Prospectus Environmental Economics Seminar, and the
research seminar of the Mercator MCC group on Land Use, Infrastructure and Transport.

2 |n the United States transportation contributes to about 30 percent of all carbon emissions, and, worse,
transportation carbon emissions are growing both in absolute numbers and also relative to the other sectors.
To this end, besides reducing dependence on imported foreign oil, the Obama Administration issued in 2010
together with the National Highway and Transportation Safety Administration ("NHTSA", cf. National Highway
Traffic Safety Administration (2010)) and the Environmental Protection Agency (EPA) stricter rules for the
Corporate Average Fuel Economy (CAFE), the main environmental policy in the U.S. transportation sector. The
goal is to almost double the vehicle fleet fuel efficiency standards for newly manufactured cars sold in the
United States from 27.5 miles per gallon ("mpg") to more than 54 mpg in 2025. The EPA and the Department
of Transportation proposed in 2018 to resort to less strict mileage which has not been enacted to date (cf.
Davenport (2018)).

3 Although taxes are the first-best way to internalize an externality, their generally low popularity in the electorate,
for instance, can lead to the implementation of second-best measures. This was arguably the case with fuel
economy standards for each new vehicle fleet since the 1970s in the U.S.

4 Gains in technical efficiency, e.g. of fuel consumption, which aim at reducing total consumption or harmful
emissions, can decrease the marginal costs of the good or fuel and lead to increased consumption. The
term “rebound effect” refers to the share of reduced emissions that is offset by the according increase in
consumption. For an extensive overview of microeconomic and macroeconomic rebound and according
welfare effects see Gillingham et al. (2016).
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structure on the one hand and vehicle choice, environmental policies, and driving patterns on
the other hand. The present chapter integrates urban economic modelling and environmental
economic analysis to yield two main contributions. First, it investigates the role of urban
parameters (like land price, income level, population size, amenities and construction norms)
for the welfare costs of partial equilibrium compliance with the environmental policies before
an urban adjustment taking household level vehicle choice into account. Second, this is the
first study to analytically integrate the long run effects of these environmental policies on
driving behavior and vehicle choice based on fuel economy and the interdependent choice
of location and commuting distances of households in general equilibrium. Again, urban
economic factors play an important role for the magnitude and the spatial pattern of resulting
urban expansion or contraction. Taking into account how the adjustment of the urban form
feeds back into the individual choice of vehicle fuel efficiency, this chapter presents a new
channel through which fuel economy standards and fuel taxes affect aggregate welfare and

emissions.

This chapter incorporates two new mechanisms into the monocentric city model, a workhorse
model in urban economics: first, household-level vehicle choice based on fuel economy and,
second, an endogenous adjustment of the vehicle pricing scheme in the automobile sector for
a change in fuel economy standards. This and recycling of land rents and fuel tax revenues as
household income in turn affects all equilibrium values of the model variables. Therefore, the
model has no closed-form solution and is solved numerically. This allows for a disentangling
of welfare channels for both policies. A sensitivity analysis illustrates the role of the main

model parameters.

In the analysis of welfare channels it is considered how the policies affect household utility
from the consumption of housing and a composite good by inducing monetary costs and
benefits for different emission reduction targets. There is no direct effect on utility from carbon
emissions or climate damages. To better understand the welfare channels of both policies, the
resulting effects are decomposed into a partial equilibrium and a general equilibrium welfare
effect. The partial equilibrium effect ("step 1") considers additional compliance costs from
the households’ choice of cleaner vehicles while keeping household locations and real estate
prices fixed ("compliance before urban adjustment"). The general equilibrium effects ("step
2") adjust for changes in household locations and housing prices ("urban adjustment"), which
leads to two simultaneous, but counteracting, welfare channels: first, a change in vehicle and

driving costs from the new choice of vehicle efficiency at the new locations and, second, the
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welfare effect from the change in housing prices and the according adjustment in consumption

bundles.

The results show that the partial welfare cost of compliance before urban adjustment rises up
until 1 to 6 percent of total welfare for an emission reduction of 75 percent, depending on the
parameter setting. In all relevant parameter settings for the CAFE policy, the decrease in the
marginal cost of driving leads to an expansion of the city area in the long run equilibrium. The
corresponding commute-related rebound effect is between 2 percent and 16 percent for low
emission reduction goals and falls significantly and monotonically to 0.5 to 3 percent for a high
aggregate emission reduction of 75 percent. This expansion yields additional welfare costs
from the choice of cleaner vehicles and additional welfare gains from an increase in housing
supply and average consumption. The net welfare effect of urban adjustment, however, is
negative, despite the additional degrees of freedom of location choice and adjusting housing
prices. Thereason is that the cross subsidy from dirty to clean vehicles via the CAFE mechanism
creates a distortion of vehicle prices. This distortion is not accounted for by households in
their vehicle choice and leads to a deadweight loss. The adjustment in spatial equilibrium
imposes an additional net welfare cost of 10 to 65 percent over the partial equilibrium welfare
cost for given emission reduction targets and decreases with more ambitious climate policy
goals. The urban adjustment is, therefore, a major component in the overall welfare balance
of the policies, but plays a smaller role in the decarbonization of the transportation sector.

In the case of the fuel tax policy urban adjustment implies a contraction of the city because of
the increase in marginal driving costs. This leads to additional welfare gains from the choice
of less costly and less fuel efficient vehicles and additional welfare costs from a decrease in
housing consumption. The net welfare effect of urban adjustment ("step 2") for the fuel tax is
positive and lies in the range of 5 to 40 percent of the welfare cost of compliance before urban
adjustment. The positive net welfare effect of urban contraction due to the fuel tax policy

even increases with progressive decarbonization.

The total resulting welfare gap between the fuel tax and fuel economy standards after urban
adjustment lies in the range of 10 to 80 percent of the welfare cost of CAFE compliance without
urban adjustment. Overall, the welfare cost of compliance before urban adjustment, the
commute-related rebound effect and the welfare cost of urban adjustment are all higher for
lower household income, for a larger city population and higher prices for vehicle efficiency
technology and for gasoline. Taking the urban economic dimension of the problem into

account, therefore, adds weight to the choice of the right climate policy instrument. This is
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even more the case for low income countries with large average city sizeE] If policy makers
nevertheless must resort to second-best fuel economy standards, like in the U.S., a simul-
taneous introduction of urban growth boundaries is recommended. A combination of the
two measures reduces the additional welfare cost of urban expansion by roughly one half
and closes between 20 and 40 percent of the total welfare gap between the fuel tax and fuel
economy standards. A discussion of distributional implications reveals that fuel economy
standards can have regressive effects. In contrast, fuel taxes tend to be more progressive. But

further research is needed in this direction.

This study contributes to the literature on welfare effects of fuel economy standards by bringing
the urban economic dimension into the picture. The literature to date, on the one hand,
considers direct effects of fuel economy standards on welfare over three channels connected
to the vehicle market: first, the cost of compliance (cf. Austin and Dinan (2005), Anderson
and Sallee (2011), Klier and Linn (2012), Jacobsen (2013)@, second, the opportunity cost
from the car manufacturers’ trading off of vehicle characteristics like horsepower against
higher fuel efficiency (cf. Klier and Linn (2016) and West et al. (2017)), and, third, the effects on
scrappage and values of used cars (cf. Jacobsen and van Benthem (2015)). On the other hand,
indirect channels of fuel economy standards on welfare via their influence on externalitied|
from gasoline consumption (climate and local pollution) and from driving (congestion and
traffic safety, cf. Jacobsen (2011)) are discussed. But none of the (mostly structural empirical)
studies mentioned takes explicitly into account the welfare gains in housing consumption
from urban expansionF|Nor do they consider that these direct and indirect welfare channels
and the magnitude of the resulting effects are affected significantly by urban parameters
and the adjustment of the urban form in the long run. The present chapter fills that gap

by identifying new channels of fuel economy standards on welfare 1) via the adjustment of

Newly industrializing countries like China and India exhibit relatively low income, at least compared to OECD
countries, and rapid urbanization. But for a reasonable comparison with the U.S. or Europe, the role of public
transit and mobility mode choice patterns, which are not modeled here, would have to be taken into account.

While National Highway Traffic Safety Administration (2010) optimistically expects positive monetary net
effects of compliance (with savings from reduced gasoline consumption exceeding additional vehicle costs),
the other studies yield net costs of compliance. This view is supported by the evidence that Sallee et al. (2016)
find for the households’ full valuation of fuel efficiency and, therefore, against the notion that they might be
myopic with respect to possible gains from increased fuel efficiency.

A good overview over different automobile related externalities can be found in Parry et al. (2007)).

National Highway Traffic Safety Administration (2010) considers an increase in consumer surplus from increa-
sed driving as “half of the product of the decline in vehicle operating costs per vehicle-mile and the resulting
increase in the annual number of miles driven” (National Highway Traffic Safety Administration (2010)).
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the housing market and 2) via the role of urban parameters and the long-term adjustment
of the urban form for the welfare channel of compliance. The theoretical urban economic
perspective allows the present chapter to go beyond empirical studies, whose time horizon is
necessarily short due to data constraints, and simulate very long-term emission reduction
scenarios. The influence of the urban form channel on the other welfare effects in the literature
beyond compliance costs (opportunity costs of vehicle features, changes in used-car values,

traffic safety, congestion, and local pollution) is left for future research.

The present chapter’s analysis of fuel taxes in a spatial urban context also extends the literature
on the effects of gasoline prices on gasoline consumption and fuel economy (cf. Burke and
Nishitateno (2013); Klier and Linn (2013); Li et al. (2014)) and on the welfare costs of gasoline
taxes (cf. Langer et al. (2017)). Like the studies on welfare effects of fuel economy standards,
this empirical literature also has a short to medium time horizon and does not consider the
long-term change of urban form and the new channels of gasoline taxes on welfare over
vehicle choice and the real estate market which the urban adjustment creates. Again, the
present theoretical framework enables the simulation of long-term scenarios for a fuel tax
policy, just like for fuel economy standards.

This study also contributes to the literature on rebound effects in driving since Greene (1992)
and to the according discussion about the right climate policy instrument in the transportation
sector. Gillingham et al. (2013) argue in favor of fuel efficiency standards, referring to empirical
studies which find relatively small rebound effects for the United States (cf. Small and van
Dender (2007), Hughes et al. (2008), and Greene (2012)@. On the other hand, Frondel and
Vance (2013) advocate fuel taxes as the more cost-effective alternative, pointing to much
higher rebound effects (around 60 percent) found in German data (cf. Frondel et al. (2008),
Frondel et al. (2012))f] To tackle these questions it is of key importance to understand the
endogenous interplay of distance driven (location choice), vehicle fuel economy, and gas price

(as already Greene et al. (1999) pointed out) and to disentangle the resulting welfare eﬁectsE]

° Small and van Dender (2007), estimate for the time period 2000 to 2004 a rebound effect of between 1.1
percent (short-run) and 5.7 percent after a few years. Hughes et al. (2008) observe for the time period 2001
to 2006 a price elasticity of -0.037 to -0.077, corresponding to a similar magnitude of the earlier obtained
rebound effect. Greene (2012) does not find a significant effect of fuel efficiency on vehicle travel.

10 Linn (2016) provides an intermediate rebound estimate of 20 to 40 percent taking additional aspects like
multivehicle households and the correlation of fuel economy and vehicle and households attributes into
account.

1 Chan and Gillingham (2015) provide a systematic framework to analyze rebound related welfare effects like
benefits from energy service use and costs from additional energy service provision, fuel externality, and
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The present chapter incorporates these relations, especially the simultaneous choice of long-
run housing location and vehicle fuel efficiency, and allows for a long-run perspective on
rebound and on non-linear relationships which go beyond the available data base of empirical
work. Given the prominent role of location choice, this chapter focuses on commuting trips.
Trips for recreation or shopping are abstracted from here, but they can be expected to be

correlated to commuting trip lengths.

Moreover, this study establishes a connection of the urban economic literature in the tradi-
tion of monocentric city modelling (cf. Alonso (1977), Muth (1969), Mills (1967), Henderson
(1985), Fujita (1990)) with the energy and environmental economic literature on fuel economy
standards, fuel taxes, and rebound effects. Thus, | include urban economic and spatial conside-
rations into the design of environmental policy in the transport sector. | extend the numerical
simulation approach of a monocentric city model taken by Brueckner (2007) and Kim (2012)
to incorporate household level vehicle choice based on fuel economy and a consistent imple-
mentation of fuel economy standards. Kim (2016) is, to my knowledge, the only other example
of vehicle choice in a more stylized monocentric urban model. But there households base
their vehicle choice on vehicle size and resulting inconvenience in congestion and not fuel
economy, which is, in contrast, the focus of the present chapter and of fuel economy policies
in general. The present chapter also goes beyond Kim (2016) in its modelling of endogenous
adjustment of vehicle price policy after tightened fuel economy standards.

The remainder of the chapter is organized as follows. After presenting the model in Section
3.2land the way the policies are implemented in it in Section[3.3]I analyze the environmental
and welfare effects of the policies in Section[3.4 An extension with urban growth boundaries
is presented in Section[3.5 In Section[3.6)a brief discussion of distributional and political
economic aspects follows. Section[3.7/concludes.

3.2 The Model

3.2.1 Households

The core of the model is the monocentric city model (in the tradition of Alonso (1977), Muth
(1969), and Mills (1967)), as it is described in Brueckner (2007). The city is closed in the sense

energy service externality. But they do not consider the urban economic dimension of location choice and all
the resulting effects that the present chapter focuses on.
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that population size L is exogenously given. All households receive income only from working
in the central business district (CBD), to which they commute by car. There is no public
transit. At each distance = from the CBD households maximize their Cobb-Douglas utility that
they derive from the consumption of a composite good ¢ and housing ¢ by choosing their
consumption bundle and - and this is an addition to the model of Brueckner (2007) - their

car’s mileage mpg, measured in miles per gallon[?|

max u(c,q) = %" (3.1)
¢,q,mpg
subject to the budget constraint
¢+ p(x)g =y — t(mpg)z — v(mpyg) (3.2)

with the price of the consumption good ¢ being normalized to 1 and p(x) being the price of
a’unit’ of housing at every distance z. On the RHS of there is the part of annual per
capita income y which is available for consumption after the annual expenses for commuting
t(mpg)z and for the vehicle costs v(mpg) have been made. Annual per capita income y is
uniform across the city and consists of an exogenous part ¥, of lump-sum recycled land rent
from the whole city yrpc, and lump-sum recycled revenues from the fuel tax yr,., if there are

any:

Y = Yo + YrPC + YTax (3.3)

Rentincome yrpc and tax income yr,, both depend on the resulting general market equili-
brium (cf. Equation (3.20) in Section[3.2.3|and Equation (3.27) in Section|3.3.2). The annual

travel costs per meter t(mpg) read as follows

paF
t(mpg) = mpg + tomain (3.4)

with the exogenous gasoline price per gallon pg, the factor F for adjusting the unitg®} and

annual maintenance costs per meter of distance t,,,4:,,. Annual vehicle cost v(mpg) is a linear

2 The maximization problem could be set up with the households maximizing over z as well. But since, in
equilibrium, utility must be uniform over z to ensure non-arbitrage, this dimension is redundant.

13 The factor F = ;L miles L km o o5 round—trips _ () 3195miles conyerts the costs of a singular trip into

annual expenses and miles into meters.
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functiorE‘] of the vehicle mileage mpg chosen and, in the initial state before any policy, equals

the technological vehicle production costs viecs, (mpg):

U(mpg) - Utech(mpg> = Vo,tech + Myiech - mpg (35)

with the intercept vg s, and my.., being the technological cost of a marginal increase in
vehicle mileage mpg. The vehicle price rises with increasing fuel efficiency because more
fuel efficient technology (like hybrid engines or synthetic materials with certain features) is
more expensive. Automakers are assumed to be perfectly competitive making zero profits.
Without any binding policies they set the price of each vehicle equal to its production costs.

The households’ first-order condition for mpg reads

_ pbcF
mpg*

T+ Miech = 0 (36)

The benefit of a marginal efficiency increase in the form of a reduction in driving costs must

equal its marginal technological cost. The resulting choice of vehicle mileage then reads

F
mpg*(x) = “7]7?1(: hx (3.7)
F ec
t((L’) = \/ be ;nt d + tmain (38)

v(x) = vy + /P FMiecnx (3.9)

respectively. If fuel economy is the only factor determining vehicle choice, then households

changing and to

and

with a longer commute will buy more fuel efficient cars than those closer to the city center/S]

14 Following Austin and Dinan (2005), the vehicle cost curve implicitly incorporates future R&D related cost
reductions, so that its shape is not convex, but linear.

15 1n principle, the household vehicle choice could be influenced by two factors: the economics of fuel consump-
tion depending on distance driven and the convenience of the vehicle which is correlated with vehicle size and
directly affects utility while driving and additionally with congestion. Vehicle choice in Kim (2016) only relies
on vehicle size while abstracting from fuel economy as a choice criterion. Instead, | focus on fuel economy as
the crucial choice criterion, which is more consistent with the micro foundation of households as rational
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Since the households’ utility level in spatial equilibrium must be the same at every point
x, higher commuting costs t(x)z at higher distances x are counteracted by lower housing
prices. This trade-off is incorporated in equations and (3.2). Substituting the first-order
conditions for c and q into yields the expenses for the composite good

c(x) =(1—a)(y —t(z)r —v(z)) (3.10)
and the rent expenses
p(z)q(x) = a(y — t(x)r — v(x)) (3.11)

which are equal to constant shares (1 — «) and «, respectively, of available income. By
substituting (3.10) and (3.11) into we obtain the housing price function in the city:

1

Pl w) = W(y = t(x)z — v(x))vu"> (3.12)
with ¥ = a(1 — )= ! and a parametric utility level u Substituting into (3.11) leads
to the housing demand equation

1 1

q(z,u) =T(y — t(z)r —v(x)) au= (3.13)
withT = (1 — a)' .

3.2.2 Housing Production

As in Brueckner (2007), housing is produced by developers with the inputs land and housing
capital S. The housing output per unit of land is #5? with the constant #. The exponent 3
is smaller than one and, thus, implies decreasing returns to scale, that is, building higherF_TI

agents and the empirical observation of Sallee et al. (2016) that consumers are not myopic and do value the
gains in transportation costs correctly while choosing their car.

16 |n the urban economic equilibrium, household utility w is uniform over all households and distances x to
ensure non-arbitrage. Since the utility level u (as well as the city boundary z) is endogenously and numerically
determined only under usage of additional conditions in the urban economic equilibrium (cf. Section(3.2.3), it
appears as a parameter from the perspective of a single household in the derivation here.

17 The parameter 3 can be interpreted as capturing a technologically determined increase in effort for building
higher, like more robust steel structures and a rising necessity for elevators. But it could also incorporate
the degree of construction regulation: with low regulation (low 3), one-story buildings can be builtin a very
simple way, so that the step toward a second and third floor involves a disproportionate increase in capital
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Perfectly competitive developers maximize profits per unit of land at every distance I{T_g]
mguxH(S) = p(2)0S° — S — r(x) (3.14)

with the price of capital S being normalized to 1 and r(z) being the rent per unit of land at
distance z [ Substituting Equation (3.12) into the resulting first-order condition for S yields
the housing capital demand function

S(z,u) = Ay —t(x)r —v(z)" - u™" (3.15)

with the constants A = (63%) 77 and k = m Setting equal to zero and substituting

(3.12) and (3.15) leads to the land rent function:

r(z,u) =Qy —t(z)r —v(x)) - u " (3.16)
with the constant Q = OUA® — A.

3.2.3 General Market Equilibrium

A condition thatis necessary to determine the city limitis that the land rent at the city boundary

7 has to equal the exogenous agricultural land rent 74 (using (3.16)).
r(z,u) = Qy —t(xZ)x —v(Z)" - u " =1y (3.17)

Dividing the amount of produced housing per unit of land (with S(z, u) from (3.15)) by the
amount of housing per person yields the number of people per unit of land, which is
the population density:

0S(z,u)’

D(z,u) = TR = d(y — t(x)r —v(x))" - u" (3.18)

costs. In a highly regulated construction sector (high ), in contrast, already low buildings have to meet strict
requirements. Adding more floors then raises capital costs more proportionally.

18 Similarly to the utility maximization by households (cf. (3.1)), developers’ profits in equilibrium are equal (and
zero) at all distances x to exclude arbitrage. Therefore, profit maximization over z is redundant.

19 Here the term "rent" is used because it is consistent with annual payments for the vehicle and driving costs
and annual income in the household budget. In an efficient market the price for land must be equivalent to
the present value of an infinite stream of rent payments.
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with ® = % To close the model, we need to add the condition that the whole population,
that is, the integral over the whole inhabited city area of the population density D(z, u) from

(3.18), has to be equal to the exogenously given city population L
/ D(z,u)dA = / D(z,u)2rxdx = L (3.19)
city 0

With conditions and the model can be solved and the city radius z and the utility
level u can be calculated Pl With the equilibrium solution also the aggregate land rent pay-
ments can be calculated. But only the excess rents, i.e., the difference between land rents r
and the agricultural rent r4, are redistributed to the households in a lump-sum fashion (cf.
income components in Equation (3.3)) to be accounted for in the welfare balance.

YRPC = ! // r(z,u) —radA = ! /x('r(:c,u) —1r4)27x dx (3.20)

L J Jeiry L Jo

A classical interpretation of excess rent recycling in the urban economic literature is that the
city population owns the land that the city is built on collectively over a "city corporation®.
The "city corporation” receives the excess land rent payments and redistributes them to the
citizens as lump-sum payments to avoid further distributional distortions. The agricultural
rent component, in contrast, is often seen as the opportunity cost of land and does not
contribute to the relevant welfare balance from a policy maker perspective. Therefore, the

agricultural rent here is paid to land owners outside the cityEr]

To calculate aggregate annual carbon emissions E¢o2 in tons of C'O,, individual commuting

distances divided by the individual car mileage and weighted with the population density

20 Because of the integral in (3.19) the model must be solved numerically. With the numerical value for u
and Equations (3.13) and (3.12) the housing consumption function ¢(z) and the housing price function p(x)
("bid-rent curve") can be determined explicitly. In equilibrium, available income after expenses for mobility

y — t(x)x — v(x)) decreases over x. Therefore, 9¢(z) () holds as well. But at the same time we have
ox
8’;—(;) < 0and aqa—(””) > 0. So, suburban residents are compensated for their high mobility expenses by larger

xr

dwellings and the resulting utility level is identical to central residents.

21 |n the present case, the recipients of agricultural rent reside outside the city and the according payments
leave the system. Alternatively, all the land inside and outside the city (up to a maximal radius which then
would have to be chosen) could be seen as owned by all city households collectively. Then households would
also receive the agricultural rent payments for the entire land inside and outside the city boundary. However,
if different land owners inside and outside the city limits were assumed, then the owners of the land outside of
the city would have to be modeled explicitly and included in the welfare balance from a neutral policy maker’s
perspective. This is avoided here.
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D(x,u) are integrated over the inhabited city area:

mpg(x)

ECO2 = FCO2/ D(.I', U)QTHE dx (321)
0
The factor Frop = 2.48027 - 103 MEC kcoz transforms gallons of E10 gasoline to tons of CO,

emitted to the atmosphere and meters of geographical distance to the CBD to annual miles
driven

3.3 Implementation of Policy Measures

3.3.1 CAFE Standards

Since the 1970s fuel economy standards have been the main environmental policy measure
in the U.S. transportation sector. As its name “Corporate Average Fuel Economy” indicates,
the policy puts a lower bound for the average fuel economy of the whole car fleet of every car
producing corporation. Each company chooses how many vehicles of each type to produce
and how to price them on the market as long as the company’s average car fulfills the standard.
As empirical evidence in Sallee et al. (2016) suggests, households optimally choose their car’s
fuel efficiency for the given vehicle prices, that is, they are not myopic.

If a binding fuel economy standard is tightened, it requires automakers to sell more fuel
efficient vehicles, which people do not voluntarily choose in the first place. To incentivize the
required purchasing behavior and achieve the goal, automakers will have to reduce the price
of more fuel efficient vehicles relative to the price of less fuel efficient ones. At the same time
their revenues must be high enough to cover the sum of all production costs. This mechanism

is modelled as follows.

The slope of the vehicle cost curve my,., is the only model parameter that drives vehicle choice
for a given distance x and gas price p¢ in the pre-policy equilibrium (cf. (3.7)). Now, with fuel
economy regulation, the vehicle price curve is assumed to remain linear so that car producers

can choose its slope and the according intercept | This allows for a one-to-one mapping of

= one—way trips
500 ——*—=—

22 _ kgcoo2 .
Fooz = 7983226 5255, 510505 1000£2€02 10002 1.609344 £
cO2 °m

mile
of a gallon of E10 gasoline of 7.983226 kgcos (Energy Information Administration (2018))

gallon

= 2.48027-103 ™24 Loz with the CO, content

2 |n reality automakers are free to choose their marketing and pricing policies according to many different
strategic considerations. The present model abstracts from a number aspects which play a role in real auto-
mobile markets like taste, heterogeneity of consumer groups, particularly with respect to income, etc. A more
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each fuel economy standard onto the slope m¢4rg of the post-policy vehicle price curve for a
given parameter setting: implicitly, car companies choose the slope m¢4rg Which triggers
the required household vehicle choice to fulfill the new fuel economy standard. Therefore, the
policy shock of a tightening CAFE standard is implemented in the model as a shock directly on
the slope of the vehicle price curve (3.5) (mcare < myecn). As a result, households at every
distance x in the model increase their vehicle mileage by the same factor due to the policy

shock:

pal’ pal
T >
MCAFE Myech

mpgcare(x) = x (3.22)

Aggregate production costs for these cleaner vehicles increase according to (3.5) and must
be covered by aggregate revenues. Therefore, car companies endogenously increase the
intercept of the vehicle price curve, so that vo.care > votech, until they exactly ensure full

cost coverage and zero profits again, according to the following condition:

Z VURevenues = Z VCosts
/ D(x,u)(vocare + \/MearepeFx) 2rx de =
0

z F
/ D(z,u) (Uo,tech + Mech Pe¥ ) 21 dx (3.23)
0

MCAFE

This means that automakers do not choose the intercept independently of the slope of the
vehicle price curve. Also, household preferences, which play a role for location choice, affect
vehicle choice and, thus, (indirectly) the intercept vy carg. The new vehicle price curve then

is
Voare(T) = Vo.carE + Moark - MPpgoare(T) = Vo.care + \/MearepcFx (3.24)

Figure3.1illustrates the decrease in slope and increase in intercept of the vehicle cost curve

due to a CAFE policy shock.

On average, vehicle expenses increase. But owners of less fuel efficient cars in the city center

to a certain degree effectively subsidize cleaner cars in the suburbs. As long as we leave the

elaborate pricing policy in the model than the choice of the slope and the intercept of a linear vehicle price
curve would considerably increase model complexity and require additional assumptions without adding
much to explanatory power.
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v(mpg)

Viech = VD,tech + Miech MPE

Vo,cAFE e

VD,tech

mpg

Figure 3.1: Change in the vehicle cost curve through CAFE policy

adjustment in the urban form out of the picture, driving expenses t(x)x for each household
go down due to increased fuel efficiency. But since the marginal cost of driving decreases,
distance to the CBD becomes cheaper and households at each distance = have an incentive
to move further away from the center to benefit from lower housing prices in the suburbs
compared to the center. The result is an overall expansion of the city with an increase of the

average commuting trip length.

This can be seen as an urban economic long-term rebound effect. The energy economic
literature on the rebound effect of driving typically deals with short term changes in driving
distance after increases in efficiency. Reasons can be a higher frequency, as well as an incre-
ased length of all trips, that is, beyond commuting, also those for shopping and recreation.
The agents’ motives can be monetary as well as behavioral like a “greener feeling” when
driving. | focus on this urban-form driven commute-related long-term rebound component.
Even if we released the assumption that people only drive to commute to work in the present
model and allowed for shopping and recreational trips, it would be plausible that an overall
expansion of the city would also increase the average length of these trips. However, the
increased commuting distances x in turn incentivize the choice of even more fuel efficient
cars, reinforcing the effect of the flatter slope of the vehicle price curve on vehicle choice.
The net effects of the adjustments of the real estate market and the car market on aggregate

emissions and welfare are dealt with in more detail in the analysis in Section|3.4
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3.3.2 Fuel Tax

The alternative first-best environmental policy in the transportation sector is a fuel tax. The
fuel tax 7 is a unit tax. It is implemented as a markup on the price of gasoline and thus
contributes to an increase in transportation costs and to a contraction of the city. Like CAFE

standards, however, it also provides an incentive for households to buy more fuel efficient

ca rs@

F
MPGTaz(T) = Mm > mpgy(z), for 7>0 (3.25)
Mtech
And the efficiency increase contributes to a decrease in driving costs. But, unlike the CAFE
policy, a fuel tax does not require a different pricing policy from the car companies. They
continue to set vehicle prices equal to technologically determined production costs. The

vehicle cost curve over the distance x from (3.9) changes into

Vrae(2) = v(x) = vo + /Myeen (P +7) F v (3.26)

because vehicle efficiency changes with (3.25), even though the vehicle cost curve over mileage

(3.5) does not. Tax revenues are recycled on a per-capita basis:
1 /i’ TFx
YTaw = — D(z,u) ———F—2nxdx (3.27)
L 0 MmpIraz (17)

Since households at a higher distance bear a higher tax burden, the fuel tax redistributes

income from suburban to central residents. With the tax, the marginal cost of driving from

(3.8) turns into

—"_ F ec
traz(T) = \/(pG 7)FMyecn Nt (3.28)
x
As atTg—j(I) > (), the marginal cost of driving overall increases with the tax despite the increase

in fuel efficiency. This contributes to an overall contraction of the city, which in turn, according
to (6), creates an incentive to invest less in fuel efficiency. These effects will also be discussed

in more detail in the following Section 3.4

24 Burke and Nishitateno (2013) and Klier and Linn (2013) empirically confirm that higher gasoline prices lead
customers to the choice of more fuel efficient vehicles.
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3.4 Numerical Analysis

In the following, the effects of both policy instruments on the urban form, welfare, and emis-
sions are analyzed. For tractability, | look at the effects in two steps, which actually take
place simultaneously: first, in “step 17, I introduce a policy measure while keeping housing
prices p(x) and housing locations x unchanged. In this way | observe the costs and benefits of
compliance of all households’ vehicle choices with the policy measure before allowing for
the urban economic adjustment. In this intermediate state utility levels vary over z (which
they do not with endogenously adjusting housing prices p(z) and household locations ).
But the change in average utility indicates the per-capita welfare cost of compliance without
urban adjustment with the new fuel economy standard. In “step 2”, the urban form adjusts
and triggers not just a change in location choice, but also an additional change in vehicle
choice. The implications of urban adjustment for welfare and emissions are identified and the
magnitude of the effects is compared to the case of compliance without urban adjustmentin

step 1. Step 1is analyzed for fuel economy standards in Section|3.4.1} and step 2 in Section
Section[3.4.3|deals with both steps for a fuel tax policy.

For the entire analysis, a reference city is defined. Then the different model parameters are
changed to illustrate their influence on the results. The (exogenous) parameter setting of the

reference city is summarized in Table[3.1] It could be interpreted as a country’s average metro

area.
Population, L 1,000,000
Annual income p.c., Yo 50,000
Annual marginal cost of vehicle fuel efficiency, myecn [%Ga] 15
Gas price p¢ [gfla] 2.5
Consumption share of housing, « 0.3
Scale exponent in housing production, 0.85
Scaling constant in housing production, 6 0.025
Agricultural rent r 4 [-3-] 0.5
Maintenance cost ¢,nqin [--] 0.05

Table 3.1 : Parameter setting of the reference city

25 The long-term cost of technological improvements of fuel efficiency of course depend on uncertain factors like
technological pathways and the pace of development. According to National Research Council (2015, p. 270),
estimated additional technology costs per vehicle for each percent of reduction in fuel consumption roughly
lie in the range between 25$ and 1008.

Starting at an average fuel economy of 25 M PG, or 0.04 gallons per mile, a reduction of fuel consumption
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The initial equilibrium state before the introduction of any policies is summarized in Table[3.2]

City radius z[m] 30,509.06
Average commuting trip length [m] | 18,441.96
Average car mileage [Miles per Gallon] 30.14
Average carbon emissions p.c. [£] 1.436
Utility [-] 7569.28

Table 3.2 : Initial equilibrium values of reference city before any policy

3.4.1 Step 1- Partial Equilibrium CAFE Compliance without Urban Adjustment

In step 1, CAFE standards are introduced while keeping real estate prices from the pre-policy
state p(x) and locations z of all households artificially constant. In this intermediate state,
every household chooses a more fuel efficient vehicle so that its carbon emissions, and,
thus, also average carbon emissions, decrease. While paying more for the more fuel efficient
vehicles, households save money on driving their still unchanged commuting distances. As
CAFE standards imply a cross-subsidy from central residents to suburban residents, the latter
may actually have declining vehicle costs (despite the choice of higher efficiency) and a
resulting monetary net benefit in some cases. But, nevertheless, the increased average fuel
efficiency leads to higher aggregate vehicle production costs in the system and an according
increase of the intercept of the vehicle price curve vy carpg. This contributes to a decline in
average utility, although some suburban households may be better off?| Starting from the
pre-policy state without any CAFE standard (vcare(mpg) = Vieen(mpg)), the fuel economy
standard is continuously increased.

Vehicle choice adjusts to the CAFE regulation according to (3.22) and, thus, the household
budget (3.2) is modified by the new vehicle cost curve (3.24) (that takes into account (3.23)
with the pre-pollcy population density curve Dy(z, ug) and the pre-policy utility level u,) and

by one percent from 0.04 to 0.0396 gallons per mile implies an increase of fuel economy by 0.253M PG to
25.253M PG. Assuming a vehicle lifetime of 10 years, an annual marginal cost of fuel efficiency of myecn, =
15 leGa implies total (not annualized) marginal technology costs for a mileage increase by 0.253M PG, that
is, for a one-percent reduction in fuel consumption, of 15MPG -10a - 0.253M PG = 37.95$. This is well in
the range of 25 to 100$ from Nat|onal Research Counul (2015, p. 270).

The figure for a three
sensitivity analysis later on in this section, thus, is three times higher as well W|th 113 85% per percent of
reduction in fuel consumption. This can be interpreted as an approximate upper bound of technology costs.

26 Note, that utility is the same for all households in the full urban economic equilibrium. But in this intermediate
state with p(z) and « fixed utility differs over the distance z.

75



3 CAFE in the City: A Spatial Analysis of Fuel Economy Standards

the change in driving costs with new vehicle efficiency. The components of household
income (3.3) remain unchanged. With the household budget modified in this way, individual
household utility at distance z after step 1 is calculated according to (3.1), (3.10), and
with the pre-policy bid-rent curve py(x, ug) taken as exogenously given:

a®(1 — )=o)
pO('TJ 'LL())

Uy care(T) = (y — t(mpgcare(z))r — voare(x)) (3.29)

To calculate average utility after step 1 uy1 carg, utility values at each distance x are weighted
with the population density of the pre-policy state Dy(x, ug), integrated over the city area,

and divided by the population L:

1

Uz 1,CAFE = Z/ w1 care(r)Do(x, up)2me de (3.30)
0

Aggregate emissions are calculated according to (3.21), again with pre-policy population
density Dy(x, ug), but with newly chosen fuel economy of vehicles.

Figureshows average utility as a function of emission reduction in step 1 uz1 carp relative
to the initial utility level over the aggregate emission reduction in percent that results from
a progressing increase in fuel economy standards. The blue curve in Figure[3.2] (and all
subsequent figures) depicts the reference case. The other curves show parameter settings with
one parameter deviating from the reference case. Figure[C.1]in the Appendix shows the same
figure for absolute values of average utility and average per capita emissions. Since the pre-
policy state is different for every parameter setting, the normalization enables comparability

of the different cases.

For an aggregate emission reduction of up to approx. 40 percent, the welfare costs of com-
pliance (which correspond to a relative income decrease of the same magnitude) are below
one percent, that is, relatively small. They increase at different rising rates for more ambitious

emission reduction goals.

Proposition 3.1. Relative short-term welfare costs of compliance with fuel economy standards
before an adjustment of the urban form are higher for a larger city population L, lower household
income vy, a higher gasoline price pg, more expensive marginal annual technological costs of
fuel efficiency my..p,, a higher elasticity of utility with respect to housing «, and a lower degree
of decreasing returns to scale in housing production (3.
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Step 1: CAFE compliance w/o urban adjustment
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Figure 3.2 : Average utility trajectories for CAFE compliance without urban adjustment ("step 1") relative to the

pre-policy utility level.

For a higher gas price, the city is smaller and denser in the first place with a shorter average
commuting distance. Thus, the gains in driving costs are smaller, too. Also, higher gas prices
lead to higher average fuel efficiency of the vehicles in the pre-policy state. But if fuel efficiency
is already high, then a further increase in efficiency through a tightening CAFE standard leads
to higher welfare costs due to a higher upward shift of the vehicle cost curve (because of a
higher share of more expensive cleaner cars in the system compared to a "dirtier" car fleet in

a case with cheap gasoline) .

Welfare costs are also higher for a higher slope of the technology cost curve of my.,, = 45%%.
With this parameter setting, households on average choose dirtier cars initially because of the
marginal cost of efficiency. This (similarly to high gas prices) leads to a smaller and denser
city with shorter commuting distances before the CAFE policy. The policy measure itself then
comes with higher additional costs for vehicles and lower gains from saving gasoline. The

same logic applies to a low elasticity of utility with respect to housing aw and a high 5 which
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implies a low degree of decreasing returns to scale in housing production. Both lead to smaller

and denser cities and the described consequences|

A city with a low household income (e.g., 10,000 %) is also relatively small with short driving
distances and small gains from lower marginal costs of driving. But the monetary costs of the
CAFE policy lead to higher welfare losses because of higher marginal utility at lower income
levels. A high-income city which is smaller than in the reference case because of smaller
population, in contrast, suffers smaller welfare losses than in the reference case.

Overall the welfare costs without urban adjustment seem low, but not trivial: in the reference
case, a reduction of carbon emissions in the transportation sector by roughly 75 percent
induces a welfare loss of about 2 percent. For the average commuting distance in the reference
case these 2 percent correspond to an average annual monetary loss of about 940%. The
adjustment of the urban form, which is left out of the picture here, takes place in the medium
and long term. So, the resulting welfare effects may be interpreted as reflecting the short

term.

3.4.2 Step 2 - General Equilibrium Urban Adjustment due to CAFE Policy
3.4.2.1 Rebound Effect

In the second step, household locations = and housing prices p(z) become free to endo-
genously adjust to the CAFE policy shock and the city reaches its post-policy equilibrium
according to and (3.19). With higher fuel efficiency, the marginal cost of driving for
all households is unambiguously lower than before the CAFE policy. So, every household
moves further away from the CBD. The increase in the average commute contributes to higher
carbon emissions and partly counteracts the emission reductions from the choice of more
fuel efficient vehicles. This is the commute related part of the rebound effect in the long
run. Figure[3.3|shows the average rebound effect from urban expansion over the degree of

reduction in average carbon emissions for different parameter settings.

The rebound effect here is the share of the emission reduction in step 1 that is offset by the

urban expansion of step 2. In the reference case it lies between 1 percent and 5 percent. This

27 |f the elasticity of utility with respect to housing « is low, then households’ preference for housing is low
compared to the composite good and households consume less housing on a smaller land area. If there is a
low degree of decreasing returns to scale in housing production (high ), then it is cheaper to build high on a
small land area than building low houses on a large area with high driving costs.
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Step 2: Rebound effect
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Figure 3.3 : Commute related long-term rebound effect for the reference case and deviating parameter settings

magnitude is well in the range of empirical estimates for the rebound effect in the U.S. (cf.
Small and van Dender (2007), Hughes et al. (2008)) where public transit does not play as big a
role as in Europe |

The rebound effect for the same relative emission reduction, however, is much larger for lower
exogenous household income . Itis also larger in the scenarios with higher gas prices pg
and with higher marginal technological costs of fuel efficiency mtechm Thisisin line with the
empirical rebound literature. The new urban related effects on the rebound are summed up

in the following proposition:

28 Non-commuting trips also constitute a component of the rebound effect, but as long as we do not assume
different magnitudes of rebound for different types of trips, the observed magnitude of the commute rebound
effect should be the same as the size of the total effect.

2 This is at least consistent with the empirical finding of Frondel et al. (2012) that the rebound effect is greater in
Germany with its higher gasoline prices - but also many other different features like the public transit system
-thanthe U.S.
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Proposition 3.2. The rebound effect is large for relatively small, dense cities. It is larger than
in the reference case for higher city population L, for a lower elasticity of utility with respect to
housing a, this is, lower consumer preference for housing®™} and for more strongly decreasing

returns to scale in construction f.

The relative differences in the rebound effect for different parameter settings can in large part
be explained by the parameters’ effect on population density and the resulting urban form:
for instance, high gasoline prices lead to high marginal travel costs (despite the choice of more
fuel efficient vehicles by households). This, in turn, leads to a much denser city in the first place
because people consume less housing. The same is true for high marginal technological costs
of fuel efficiency: households choose less fuel efficient cars and face higher marginal costs
of travel. The two numerical scenarios with a high gasoline price ps (red) and high marginal
technological costs of fuel efficiency mq.., shown in Figure[3.3lhappen to yield very close
results in terms of marginal driving costs, city size and rebound effect. A lower household
income of 10, 000% (instead of 50, 000%) leads to an even more compact, dense city with small

dwellings for relatively poor households.

But in a relatively dense city the average commute must increase more strongly to reach a
new equilibrium after a decrease in marginal driving costs. In the urban economic equilibrium
the housing price gradient over the distance x must correspond to the marginal costs of
an increase in commuting distance. If travel costs decrease because of the fuel economy
policy, then households must move away from the CBD to cause a sufficient decrease in
the housing price gradient and to reach the new equilibrium. With high population density
on a geographically small city area, a one-percent increase in the average commute only
yields a small relative increase in additional area for new developments, causing only a small
adjustment in the housing price gradient. But if the same population in the beginning is
distributed over a larger area, a one-percent increase in the (also longer) average commute
yields a significantly larger increase in city area and housing supply. This is because, on the
one hand, one percent of a longer distance is longer in absolute terms and, on the other hand,
the circular area increases quadratically with radius, but the average commute only increases
approximately linearly. Therefore, in a denser city a larger relative increase in the average
commute is needed to achieve the required adjustment of the housing price gradient after
a CAFE-driven increase in driving costs. Coming back to Figure[3.3] for expensive gasoline

30 The elasticity of utility with respect to housing o can also be interpreted as the level of amenities in the city,
which leads to a higher preference for housing compared to the composite good.
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and marginal technology improvements, the city is dense and the resulting rebound is high,
even more so for low income. In contrast, for cities with low, but wealthy, population, high
preference for housing o and low degree of decreasing returns to scale in construction
(possibly due to low regulation in construction), density is low, as is the magnitude of the

rebound effect.

Itis also interesting that the commute related long-term rebound effect decreases with tigh-
tening CAFE policy in all parameter settings. The reason for that is that for more ambitious
emission reduction goals the rising aggregate vehicle costs in the system contribute to a

contraction of the city due to lower available income, counteracting the rebound effectE]

While rents in the city center decrease, rents in the suburbs increase and a ring of additional
land is developed around the city. The dwelling size in the center increases, while it decreases
in the outskirts due to the rise in population density. On average, however, dwelling size rises.
But since the choice of fuel efficiency is also a function of distance to the CBD (cf. Equation
(3.22)), households at the new location choose even more efficient vehicles, decreasing the
marginal costs of driving even further. Increasing distance and rising fuel efficiency, thus,
reinforce each other until a new equilibrium is reached. Table[3.3]shows how the city size, the
average commuting trip length, and carbon emissions are affected by the CAFE policy in the

two analytic steps.

Pre- policy Step 1 CAFE Step 2 CAFE
compliance w/o | w/ urban adjustment
urban adjustment
meare [5pe] 15 3 3
City boundary z [m] 30,509.06 30,509.06 31,330.07 (+2.69%)
Avg. commute [m] 18,441.96 18,441.96 19,285.76 (+4.6%)
Avg. CO, emissions [P 1.436 0.642 0.658 (+2%)
Avg. mileage [5s] 30.145 67.405 69.035 (+2.4%)

Table 3.3: Change of city characteristics for CAFE compliance without and with urban adjustment. Change of
step 2 rel. to step 1 in brackets.

31 Additionally, the more fuel efficiency rises on average, the lower is the share of actual gasoline expenses in the
marginal cost of driving and the higher is the share of marginal costs of maintenance. Therefore, tightening the
fuel economy standard even further only triggers a smaller decrease of marginal driving costs in percentage
terms and, thus, a smaller rebound effect. But the magnitude of this effect is clearly subordinate to the first
effect.
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3.4.2.2 Welfare Analysis

After the urban adjustment in step 2, the city reaches its uniform post-policy utility level
us,carp. The urban adjustment leads to two new channels of fuel economy standards on

welfare summed up in the following proposition.

Proposition 3.3. The long-term expansion of the urban form leads to two counteracting effects
on welfare on top of the welfare costs of compliance of step 1: additional welfare costs from an
additional increase in fuel efficiency and welfare gains from an increase in housing supply. The

net welfare effect is negative and large for a strong rebound effect.

First, the additional increase in every household’s chosen fuel efficiency and simultaneous
change in travel costs lead to additional monetary costs. The decrease in available income
translates into additional welfare costs. Here, the increase in average commuting distance and
vehicle costs outweighs the gains from the reduction in marginal driving costs. On top of that,
a distortion in the vehicle market that the CAFE policy creates amplifies this negative welfare
channel: the adjustment in vehicle choice causes additional production costs of m.., for
each additional mile per gallon, but households only account for m¢ 4 for each additional
mile per gallon in their vehicle choice decision (3.22). The difference of (mce, — mcare) is
shifted equally to all households through the increase of the intercept vy carg in the CAFE
mechanism. This distortion in the vehicle market creates a cross-subsidy from central owners
of less efficient cars to suburban owners of more efficient cars. The result is an according

deadweight loss.

The second effect is the welfare effect from the increase in average dwelling size. It is always
positive in the case of urban expansion. Since the city population distributes over a larger area
housing supply rises. Also, the decreasing returns to building higher imply that a flatter city
leads to lower housing production costs. These factors contribute to a decrease in average
housing prices and, therefore, an increase in average consumption of housing and of the

composite good.

It is difficult to quantitatively disentangle the two components of the welfare effect of urban
expansion in an analytically consistent way because both effects necessarily happen simulta-
neously. Also, the increase in housing supply is the incentive for households to increase their
distance to the CBD in the first place. The housing supply component works through housing
prices and the vehicle choice component works through an effect on available household

income. Thus, it would be interesting, despite the logical simultaneity, to calculate the effect
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of this change in available income (due to the change expenses for the vehicle and for driving
the new increased distance) on household utility while assuming the housing price curve py(x)
from before the urban expansion. However, there is no clear way of matching new distances
x9 and vehicles mpg(z5) of every household after the expansion with the same household’s
location x; before the expansion because the model does not contain discrete households,
but instead a continuous population density function. But a way to at least gain some insight
from a rough approximation is to compare utility of a household at the average distance with
the average vehicle before the expansion to that of its counterpart after the expansion. In
this exercise for the parameter setting of the reference case (cf. Appendix|C.1.2) the (negative)
vehicle related component and the (positive) housing related component of the total welfare
effect of step 2 have a magnitude between 10 percent and 120 percent of the welfare costs of

compliance in step 1.

The resulting net welfare effect of long-run urban expansion is negative because of the distor-
tion in the vehicle market and the resulting deadweight loss. Despite the additional degree of
freedom in the system via urban adjustment, utility decreases because the deadweight loss
due to the distortion of the vehicle market is not accounted for by households in their vehicle
choice. Figure[3.4|shows the size of this net welfare cost of long-term expansion in step 2
(Aug,care = Uz1,carE — U2 carg) relative to the welfare cost of short-term CAFE compliance
without urban adjustmentin step 1 (Auy care = uo — uz1,carg) for the reference case, but
also for the same deviating parameter settings as in Figures[3.2land[3.3]

Figure[3.4] as well as the following figures, starts at a reduction of aggregate emissions by 20
percent. Since long-term decarbonization paths are in the focus, smaller emission reduction
targets are not as politically relevant. Another technical reason to leave the area below 20
percent out of the picture is that limits in numerical accuracy can lead to a non-negligible bias

of the results for very small emission reduction targets.

A common pattern of all cases is that for small emission reductions the additional welfare
loss of urban adjustment is large relative to the welfare effect of compliance without urban
adjustment. However, absolute welfare costs are rather small (cf. Figure[3.2). For more
ambitious climate goals the magnitude of the additional welfare loss of urban expansion
decreases relative to compliance without urban adjustment, but the total welfare loss is
larger, so that in absolute terms the welfare cost of urban adjustment is still larger than for
small emission reductions. The order of cases is the same as for the size of the rebound

effect. Urban expansion (and the according increase in emissions and chosen fuel efficiency
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Figure 3.4 : Net welfare costs of urban expansion (step 2) relative to the welfare cost of CAFE compliance without

urban expansion (step 1) for different emission reduction targets

of vehicles) induces between 10 percent and 20 percent additional welfare costs on top of
CAFE compliance in step 1 for the reference city. These values rise to 20 percent to 35 percent
for the scenarios with significantly more expensive gasoline and vehicle technology. For
lower household income (from 50, 000% to 10, 000%) near the level of emerging economies
the additional welfare cost of urban adjustment is in the range of 40 percent to 70 percent of
the welfare cost of compliance without urban adjustment. The cases with a stronger urban
expansion (and higher rebound effect) also exhibit higher additional welfare costs due to this

expansion.

3.4.3 Fuel Tax Policy

The urban parameters of a city obviously play a role for the magnitude of welfare costs of the
“command-and-control” CAFE policy in the compliance case without urban adjustment, and
of the welfare costs of urban adjustment itself. But the welfare costs of a fuel tax, which is the
first-best policy instrument here, are also affected by the very same urban parameters. On the
one hand, households’ vehicle choice is influenced differently by the tax at different distances

x, depending on the city’s parameters. On the other hand, there is also an adjustment of the
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urban form with a fuel tax, but in the opposite direction than with CAFE: the increase of the
consumer fuel price leads to a contraction of the city and to the choice of less efficient vehicles
than without a contraction. Again, the welfare effects of the policy measure are analyzed in
two steps: in step 1, real estate prices py(x, ug) and distances x are frozen and households only
react to the tax increase by choosing more efficient vehicles by (3.25), leading to short-term
welfare costs of compliance. But despite the improvement in fuel efficiency, the marginal cost
of driving increases. In step 2 the real estate market reaches its new equilibrium and the city

exhibits a contraction.

3.4.3.1 Step 1 - Fuel Tax Compliance before Urban Adjustment

In analogy to the CAFE policy (cf. (3.29)), the household budget ((3.2) and (3.3)) is modified by
using and (3.28), while py(x, ug) and Dy(z, up) remain unchanged in step 1. Also, the

utility level after step 1 of the fuel tax policy is calculated using (3.1), (3.12), and (3.13):

a®(1 — )=o)

po(, o) (Y — traz()x — Ve (2))

UL, Tax (LL’) -

Average utility after step 1 ug 1 74, is calculated like in (3.30):

1 T
Uz 1,Tax = Z/ U1,Tax($)Do($7U0)27Tfﬂ dr
0

For step 1, (short-term tax compliance without urban adjustment) the trajectory of welfare
over reduction of carbon emissions in all observed cases is relatively close to the CAFE policy:
for the reference city the difference between the welfare costs of CAFE and the fuel tax is below
5 percent of compliance costs for CAFE (cf. Figure[3.5). Again, for low income, the deviation
between CAFE and the fuel tax policy of welfare costs in step 1 is the largest with up to 15

percentof Augq care.

All commuting distances remain unchanged at this stage. The only variable that can adjust is
the vehicle choice. Therefore it is not surprising that an emission reduction over the same
variable (vehicle mileage) leads to similar welfare costs. What accounts for the difference
are the different market distortions and according welfare costs of the two policies: with the
CAFE policy households do not internalize the correct cost of fuel technology due to the cross
subsidy from owners of dirty cars to owners of cleaner ones. But the fuel tax distorts the gas
price and, despite the lump-sum recycling of revenues, causes a deadweight loss different to
the CAFE distortion on the vehicle market.
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Figure 3.5 : Difference in the welfare cost of compliance without urban adjustment (Step 1) between the fuel tax
policy and the CAFE policy

3.4.3.2 Welfare analysis of urban contraction

The urban adjustment induced by the fuel tax policy yields, similarly to the CAFE policy (cf.
Proposition , two new welfare channels, summarized in the following proposition.

Proposition 3.4. The long-term urban contraction leads to two counteracting effects of fuel
taxes on welfare: welfare gains from reduced expenses due to less fuel efficient vehicles and
welfare costs from a reduction in average housing consumption. The net welfare effect is positive

and large for the parameter settings which cause a large rebound effect in the case of the CAFE
policy.
Figure3.6illustrates the trajectories of utility after the steps 1 and 2 for different aggregate

emission reduction targets for the fuel tax policy (green) and, for comparison, for the CAFE

policy (blue).

The trajectory of short-term compliance without urban adjustment (step 1, dashed line) is
almost identical for both policies here. While the CAFE curve with urban adjustment (solid,
blue) lies below the short-term CAFE compliance curve (cf. Section3.4.2), the fuel tax curve
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Figure 3.6 : Welfare effects of CAFE and the fuel tax policy over emission reduction goals for the reference case

with urban adjustment (solid, green) lies above the short-term pure tax compliance curve.
The reason is exactly opposite to the CAFE case: the urban contraction reduces the average
commuting trip length and emissions, while it also yields an increase in available income
and resulting utility due to vehicle cost reductions because of the choice of less fuel efficient
vehicles at shorter commuting distances z. The positive net welfare effect of urban contraction
in the tax policy case (Aus 14x = U2 Tar — Uz 1 1Taz) relative to the welfare costs of compliance

in step 1 is depicted for different parameter values in Figure[3.7}

Of course, it is clear from the outset that the fuel tax policy, which is the first-best instrument,
leads to higher welfare than a command-and-control CAFE policy for a given emission re-
duction target. But the final (post step 2) welfare gap between the two policies in this model
is largely driven by the welfare effects of urban adjustment. The size of the total welfare gap
between CAFE and the fuel tax policy, therefore, depends on the model parameters which de-
termine the magnitude of urban expansion (CAFE) and contraction (fuel tax), as is summarized

in the next proposition, and as we see in Figure
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Figure 3.7 : Welfare gains from urban contraction for the fuel tax policy rel. to the welfare costs of tax compliance
without urban adjustment A w1 74,

Proposition 3.5. The total welfare gap between the fuel tax and fuel economy standard policy
is large for the parameter settings which also put a large weight on the welfare costs of urban

adjustment under both policies.

The order of cases is the same for the different parameter settings as in Sections(3.4.1|and
This is plausible since the magnitude of urban expansion or contraction, that drives the
size of the commute related rebound effect in Section(3.4.2] also drives the magnitude of the

welfare effect of expansion or contraction7]

For the reference city the welfare gap is in the range of 20 percent to 30 percent. For a smaller
rebound effect (cf. Figure[3.3) the welfare gap is smaller, and vice versa. Again, a low income
level of 10, 000% yields the largest effect: the welfare gap between CAFE and a fuel tax policy
has a considerable magnitude of 70 percent to 80 percent of A u; carg. Not only are the

(step 1) welfare costs of any of the two policies without urban adjustment significantly higher

32 Note, that the total size of the welfare gap between CAFE and a fuel tax policy does not exactly equal the sum
of the absolute values of the CAFE policy’s expansion related welfare costs and the contraction related welfare
gains of the tax. The average utility levels after step 1, which are used for the calculation of the respective
welfare effect of urban adjustment, slightly differ for the two policies (cf. Figure.
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Figure 3.8 : Total welfare gap between the fuel tax and CAFE rel. to A uy carr

for low household income (cf. Section[3.4.1). But in poor cities the additional welfare costs
of (step 2) urban adjustment - expansion in the case of CAFE, as well as contraction in the
case of a fuel tax - are much greater too. The big welfare gap between the two policies leads
to the conclusion that the importance of the instrument choice decreases with the income
level. While in high income countries the welfare gap does not seem to be crucial for the
policy choice, its importance is higher for low income countries. But for a reasonable policy
advice, e.g., for newly industrializing countries additional aspects like mobility patterns and

development of public transit e taken into account.

3.5 CAFE with Urban Growth Boundaries

The reaction of the urban form is an important factor for the overall welfare implications of
different environmental policies in the transportation sector. An expansion leads to additional
welfare costs in the form of higher spending on fuel efficiency technology for cars to reach
a certain emission goal. An additional spatial constraint like a policy-driven urban growth
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boundary (UGB) should be expected to affect the results. In this section, this influence on the

results of the welfare analysis from above is analyzed.

Urban growth boundaries are discussed in urban economics as a measure to reduce urban
sprawl (see, e.g., Turnbull (2004), Dempsey and Plantinga (2013)) and traffic congestion (cf.
Brueckner (2007), Anas and Rhee (2007)). The outer boundary of the city becomes fixed at
the preexisting magnitude (z = ), so that the city cannot expand into the surrounding
area. Households can still move within the boundary. But the density profile, the housing
market, and - in the present case - vehicle choice at every point of the city are affected by the
presence of an urban growth boundary. If the UGB is binding, then at the edge of the city the
land rent lies above the agricultural rent (r(Z) > 74), so that does not hold anymore. In
the case of a fuel tax policy, an urban growth boundary has no effect since it does not stop the
city’s contraction. But in the case of fuel economy standards a growth boundary can be, and
mostly is, bindingFj] Households still move away from the center, but within the spatial limit.
They also choose more fuel efficient vehicles, but only according to their smaller increase
of distance to the CBD. Overall, the CAFE-driven increase in average commuting distance
and decrease in emissions still takes place, but in a dampened fashion. Figure 3.9 depicts
the influence of an urban growth boundary on the welfare effect of urban expansion for the

reference case (zooming in on a section of the trajectory).

The dashed blue curve is the compliance case without urban adjustment known from Section
And the solid blue curve is the outcome unrestricted by an urban growth boundary from
Section The red dashed curve is the final equilibrium outcome of CAFE combined with
an UGB.

Proposition 3.6. Acombination of fuel economy standards with an urban growth boundary re-
duces urban expansion to the increase of commuting distances x within the initial city boundary
To. It decreases the according welfare costs of urban expansion for a given emission reduction

goal by roughly one half.

33 There might be cases in which CAFE standards also lead to contraction. The monetary loss through rising
vehicle cost, which is contributing to contraction, might outweigh the expanding effect of decreasing marginal
costs of driving. There are parameter settings where the CAFE-induced expansion stopped and the city started
to shrink if the fuel economy standard was raised further.
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Figure 3.9 : Influence of an urban growth boundary (UGB) on the welfare effect of urban adjustment for CAFE

Figure gives an overview over how strongly the combination of fuel economy standards
with an UGB reduces the welfare costs of urban expansion for the reference city and again for

deviating parameter settings.

For all analyzed parameter settings between 40 percent and 60 percent, so roughly half, of the
detrimental welfare effect of urban expansion is avoided by the combination of CAFE with
an UGB. Differences in model parameters and the strictness of the climate goal do not seem
to play a big role for this effect of UGB. Figure[3.11|shows the reduction of the total welfare
gap between the case of a fuel tax, as the first-best policy, and a second-best fuel economy
standard which results from the combination of CAFE standards with UGB.

Between 20 percent and 40 percent of the welfare gap can be closed, mostly uniformly over the
different parameter settings. For more ambitious climate goals the advantage in percentage
terms decreases below 20 percent. But the absolute gains from the use of UGB are still higher

since absolute welfare costs of compliance are higher for stronger emission reductions too.
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Figure 3.10 : Reduction of the welfare costs of CAFE-driven urban expansion relative to Auy cap g due to the
combination of CAFE with an UGB for different parameter settings

This shows that UGBs should be seriously considered as a complementary policy together
with fuel economy standards, and the more so in countries with a lower income level. The
fact thatin many European countries metro areas have de-facto UGB is favorable to the use of

fuel economy standards as climate policy in the transportation sector.

3.6 Distributional Aspects

Both environmental policies have distributional effects which can play a role for long-term
public support and democratic political feasibility. On the one hand, there are distributional
effects between different households within one city. On the other hand, the policies lead to

monetary redistribution between different cities, if applied on the national level.

3.6.1 Distributional Effects within a City

In the case of fuel economy standards, owners of less fuel efficient cars cross-subsidize owners
of cleaner cars. Considering the role of commuting trip lengths for vehicle choice (cf. (3.22))
this means that central residents in a city subsidize the cleaner vehicles of suburban residents.
In the U.S., neighborhoods close to the city center are often less wealthy than suburbs. This

seems to imply that CAFE standards might have a regressive distributional effect and hit
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Figure 3.11 : Reduction of the total welfare gap between a fuel tax and CAFE standards through the addition of
UGB

poor central households harder than more wealthy suburban households. Such a regressive
environmental policy could be considered unfair, especially for a high degree of income
inequality, and suffer from the lack of public support. In Europe or developing countries poor
neighborhoods are often located far away from the centers. Then the distributional effect
of fuel economy standards could be progressive and run from rich central residents to poor

suburban residents.

For a fuel tax, the direct redistributive monetary effect of the policy has the opposite direction:
households at long commuting distances pay a higher amount of fuel taxes than central
households. This is despite more fuel efficient vehicles in the suburbs because distance rises
linearly, but fuel efficiency only increases according to a root function (cf. (3.25)). The lump-
sum tax refund is the same for all households. Therefore, suburban residents will be net

payers and central residents will be net receivers.

The role of these redistributive effects on welfare hinges on the incorporation of heterogeneity
among the city population in terms of income and of a mechanism that determines the
location of income groups in the city. Different consumption levels imply different marginal
utilities of households, while the resulting location of income groups would relate them to

vehicle choice and the respective distributive effects of CAFE or a fuel tax policy. At the same
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time, the question is how the capitalization of monetary advantages or disadvantages of
different locations into the respective housing prices would affect the welfare balance of the
environmental policies for heterogeneous income groups. This question requires an in-depth

analysis in future research.

3.6.2 Distributional Effects between Cities

The distributional effects within a city, as well as the results of the welfare analysis in Sections
B.4]and[3.5] strictly speaking apply to cases where the policies are introduced on the municipal
level or where the model city is seen as representative for a country with many identical
cities. But when a country’s municipalities differ with respect to their parameters (income,
population size, the elasticity of utility with respect to housing «, and the scale exponent in
construction /) and the environmental policies are introduced on the national level with an
identical tax rate 7 or an identical vehicle price curve m¢carg across cities, then there will
be distributional effects between different cities with uniform income or between different

income groups of various cities.

The choice of vehicle efficiency (cf. and (3.25)) holds irrespectively of income and
population size. But the upward shift of the vehicle cost curve (cf. Figure[3.1) depends on
the frequency distribution of chosen vehicles in all other cities, too. The payers of the cross
subsidy via the CAFE mechanism will then be all households with relatively inefficient cars at
low commuting distances in the country up to a certain distance x. These can be inhabitants
of small cities in the countryside or central residents of big metropolitan areas*| The cross
subsidy will be received by drivers of very fuel efficient vehicles at high commuting distances,
especially in large metro areas. Again, in the U.S. small town dwellers and central residents in
big cities tend to have a lower income than households in suburbs of big metropolitan areas.
In this case, these cities are relatively smaller and their households chose additionally less
fuel efficient cars. Therefore, the monetary distributional effect can be expected to have a
higher welfare effect there. Considering such a typical American spatial distribution of income
groups, the regressive distributional effect of the CAFE mechanism within one city seems

likely to take place in a system of heterogeneous cities as well.

34 Note that the administrative autonomy of a municipality is not as important as its economic role in the region.
An independent town close to the edge of a big metro area will count as a suburb here.
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Like in the case of a single city, a fuel tax policy with lump-sum tax recycling will redistribute
money from (often wealthy) households in suburbs of big cities to (often less wealthy) central
residents or residents in small towns in the countryside. In this case the fuel tax would again
yield a progressive distributional effect on the national level. Of course, if recreational and

shopping trips were taken into account, the distributiove result might change.

Itisimportant to keep in mind here that the magnitude of the respective monetary and welfare-
related distributional effects on the national level depends on the frequency distribution of
city sizes, commuting distances and income. In a country with a high share of the population
living in small towns close to the CBD and a considerable share living in big metro areas the
borderline household between net payers and net receivers will lie at a different distance from
the center than in a country with most people living in one of the few big metro areas (like
Australia). A systematic theoretic and quantitative analysis of distributional effects between
cities that takes these frequency distributions into account is left for further research in a

follow-up paper.

3.7 Conclusion

This chapter shows the important role of urban economic factors and mechanisms for the
welfare costs of fuel economy standards and fuel taxes as environmental policies in the
transportation sector. Even in the short term, before an adjustment of the urban form and
of the simultaneous vehicle choice takes place, urban parameters affect the welfare costs of
compliance. But the long-term urban adjustment opens up two new welfare channels for
each policy: in the case of fuel economy standards, the increase in fuel efficiency implies
an urban expansion with longer commuting distances and a self-reinforcing feedback loop
on vehicle efficiency with welfare gains from additional housing and welfare losses from
additional compliance costs. This commute related long-run rebound effect is large for all
parameter setting which make the city small and dense: for low household income, high
city population, a low preference for housing, and strongly decreasing returns to scale in
building high. Similarly, a fuel tax policy leads to urban contraction with shorter commuting
trips and less fuel efficient vehicles, again reinforcing each other. The welfare losses from
the reduction in housing consumption are outweighed by welfare gains from lower expenses
for fuel efficiency. The magnitude of these new welfare channels is significant: especially
for low household income, high gasoline prices, and/or high marginal costs of fuel efficiency

technology the welfare effects of housing adjustment and additional compliance can have
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similar or even a greater magnitude than the short-term welfare costs of compliance before

any urban adjustment.

The total resulting welfare gap between the fuel tax policy and fuel economy standards is
strongly affected by the magnitude of induced urban adjustments. In countries with small
average city size, high household income, a high amenity value (that is, high preference for
housing in the consumption bundle), and strongly decreasing returns to scale in housing
production, which might often well describe U.S. cities, the disadvantage of fuel economy
standards is actually not very high. In contrast, for emerging economies like China, India
or Brazil, where most traffic takes place in (on average) large metro areas with a relatively
low income, and often low amenities, applying fuel economy standards instead of fuel taxes
might incur a much greater additional welfare cost with a magnitude of some 80 percent of
short-run welfare costs of compliance. Measures which reduce urban expansion, like urban
growth boundaries, therefore, can significantly improve the welfare balance of fuel economy

standards by cutting the additional welfare costs of urban expansion roughly in half.

Both, fuel economy standards and fuel taxes, involve distributional effects which can play an
important role for the political economy of these measures. In a short discussion, | provide
an overview over different spatial distributional effects in this context. While fuel economy
standards constitute a cross subsidy from central to suburban residents, a fuel tax policy has
exactly the opposite effect. Depending on the location of different income groups (which have
not been modelled here) this can overall imply progressive or regressive effects. But since
the policies are typically introduced on a national (or, in the case of the E.U., even supranatio-
nal) level, they might lead to significant distributional effects between cities with different

characteristics. This complex of questions and effects will be analyzed in a subsequent study.

A crucial next step for future research is the incorporation of public transit and a plausible mo-
bility mode choice mechanism into the model. It can be expected that the changes in marginal
costs of driving and the according cross-subsidies due to the environmental policies affect
mode choice to a significant extent, depending on the household location. The switching of a
considerable share of households into or out of public transit might constitute an important
determinant of the degree of transit capacity utilization and the according pricing schemes. A
subsequent increase in transit prices might reinforce the choice of individual vehicles even

more, or vice versa. This issue deserves further examination.
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Another energy economicissue whichis not addressed here is the transition to electric vehicles
and their economic and environmental implications in an urban framework. Electric vehicles
could be included in the model as having a high "fuel efficiency" in terms of miles per kg of
carbon emissions, but a limited driving range. For now, combustion engines constitute the
lion’s share of the vehicle fleet and the vehicle markets. But especially in the long run, the
role of a higher share of electric cars and transition pathways towards it should be taken into
account. The present chapter provides an advance relative to the scarce previous literature
in the modelling of household vehicle choice based on fuel economy and the according
implications of fuel economy standards for automakers’ pricing and R&D policies, but abstracts
from the role of vehicle convenience (for also which driving range issues might play a role).
An enhanced view on vehicle choice based not only on fuel economy, but also on vehicle
convenience, would certainly contribute to a more realistic analysis and a more informed
perspective on the importance of this vehicle choice dimension. Moreover, the assumption of

linear pricing schedule could be relaxed in favor of a more elaborate vehicle pricing policy.

Of course, the underlying monocentric urban model is stylized, but it allows for this type of
energy economic extensions in a relatively tractable way. Real cities are often polycentric
in varying degrees. Also, | use a static model without any forward-looking behavior on the
side of households, although it is quite plausible that some long-term developments like
demographics play a role for household decisions like buying a house. The significance of
these factors for environmental economic questions like in the present chapter should be

taken care of in future work.
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4 Climate Policy and Inequality in Two-Dimensional

Political Competition

4.1 Introduction

For the last three decades international negotiations on the reduction of greenhouse gas
emissions did not deliver significant results. The voluntary national emission reduction
goals which are part of the Paris Agreement are by far not enough to reach the agreed-upon
two-degree target (not even to speak of the even more ambitious 1.5-degree target), as the
according report by UNFCCC (2016) emphasizes. There is constant technological progress in
the area of "green" technologies. And, despite many open questions of regulatory details,
a well-equipped tool box of economic policy (carbon pricing, subsidies, etc.) is in principle
available for an effective reduction of carbon emissions. But a key remaining challenge for
an effective tackling of climate change is the lack of "political will" or, depending on the

perspective, public support for ambitious climate policy measures.

The literature and the public debate have paid much attention to international negotiations
of a global climate treaty and the important free-riding problem on the international level ]
But legally binding and effective environmental policy measures still happen on the level of
national politics (in Europe in a complex interplay with the European Union). Therefore, the
present chapter sees and follows the necessity for more attention to the multi-scale nature of
the climate problem, emphasized, e.g., by Ostrom (2010), and examines political economic
mechanisms on the national level which could undermine the voters’ willingness to engage in
climate policy and focuses on the following question: how is public support for climate policy
measures like the taxation of carbon emissions affected by their (actual or expected) impact
on incomes and on income inequality; by the level of existing socioeconomic inequality and
the degree of redistribution in the country; and by the set of values in the population with
respect to redistribution, (in)equality, environmental policy, and, in general, government

intervention in the economy? The underlying idea is that redistributive policy and climate

1| am very grateful to John E. Roemer for his invaluable advice on the PUNE concept and the framework in this
chapter.

2 Forinstance, Heitzig et al. (2011), Nordhaus (2015), and Walker et al. (2009).
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policy require an integrated analysis, because distributive effects and existing socioeconomic
inequality might constitute national impediments to climate policy even if there is a public

consensus on the general importance of climate protection.

In the present study | employ a model of two-dimensional policy competition following
Roemer (2006) with the dimensions carbon tax and proportional income tax to analyze how
income inequality affects the endogenous policy platforms of the two parties in equilibrium.
To the best of my knowledge, this analysis is the first to model two-dimensional political
competition on an environmental policy with distributional implications and redistributive
policy at the same time. The effects of the policies on household incomes are derived in a static
model of production of one final good with inelastic labor supply and carbon-intensive energy
as inputs. Voter types are heterogeneous in terms of income (log-normal distribution between
zero and infinity) and "collective orientation" (uniformly distributed between zero and one)
which simultaneously indicates an individual’s degree of concern with climate change and her
preference for redistribution of incomeﬂ The voters’ utility function comprises consumption
utility, utility from the degree of actual redistribution relative to the individual’s desired level of
redistribution, and utility from climate protection. As a result, both policies affect utility over
various channels at the same time: the income tax (with lump-sum revenue recycling) affects
consumption utility via the direct monetary effect and utility from redistribution via its effect
on the overall (post-tax) income distribution. The carbon tax, the revenue recycling of which
can render it overall progressive or regressive, affects consumption utility via the monetary
cost of climate protection, redistribution utility over the distributive implications of the tax,
and utility from climate protection. The concept of party-unanimity Nash equilibrium (PUNE)
from Roemer (2006) allows to take all these complex relations into account and to obtain
political equilibria numerically with heterogeneous party platforms in the two-dimensional
policy space. This would not be possible with a Downsian median-voter approach.

The analysis proceeds in two steps: first, the income tax is exogenously given and policy

competition is one-dimensional over the level of the carbon tax. Here the numerical examples

3 The assumption that environmentalism/concern for climate change and a preference for income redistribution
are positively correlated is supported by a number of empirical psychological, sociological, and econometric
studies. Papers like Campbell and Kay (2014), Heath and Gifford (2006), Kilbourne et al. (2002), McCright and
Dunlap (2011), Rossen et al. (2015), and Ziegler (2017) find (mostly phrased in the opposite way) a positive
correlation of climate change skepticism or low concern for the climate issue and a free-market ideology,
aversion of government interventions in the economy, and conservatism which are associated with low income
redistribution.
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show that higher inequality of pre-tax income leads to a higher (lower) carbon tax in equili-
brium if it is progressive (regressive). The reason is that voters prefer a higher carbon tax if it
is accompanied by desired additional (progressive or regressive) redistribution on top of the
fixed level of income taxation. Then, in a second step, the income tax is endogenized as the
second dimension of policy competition. In this two-dimensional case a higher exogenous
inequality of pre-tax income is counteracted by a higher income tax, while the average of the
parties’ carbon tax proposals stays virtually constant. In addition, a more progressive carbon
tax revenue recycling mechanism is compensated by an according adjustment in the parties’
income tax proposals, but the carbon tax proposals stay (exactly) the same. In other words,
the two-dimensional nature of the political game enables a decoupling of redistribution from
the average equilibrium level of climate policy. But this decoupling hinges on the assumption
that the voters internalize the level of redistribution via the carbon tax relative to their desired
degree of redistribution. If voters, in contrast, are myopic about the redistributive implication
of the carbon tax, then an increase in inequality of pre-tax income does lead to higher (lower)
proposals for a progressive (regressive) carbon tax. Thus, in this case the carbon tax revenue
recycling mechanism does play a role for public climate policy support. Moreover, for both the
myopic and the non-myopic case, the absolute and relative difference between the parties’
carbon tax proposals and, therefore, the degree of implied policy uncertainty changes with a
change in inequality of pre-tax income. For high levels of inequality a further intensification of
inequality leads to more polarized party platforms. Polarization of party platforms also rises
with an increase in salience of the ideological political discourse on income redistribution.
Overall, more income inequality can undermine public support for climate policy, but does
not have to. A progressive carbon tax revenue recycling and/or the possibility to compensate
the distributional implications of a regressive carbon tax via income taxation foster climate

policy support.

This chapter builds on the literature on distributive effects of environmental policies, particu-
larly carbon taxes, to model the distributional effects of the carbon tax which feed into the
political economic dynamics that are in the focus of the chapter. A large number of empirical
studies find that taxes on greenhouse gas emissions, energy consumption, or industrial pollu-
tion are regressive, but well-designed schemes for revenue recycling or transfer payments
can lead to an overall progressive distributional ef‘fect In the present chapter the design

4 Examples for this group of papers are Robison (1985), Wier et al. (2005), Brenner et al. (2007), Kerkhof et al.
(2008), Callan et al. (2009), Shammin and Bullard (2009), Bureau (2011), Ekins et al. (2011), Rausch et al. (2011),
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of the tax revenue recycling mechanism also plays a central role in the political economic
dynamics. In Rausch et al. (2011) and Rausch and Schwarz (2016) the regressive distributional
effects of environmental taxes are driven by heterogeneous consumption patterns and factor
income patterns between households. The present chapter abstracts from both channels for
the sake of modelling simplicity. Instead, the distributive effect of the carbon tax in this study
is driven by the revenue recycling mechanism alone, which is sufficient to create progressive

and regressive distributional patterns.

Barker and Kohler (2005) and Metcalf (2009) point towards the possibility of reducing the
regressive distributional effect by using the environmental tax revenues for the reduction of
other distortionary taxes, e.g., on labor or capital. Such additional welfare gains from the
reduction of distortive taxes, known under the term "double dividend" is analyzed in an own
strand of literature from an optimal taxation perspective | However, in the present version of
this chapter there are no pre-existing distortions in the factor markets (due to inelastic labor

supply) and no direct relation to the double-dividend effect.

In general, the present study with its national perspective does not follow the prescriptive
focus of the literature on optimal taxation (which the double dividend literature is a part of),
on the social cost of carbon, and on discounting. Instead, it contributes to the descriptive
literature on the political economy of environmental policy, which in the real world can cause
substantial deviations from the first-best ideal for many reasons. This field investigates, for
instance, the influence of lobbying on national environmental policy making (cf. Heyes and
Dijkstra (2002) and Oates and Portney (2003) for according literature overviews.), but also
questions of strategic interaction of governments facing the possibility of losing office (cf.,
for instance, Vof3 (2015) and Schmitt (2014, chapter 4)). The present chapter extends the
scarce literature which embeds environmental policy in voting models. A key difficulty of
one-dimensional voting models based on environmental policy is that voting outcomes in
reality are simultaneously influenced by more dominant political issues. List and Sturm (2006)
approach this issue by focusing on the share of voters who determine their voting decision

solely based on the secondary issue, which is environmental policy, in contrast to the majority

Gonzalez (2012), Chiroleu-Assouline and Fodha (2014), Jiang and Shao (2014), Mathur and Morris (2014),
Williams Il et al. (2015), da Silva Freitas et al. (2016), Renner (2018). Oladosu and Rose (2007) find a slightly
progressive effect for a certain region.

Examples in this context are Bovenberg and Mooij (1994), Babiker et al. (2003), Barrage (2018), Béhringer et al.
(2016), Bento and Jacobsen (2007), and Kaplow (2012). For an overview over the double-dividend literature
see Freire-Gonzalez (2018).
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of voters who only care for the primary issue. Therefore, their voters consider only one policy
dimension at a time, instead of having truly two-dimensional preferences as in the present
chapter. Also, in their study the temporal dimension is crucial - with a building up of politicians’
reputation over time and the effect of term limits - for their empirical identification strategy.
These temporal aspects do not play any role in my static model, as well as the econometric
research dimension. McAusland (2003) employs a one-dimensional median-voter model with
heterogeneous income streams from green and dirty production factors between voters and
a trade component, which is absent from the present study. The factor income composition
translates the environmental policy into heterogeneous monetary effects on income streams
with homogeneous preferences. Moreover, the econometric study of Kahn and Matsusaka
(1997) also involves a one-dimensional political reasoning. Overall, the present chapter is the
first study to employ a two-dimensional voting model to simultaneously explain the degree of
environmental policy (here: climate policy) and income redistribution and their interactions.
The present approach gains additional value and relevance by incorporating distributional
effects of the environmental policy and a preference of voters for redistribution which is

correlated with their environmentalism. These aspects are all absent from previous work.

This study is also a contribution on the more general dimension of the political economy of
public good provision in the face of socioeconomic inequality. But the present framework
differs in a few aspects from the conventional public-good setting. A reduction of the public
bad (emissions) in this case is not funded by additional taxation, e.g. of income or capital, and
it is not just costly, but also creates (carbon tax) revenues. The elaboration of the implications
in this direction are left for future research steps on the present study.

The present work also contributes to the literature on the application of models of two-
dimensional policy competition with heterogeneous party platforms, which, to the best of my
knowledge, completely relies on the PUNE concept of Roemer (2006). Roemer (1998), Roemer
(1999), Roemer and van der Straeten (2005), Lee and Roemer (2006), Lee et al. (2006) all deal
with redistribution as the first dimension and political ideology, xenophobia or racism as
the second policy dimension. The present work extends this literature by applying the PUNE
concept of two-dimensional political competition to redistribution and environmental policy

with its distributive effects in the light of income inequality.

This chapter is organized as follows. In Section[4.2]the economic model is presented. Section
[4.3introduces the model of political competition based on Roemer (2006). The numerical

results are presented and analyzed in Section[4.4] Section[4.5/concludes.
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4.2 Model

4.2.1 Firms

Perfectly competitive firms produce a final good with a Cobb-Douglas aggregate production

function
Q(L,E)=L"E'"™" (4.1)

with the production factors labor L and energy E. The latter contains one unit of carbon per
unit of E. The labor input is numeraire (wages set to one) and its supply is inelastic (cf. Section
4.2.2). Therefore, firms maximize profits only by the choice of the energy input

max 7 = poQ(L,E)— L — (pg +k)E

with the price of the final good pq, the exogenous and constant energy price pg, and the
carbon tax k € [0, 00) on every unit of the energy input. The carbon tax is an endogenous
outcome of political competition (cf. Section[4.3), but exogenous from the firms’ perspective.

With zero profits in the final goods market, final goods price p(, reads

_ L+ (pe+r)E
Pg = B (4.2)
Substituting (4.2) into the first-order condition for energy yields
1- oF 1-
porp U= i 9F —L(—'Y)2 <0 (4.3)
V(pE + K) Ok V(pE + K)

4.2.2 Households
4.2.2.1 Household Income

With the total population of the country normalized to one, there is a continuum of household
types over two dimensions of heterogeneity: the individual households differ in skill level
h; € [0, 0], which determines the household’s productivity and is log-normally distributed
with the mean h, and the median h,,,.4. Households also differ with respect to their collective
orientation a; € [0, 1], which can have different distributions (cf. Section[4.2.2.2). For sim-

plicity, in the present version of the model the collective orientation a; is uniformly distributed.
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Labor Income and Income Taxation

All households inelastically supply one unit of "effort" L = 1 that is weighted with the skill
level h;, so that resulting household labor supply is LY = L¢h; = h,. By aggregating over all
households we obtain the equilibrium labor input, which is equal to inelastic aggregate labor

supply

L::Lszi/ LydF (a;, h;) = h, (4.4)
(a’irh‘)

With the wage level being equal to one, household labor supply LY = h; is equal to pre-tax
household income. This income is subject to a proportional income tax 7. The income tax
revenues are recycled in a lump-sum fashion. Households receive payments Rec(x) from the
recycling of carbon tax revenues, so that post-tax income is y; = h; + (h, — h;)7 + Rec(k).

In the case of lump-sum per-capita recycling each household receives Rec(k) = kE (k) =

hy, (;S;Z))Vﬁ More regressive designs of revenue recycling are discussed below in the subsection

"Carbon Tax Revenue Recycling". Netincome is completely spent on the final good (y; = po;).
Using (4.2),(4.3) and (4.4), resulting final good consumption z; then reads

1
Ti=Yi—
PQ
:yWG—VW”)
" (pp + k)Y
(L =)t

= (h; + (hpw — h;)T + Rec(k)) om AT

(4.5)
The income tax 7 redistributes income from households with an above-average skill level
(h; > h,) to those with a below-average skill level, leading to less post-tax inequality. For an
income tax of 7 = 1 post-tax income would be constant across all households. Total output,
however, does not change with the income tax since labor supply is inelastic. Therefore, there

is also no distortion of the labor market and no according deadweight loss.

OF (k)
ok

0, cf. (4.3)) and resulting output. Since the implicit carbon intensity of the only good is con-

The carbon tax &, in contrast, reduces the energy input with the contained emissions ( <

stant over all households, consumption of every household decreases by the same factor.

This does not yet cause a redistributive effect because every household suffers proportionally

& Since population is normalized to one, average household income h,, is equal to aggregate income. Therefore,
the aggregate carbon tax revenues kK E(k) are equal to a lump-sum per-capita payment.

105



4 Climate Policy and Inequality in Two-Dimensional Political Competition

to their previous income level. But, in addition, the carbon tax revenues are recycled. The net
distributive effect of the carbon tax depends on the progressivity of the carbon tax recycling
mechanism. With lump-sum recycling certain low-income households can even be better off

after levying the carbon tax.

Carbon Tax Revenue Recycling

In principle, all sorts of distribution schemes are possible for the recycling of the carbon

tax revenues. To enable more regressive distributions of revenue payments than a lump-

K(1=7)
B (pe+r)y

the payments can be made proportional to an income distribution which would result from

sum per-capita recycling (for which Rec(k) = kE(k) = h , as was shown above),

levying a hypothetical income tax 7, ("implicit income tax") instead of mean income h,,:

K(1 =)

Rec(k) = (hi + (h, — hi)Ty) (05 + )7

(4.6)

After substituting (4.6) into (4.5), the resulting equation can be transformed to (cf. Appendix
D.1)

(1 =)t

TS

_ L=k, Vol s
%_Q+W515ym+wtmmm,@>

In doing so, the redistributive effects of the income tax and of the carbon tax can be combined
into the total degree of redistribution p(7, %, 7,;) which results from both policy measures

together. It is defined as

>7 for 7.>71

1 + Kk(1=y) Tk
:0(7-7 R, Tfi) =T (%) =7 for T =T (48)

(PE+KR)Y

<7 for 7.<T

A lump-sum recycling of carbon tax revenues corresponds to recycling payments proportional
to a hypothetical income distribution which would result from an income tax of one (7., = 1),
that is, a uniform distribution. As long as 7 < 7, = 1, this would imply that the carbon tax is
progressive relative to the post-income-tax distribution of income. If the recycling payments
are proportional to the actual post-income-tax distribution of income (so that 7, = 7), then

the carbon tax does not have any additional redistributive effect on top of the income tax. For
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T, < T, the carbon tax is additionally regressive relative to the post-income-tax distribution of

income.

4.2.2.2 Household Preferences

The households’ utility function contains three additive terms which all play a role in driving

heterogeneous political preferences:

(o)) = I . 1)) — 60— plr 5, 7))? — s Bl
= In(z;(1, ks b)) — d(a; — p(T, K5, 7)) — aig (%) (4.9)

The intuition behind the different components is explained in the following.

Consumption Utility

Oui () Pui - () A property of log

Ox; ) Ox?

utility is that a reduction of x; by the same factor leads to the same absolute decrease in

Consumption utility is logarithmic and concave in x; (

utility, irrespective of the income level. For this reason, the carbon tax incidence itself does
not have a distributional implication despite the concavity of consumption utility, because
the carbon tax hits every household with the same factor and leads to same utility decrease
for all households. It is the distributional implication of the carbon tax recycling mechanism
which leads to a heterogeneous effect of the carbon tax on households with different income

levels.

Most empirical studieq’|find that a carbon tax is regressive. This regressivity in reality can
be driven by a higher carbon intensity of the consumption bundle due to heterogeneity in
final goods, by heterogeneity in factor income streams with differing carbon intensity, or by
heterogeneity in the propensity to save (cf. McAusland (2003)). The modelling of heterogene-
ous consumption goods and savings behavior, which would require investment and a future
period, is avoided here for modelling simplicity. In future work, these channels could be

investigated. In the present model, it is important that the carbon tax can be made overall

7 Cf. Robison (1985), Wier et al. (2005), Brenner et al. (2007), Kerkhof et al. (2008), Callan et al. (2009), Shammin
and Bullard (2009), Bureau (2011), Ekins et al. (2011), Rausch et al. (2011), Gonzalez (2012), Chiroleu-Assouline
and Fodha (2014), Jiang and Shao (2014), Mathur and Morris (2014), Williams 11l et al. (2015), da Silva Freitas
etal. (2016), Renner (2018). Oladosu and Rose (2007) is an example with a small progressive effect on a regional
scale.
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progressive or regressive via the recycling mechanism. The design of the recycling mechanism
is varied exogenously (cf. Section and is not subject of the political debate. Otherwise, it
would constitute a third policy dimension, which is beyond the scope of the present frame-

work.

Redistributive Preference

Besides the skill level h;, which captures socio-economic inequality, households are hete-
rogeneous on the dimension "collective orientation" a; € [0, 1]. This parameter indicates
a person’s degree of environmentalism, as well as her preference for redistribution or her
aversion of inequality, respectively. As mentioned in the introduction, the assumption that
the voter type dimension «a; in the model drives both the concern for climate change and
preference for redistribution is supported by empirical studies which find a positive correlation
of climate change skepticism or a non-environmentalist mindset and prevalent attitudes like
free-market ideology, conservatism, and a low preference for government intervention, which
are all associated with low preference for redistribution (cf. Campbell and Kay (2014), Heath
and Gifford (2006), Kilbourne et al. (2002), McCright and Dunlap (2011), Rossen et al. (2015),
and Ziegler (2017)).

Theterm —¢(a; — p(7, k, 7, ) )* expresses a Euclidian preference for redistribution or for govern-
ment intervention: parameter a; represents the desired total level of redistribution p(7, x, 7,,).
Every deviation from this redistribution level p causes disutility for household i. Households
with a; close to one want to see a high level of income redistribution and low resulting inequa-
lity. These households might have the attitude that individual market incomes are more the
result of a collective social effort (by relying, e.g., on public education, health-care, security,
infrastructure, coworkers, etc., which are not modelled here) than just individual talent. Thus,
they are sympathetic to government intervention if it helps to achieve what they perceive as
greater distributive justice. In contrast, households with a low value for a; are quite averse to
redistribution of income, possibly grounded on more individualistic ethics. This implies that
they are just fine with the pre-tax level of inequality or that they see government intervention

as even more detrimental and, therefore, are less inclined to change market incomes.

Note, that the redistributive preference term is distinct to the person’s opinion on how her
personal consumption is affected by the income tax, as captured by the first log-utility term.

In addition to that, the redistributive preference term comprises the person’s political and
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social value judgments on issues like inequality, distributive justice, fairness or individualism.
According to this separation, a poor person who would like the consumption increase from
redistribution can at the same time dislike government intervention based on a libertarian
economic value system. Or a wealthy person who would face considerable monetary losses

from high income taxation might still favor it based on a more egalitarian value systemff

The parameter ¢ is a salience parameter which expresses the weight of the redistributive
justice issue in the current political discourse. Even if people hold certain views on inequality
and redistribution, the according discussion can rise or fall in importance relative to the other

issues.

Climate Policy Preference

The third term —aigE(n)Q in the utility function (4.9) captures household i’s disutility (note
the negative sign) from carbon emission related climate damages. Emissions rise linearly in
the equilibrium energy input E(x), which decreases in the carbon tax . Climate damages

rise quadratically in emissions.

Since this term relates to households’ perceived disutility from climate damages, it is se-
condary when and where the damages, which are not explicitly modelled, take place. What
matters more for the degree of disutility is how much people care for climate damages, ex-

pressed again by the collective orientation parameter a;.

If a; is zero, then the person prefers a zero carbon tax, because climate damages do not hit
her consumption utility directly, while the carbon tax does. The person may be neglecting
damages because of spacial and temporal distance or due to a conviction that a government
intervention would be even more harmful than the damages, even if climate change is unde-
sirableﬂA high value for a;, i.e., close to one, means that a person cares for the full scale of
climate damages or the social cost of carbon, and prefers a higher carbon tax than a person
with lower a;. The parameter ¢ captures the salience of the climate issue in the political debate,
similar to the parameter ¢ in the case of the redistributive preference term.

8 Two examples for such individuals who gained some media attention are Warren Buffett and Bill Gates (cf.
Wearden,|2011/and Frank,|2016).

® The central idea of Campbell and Kay (2014) that people can be climate change skeptics not because of
concern with the scientific argumentation itself, but because of their aversion to the solution of climate policy
has a parallelin the classical public choice argument that government intervention to solve a problem is likely
to be more costly than the problem itself (cf., for instance, Coase,|1960/and Buchanan and Stubblebine,|1962).
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Effects of the Policies

Theincome tax 7 affects individual utility over two channels: redistribution ofincome increases
consumption utility of low-income individuals with /; < h,, and decreases consumption utility
of those with h; > h,,. At the same time, 7 affects utility over the redistributive preference
term. The latter also fulfills a technical function: since a majority of households has an income
below the average (h; < h,), itwould prefer anincome tax of one if there was no counteracting
force. Due to the redistributive preference term, the fact that many households with below-
average income would like to live in a society with income taxation below 100 percent can drive
the equilibrium income tax way below 100 percent. This is more consistent with empirical

observations.

The carbon tax x has three effects on utility: first, the effect on consumption utility is according
to the net monetary implication of x. The net monetary effect of x and the recycling of the
according revenues for the individual household is negative for most households, since overall
output decreases with k. A small share of households at the bottom end of the income
distribution might benefit in net monetary terms if the tax recycling payment is higher than
the tax-driven income reduction. Without any further benefits form x, there would be no
reason to expect a positive carbon tax in equilibrium as it reduces aggregate consumption.
This benefit comes from the fact that, second, the carbon tax reduces disutility from climate
damages. And third, the redistributive implication of the carbon tax affects utility over the

redistributive preference term.

4.3 Political Competition

The model of political competition in the present framework is described in the following.
It is built along the lines of the party unanimity Nash equilibrium (PUNE) concept of multi-
dimensional political competition, as developed by Roemer (2006). The PUNE concept allows
to achieve pure strategy equilibria in two-dimensional policy space T' C R? with differentiated
party platformst 4, ¢z € T,in contrast to the Downsian median-voter concept. The dimensions
of competition are income taxation 7 € [0, 1] and climate policy (carbon taxation x € [0, oc]).
The model takes the number of parties (here: two), the voter preferences (4.9), and the
distribution of voter types H C R? as given. The model delivers as outputs the partition of
the electorate in the two sets of party supporters, the two-dimensional policy platforms, and

the winning probabilities for each party. A crucial element here, which also adds to realism, is
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that the respective party platform itself is the result of a bargaining game between two party
factions: the Opportunists maximizing the probability of getting into office and the Guardians

maximizing average welfare of the party supporters.

4.3.1 Definitions

The political parties take voter preferences and the two-dimensional distribution of
voter types F(a, h) as given. By announcing their platforms, defined by the policy vector
tm = (Tm, km) With m € {A, B}, the parties A and B divide the electorate, that is, the set
of all voter types H in the (a, h) space, into two sets of voters: H is the set of those voter
types who support party A and H 7B is the set of those who support party B. Every voter of the
polity belongs to one, and only one, of the two sets, sothat H = HAUHP and HANH? = .
The set of party A supporters who prefer party A’s platform ¢ 4 = (74, k1) given that party B

proposestp = (1, kp) IS
Qtate) = {(ai, hi)|u(ta) > u(tp)}

The edge of the two sets of voters a(t 4, t ; ;) is endogenous and defined by those voters who
are indifferent between the two platforms:

By definition, voters with a; > a prefer party A’s platform, and voters with a; < a prefer party
B’s platform. Substituting (4.9) into (4.10) and rearranging yields

a(ta,tp;h;) = (4.11)
o | it U~ Rdeltar ) (1+S5) .(pEMB)H — $(p(ta, ) = plts, )%)
(i + (I — Bl 7)) (14 Arlea) \po i Pl e
L ! “ v vk Y(pE+KE)
5 (1= h,\> 1 1 -
2 (( 77) M) ((pE + Kka4)? - (pE + %B)z) ~ 20(plta, ) — plt, Tﬁ))]

The curve a(t 4, tp; h;) divides the voter-type space in two sets which both contain approxima-
tey half of the electorate. If one party managed to improve its voters’ welfare by changing its
platform, then a(t 4, t; h;) would shift and thus increase the party’s share of the electorate.
This holds for the other party, too, so that in equilibrium, no party and no party faction can
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deviate from their platform without triggering a detrimental adjustment by the other party.

The resulting aggregate welfare of all party A voters if the policy vector t is realized then is

WA(t):/ w(t: s, hy) dF(ag, hy) // w(t: s, hy) dF(a) dF(hy)
(ai,hi)EHA

and the aggregate welfare of the supporters of party B given the policy vector ¢ is

WE(t) :/ u(t; a;, hy) dF(a;, h;) / / (t; ai, h;) dF(a;) dF(h;)
(ai,hi)EHB

The share of party A supporters, that is, the probability measure F(€2(t4,t5)) is a discrete
number depending on the probability distribution F. Nevertheless, when the parties announce
their policy platforms at the beginning of the election campaign, they are only certain up
to a margin of error about what their share of the vote will be on election day. Without this
uncertainty the winner would be known from the beginning or the chances of each party
to win would be exactly % In both cases, the result would be clear from the beginning and
spending money on election campaigns would be pointless. So, party uncertainty about voter
behavior is a vital element of realistic modelling of political competition. The parties believe
that the share of voters who prefer ¢4 to ¢ lies in a range of [—¢, +¢] around F(2(t 4, t5)) with
a uniform probability distribution within that range. The expected probability of party A to
win with platform ¢ 4 if party B plays platform ¢z then reads

F(Q(tA7 tB)) + € — % . f(ai,hi)eHA dF(ai7 hl) + €— %
2¢ N 2€

7T<tA, tB) =

As a result, each party has a probability of winning the election close to, but not exactly equal
to, 50%.
4.3.2 Party Unanimity Nash Equilibrium

The PUNE equilibrium concept rests on the assumption that two types of politicians try to
influence the party policy. On the one hand, the Opportunists try to maximize the party’s vote
share with the intention of promoting their own career. When facing a given policy platform

from the respective other party their payoff functions are

ngp@A? tB) = 7T(tA, tB)
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and
TP (tg,tg) =1 — m(ta, tp)

respectively. On the other hand, the Guardians maximize average welfare of their constituents

while neglecting the probability of actually getting into office '] Their payoff functions are
G (ta, tp) = WH(ta)

and
5" (ta, tg) = Wh(tp)

respectively. The two factions of party A now engage in a bargaining game in which the
Guardians try to maximize their constituents’ welfare while the Opportunists insist on a
minimal probability of winning 7, given that party B plays the platform ¢ z:

rtna%(WA(t) st. mw(t tg) > mg (4.12)
€

It would be equivalent to maximize the probability of winning while considering a lower bound
to average welfare of the constituents. Party B solves the following problem in a similar way

for a given platform ¢4 of party A:

max WEt) st. 1—n(tg,t)>1—7P (4.13)
€

Similar to Lee and Roemer (2006) and in consistence with Roemer (2006, Chapter 8) a party

unanimity Nash equilibrium (PUNE) is defined as

(1) a partition of the type space into two party memberships H = HAUH? HANH? = @,

a pair of numbers (73!, 7%), and a pair of policies (¢4, t3), such that:

(2) t4 solves problem (4.12) and ¢ solves problem (4.13), and

10 An additional interpretation of this behavior could be that the Guardians seek to publicly propagate their
agenda, even if they end up not putting their policies into practice. In early versions of the PUNE concept,
Roemer (2006) included a third faction, the Reformists, who would maximize expected welfare of their voters.
Mathematically, the Reformists are redundant and the model is simpler without them.
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(3) (ai,hi) S HA = U(tA;ai,hi) > u(tB,aZ,hZ) and (Cli,hi) € HE = u(tB,az,hz) >
u(ta;aq, hy).

Condition (3) states that each voter prefers to continue supporting her party. Thus, endoge-
nously formed party membership is stable. If the policy vector (¢4, t5) is a PUNE, then neither
the Opportunists, nor the Guardians can deviate from their position without making the other
faction being worse off and the party platform is stable. And the same holds true for the other
party. The tuple (7', 7)) reflects the relative bargaining power of the Opportunist faction in
each party. Different degrees of relative bargaining power of the factions produce different
PUNEs. Therefore, in the case that PUNEs exist, there will be a two-dimensional manifold of
them in the space of T" x T.

Roemer (2006}, Chapter 8) shows that the problem consisting of (4.12) and (4.13), which yields

PUNEs as solutions, can be restated as a weighted Nash bargaining game. Thus, in party A the
policy vector t is chosen which maximizes the Nash product, given that party B plays ¢z:

max(7(t,tg) — 0)*(WA(t) — Wh(tg))' ™ (4.14)

teT

The according maximization problem for party B, given that party A plays ¢4 is

max((1 — m(ta, 1)) — 0P (WE(E) — WB(t,))—? (4.15)

teT

The parameters «, 5 € [0, 1] denote the relative bargaining power of the Opportunists in the
respective party. The numbers ((a, ), ((1—a), (1—/3))) are the Nash bargaining weights of the
problem. If Opportunists and Guardians do not agree on a policy platformin party A, then party
B wins the election with certainty and the Opportunists’ payoff is zero, while the Guardians’
payoff is the average welfare in the case of enactment of party B’s policy vector ¢ g(cf. (4.14)).
The same logic holds for party B (cf. (4.15)). If there is a weighted Nash bargaining solution,
then it must be PUNE. On the other hand, when there is a PUNE, then it is exactly the solution
to a corresponding weighted Nash bargaining game if In(7 (-, tg)) and In(W4(-) — W4(tg))
are concave functions on T and if In(1 — 7 (t4,-)) and In(WB(-) — W¥5(t,)) are concave

functions on T" (cf. "Assumption A" in Roemer (2006, p. 157)).

There is a convenient differential characterization of PUNEs as formulated by and
the simplicity of which is very useful for the numerical calculation of PUNESs (cf. Roemer (2006,
Section 8.4)). For the derivation see Appendix|D.1.2| For a policy pair (¢4, ) to be a PUNE,

114



4 Climate Policy and Inequality in Two-Dimensional Political Competition

the following equationmust hold for party A™

Vi, WAty) = =M (ta, ts) Vi, m(ta, tp) (4.16)

with A (¢4, tp) 1= 2% AWA(“‘)); and for party B

l1—a 7(ta,tp

Vi, WE(tp) = A\P(ta, tp)Vi,m(ta, tp) (4.17)

with A\B(t4,tp) = % i‘gfgg) Equations (4.16) and (4.17) provide a set of 2" = 4 equations

for 27" + 2 = 6 unknowns (74,7, ka4, kB, @, 5). The system of equations is numerically

solvable for given Nash bargaining weights («, /3).

4.4 Climate Policy Analysis

In this section the influence of inequality of income on the equilibrium policies is analyzed.
First, in Subsection the income tax rate 7 is exogenously given and policy competi-
tion is just one-dimensional over the carbon tax rate . Then, in Subsection the full
two-dimensional competition over both policy dimensions is examined and compared to the
one-dimensional setup to carve out the interactions between the policy instruments. For the

numerical illustrations, a reference parameter setting is defined and summarized in Table[4.1]

Mean income h, 20
Salience parameter of climate issue § 5
Salience parameter of redistributive issue ¢ | 1
Pre-tax energy price pg 4
Party error margin e 0.02
Elasticity of production w.r.t. labor ~ 0.95
Elasticity of production w.r.t. energy (1 — ) | 0.95

Table 4.1: Reference parameter setting

11 Note that the Del or nabla operator V, , indicates a derivative with respect to a vector, in this case t 4, so that
_ (o o _ (o o
VtA = (ﬁ’ 8HA> and VtB = (%, %)
12 For taking the derivative of party A’s winning probability 7(¢ 4, ¢ 5) with respect to the vectors t 4 and t 5 deri-

vatives of a(t4,t5; h;) are needed. Since a(t 4, t5; h;) is a quite complicated function (cf.[4.11), its derivatives
are taken numerically in the simulation which is the basis for the analysis section
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4.4.1 One-Dimensional Policy Competition over Climate Policy
4.4.1.1 The Role of Income Inequality and Carbon Tax Recycling

In the one-dimensional case the parties only compete over the carbon tax rate « on every
energy unit, while the income tax rate 7 is exogenously given and fixed. Given the log-normally
distributed skill level h;, which is equal to pre-tax income (cf. Section4.2.2.1), the ratio of me-
dianincome to meanincome h,;—f is the measure for pre-income-tax inequality which isused in
the following analysis. The fixed income tax leads to a certain degree of redistribution, so that
post-income-tax inequality of income is lower. But, nevertheless, a decrease of h;;—f increases
inequality before and after levying the income tax["¥| The resulting PUNESs in one-dimensional
policy competition over the carbon tax are shown in Figure[4.1|for a regressive carbon tax recy-
cling (1, = 0), for different levels of the inequality measure h;?;—ud and for different bargaining
power parameters of the Opportunist factions («, 3) € {(0.1,0.1),(0.5,0.5), (0.9, 0.9)}[¥]
Since labor is the numeraire good and wages are equal to one, the unit of the carbon tax « in

this and all the following figures must be read as "wage units/energy unit".

Party Ain all cases proposes a higher carbon tax rate than party B. This is due to the definition
of party A as the one which represents the voters with a collective orientation above the
indifference threshold a; > a(ta,tp; h;) (cf. Section , who have a higher preference for
climate protection and for redistribution of income than supporters of party B.

The higher the bargaining power of Opportunists in both parties, the closer are the resulting
party platforms. This is not surprising since focusing mainly on the probability to win, as
strongly Opportunist parties do, brings the parties closer to the median-voter logic. The most
striking result is, however, that more income inequality (decreasing median income h,,,.q)
leads to lower carbon tax proposals of both parties in equilibrium. The reason is the regressivity
of the carbon tax recycling mechanism. Recall that a recycling distribution parameter 7,, of

zero implies that the carbon tax revenues are recycled to each household proportionally to

13 By assumption, "increases" or "decreases" in pre-income-tax inequality throughout the analysis imply that
medianincome A, changes while meanincome h,,stays the same. In this way, a different degree of inequality
means a different distribution of an otherwise constant aggregate pre-tax income.

14 In this and the following figures the bargaining weights of the Opportunist faction are assumed to be equal in
both parties for simplicity. The case with low Opportunist bargaining weights of o, 8 = 0.1 is always depicted
with dashed curves, the case a, 8 = 0.5 with solid curves, and the case with high Opportunist bargaining
weights of v, 8 = 0.9 with dash-dotted curves. The color blue is assigned to party A, red is assigned to party B.
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Regressive k recycling (t, = 0)

Carbon tax K

o =0.1

2 T T T T T T T
0 0.1 0.2 0.3 04 0.5 0.6 0.7

Median income h,,., / meanincome h,

Figure 4.1 : PUNEs for one-dimensional policy competition over the carbon tax rate « for regressive carbon tax
recycling (7, = 0) and 7 = 0.5.

their pre-income-tax incomeH The distributional impact of the carbon tax in part counteracts
the progressive redistribution from the (fixed) income tax. Therefore, increasing income
inequality (while mean income and the income tax 7 stay fixed) raises the share of voters with
an income below the mean (h; < h,) who have a low preference for a regressive carbon tax

and strengthens their aversion against regressive policies like a carbon tax with 7,, = 0.

To point out the crucial role of the recycling mechanism, Figure[4.2]shows the opposite result
for a progressive recycling of carbon tax revenues, that is for a distributive parameter of carbon

tax recycling 7, equal to one. This implies, that households receive lump-sum payments.

Party Ais still more environmentalist than party B and the policy proposals are more polarized
if the Guardians have a higher bargaining power in the parties (that is, «, 3 are lower). But

anincrease in income inequality (in contrast to the case 7, = 0) raises the preference of the

15 In principle, even more regressive revenue recycling schemes are possible. But for simplicity, here the implicit
redistribution parameter 7, is used. If 7,; fell below zero, then some poor households would receive "negative
recycling payments", which would not make sense in reality.
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Progressive k recycling (t, = 1)
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Figure 4.2 : PUNEs for one-dimensional policy competition over the carbon tax rate « for progressive carbon tax
recycling (7, = 0) and 7 = 0.5.

majority of households with h; < h,, for a progressive carbon tax policy and also the share
of households with h; < h,. The result is higher carbon tax proposals by both parties in

equilibrium.

Polarization between the parties on climate policy is higher for a progressive carbon tax
(1. = 1) than for a regressive carbon tax (7, = O)EThe reason is that a higher progressivity
additionally benefits primarily low-income voters represented by party A at the expense of
high-income voters of party B. Consequently, party A proposes a higher carbon tax and party

B a lower carbon tax if the respective revenue recycling is more progressive.

4.4.1.2 The Effect of the Exogenous Income Tax Rate

The exogenously givenincome tax rate is an important determinant of the resulting equilibrium
due to its role in the pass-through of pre-tax inequality to post-income-tax inequality. The
latter ultimately affects the voters’ evaluation of the distributive consequences of the carbon

16 Note that the scaling of the y axis in Figuresandis the same.
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tax. Figure[4.3|demonstrates the impact of an increase in the exogenous income tax rate from
7 = 0.5 (grey curves) to 7 = 0.7 (blue and red curves) on the parties’ equilibrium carbon tax
proposals for different degrees of pre-tax inequality h;;—#d To allow a better comparison, only
the curves for high bargaining power of the Opportunist factions of o, 5 = 0.9, which are

closer to the average proposals of both parties, are shown.

\
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Figure 4.3 : Comparison of the parties’ carbon tax proposals for different levels of pre-tax income inequality
hmed gt r = 0.5and 7 = 0.7 (o, B = 0.9).

The increase in the income tax rate reduces post-income-tax inequality of income and, thereby,
also the perceived need for further redistribution. As a result, the voters’ preference for
the redistributive effect of a progressive carbon tax (7, = 1) decreases as well, while their
preference for the emission reduction effect of the carbon tax remains the same. This leads to
lower equilibrium carbon tax proposals by both parties than for 7 = 0.5. The voter preference
for a regressive carbon tax (7, = 0), however, increases relative to 7 = 0.5 as the regressive
distributional effect of the carbon tax is perceived as less harmful, leading to higher carbon
tax proposals by both parties. Overall, the gap between carbon tax proposals in the cases

of progressive and regressive revenue recycling is diminished and even reversed in sign for
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approximately hg—ud > 0.48. A reversal of the gap for low inequality of pre-tax income (high
h;j—:d) implies that a majority of the electorate perceives the exogenous tax rate of 0.7 as
too high|and under these circumstances prefers a regressive carbon tax to a progressive
one. At the inequality level corresponding to hg—ud = 0.48 the exogenous income tax rate
of 0.7 is equal to the average desired tax rate according to the average preference of voters
for redistribution (cf. "Redistributional Preference" in Subsection [4.2.2.2). Therefore, the
progressive or regressive character of the carbon tax does not matter at this point and the
according curvesintersect. But, despite theimpact of theincome tax rate, the generalinfluence
of an increase in pre-tax inequality on the carbon tax proposals - positive for 7, = 1, negative

for 7, = 0 - remains unchanged.

To sum up, voters favor a progressive carbon tax over a regressive one if it promises additio-
nal redistribution which they desire but did not yet obtain. An increase in post-tax income
inequality can result from a higher pre-tax inequality or a lower income tax and raises the
desire for more redistribution. This leads to higher proposals for a progressive carbon tax and

lower proposals for a regressive carbon tax.

4.4.2 Two-Dimensional Policy Competition over Climate Policy and Income Tax
4.4.2.1 The Role of Income Inequality

Now the income tax rate 7 is endogenized and turns into a second dimension of political
competition, next to the carbon tax x. A higher pre-tax inequality of income (that is, a lower
ratio h;';—:d) increases the share of voters with an income lower than the mean £, and, thus,
leads to a more pronounced support for higher redistribution via the income tax and the
according proposals by both parties for different levels of Opportunist bargaining power in
two-dimensional policy equilibrium, as Figure [4.4] confirms[¥] The overall net effect of an
exogenous increase in pre-income-tax inequality and an associated increase in redistribution
viaincome taxation on the resulting inequality in post-income-tax (but pre-carbon-tax) income

is a priori ambiguous.

At the same time, a rising inequality in pre-tax income affects the stance of both parties on
climate policy, as Figure[4.5)shows. Like in the one-dimensional setup (cf. Section[4.4.1), the

17 The according two-dimensional policy case (cf. Section ) yields endogenous income tax rates between
0.58 and 0.63 at 2zt = (.75.

18 Note, that along the curvesin Figurethe equilibrium carbon tax rate changes as well.
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Figure 4.4 : Income tax proposals of the parties in two-dimensional competition for different levels of pre-tax
income inequality h;;id
»

results are shown for three different levels of bargaining power of the respective Opportunist
factions (0.1, 0.5, and 0.9).

A striking difference to the one-dimensional case with exogenous income tax is that rising
inequality impacts the two party platforms in different ways: starting with low inequality (high
h;;—:‘i), an intensifying of pre-tax income inequality until approximately h;j—#d = 82—5’ = 0.415
at first reduces polarization between the two parties on the climate policy issue, that is, the
difference in proposed carbon tax rates. But then, for a further rising pre-tax inequality (falling
h;j—:‘i), party polarization on the climate issue increases. The change in polarization is also
stronger if the Opportunist factions have a low bargaining power, that is, if the Guardians

dominate the parties.

The polarization of party platforms on the climate issue is important for the climate policy

uncertainty from the perspective of risk-averse investors, e.g., in the energy sector. Even if the
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Figure 4.5 : Carbon tax proposals of the parties in two-dimensional competition for different levels of pre-tax

income inequality 2med

h,

average carbon tax proposalﬁ remained unaffected by changes in income inequality, a rise
in climate policy uncertainty could induce risk-averse investors to invest more cautiously. In
this case, a rising inequality and its effects on the climate policy proposals via the political

competition dynamics could turn out as hampering the decarbonization of the economy.

At the same time with the change in polarization, the average carbon tax proposal is virtually
not affected by a change in income inequalitym Apparently, changes in the inequality of
pre-tax income are neutralized by the endogenous income tax adjustment, so that the average
carbon tax proposal is not affected by any change in the voter preference in favor or against

redistribution. With the income tax the voters have a policy instrument available which directly

19 Each party’s probability to win is close, but not exactly equal, to 50%. Therefore, the expected carbon tax in
the sense of the average of carbon tax proposals weighted with the respective party’s winning probability is
close, but not exactly equal to, the average carbon tax proposal. For simplicity, the term "average carbon tax
proposal" is used here.

20 Calculating the actual average of the proposals shows that it is not exactly constant, but the average changes
only very little (cf. Figurein Appendix with income inequality.
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targets the income distribution. Therefore, they do not have to rely on the carbon tax for

redistributional purposes.

Moreover, and also in contrast to the one-dimensional case (cf. Section[4.4.1), the progressive
or regressive character of carbon tax recycling does not play any role for the level of the
carbon tax proposals (cf. Table[4.2). With a more progressive carbon tax a lower degree of
progressive redistribution is needed via the income tax to reach the same desired average level
of redistribution p(7, K, 7). Therefore, income tax proposals are lower (higher) if the carbon
tax is more (less) progressive, but the carbon tax proposals remain absolutely unaffected by

their degree of progressivity.

ot | e | ka | ok
Regressive recycling (7, = 0) | 79.528% | 77.044% | 5.8078 | 5.7104
Progressive recycling (7., = 1) | 76.412% | 73.949% | 5.8078 | 5.7104

Table 4.2 : Comparison of equilibrium policy platforms for progressive and regressive carbon tax revenue

recycling (o, 5 = 0.5, % = %, other parameters as in reference case).
B

A characteristic feature of the present setup is that the two dimensions of voter types a;
(uniform distribution) and h; (log-normal distribution) are not correlated. An change of the
inequality of pre-tax income, therefore, changes the distribution of voters w.r.t h;, but not w.r.t.
a;. In future research a correlation of both dimensions could be assumed. For instance, rich
voters (high h;) could, on average, exhibit a higher (or lower) collective orientation a;. Then
the implications of changes in the progressivity of carbon tax recycling or in the inequality of

pre-tax income could change.

4.4.2.2 Myopia w.r.t. the Distributive Effects of the Carbon Tax

In the voter preferences as presented in Equation (cf. Section[4.2.2) the voters have
a stance on their desired degree of total redistribution p(7, , 7,;) via the income tax and
the carbon tax. This can be interpreted as the voters’ opinion on inequality aversion, social
policy, or fairness. The assumption there is that the voters fully understand and evaluate
redistributional implications not only of the income tax, but also of the carbon tax. Issues like
distributional justice and income inequality are usually discussed in the political debate in the
context of income tax policy or social security systems. It is not obvious that voters in reality
account for the overall distributional effects of environmental policy measures like a carbon

tax when they are forming their opinion on the appropriate degree of the measure. However,
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voters can be expected to notice and care for the impact that an environmental policy has on

their own income, at least once it materializes.

Therefore, the present section focuses on the changes in the previously presented results
when the assumption of full understanding and internalization of the distributive nature of the
carbon tax by the voters is released. Instead it is assumed that they only consider the impact of
the carbon tax on their utility via the climate preference term and the consumption utility term
(cf. Section[4.2.2.2), but neglect the redistributive character of the carbon tax (progressive or
regressive) in the redistributive preference term: the total degree of redistribution p(7, &, 7,;)
in the latter is substituted by the income tax rate 7 only. The redistributive preference term
in (4.9), thus, turns from —¢(a; — p(7, K, 7..))* to —¢(a; — 7)2. Note, that the total degree of
redistribution p(7, , 7,.) in the consumption utility term In(x;(h;; 7, k)) with z;(h;; 7, k) from
remains unchanged, because the monetary consequences of carbon tax recycling do
take place even though the voters do not account for the impact on the overall distribution of

income.

Under these circumstances, an increase of inequality of pre-tax income (that is, a decrease in
hg—f) yields again anincreasein the proposed income tax rates, just as in the full internalization
setting in Section Figure[4.6/shows how the impact of, e.g., an increase in pre-tax
inequality on the average carbon tax proposals now changes in comparison to Figure|4.5]

where it is virtually zero.

Unlike the fully informed voters of Section[4.4.2.1] the average proposal for a regressive carbon
tax (1, = 0) is significantly reduced by an increase in pre-tax inequality. For a progressive
carbon tax (7, = 1) the relationship appears to be non-monotonic, even when it is quite weak:
when coming from a rather equal income distribution at the right of Figure[4.6] a decrease
in h;;—ud slightly increases the average carbon tax proposal of the two parties, but then, for
high levels of inequality closer to the left boundary of Figure[4.6] more inequality decreases
the average carbon tax proposal. It also appears that the degree of regressivity of carbon tax
recyclingis no longer neutral due to the myopia assumption. Instead, a progressively designed

carbon tax exhibits more public support than a regressively designed one. Furthermore,

21 |n fact, the income tax proposals with voters who are myopic in the described sense is slightly below the tax
rates with full internalization of the distributive impact of x if 7, = 0. The reason is that the myopic voters
underestimate the regressivity of the carbon tax and do not sufficiently favor an according increase in 7 to
compensate the regressivity of the carbon tax.
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Figure 4.6 : Carbon tax proposals for voters who are myopic w.r.t. the redistributional implications of the carbon
tax k.
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the advantage due to a more progressive design of carbon tax revenue recycling is more

pronounced for higher levels of pre-income-tax inequality.

To sum up, even though the income tax adjusts to the increase in pre-tax inequality, the
changes in inequality affect the voters’ preference for the carbon tax, depending on its degree
of progresivity. If the tax is regressive, then a majority of voters suffers individual monetary
losses caused by its regressive character and prefers a lower carbon tax than in the case
of a progressive carbon tax. If they were not myopic, they would want to compensate the
regressive implication of the carbon tax via an income tax increase. But with the myopia
assumption they do not account for the overall regressive distributional implication of the
carbon tax and do not demand an income tax increase, thinking erroneously that their desired
level of redistribution is reached. In the case of a progressive carbon tax a majority of voters
enjoys additional monetary benefits from progressive revenue recycling (compared to regres-
sive revenue recycling) without accounting for this additional progressive redistribution by
choosing a lower income tax (in order to restore the average "desired" level of redistribution).
In this way the carbon tax turns into a redistributive instrument without affecting the myopic
people’s utility over the redistributive preference term. Even if only a share of the electorate is
myopic in the described sense, then this fact can also be expected to affect the equilibrium

policy platforms.

4.4.2.3 Role of the Salience of the Redistribution Discourse ¢

In this Subsection the question is raised how an increase in the salience of the political
discourse on the distribution of income and the desired level of redistribution affects the PUNE
outcomes. The salience of the distributional ideological issue is captured by the parameter ¢
in the term —¢(a; — p(7, K, 7..))?, which expresses the disutility from deviations of the actual
level of income redistribution from the individual’s desired level (cf. Equation (4.9)). Without
this ideological stance on redistribution the majority of voters with h; < h, would prefer an
income tax of one based only on the implications of redistribution for consumption utility. So,
it reduces income taxation below one out of ideological concerns with regard to the degree of

redistribution.

An increase in the salience of the related public discourse strengthens these ideological
distributional concerns and can be expected to decrease the voter preference for income
taxation. Figure[4.7]demonstrates this effect on the two-dimensional PUNEs for different

bargaining weights of the Opportunist factions in the reference parameter setting. With the

126



4 Climate Policy and Inequality in Two-Dimensional Political Competition

salience parameter ¢ going towards zero, income taxation in the equilibrium tends towards
one. But an increasing ¢ reduces the proposed income tax rates of both parties for all relative
bargaining weights. If the ideological stance on redistribution becomes so salient in voters’
minds that it dominates the consumption related implications of the income tax, then the
average income tax proposal approaches the average value for a; € [0, 1], which is 0.5 for a

uniform distribution of a;.

100%

80%

60%

B
o
X

Income tax t

20%

0%
0 2 4 6 8 10

Salience of ideological distributional issue ¢
Figure 4.7 : Effect of the salience of the ideological discourse on redistribution ¢ on the equilibrium income tax
proposals.

The effect of a rise in the salience parameter ¢ on the parties’ simultaneous carbon tax propo-
salsis shown in Figure[4.8] as a reaction, the polarization of the carbon tax proposals increases,
particularly strongly in the range 0 < ¢ < 3, where the income tax decrease is most pronoun-
ced. This indicates that it is the rising post-income-tax inequality after the associated income
tax reduction of Figure[4.7|which drives the polarization in carbon tax proposals. The result
that, by leading to lower redistribution, an increase in ¢ fosters climate policy uncertainty
seems to reaffirm the point from Section[4.4.2.1]that higher inequality of (pre-tax) income can

raise policy uncertainty with regard to the carbon tax.
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Figure 4.8 : Increase in party polarization on the climate issue with increasing salience of the redistributive
discourse ¢

4.5 Conclusion

This chapter presents the first analysis of two-dimensional political competition over a carbon
tax and a proportional income tax in a static model of production with labor and carbon-
intensive energy. Voter types are heterogeneous in pre-tax income and in their "collective
orientation", which stands behind the individual preference for climate protection and for
inequality aversion. The fact that the results differ significantly between a model version with
a fixed exogenous income tax and one-dimensional political competition over the carbon
tax and the full two-dimensional model emphasizes the importance of the two-dimensional

approach.

In the one-dimensional case an increase in pre-tax inequality leads to higher (lower) carbon
tax proposals by both parties if the carbon tax revenue recycling mechanism is progressive
(regressive). In contrast, in the two-dimensional case the income tax compensates changes in
inequality in pre-tax income and the average carbon tax proposal remains largely unaffected.

The polarization of party platforms on the climate issue, however, changes non-monotonically
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with inequality of pre-tax income. For a low ratio of median income to mean income of
approximately hg—ud < 0.4 the difference in the parties’ carbon tax proposals increases with
rising inequality. This implies that policy uncertainty, in the sense of the standard deviation
from the expected value of the carbon tax, for investors in sectors heavily affected by climate
policy - like renewable energy or other low-carbon technologies - can be exacerbated by
rising inequality in market incomes. Party polarization and resulting policy uncertainty on the
climate issue is also reinforced in the model by a higher salience of the normative discourse
on the "appropriate", or individually desired, level of redistribution. This discourse reduces
redistribution below 100 percent, which would result from purely monetary loss/benefit
considerations of the voters, on the grounds of fairness, aversion to government intervention,
distributive justice, and the like. The analysis also shows that it plays a significant role for
the political equilibrium whether voters take the overall redistributive implication of the
carbon tax into account in their utility function. If they are myopic in this respect, then the
redistributive effect of the carbon tax is not offset by an adjustment in the income tax and
changes in pre-tax inequality do affect the average carbon tax proposal, in contrast to the
non-myopic case. The study reaffirms that distributive effects can play a very important role
for the level of public support for climate policy measures. The way that carbon tax revenues
are recycled, the way that climate policy is combined with income tax measures, the question
what is taken into account in the public debate, the distribution of views on redistribution
and inequality aversion, and the salience of the according public discourse are all important

factors in the formation of public opinion on climate policy proposals.

The present work is only a first step in the analysis of the complex relationships between
climate policy, or more general public good provision, political competition, inequality, and
redistribution. The presented effects should be analyzed more in depth in future research to
better understand some mechanisms, e.g. of increasing party polarization with changing pre-
tax income inequality, to examine the sensitivity of the observed effects to further parameter
changes, and to get closer to an empirical evaluation of the effects with real-world data. As a
part of the sensitivity analysis, but also of a calibration, different distributions of the voter
type parameter for "collective orientation" (uniformly distributed in this chapter) should be
considered. Then also different party profiles like high redistribution/low climate policy and
low redistribution/high climate policy could be possible.

A large number of extensions is possible for the presented framework: by extending the

model to include elastic labor supply and, possibly, capital with capital income taxation the
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interaction of tax-related distortions in these factor markets and the endogenous climate
policy dynamics could deliver additional insights for the debate on optimal carbon taxation
and a double dividend. On this front, it could be quite insightful to establish an optimal
taxation setting and to compare it with the outcome of political competition. In this way, the
welfare reducing effects of different political economic aspects could be investigated. The
model could also be combined with a temporal dimension to create economic growth, saving
behavior, endogenous investments in green technologies, and an endogenous evolution of
income inequality over time. In doing so, the feedback loop between economic processes
affecting inequality, the political process which determines party platforms, and resulting
decarbonization of the economy, which again creates winners and losers, could be closed to
get a better understanding of the involved mechanisms. Such an extension could possibly
yield a contribution to the debate on the environmental Kuznets curve. Also, the assumption
of just two parties, although satisfying for the U.S., is quite restrictive for the explanation of
the according political competition in other countries with proportional representation and
coalition governments. Another possible future extension could aim at a combination of the
present model of national political economic dynamics for a number of country blocs which
are heterogeneous in income level, income distribution, and distribution of what | called

"collective orientation" in this chapter with a model of international climate negotiations.

130



A Appendix to Chapter

A.1 Model Details

A.1.1 Household Capital Supply Behavior

The Euler equation (1.11) implicitly gives savings as a function of period incomes and the

interest rate i,.

S1m = Slm(ylma ng, 12) (Al)

From the total derivative of the Euler equation with respect to changes in period incomes and

the interest rate, we derive the savings reactions

Ostm  [B(1+ia)]
= - >0
MWim 14 iy + [B(1 +in)]"
851m . 831m _ 1 <0
O OTom 1+ iy + [B(L + )] (A.2)
aSlm _ ﬂu/(62m> + aslms
Dix — W'(cim) + B(L +1i2)2u" (Com) 0o tm
_ 1 m A A=)+ )sm

N(1+42) 14y + [B(1+dy)]"

A.1.2 Aggregate Capital Supply with Homothetic Preferences

We show in the following that capital supply is a function of the resource extraction path
and the interest rate i, only as long as we assume symmetric (and homothetic) consumption

preferences. In case of an unit resource tax, the derivation is completely analogue.
Totally differentiating K5 = s1x + s1; and taking into account (1.12) yields

O0s1p O0s1p 0s1E . 0s1y 0s1y s1r .
dK5 = ——d ——dm, —d —d ——dr) —d
> Oyip e ¥ adry, 2B Oy s Oyir it ony, T ¥ Diy "

as S1m = S1m(Yim, T2m, i2) by the Euler equation (1.11) of the respective countrym = E. I.
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The changes in the period income streams in both countries can be further decomposed with
respect to resource inputs, factor prices, and the carbon tax 7». Taking into account Equations
,and (L.5) and & = F8L and S22 = S4L for symmetric homothetic preferences

8y1 71'2 ~ om T
y|elds
0 0
dK; = [ale Dy — 0 ARy + SEdis
TR oy1E

where we use (A.2) to derive the aggregate substitution effect:

881E 881] 881[

E = — K
S 822 * 822 37'('2[ 2
_ { Bu'(c2p) Bu(car) -0
u’(cip) + B(1 +i2)*u"(cop)  u’(cir) + B(1 + i2)?u”(cor)

A.1.3 Comparative Statics of Conditional Market Equilibrium

To determine the sign of j%, we totally differentiate the market equilibrium conditions (1.14)

and (L.16), solve for the market price reactions 2 and £ and obtain

Forp —T9SE + Fokp <881Ep2 - 681Ep1>

. omaE Oy E <0
dRs 1 — By SE

with T, = FiprFix i — Fcp, While SE = ale + 85;; — as“ LKy is the aggregated substitution

effect from a change in the interest rate i,, as defined in Appendlx A.1.2] The negative sign

unambiguously holds as Fyrr < 0, Fogx < 0,and I'; > 0 due to the concavity of the
production technology, Foxr > 0 due to the complementarity of production factors, and
SE > 0as shown in Appendix|A.1.2, as well as $2£ < 0, and §3£ > 0 according to (L.12).

This also implies that the general equilibrium change in the interest rate

dis Foxr + Foxk (g;;im - %]ﬁ) 0
= >
dR2 1-— FQKKSE

is unambiguously positive. Using the total derivative of (1.13), derived in Appendix[A.1.2]

dzz

substituting for 72 yields

dK2 o gjr;ip gyiE]h T FzKRSE (A 3)
dRy 1 — FoxSE ’
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The denominator captures the feedback effect of a change in the second-period capital stock
on savings incentives. A higher capital stock K, decreases, ceteris paribus, the marginal
productivity of capital due to the concavity of the production technology and thus the
interest rate i, in capital market equilibrium, which induces households to substitute savings
for present consumption. Recall that the income effects induced in both countries by this
decrease in the interest rate exactly offset each other in case of symmetric and homothetic
consumption preferences. Due to the concavity of the production technology and the positive

substitution effect S F, the denominator is unambiguously positive.

A.1.4 Equilibrium Capital Accumulation with Symmetric Preferences

From (A.3) we know that

dKy  52Eps — G Ep1 + FagpSE
dRy 1 — FopSE

where SE = gz—i%, asderivedin Sectionl|A.1.2 Since the denominator is unambiguously

positive, the sign of the capital reaction depends solely on the numerator. From the final
goods market equilibrium and the symmetric Euler equation it follows that

Cop + Cor _ Fy + Ko
B(L+i)]7  [B(L+d2)]7

01E+01[:F1+K1—K2:

. Os o Os . 1
Moreover, since L = — 2L [B(1 4 i5)]" from (1.12), we can rearrange the numerator and

conclude that capital accumulation will react negatively to a shift of resources to the future

period if

881E

P2 {1 + B+ i) B LM} 0

OTap pa no Fy(l+is)

and therefore if

{1+[ﬁ(1+zz>]éﬁ} > L

D2 o

1+
Oarc + 19

Since the left side is greater than unity (A2 < 1), this implies that oy > 1 is a sufficient
oy dK
condition for {72 < 0

1 The elasticity of substitution measures how easily capital and oil can be substituted in production. It thus also
captures how strongly capital demand reacts to a change in resource input. The intertemporal elasticity of
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A.2 The Monopolist’s Second-Order Condition

Consider the maximization problem of the omniscient benevolent monopolist (1.21).

max U(c1p, cop) = u(cip) + Pu(cag)

=u[p1Ry + (1 +41)sor — S16) + BulpaRe + (1 + i2)s1£]

The omniscient monopolist is aware that

dps  Opa  Ops dK,
_ from (T.19)
iR, _ OR, | 0K, dR, rom {19

dig . 022 622 dK2

Pt = FtR(KtaRt) Wlth

it — FtK(Kt7 Rt) W|th dR2 — 8R2 + 0[{2 dR2 from "
K given
K2 = KQ(RQ) from

dsig _ _O0s1p0yip | Osipdmop | Osip dis
dR2 8y1E 8R1 0#23 dRQ 322 dR2

s1g = S18(Y1E, T2E, 12) With

Additionally taking into account the budget constraints (1.9) and (1.10) and the resource
constraint (1.2) reduces (1.21) to a one-dimensional optimization problem. Thus, for the
necessary first-order condition, we obtain

dU 0 o dR, d
= (c1p) [ <p1 + P1 Ry + 2! ) 1 SlE}

dR, OR, oR, °F ) dR,  dR,
MV
_ . dpy diy \dsip |
' 2 po 2 1 =y
+ pu'(cap) {?2+dR2 2+dR281E/+( +z2)dR2
e

substitution, in turn, indicates how sensitive households’ savings and, therefore, capital supply are to changes
in the interest rate i5. Thus, intuitively, if o > %, shifting resources to the second period lowers the resource
price, and thereby capital demand, to such an extent that the strong reduction in capital demand outweighs
the incentive to increase savings derived from the complementarity-driven rise in the interest rate is.
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where v/ (¢;p) = % holds. The second-order condition for a (local) welfare maximum then

reads
d2U " de dle 2 8MV1 de 2 d281E
— MV, — - LB / -
Ry~ Vs | MVgp =Tt Fuen) | 5e\GR,) T AR,
I T -\ dsi ’
+ Bu’(cam) | MVy + (1 +1i2)
dRs
dMV] diy ds d’s
/ 2 2 1FE . 1E
1 A4
*‘Bu(QE){ iR, AR, dR, T +Z”(ng2} (A4)
where
oMV,  _dp1  p; 9%y
OR,  COR,  (OR 2T (OR2F
dM‘/; —_9 dﬁQ dzﬁg R2 i d2i2 dlg dSlE

ARy,  “dR,  (dRy)? T am2""* T 4R, dR,

From the savings decision of the representative household, we know that the Euler equation

u(e1p)

5U/(C2E)

— 141,

holds in the optimal equilibrium outcome. This implies, on the one hand, that the necessary
first-order condition of the monopolist’s utility maximization problem (1.21)
8p1 821 dﬁ2 dZ2

—u — R+ — ! Dy + —— Ry + —— =0
U (c1p) p1+8R1 1+8R130E:| +u'(c2p) [p2+dR2 2+dR251E

can be reduced to the modified Hotelling rule (1.22), i.e.,
(14ig)MVy = MVy

On the other hand, we can also conclude that for any extraction path in the conditional
market equilibrium the Euler equation has to hold. Thus, from the total derivative of the Euler

equation with respect to R, we obtain

dR,  ds di | ) |
u"(c1p) led_R; - d]%f = ﬁul(czE)d—Rz + B(L +idx)u"(c2p) | MV + (1 +1i2)

dSlE
dRs
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This allows us to substitute the first term in (A.4) and, upon rearranging, arrive at

d2U dR, d dis o B ds
— |:led—R;— dsﬁif] {ﬁu (CQE)d—R2+ﬂ( +22)u (CQE) (MV2 +(1+22) dflfj)]

(ORg)?
/ 8M‘/1 de dM‘/Q dlg dSlE
1
+Aulean) | (14 i2) 50 (dRQ) +ar | TR gp T,
7 T .\ dsig ’
"‘ﬁu (CQE) M‘/Q +(1+12)
dR>
, oMV, dRy dis dMVy
_ 1 M
Bu'(czn) {( i) R+ MV e g, }

For a welfare maximum we must have = < 0 and therefore, since fu/(ca) > 0,

( )

oMV dRy diy  dMVy
1 + MV; <0
(Wtio) g =+ MV T, ~am,
Given that fj—ﬁ; = —1 by the resource constraint, this also implies that
dl(1+i)MVi]  dMVy OMVydR,  diy dMVy
— = (1 MV — 0
R, ik, YR am, e MY T T,
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B.1 Conditional Market Equilibrium with Exploration
Investments
We derive and define the modified conditional market equilibrium completely analogue

to Section[1.2.3]and Appendices|A.1.1} [A.1.2] [A.1.3| but take into account that, by setting
Ry = S1(X) — Ry, first period resource supply now may either change due to a change in

Rs, which represents a pure intertemporal reallocation of resources (for given exploration
efforts), or due to a change in exploration efforts (for a given Rs). Moreover, since exploration
expenditures X directly reduce first period income in country £, the budget constrain (1.9) is
modified accordingly. Thus, aggregate capital supply is function of intertemporal resource

allocation represented by R for a given X and of exploration efforts.

Overall, proceeding along the lines of the standard setting but consequently separating the
influences of R, for given X and vice versa, we observe that the second period capital stock

in conditional market equilibrium is now a function of Ry and X with

dK, — (37‘1—3’;152 — g;j;pl + Fogp - SE) - D51 (p1S)(X) — 1)dX
1 — ForrSE Oyip 1 — FoxxSE
= Z—Zj XdR2+ % RQdX
where we use the notation d]g;jzx ‘RZ/X toindicate that the respective variable is held constant.
While fl% N is already known from Appendix|A.1.3} the second term % R, CAPtures the effect

of increase in exploration efforts on the aggregate capital stock K, for a given second period
resource supply Rs. As indicated by the numerator, this effect derives from the first period

profits or resource income from a marginal increase in exploration expenditures which needs

dK>

not be positive. Thus, 47| .-

is of ambiguous sign, in general.
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B.2 Proofs

Proof of Proposition[2.1}
To derive the comparative statics (2.3), we totally differentiate (2.1) with respect to Ry and
taking into account dR; = —dR, by 1.2) and (1.17), (1.18), (1.19), and (1.20).

For the denominator, we have

dl(14ig)MVy]  dMVy  diy dMV,  dMVy
— = =MV —(1 — >0
iR, iRy ap, Vi UHR)TEs -

along the equilibrium supply path as shown in Appendix (A-2) [

The numerator, in contrast, is generally of ambiguous sign and captures the direct effect of a
marginal increase in the second period’s resource tax on the Hotelling condition (2.1) for the

initially, that is, before the tax increase, optimal resource supply path.

Proof of Proposition[2.2}
We know that 472 gfr“; 8ng > 0 and d[(H;;)MVI] d%g > 0 always hold (cf. Section[2.3.1{and

Appendix[A.2). If marginal oil revenue is negative, so that —A/ R, > 0, then

dis 9s1g OT5g
* N e oAb 2l
dR; MRy + 355 e o5

i dgan] g >0
dR2 dR2
must always hold. [
Proof of Proposition[2.3}
Proof by contradiction. We label the numerator of (2.3) as M := —MR, + j—%g;—;g%.

Since the denominator must be positive for any tax rate as long as we restrict the analysis to

utility-maximizing resource extraction policies, we consider only the numerator.

sgn(M) = sgn (dR;) (B.1)

dTQ

M depends on the tax rate only indirectly via the resource supply path because the second-
period capital stock K> and market prices i3 and ps are functions of the resource supply path
only (see (A.3), (1.19), and (1.20)): M = M (R3). M is not directly a function of the future tax
rate 7o: M ;é M (Ry, m3). = sgn(M) is a function of Ry, but not directly of 5. Assume M is

1 More generally, the positive sign also implies that the familiar Hotelling arbitrage consideration will lead the
monopolist to the equilibrium outcome (at least locally).
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not monotonous. = There are two tax rates 7 ,, 72, for which the monopolist chooses the

same optimal extraction path
R5(T2,0) = R3(T2) (B.2)
and for which, according to (B.1), it holds that

sgn(M(R5(2,0))) # sgn(M(R3(72,)))

= From (B.2) follows

sgn(M(R5(72.0))) 7 sgn(M(R5(72.4)))

F{m)

B.3 Share of Oil Expenditures in GDP

Figure[B.1]shows the share of oil expenditures in GDP for the U.S. and for all OECD countries
except the U.S. The expenditure share of oil remained below 10% for the whole data range.
The data for U.S. oil consumption (EIA2016b) and oil prices (EIA2016a) comes from the United

7% -
— .S,
6% = = OECD (except U.S.)

5% -
4% -
3% -

2% -

Share of oil expendituresin U.S. GDP

1% -

0% T T T T 1
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Figure B.1: Share of oil expenditures in GDP for U.S. and non-U.S. OECD countries.
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States Energy Information Administration. GDP data for the U.S. come from the databank of
the Federal Reserve Bank St. Louis (FRED 2016b). Oil consumption of OECD countries from
(OECD2016b), global oil prices (for OECD countries) (FRED2016a), and GDP of OECD countries
(OECD[2016a). Although different countries became additional OECD members over time, the
data considers the ones which were OECD members in 2015 for the whole period of 1980 until
2015.

B.4 The Effect of the Elasticity of Substitution on the

Postponement Condition

By increasing o for a given intertemporal elasticity of substitution %, in general, Z_IJ% <0is
more likely, but this implies that not only the left side but also the right side of the postpone-
ment condition may increase in 0. To resolve this ambiguity and to investigate whether
acceleration of extraction becomes more likely with a higher elasticity of substitution, we now

consider the behavior of the right side in the limiting case ¢ — oc.
For o — oo, the CES production technology becomes linea’|and we have

fim 22—y 2k and lim 22 gy O

= =0
T—00 aRQ g—00 aRQ T—00 8K2 o—00 8K2

This implies that resource supply no longer influences capital demand neither directly via the
complementarity of production factors norindirectly via its influence on savings. However, the
resource supply path continues to influence the capital market equilibrium via capital supply
because a shift in the resource supply path, ceteris paribus, transfers aggregate income from
one period to the other, and households adapt their savings, that is, aggregate capital supply.
Sincein the limiting case ¢ — oo the extraction profile no longer has a direct complementarity-
driven influence on the interest rate and therefore can no longer induce a substitution effect,

the endogeneity of the future capital stock is entirely dependent on this income transfer from

2 Wethen have F(R;, K, L) = ARy + vK; + (1 — X —v)L.
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the first to second period. We therefore havef]

Js Js
lim —dK2 = lim aﬂfip aylipl + FaxrSE 015 B 0s1E
0—00 dR2 N 0—00 1-— FQKKSE aﬂ'ngQ aylEpl

Since p, = Figr = Aand i, = F;x = ~ for the linear production technology in the limiting
case o — oo and since the savings reactions are just functions of the interest rate i, and
the preference parameters by (A.2), we conclude that dK2 |I|s bounded from above for o —
oo. Since 6, < 1 and GQK <1 by definition, and |is 851E| < 1 by (A.2), the right side of
postponement condition ( is also bounded from above.

B.5 Unit Tax without Exploration Costs

Figure[B.2]shows the zones of acceleration and postponement of oil extraction as a reaction
to climate policy for the case of a unit tax on oil without any exploration costs over the two
main parameters of the production structure, the elasticity of factor substitution o and the
productivity parameter of oil A. This figure is the counterpart to figure 2.1 (cf. Section
which depicts the case of an ad-valorem tax. The red shaded area, where the marginal value
of oil would fall below zero if the monopolist was forced to extract the whole oil stock, is
identical for both types of taxes since it is determined by the pre-policy state 7 = ¢ = 0. For
the unit tax, the border line between the acceleration zone and the postponement zone (solid
dark blue curve) embraces a smaller area than for the ad-valorem tax (cf. bleached light-blue
curve). But for the most part of the area with A < 0.1 and o < 1 the monopolist postpones
extraction due to the climate policy, like for the ad-valorem tax. On the one hand, the fact that
for a unit tax the term — M R, in the numerator of (2.3) is substituted by —1 in the most cases
reduces the inclination to accelerate extraction. On the other hand, the term iz %512 9m2p

dRo Omop 012
in the numerator of (2.3) also changes with the switch from an ad-valorem tax to a unit tax,

Regarding the denominator, note that Fyoxx = 0 for a linear production technology. Moreover, we know
that SE = g;%%, which is bounded for o — oo due to the limited capital and resource endowments,
cig+er=F+K — Ky =AR; + (1+7)K; + (1 — X\ —v)L — K, by the budget constraints and

and iy = Fyi = . Together, this implies that lim, o, FoxxSE = 0.
4 Infact, we get by

dKy _ 1+ [B(1 + )]

lim —= = T
o—o0 dRy 14+ [B(14i2)]7

as A < 1.
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Figure B.2 : Zones of acceleration and postponement of extraction over the elasticity of factor substitution o
and the productivity parameter of oil A for a unit tax.

also affecting the postponement/acceleration zones. The border line between the two zones
for the unit tax in part cuts through the parameter area with a negative marginal resource
value. Strictly speaking, here the model setup without exploration costs reaches its limits as
the monopolist has a clear rationale to leave a part of the stock in the ground. Therefore, the

border line of the zones is dashed.

B.6 Sensitivity Analysis for Further Parameters

B.6.1 Initial Factor Endowments K; and S

The results of the numerical simulation in Figure[B.3|show that the initial endowments of
capital and oil can affect the direction of the extraction shift. Obviously, changes in (relative)

factor endowments are closely related to the basic logic of Section The scarcity of oil
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compared to the other production factors heavily affects the policy reaction of the extraction
path. A higher initial resource endowment leads to a lower marginal product and to a lower
marginal resource revenue (cf. numerator of (2.3)). The resulting tax-induced losses in resource
rents are lower. This reduces the incentive to accelerate extraction and makes postponement
of extraction more likely (cf. Figure[B.3). The same scarcity reasoning explains the effect
of a decrease in capital endowment K7: a lower initial capital endowment K of the world
economy decreases the resource’s marginal revenue and marginal productivity and, thus,
makes postponement of extraction more likely. This suggests that we can expect a different
supply-side reaction to a credible threat of climate policy today than at some other pointin
the past or the future with proceeding depletion of the oil stock and capital accumulation

over time.

The parameter A can be seen as a scaling parameter for the marginal revenue of oil and the
according acceleration incentive. This is the reason why changes in both factor endowments

are more pronounced at higher values of the productivity parameter of oil AP

The distribution of initial capital asset endowments can in principle also affect the policy
reaction. If the exporting country’s share in the capital endowment is higher, then its capital
asset motive in the present is reinforced more than the one in the future. Therefore, present
extraction is higher and equilibrium values of all model variables differ. Unfortunately, if the
initial equilibrium before introduction of a climate policy is different, a comparison of reactions
to climate policy under various distributions of capital endowment becomes analytically
intractable. The numerical simulation in Figure[B.4, however, shows that a higher share of
country FE in the (constant) global capital asset endowment increases the area of extraction
postponement. We see that the distribution of the capital endowment is almost irrelevant for
the policy outcome for more realistic parameter settings of A < 0.1. But this also implies that
transfer payments from the importing to the exporting countries as part of a climate policy
agreement would be neither detrimental, nor beneficial for the result of postponement of oil

extraction.

> Due to decreasing returns to scale with respect to (K, R), but constant returns to scale with respect to
(K, R, L), in final goods production, higher capital endowments can lead to scenarios in which there is no
longer positive capital accumulation as households more and more tend to consume and save out of the
given stock, which rises linearly in capital endowments (cf. c1g + ¢17 + Ko = Fy + K3).
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B.6.2 Household Preferences

The households’ preference parameters 5 and 7 also affect the extraction reaction to a future
tax increase. Figure[B.5illustrates the role of the utility discount factor /3. A lower 3, indicating
higher impatience, reinforces the savings reaction to the tax increase and the according
income loss in the second period gfrﬁ (cf. (1.12)). This increases the probability of extraction
postponement. This effect is more pronounced at higher values of the productivity parameter
of oil \: the tax-induced income loss and the according savings adjustment are higher when a
higher productivity parameter of oil A leads to a higher marginal product and a higher income

share of oil.
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The second preference parameter ), which indicates the curvature of the utility function and
whose inverse % is the elasticity of intertemporal substitution, also affects the strength and
the sign of the savings reaction to the tax-induced income loss in the future. In Figure[B.6} a
higher value of 7 leads to a stronger future capital asset motive and makes postponement of
extraction more likely in the case of higher substitution elasticites o. But the opposite is the
case for lower values of 0. The absolute value of the savings reaction to an income loss gfrﬁ
(cf. in the Appendix) is higher for higher values of 7. But the pre-policy equilibrium is
different with a different ), as well. This leads to similar analytical difficulties as in the previous
Section|[B.6.1] Although the influence of 1 depends on other model parameters, the result
that extraction is postponed for reasonable parameter ranges like A < 0.1and 0.2 < 0 < 0.9

remains rather robust.
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Figure B.6 : Influence of the elasticity of intertemporal substitution }7 on the boundary between acceleration
and postponement of extraction (8 = 0.3, K| = sog + sor = 20 + 180 = 200, S = 1).
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C.1 Numerical Analysis

C.1.1 CAFE Compliance without Urban Adjustment (Step 1)

Step 1: CAFE compliance w/o urban adjustment

9000
8000 -
A - ST g
7000 -
6000 -
g 5000 - = = Refcase
i
u=.'o 1000 — — Gas price = 85/Gal
=]
< — = Tech. cost =45 $/(MPG*a)
3000 1 — = Incp.c. =10,000 $/a
2000 - Pop.=50,000
S P — a=0.5
1000 -
B=0.7
0 T T T T T
0 0.5 1 1.5 2 2.5 3

Carbon emissions [t p.c./a]
Figure C.1: Reduction of average utility with emission reductions for CAFE compliance case without urban
adjustment for the reference case and some deviating parameters

The blue curve represents the reference case, while the others represent cases where one
parameter is changed relative to the reference case. All the curves start at the right end, but in
different points, because the different parameter settings lead to different initial states. With
tightening CAFE standards the city moves to the left along the respective curve towards lower
average emissions per capita, but also towards lower average utility levels. The purple curve
of the case with a lowered household income of 10, 000% is way below the other graphs and
not visible in the figure. The shape of the curves seems to vary considerably. But looking at
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Figure[3.2) where we have normalized average utility and per-capita emission reductions, we

see that the overall pattern is fairly similar.

C.1.2 Welfare Effects of Urban Adjustment (Step 2)

With a Cobb-Douglas utility function and constant prices utility scales linearly with available
income. Here, a constant housing price curve py(z) from before the policy intervention is
assumed (the price of the numeraire composite good is 1). To approximate the average change
in available household income due to the effect of the change in distances x and vehicle effi-
ciency mpg(x) in the expansion of step 2, the average commuting distance before (24 comm.1)
and after the expansion (4 comm 2) @and the average vehicle efficiency before (mpgs comm.1)
and after the expansion (mpgg comm,2) are considered. Starting with average utility after step
1 (ug1,c4rEe) and substituting available income after the mentioned income shock for avai-
lable income before yields an approximated utility level ug comm 2 Of @ hypothetical average
household.

o (y - t(mpg@ comm,l)xg comm,2 — U<mpg® comm,2))
Ug,comm,2 — Uz 1,CAFE
(y - t(mpgg comm,l)xg comm,l — U<mpg® comm,l))

(C.1)

The fact that the housing price adjustment which is not considered in this exercise is the
logical reason for the increase in commute x and in vehicle mileage mpg is ignored here. The
resulting difference between the states before and after the income shock are a proxy for the

average vehicle related component of the total (negative) welfare effect of urban expansion:

AUQ,veh = Uz 1,CAFE — Ug,comm,2

To capture the according proxy for the average housing related component of the welfare
effect of urban expansion we take the difference between the final utility level in equilibrium

after the full housing price adjustment us ¢ 4rr and the approximated average utility level
calculated in (C.1) ugy comm,2:

Au2,hou = U2,CAFE — Uz comm,2

Figu revisualizes Aug yer, and Aug p, relative to the welfare cost of compliance of step
1 (Auy carg). The difference of the two welfare effect components is the magnitude of the

negative net effect of the urban expansion of welfare that is shown in Figure[3.4]
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Step 2: Components of welfare effect
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Figure C.2 : Components of the welfare effect of urban adjustment (step 2) for CAFE policy

Both, the housing related component and the vehicle related component have a significant
magnitude between 10 percent and 120 percent of Auy carg. Although this is just a rough
exercise, the order of magnitude of the components is visualized. If one of the components in
a possible future empirical study is left out of the picture resulting estimates for the welfare
effect of urban adjustment due to CAFE standards could be highly biased.
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D.1 Model Derivations

D.1.1 Total degree of redistribution

The sum of carbon tax revenues x E (k) is recycled proportionally to the income distribution
which would result from an income tax of 7,.. The according formulation of Rec(x) from (4.6)
is substituted into (4.5), which yields

K(L=7) [ A =p"

hi + (h,u - hl)T + (hl + (hﬂ — hi)Tn) (pE i /{)’y (pE n H)(l—’y) =

[

-~

“i(l*’y) Tk
1— 1+ Dy T (] — (1=)

pe+ k)Y i )| e+ R)0

N

s
p(7,K, k)

with the total degree of redistribution p(7, , ;).

D.1.2 Differential Formulation of PUNE

This differential formulation of PUNE is taken from Roemer (2006). In the case of party A, the
weighted Nash bargaining game is defined by a maximization of the Nash product, as stated
in (4.14) in Section[4.3.2]

max(m(t,tp) — 0)*(W*(t) — W(tp))'

Applying logs yields

max aln(n(t, tz)) + (1 — @) In(AWA(t))

teT

153



D Appendixto Chapter

with AWA(t) = WA(t) — W4(tp). For maximization, the gradient w.r.t. the policy vector ¢ is

taken and set to zero

- (t?‘tB)vm(t, tp) + Sw;%vtwf‘(t) =0
B a AWA(t)
VWAt = o nlits) Vr(t,tg)

Defining \4(¢,t5) = ﬁi‘(’t";ﬁg)

yields the equation

VWAt) = = NA(t, tp)Vr(t,tp)

In the same way, the according maximization problem for party B from (4.15)

max((1 - w(ta, 1)) - 0)°(WE(t) - Wh(ta))

teT
can be transformed to
VWEB(t) = MB(t4, ) Vim(ta,t)

. B
with \B(t4,t) = %AW‘ZA,S)

D.2 Climate Policy Analysis

In the case of two-dimensional policy competition a variation of the inequality of pre-tax
income hﬁ”_f is taken care of by the income tax 7. The carbon tax proposals of the parties
remain largely unaffected for the three examined bargaining weights of the Opportunist

factions in both parties.
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