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Abstract

This thesis consists of three self-contained essays dealing with different
macroeconomic aspects of climate change.

Technological Trends and the Intertemporal Incentives for
Fossil-Fuel use analyzes how (the expectations about) the future de-
velopments of different kinds of technology affect the intertemporal in-
centives for fossil-fuel use. Given that fossil-fuel resources are finite, the
decision of when to extract should be based on the value of fossil-fuel
use at different points in time. This means that the expectations about
the future state of technology matter for the extraction decisions made
today. T find that improvements in (the expectations about) the future
state of technologies for alternative-energy generation, energy efficiency
and total factor productivity (TFP) all increase fossil-fuel use before the
change takes place. The effect of changes in the efficiency of non-energy
inputs is the reverse, while the effect of changes in fossil-fuel based en-
ergy technology is ambiguous. These conclusions are robust to a number
of different possible variations of assumptions. Throughout this chapter,
I emphasize the scarcity aspect of the fossil-fuel supply. This seems to
be the crucial assumption. If fossil-fuel supply is, instead, mostly driven
by extraction costs, some results may be reversed.

The Role of the Nature of Damages considers different ways
in which climate change can be assumed to affect the economy (e.g.,
through various damages) and to what extent the choice of how to model
these climate effects matters. In particular, I consider the choice of mod-
eling climate impacts as affecting productivity, utility or the depreciation
of capital.

I carry out my analysis in two different ways. Firstly, under some sim-
plifying assumptions, I derive a formula for the optimal tax on fossil-fuel
use. The optimal tax at each point in time can be written as a constant
times current production, where the constant adds up the three differ-
ent types of effects. Secondly, I use a two-period model with exogenous
climate to analyze how the allocation of fossil-fuel use over time is af-
fected by the effects of climate change. I consider two different cases
for the fossil-fuel supply: an oil case, that emphasizes scarcity, and a
coal case, that emphasizes extraction costs. I find that, for both the oil
and coal cases, a decrease in second-period productivity and a worsening
of the second-period climate state have the same qualitative effects on
the allocation of fossil-fuel use while an increase in the depreciation of
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capital has the opposite effect. The effects are also very different in the
coal case compared to the oil case. I then ask whether these reactions
to climate change will amplify or dampen climate change. I find that
climate effects on productivity or utility will dampen climate change in
the oil case and amplify it in the coal case. The opposite holds for effects
on capital depreciation.

Indirect Effects of Climate Change investigates how direct ef-
fects of climate change in some countries have indirect effects on other
countries going through changing world market prices of goods and fi-
nancial instruments. When calculating the total effects of climate change
these indirect effects must also be taken into account.

If climate change decreases the productivity of a country that is a
net exporter of a good, the world market price will go up, decreasing
the welfare in countries that are net importers of that good. Financial
instruments can be used to insure against weather related uncertainty.
The probability distribution of weather events is expected to change due
to climate change. This means that the world market prices of financial
instruments will change as the probability distribution of weather events
changes. The indirect effects going through the price changes of assets
will benefit or hurt countries depending on whether they are net buyers
or net sellers of the assets.

Cost-efficient mitigation of climate change (reduction of emissions of
greenhouse gases) requires reductions in all countries. The uneven dis-
tribution of the effects of climate change poses a problem for agreeing
on mitigation efforts, especially since there seems to be a negative cor-
relation between emissions of greenhouse gases and the vulnerability to
climate change. Including the indirect effects gives a different distribu-
tion of total effects which can make it easier or more difficult to reach
agreements depending on whether the indirect effects make the coun-
tries’ interests more or less aligned. The net effects will depend on the
relation between the direct effects and the trade patterns. I argue, based
on a stylized two country example, that trade in goods will tend to make
the countries’ interests more aligned while trade in financial instruments
will tend to make the countries’ interests less aligned.
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Chapter 1

Introduction

This thesis consists of three self-contained essays on issues related to the
macroeconomics of climate change. The first two chapters are relatively
similar in terms of the questions asked and the models used to answer
them. They both use neoclassical growth models where the world is
treated as one large economy. They both consider issues of intertempo-
ral incentives for fossil-fuel use and the use of taxation to correct for the
externalities through climate change caused by the burning of fossil fuels.
One might say that these two chapters deal with allocation over time.
The third chapter, instead, uses models with many countries and consid-
ers how effects of climate change propagate between countries through
market mechanisms. That is, it considers allocation across countries.
Climate change has become a topic of intense public debate in recent
years. One contributing factor to this was the publication of the Stern
Review (Stern, 2007). The basic mechanisms that are driving climate
change have been known for a long time. More than a hundred years
ago the increase in the global temperature following an increased con-
centration of greenhouse gases in the atmosphere was calculated fairly
accurately. At that time, however, this was not necessarily considered a
threat (for instance, the Swedish chemist and physicist Svante Arrhenius
who was one of the pioneers thought, understandably, that a warmer
climate might well be beneficial). Over time, the problems and risks
associated with climate change have become more and more apparent.
The Intergovernmental Panel on Climate Change was created in
1988.1 It has since then published four assessment reports and a fifth
is scheduled to be published in 2013 and 2014. The fourth assessment
report, published in 2007, received much attention and the organization,
together with Al Gore, was awarded the 2007 Nobel Peace Prize.
Climate change is not a new topic within economic research either.

1See www.ipce.ch.
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Perhaps the best known economist working with these issues is William
Nordhaus; he has studied the interaction between the climate and the
economy since the 1970s. Nordhaus has also developed one of the most
widely used family of tools that jointly model the economy and the
climate: the DICE/RICE models.? While his importance for bringing
together models of the climate and the economy is difficult to overes-
timate, these models (and most other so called TAMs, i.e., integrated
assessment models) have a problem: they are highly complex and diffi-
cult to use for qualitative interpretation. One reason for this is that they
consist of a large set of equations that can only be solved numerically.

The Mistra SWEdish research programme on Climate, Impacts and
Adaptation (Mistra-SWECIA), which T have been a part of, was started
in 2008. One of the main purposes of the macroeconomic modeling part
of the programme was to approach the problem somewhat differently.
The economic part of the models should be based on modern macroe-
conomic theory, making the models accessible to mainstream macroe-
conomists. The models should also be more transparent.

The work in this thesis very much reflects this aim for transparency.
Rather than using large complex models, the chapters in this thesis
explores qualitative issues using tractable models. I also think that the
results derived in the thesis point to the value of this approach. When
setting up an integrated assessment model, a number of assumptions
must be explicitly or implicitly made. These assumptions can completely
change the qualitative behavior of the model.

One important part of any climate-economy model is the supply of
fossil fuels. Fossil-fuel resources are finite (at relevant time scales) and
there is a cost of extracting them. An important question is which of
these aspects of the resource is more important for extraction decisions.
If the finiteness, or scarcity, of the resources is more important, com-
paring the value of fossil-fuel use at different points in time will be an
important driver behind the intertemporal pattern of extraction. If,
instead, the costs of extraction are more important, the extraction de-
cisions will be more about weighing current extraction costs against the
current value of fossil-fuel use at each point in time.

Another important issue is alternative-energy generation. Large re-
ductions in fossil-fuel use without large reductions in material well-being
will require a rapid increase in the use of energy generated by alternative
sources. The way that the alternative-energy generation is modeled can
have significant consequences for the behavior of IAMs. For example, if

2DICE and RICE stands for “Dynamic Integrated model of Climate and the Econ-
omy” and “Regional dynamic Integrated model of Climate and the Economy”, respec-
tively. See, e.g., Nordhaus & Boyer (2000) for a description of the models.



the production function is assumed to have some degree of complemen-
tarity between energy and other inputs the alternative-energy assump-
tion becomes important. If the model abstracts from alternative energy,
or if alternative energy is exogenously given, the complementarity be-
tween energy and other inputs translates into complementarity between
fossil fuel and other inputs. If, instead, the capacity for generating al-
ternative energy comes from use of inputs such as installed capital for
energy generation, this implies something very different regarding the
complementarity between fossil fuel and other inputs.

Furthermore, the functional forms for the production and utility func-
tions must be specified. A relatively common assumption regarding the
production function is that energy is combined with other inputs, such
as labor and capital, according to a Cobb-Douglas production function.
In both chapters 2 and 3, it can be seen that this assumption, especially
if combined with the assumption that the utility function is logarithmic,
significantly simplifies the analysis. It can, however, also be seen that
these assumptions take away some mechanisms that would be present if
more realistic assumptions were made.

It may not be a very surprising conclusion that the assumptions
made when building a model affects the results that the model delivers.
I would, however, argue that the different possibilities that I consider
in this thesis lie within the span of model assumptions used and that
conclusions are sometimes drawn that rely on the particular assump-
tions made. At the same time, the quantitative basis for making these
assumptions is sometimes weak. Thus, while the analysis in this thesis
often stops at the point where the consequences of making the different
possible assumptions have been determined, this points to fruitful av-
enues for future research. Quantitative analysis of these possible choices
is needed to find out what the “right” assumptions are and the quantita-
tive consequences for model output such as optimal taxes on fossil-fuel
use must be determined.

Chapter 2, Technological Trends and the Intertemporal In-
centives for Fossil-Fuel Use, analyzes how (the expectations about)
the future developments of different kinds of technology affect the in-
tertemporal incentives for fossil-fuel use. Given that fossil-fuel resources
are finite, the decision of when to extract should be based on the value
of fossil-fuel use at different points in time. This means that the ex-
pectations about the future value of fossil-fuel use matters also for the
extraction decisions made today. The future development of technology
is an important determinant of this future value. The literature on the
Green Paradox (see van der Werf and di Maria, 2011, for a survey of this
literature) has recognized the importance of this aspect of the fossil-fuel
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supply for the effects of policies aimed at reducing the emissions of COq
from the burning of fossil fuels. What is found in this literature is that
announced policies that reduce the future value of fossil-fuel use will tend
to increase the current amount of fossil-fuel use and thereby potentially
exacerbate the problem of climate change. The commonly discussed
policies are announcements of higher future taxes on fossil-fuel use or
investments that will increase the future supply of alternative energy.

The topic of this chapter is to consider how (the expectations about)
the future developments of a wider range of technologies affect the in-
tertemporal incentives for fossil-fuel use. The technology trends that
I consider are technology for: alternative-energy generation, fossil-fuel
based energy generation, energy savings, productivity of other (com-
plementary) inputs, i.e., labor and sometimes capital, and total factor
productivity (TFP). The analysis in this chapter is carried out using neo-
classical models. T use these models to determine the effect of a future
change in the state of each of the technologies on the path of fossil-fuel
use. The general conclusion is that improvements in (the expectations
about) the future state of technologies for alternative-energy generation,
energy efficiency and TFP all increase fossil-fuel use before the change
takes place. The effect of changes in the efficiency of non-energy in-
puts is the reverse, while the effect of changes in fossil-fuel based energy
technology is ambiguous. These conclusions are robust to a number of
different possible assumptions. Thus, the effects of changes in the fu-
ture technology for alternative-energy generation and energy efficiency
confirm the findings in the Green Paradox literature.

The analysis indicates that the joint effects of all technology trends
should be considered rather than looking at one type of technology in
isolation. In reality technology trends are the results of research. In-
creasing spending on one type of research will typically have effects also
on the amount of research on other types technologies, e.g., through
crowding out.

Throughout this chapter, I emphasize the scarcity aspect of the fossil-
fuel supply. This seems to be the crucial assumption. If fossil-fuel supply
is, instead, mostly driven by extraction costs, some results may be re-
versed.

Chapter 3, The Role of the Nature of Damages, considers
different ways in which climate change can be assumed to affect the
economy (e.g. through various damages) and to what extent the choice
of how to model these climate effects matters. The most common way
to introduce the effects of climate change into economic models is to as-
sume that it affects productivity or utility. Some of the expected effects
of climate change, e.g., storms and floods, rather destroy the capital



stock. Modeling the effects of a climate change as increased deprecia-
tion of capital therefore seems plausible. In this chapter I consider to
what extent it matters whether climate is assumed to affect productivity,
utility or the depreciation of capital.

I carry out my analysis in two different ways. Firstly, under some
simplifying assumptions, I derive a formula for the optimal tax on fossil-
fuel use. The optimal tax at each point in time can be written as a
constant times current production, where the constant adds up the three
different effects that climate change has on the economy. Golosov et al.
(2011) derive a similar formula for the optimal tax when considering
only climate change effects on productivity. The formula derived in
chapter 3 can therefore be seen as a generalization of that formula. The
assumptions I make in order to derive the formula are also similar.

Secondly, T use a two-period model with exogenous climate to analyze
how the allocation of fossil-fuel use over time is affected by the effects of
climate change. 1 consider two different cases for the fossil-fuel supply:
an oil case, where the resources are finite but I abstract from extraction
costs, and a coal case, where I abstract from the finiteness of the resource
but extraction requires the use of inputs. I find that, for both the oil
and coal cases, a decrease in second-period productivity and a worsening
of the second-period climate state have the same qualitative effects on
the allocation of fossil-fuel use while an increase in the depreciation of
capital has the opposite effect. The effects are also very different in the
coal case compared to the oil case.

In the second part of this chapter, I treat climate as exogenous. The
derived effects are still indicative of how a decentralized equilibrium
would respond to expected climate change. I then ask whether these
reactions to climate change will amplify or dampen climate change. An-
swering this question requires assumptions about how to best represent
the effects of climate change in a two-period model and what constitutes
amplification of climate change in the oil and coal cases, respectively.
Under the interpretation I choose, climate effects on productivity or
utility will dampen climate change in the oil case and amplify it in the
coal case. Conversely, climate effects on the depreciation of capital will
amplify climate change in the oil case, at least if the supply of alternative
energy is exogenously given, but dampen it in the coal case.

Chapter 4, Indirect Effects of Climate Change, investigates
how direct effects of climate change in some countries have indirect ef-
fects on other countries going through changing world market prices of
goods and financial instruments. The direct effects of climate change
are expected to differ a great deal across different countries. However,
since the economies of countries are interconnected in various ways the
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direct effects will be propagated between countries through market mech-
anisms. This means that when calculating the total effects of climate
change these indirect effects must also be taken into account.

In this chapter I consider two such channels: trade in goods and
trade in financial instruments. For both of these channels the indirect
effects go through changing world-market prices of goods and financial
instruments. If climate change decreases the productivity of a country
that is a net exporter of a good, the world market price will go up,
decreasing the welfare in countries that are net importers of that good.
Weather events cause uncertainty. Financial instruments can be used
to decrease this uncertainty by offering insurance against bad outcomes.
The probability distribution of weather events is expected to change due
to climate change. This means that the world market prices of financial
instruments will change as the probability distribution of weather events
changes. The indirect effects going through the price changes of assets
will benefit or hurt countries depending on whether they are net buyers
or net sellers of the assets.

Climate change depends primarily on total global emissions of green-
house gases while the geographical source of the emissions are largely
irrelevant. This means that cost-efficient mitigation of climate change
(reduction of emissions of greenhouse gases) requires reductions in all
countries. The uneven distribution of the effects of climate change poses
a problem for efficient mitigation since countries willingness to partici-
pate in mitigation efforts can be expected to be closely related to the
costs from climate change they are expected to suffer. This is made worse
by the fact that there seems to be a negative correlation between emis-
sions of greenhouse gases and the vulnerability to climate change. Since
the indirect effects of climate change will give a different distribution
of the total effects compared to the distribution of direct effects, these
indirect effects can make it easier or more difficult to reach agreements
about mitigation efforts depending on whether the indirect effects make
the countries’ interests more or less aligned. The net effects will depend
on the relation between the direct effects and the trade patterns. I argue,
based on a stylized two country example, that trade in goods will tend
to make the countries’ interests more aligned while trade in financial
instruments will tend to make the countries’ interests less aligned.
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Chapter 2

Technological Trends and the
Intertemporal Incentives for
Fossil-Fuel Use

2.1 Introduction

In order to avoid risks of serious negative effects of climate change, large
reductions of emissions of greenhouse gases are discussed. In order to
accomplish this without large reductions in economic growth, the use of
fossil fuel must rapidly be replaced by energy from alternative sources.
However, the finiteness of the fossil-fuel resources introduces a kind of
intertemporal incentive for extraction that can give unexpected side ef-
fects from investments in alternative energy technology. This is known
as the green paradox. In this chapter I will extend previous research to
consider more generally how technological trends affect the intertempo-
ral incentives for fossil-fuel extraction.

The Copenhagen accord states that the countries should aim to fulfill
the two degree target, meaning that the global mean temperature should
not be allowed to increase more than two degrees above pre-industrial
levels. This requires very large reductions of the emissions of greenhouse
gases, of which CO,, from the burning of fossil fuels, is one of the most
important ones. As an example, the European commission’s roadmap for
moving to a competitive low carbon economy in 2050 (European Com-
mission 2011) says that the developed countries should reduce emissions
of greenhouse gases by 80-95% by 2050 in order to reach the two degree
target. At the same time it seems that, at least in the short run, there is
low substitutability between energy and other inputs (see, e.g., Hassler
et al. 2011). This implies that, in order to come anywhere near the two
degree target, without seriously hurting economic activity, technological
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change is needed.

Fossil fuels are, on relevant time scales, non-renewable and extracted
from a finite supply. The consequences of this, for the extraction de-
cisions of fossil-fuel extracting firms, was first analyzed by Hotelling
(1931). Forward looking and profit maximizing fossil-fuel resource own-
ers should extract in such a way that the marginal (discounted) profits
from extraction is the same in all periods where extraction is positive.
This means that any changes in the future profitability of fossil-fuel
extraction should affect the extraction decisions already today. This im-
plies that any decrease in the future profitability of fossil-fuel extraction
should lead to increased fossil-fuel extraction in the short run and that
announcements about policies aimed at reducing emissions of greenhouse
gases in the future can lead to increased emissions in the short run. Sinn
(2008) considered such effects and coined the term Green Paradox. For
the case of an increasing tax on fossil-fuel use, Sinclair (1992) found that
this increases emissions in the short run. In the terminology of Gerlagh
(2011), the Weak Green Paradox refers to a situation where changes in
expectations about future taxation, or improvements in the future state
of alternative-energy technology, generated by an ambition to reduce
emissions of green house gases, counter-productively increase emissions
in the short run. In this chapter I will mainly consider effects similar
to the Weak Green Paradox. The Strong Green Paradox refers to a sit-
uation where, over the long run, the effects of climate change become
worse as a consequence of regulation aimed at reducing climate change.
A number of papers, for example Gerlagh (2011) and van der Ploeg and
Withagen (2012), have further investigated these mechanisms. Van der
Werf and Di Maria (2011) provide an overview of this recent literature.

Thus the literature on the green paradox is concerned with how
changes in expectations about future development of alternative-energy
technology, or future taxation, affect fossil-fuel use. The result most rel-
evant for this chapter is that an improvement in the future availability
of alternative-energy increases fossil-fuel use in the short run. Motivated
by these studies, the present chapter addresses a broad question: what
are the effects of the path of technological development on fossil-fuel use?
I also extend the analysis to include many different kinds of technology.
The technology trends that I will study are technology for alternative-
energy generation, fossil-fuel based energy generation, energy savings,
productivity of other (complementary) inputs, i.e., labor and sometimes
capital, and general TFP.

I carry out the analysis in the framework of a neoclassical model
with fossil fuel as a non renewable resource. In some parts of the chapter,
fossil-fuel use causes climate change that affects future productivity. The
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model can be seen as a variation of the model used by Dasgupta and
Heal (1974). Compared to that model, I add climate change caused by
the use of fossil fuels as well as the use of alternative-energy sources.

By specifying a general, nested, CES production function, and a CES
utility function, I can see how the effects of changes in different tech-
nology trends depend on the parameters of the production and utility
functions. There are two parameters in the production function. One pa-
rameter determines the degree of complementarity between energy and
other inputs (where the other inputs are labor and sometimes also capi-
tal) and the other parameter determines the degree of complementarity
(or, rather, substitutability) between different energy sources.

Starting with a model without capital or any climate change related
externalities, a set of reasonable assumptions about the values of the
parameters allows me to unambiguously determine the effect of changes
in all the considered technology trends except for the technology for
fossil-fuel based energy generation. For the other technology factors,
an increase in the future state of TFP, energy-saving technology and
alternative-energy technology increases fossil-fuel use in the short run.
An increase in the future state of the productivity of the complementary
inputs decreases fossil-fuel use in the short run. The assumptions that
allow me to derive these results are that the CES utility function has
at least logarithmic curvature, that there is a significant degree of com-
plementarity between energy and other inputs and that different energy
sources are close substitutes. This analysis is carried out in section 2.2.
The rest of the chapter then considers various extensions and investigates
the robustness of the basic results to these extensions. It turns out that
the qualitative results are quite robust to these other aspects. The only
case in which the basic results do not hold is when alternative-energy
generation uses an endogenously determined input that is extracted us-
ing labor. The effect of a change in the labor intensive technology is then
ambiguous. In summary, considering the effects of changes in the future
state of the technology for alternative-energy generation and energy-
saving technology, I obtain a rather general Weak Green Paradox.

Throughout, I treat the technology trends as exogenous. In reality,
technological development is driven by research activity. To the extent
that research uses some scarce resources, increased research on one type
of technology will tend to crowd out other types of research. The results
derived in this chapter implies that it matters what kind of research is
crowded out. The mechanism of the green paradox will be reinforced or
weakened by this crowding out depending on what type of other research
is crowded out.

When discussing how fossil-fuel resource owners react to changes in
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expectations about future technology this implies an interpretation in
terms of a market outcome. However, if this reaction is also the optimal
reaction, this should not be much of a problem. I therefore, when they
do not coincide, solve for both the market outcome and the planning
solution. I find that the change in the planner solution goes in the
same direction as in the decentralized outcome. This implies that it is
interesting to look more at how optimal taxation and the welfare gains
from taxation change if the future state of technology changes. T find
that if the change in the future state of technology is such that fossil-fuel
use increases in the short run, then in the short run the tax rate that can
be used to implement the optimal solution in a competitive equilibrium
with taxation increases too. Regarding the welfare effects of taxation, I
demonstrate that these could go either way.

In parts of the chapter, I abstract from capital accumulation to sim-
plify the analysis. I check the robustness to including capital in two
different ways. In section 2.3, I consider a two-period model with capi-
tal and relatively general forms of the utility and production functions.
I also show, in section 2.5, that if capital combines with other inputs
as in a Cobb-Douglas production function, if utility is logarithmic and
if capital depreciates fully between periods, then almost all the derived
results will apply equally well to a model with capital. Throughout the
chapter, I will assume that fossil fuel is costlessly extracted from a given
total supply. This is a strong assumption and I will discuss it further in
section 2.7.

The rest of the chapter is organized as follows. I start in section 2.2
by setting up a model without capital and without externalities. Ini-
tially, production in each period just depends on fossil-fuel use and a set
of exogenously given variables. The exogenous variables are then speci-
fied as other inputs and technology factors. This formulation allows me
to investigate how the results depend on particular parameters in the
production and utility functions. After that, in section 2.3, T look at a
two-period model with capital but without externalities. Then, in sec-
tion 2.4, I introduce externalities in the form of climate change. With
externalities in the model, I need to distinguish between a decentralized
equilibrium, section 2.4.2, and the planner solution, section 2.4.3. With
externalities, I can also discuss optimal taxation, in section 2.4.4, and
the welfare gains from taxation, in section 2.4.5. After that, in section
2.5, I show that for the special case where energy and the other inputs
are combined into final goods according to a Cobb-Douglas production
function, utility is logarithmic and capital depreciates fully, the solu-
tions simplify a lot and almost all the result derived for models without
capital hold also with capital. In all previous sections, the supply of al-



2.2. MODEL WITHOUT CAPITAL AND EXTERNALITIES 13

ternative energy has been assumed to depend on the level of technology
for alternative-energy generation and an exogenously given amount of
an alternative-energy input, implying that improved technology imme-
diately transforms into increased use of alternative energy. In section
2.6 I, instead, assume that the alternative-energy input is endogenously
determined based on the resources required to provide it. Finally, the
chapter is concluded with a discussion of the derived results and the
assumptions made.

2.2 Model without capital and externalities

This section contains much of the basic intuition underlying the results
of this chapter. I will start by setting up a model where the only en-
dogenously determined variables are the amounts of fossil-fuel use in
each period. Initially, production will depend on fossil-fuel use and a
set of abstract, exogenously given, variables. T will consider how vary-
ing the exogenously given variables affects the equilibrium allocation of
fossil-fuel use. This demonstrates the basic mechanisms involved that
affect the incentives for intertemporal allocation of fossil-fuel use. Af-
ter that, T specify a specific production and utility function so that I
can determine the effects of changing particular technology factors and
exogenously given inputs.

2.2.1 Model setup

Fossil fuel is costlessly extracted from a fixed supply. Let the amount of
fuel burned in period t be B; and the amount of fuel left in the ground
at the beginning of period t be Q).

The constraint on the total available amount of fossil fuel can then
be written

> B, < Q. (2.1)
t=0

Production in a period depends on the amount of fossil fuel used and
on a set of exogenously given variables I’

Y = F(B;T).
The production function is assumed to have the properties

oF O*F
a_B > (0 and @ < 0. (22)

If the production function also fulfills the condition

. OF
A 55 (2:3)
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then fossil-fuel use will be strictly positive in each period. I will also
assume that the variables are defined so that production depends posi-
tively on each variable in I'.

Consumption is equal to production in each period C; =Y;. Prefer-

ences are given by
> BUC),
t=0

where 3 is the discount factor and the period utility function is assumed
to have the properties

U'(C)>0and U"(C) < 0. (2.4)

2.2.2 Equilibrium

Without externalities in the form of climate change, the planner solution
will coincide with the competitive equilibrium and I will therefore solve
the planner problem.

The planner problem is to maximize utility given the constraint on
the total amount of available fossil fuel:

max ZBtUYt ) s.t. B, >0Vt and ZBt<QU

{Bt}t =0 =0

The Lagrangian of this problem is

L= BUY)+A
t=0

Qo — ZBt + Z,UtBt-
t=0 t=0

The first order condition with respect to B, is

oY
0B,

5tU/<Ct) = A= g,
where A > 0 if the constraint on total available fossil fuel binds and
e > 0 if B; > 0 binds.

Without externalities, and given assumption (2.2), the constraint on
the total supply of fossil fuel will always bind and A > 0. Assuming that
Br > 0, for some T, the equilibrium condition can be written

Y,

Y;
Dap < U'(Cr) ﬁ and ZBt
t

BU(Cy

with equality whenever B, > 0. If the production function fulfills as-
sumption (2.3), B; > 0 for all ¢.
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In essence, what the solution does is that it equalizes the marginal
value of fossil-fuel use over time.

Define 5y
HB;T)=U"(Y)=—=. 2.5
(B:T) = U'(V) 5 (2.5
That is, H is the marginal value, in terms of utility, of fossil-fuel use.
With this definition, assuming that By > 0, the equilibrium is charac-

terized by the two conditions:
B'H(By;T,) = BT H(By; ') for all t such that B, > 0 (2.6)

and

S B-a 2.)

2.2.3 Changes in the exogenous variables

I will now show how changes in the exogenously given variables affect
the equilibrium allocation of fossil-fuel use. If 'y changes, for T such
that Br > 0, this will change the marginal value of fossil-fuel use in that
period. Since the equilibrium allocation requires that the marginal value
of fossil-fuel use be the same in all periods, and since fossil-fuel use is
the only endogenously determined variable, fossil-fuel use will change in
reaction to the change in I'r in order to equalize the marginal value.
The effect on the marginal value of fossil-fuel use of changes in fossil-

fuel use is ) )
oH " oY , 0‘Y
9B = U"(y) (0_B> +U (Y)_GBQ'

Under assumptions (2.2) and (2.4)

OH
Thus everything else equal, an increase in the fossil-fuel use in a period
decreases the marginal value of using fossil fuel in that period.

Changes in I'r change the relative values of using fossil fuel in period
T compared to the value of fossil-fuel use in other periods. If the change
in I'7 increases the value of fossil-fuel use in period 7', this should lead to
a redistribution of fossil-fuel use toward period 7. Similarly, a change in
['r that decreases the value of fossil-fuel use in period T should lead to
a redistribution of fossil-fuel use away from period T'. This is formalized
in the following proposition.

Proposition 2.1. Assume that the sequence {I';}°, induces the se-
quence {B:}52, of fossil-fuel use. Consider two periods t and T such
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that T #t, By > 0 and Br > 0 and a change in Xr, defined as one of
the vartables in I'r. Then

dBr OHr dB, OHr

Sgn (E) = Sgn (OXT) and Sgn <dXT> = Sgn (—aXT) .
Proof. In the induced outcome, (2.6) holds in all periods where there is
strictly positive fossil-fuel use. If the variable Xt is varied, the condition
is no longer fulfilled in that period if the fossil-fuel use is unchanged.

If gxi; > 0, (2.8) implies that Br has to increase to still satisfy
the equilibrium condition. This would mean that the constraint on the
total supply of fossil fuel is violated. Using (2.8) again, changing the
fossil-fuel use in one period, while keeping all variables constant and
while maintaining the equilibrium condition (2.6) means changing the
fossil-fuel use in all periods in the same direction. This means that the
fossil-fuel use in all periods should be decreased until the constraint on
total supply of fuels is fulfilled. So the net effect will be that fossil-fuel
use is decreased in all periods with B; > 0 except in period 1" where the
net effect Willabe to increase the fossil-fuel use.

Ht

The case axn <0is the mirror image of the previous case.

The following corollary follows directly from this proposition:

Corollary 2.1. Consider two sequences of parameters {T'] }3°, and {T'}1}52,
with corresponding induced fossil-fuel use { Bl }22, and { B}, respec-
tively. Assuming that TT = TH for all t < T and that for t > T,
H(BLTHY < H(BL;TL), then BE > Bl for allt < T (and vice versa).

Proof. Follows from proposition 2.1 O

Thus, if the expectations in period 0 about the future change in such
a way that, from period 7" and onwards, the value of using fossil fuel will
decrease, there will be increased fossil-fuel use in all periods before T'. If
the change in expectations is such that the future value of using fossil fuel
will increase, fossil-fuel use will decrease in all periods before T'. Here the
change in the value of fossil-fuel use comes from changes in the exogenous
variables in the production function. In a decentralized equilibrium with
taxation, credible announcements about the future taxes on fossil-fuel
use will have a very similar effect since it affects the relative profitability
of extracting fossil fuel in different time periods.

Note that corollary 2.1 is not sufficient for concluding how B; will
change in individual periods for ¢ > T. This is because the changes in
driving variables in that period in the other periods will tend to move
fossil-fuel use in opposite directions.
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The proposition and corollary describe the effects of changes in X
(which is one of the variables in I'r) through how this change affects the
marginal value of fossil-fuel use, Hp, in period T'. The effect of changes
in X7 on Hp can be divided into two separate effects according to the
following derivative:

oH 0 [, LY 9y . RY
8_X:8_X[U< %]—U( oxa TV Waxeg 29

The first term captures that the change in X affects production directly
and thereby affects the marginal value of consumption. Since, by as-
sumption, U”(Y) < 0, g—)y( > 0 and % > 0, this effect is always negative,
capturing that increased consumption decreases the marginal value of
consumption. The second term captures that the change in X also can
have an effect on the marginal productivity of fossil fuel.

From this discussion it follows that if an increase in X decreases
the marginal product of fossil fuel, then it unambiguously decreases the
marginal value of using fossil fuel in that period. If, instead, an increase
in X increases the marginal product of fossil fuel, the total effect is
ambiguous and the sign depends on the relative strength of the effects.

In sum, the conclusion is that changes in X that increase the value
of fossil-fuel use in period T" will lead to an increase in fossil-fuel use in
that period and a decrease in fossil-fuel use in all other periods. Changes
in X7 that decreases the value of fossil-fuel use will have the opposite
effect. The effects of a change in X; on the value of fossil-fuel use in
period T is given by (2.9).

2.2.4 Interpretation of I'

In order to say something more concrete about the effects of changing the
future state of different technologies, I will now be specific about what
the variables in I" are and what the production and utility functions look
like.

There are three inputs to production. These are labor, L, which is
assumed to be exogenously given, fossil fuel and an alternative-energy
input, S, which also is exogenously given.

In addition to this, there are five technology factors:

1. Ay is general TFP
2. Ay is labor-intensive technology
3. Ag is general energy-saving technology

4. Ap is fossil-fuel based technology
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5. Ag is alternative-energy technology

The technology factors are also assumed to develop exogenously.
Under these assumptions, the only variable that is endogenously de-
termined is fossil-fuel use.
Define the vector of variables

I'= (L7 S? AY7AL7AEaABvAS)°

The effects of changing the different variables in I' will depend on the

shape of the utility and production functions. Assume the utility func-

tion

_z 2.10
7 (2.10)

a functional form that is needed for generating outcomes with balanced

growth, and the production function

o
oy —1 oy —1 ¥

F(B;I') = Ay [’YL (ALL) ™ + g (ApYe) v rrl : (2.11)

where
°FE
°FE GE_I] op—1

Yi = |18 (ApB) 7 +7s(AsS) °7

(2.12)

is a composite energy good that is produced from fossil fuel and the
alternative-energy source.

Note that there is one more technology factor here than is strictly
necessary. Any combination of technology factors could be achieved
with a smaller set of technology factors. For example, any combination
of Ag, Ag and Ag can be achieved by setting any one of them equal to
1 and then adjusting the other two accordingly. There are at least two
reasons for maintaining this redundancy. Firstly, each of the technology
factors translates into measures that are commonly referred to: there are
frequent discussions about energy efficiency, Ag as well as technologies
for different kinds of energy generation Ap and Ag. Secondly, looking at
the different technology factors, the effect of an arbitrary combination
of changes in Ag and Ag will sometimes be ambiguous while the sign
of the effect of the particular combination of changes in Ag and Ag
that corresponds to a change in Ag is unambiguously determined by the
assumptions made below.

The effects will also depend on the parameters in the utility and
production functions. In (2.11), oy gives the substitutability between
energy and other inputs (here labor) while in (2.12), op gives the sub-
stitutability between the different energy sources. It seems reasonable
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that energy and other inputs are not very close substitutes while dif-
ferent energy sources are close substitutes. This leads to the following
assumptions about parameter values:

oy <1l<og. (213)

Note that for a finite op, this production function fulfills assumption
(2.3) and fossil-fuel use will be strictly positive in all periods. In the
limit as o — o0, the different energy sources become perfect substitutes
and fossil-fuel use will typically only be positive in a finite number of
periods.

For the utility function, Layard et al. (2008) find that 6 lies between
1.2 and 1.3. T will assume here that

0> 1. (2.14)

Furthermore the following assumption will be made:
— >4. (2.15)

This assumption says that the complementarity between energy and
other inputs is strong (at least in relation to the curvature of the utility
function). Hassler et al. (2011) estimate the elasticity between energy
and a Cobb-Douglas composite of capital and labor to be about 0.005.
One can expect that the elasticity is larger the larger the time period
but assuming (2.15) still seems reasonable.

To simplify the notation a bit, let

—1 oy —1

op—1 =1
GB =B (ABB) °E GS =s (ASS) °E
Using the functional form of the utility function (2.10), the derivative
of H with respect to parameter X (again defined as one of the variables
inT) is

OH FxF
o = U'(O)FxFp + U'(C)Fxp = U'(Y) [FXB .y ); B] . (2.17)

where the subscripts to F' refers to partial derivatives.

Since U'(C') > 0, this expression will have the same sign as the last
parenthesis. For qualitative results regarding increases or decreases in
fossil-fuel use it is the sign that is important. Using (2.11) and (2.12),
the expression (2.17) can be calculated for the different variables X. In
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wrt sign of (2.17)
Ay 1-46

1, B,

Ap Ug—;IGL +(1-6)Gg

Ap | (Z2GL+(1-0)Gr) Gy + 2G5
45,8 (E-2)Gi+ (£ -0)Ge

OFE OFE

Table 2.1: Derivative signs

table 2.1 expressions with the same sign as (2.17) are collected. The
calculations can be found in appendix 2.A.1.

The results under assumptions (2.13), (2.14) and (2.15) can be sum-
marized in the following proposition.

Proposition 2.2. Assume that (2.13), (2.14) and (2.15) hold and that
By >0 and By >0 fort #T. Then
dB; dBr

<0 and >0
dArr — o dArr —

and

dB dB
dX; >0 and é <0 for X € {Ay, Ag, Ag, S},

while the signs of the effects of changes in Apr are ambiguous.
Proof. Follows from proposition 2.1 and table 2.1. O]

These results can be intuitively understood in terms of the two effects
(described in (2.9)) of changing the marginal product of fossil fuel and
changing the marginal utility of consumption. The way that the exoge-
nous variables are defined, increasing them always increases production,
and therefore also consumption. This decreases the marginal utility of
consumption which has a negative effect on the marginal value of using
fossil fuel. The strength of this effect is determined by 6.

Increasing Ay increases the marginal product of fossil fuel. The rel-
ative strength of the decrease in marginal utility and the increase in the
marginal product of fossil fuel is determined by # and under assumption
(2.14) the net effect is negative.

Increasing Aj increases the marginal product of fossil fuel. The
strength of this effect is determined by the degree of complementar-
ity as measured by oy. So the sign of the net effect depends on the
relative strength of the effects. Under assumption (2.15) the net effect
is positive.
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Increasing Ap generates a direct positive effect on the marginal pro-
ductivity of fossil fuel but also a negative effect on the marginal value of
energy, since the amount of energy increases relative to to the amount
of complementary inputs, and consumption. Under assumptions (2.13)
and (2.14) the negative effect will always dominate.

When increasing the supply of alternative energy AgS, there will be
a negative effect on the marginal value of consumption and the marginal
productivity of energy (since it increases the amount of energy compared
to the amount of complementary inputs). It does, however, also have a
positive effect on the marginal product of fossil fuel in the production
of the composite energy good. For the parameter assumptions here, the
negative effects dominate.

The effect of improving the state of the fossil-fuel based technol-
ogy Ap is not unambiguously determined by the parameter assumptions
made. Increasing Ap has a direct effect of increasing the marginal prod-
uct of fossil fuel. It also decreases the marginal product of the com-
posite energy good and the marginal value of consumption. Which of
these effects will dominate depends on the values of the variables. Un-
der assumptions (2.13) and (2.14) the first term in the derivative will be
negative while the second term will be positive. Some further insight can
be gained by fixing G and G, implying that Y is also fixed. The rel-
ative importance of fossil-fuel based versus alternative energy can then
be varied (that is vary G and Gg in such a way that G remains fixed).
From the expression it can be seen that if a large share of energy comes
from fossil fuel (G >> Gg) the net effect will be negative. In this case,
varying Ap is similar to varying Ag. If, on the other hand, a large share
of the energy comes from alternative-energy sources (Gg >> Gp), then
the net effect will be positive. Assuming that alternative energy will be-
come more important relative to fossil-fuel based energy over time, the
effect of an increase in the future value of Ag on the value of fossil-fuel
use will tend to be negative (giving an increase in the short run fossil-fuel
use) if the change occurs soon, while it will tend to be positive (giving
a decrease in the short run fossil-fuel use) if the change occurs in the
distant future.

In conclusion, the sign of the effect of changing the future state of
technology depends on which specific technology changes. The Green
Paradox says that investing in alternative-energy technology will increase
fossil-fuel use in the short run, which is true also in this model. If
investment in that technology crowds out investments in other types of
technology, this crowding out can amplify or dampen the Green Paradox
effect depending on which type of technology is crowded out. If labor
intensive technology Ay is crowded out, this will amplify the effect of the
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future increase in Ag. If, instead, Ay or Ag are crowded out, this will
dampen the effect of the change in Ag. If it crowds out investment in
Ap, this can either dampen or amplify the effect of the future change in
Ag. To understand the effect of crowding out research on Ag, consider
a situation where increased spending on research on alternative-energy
technology crowds out spending on fossil-fuel based technology. This will
not affect the current state of technology. When the current research
spending starts to have a significant effect on the state of technology,
the world may still be in a situation where fossil fuels are the dominant
energy source. In that case the worsening of the state of the fossil-fuel
based technology may decrease the supply of energy enough so that fossil
fuel will be reallocated from both the present and the distant future to
the intermediate future. Whether or not this will occur is a quantitative
issue.

Summing up, this section gives the basic results concerning the ef-
fect of the future state of technology on fossil-fuel use, as described in
proposition 2.2. An improvement in the future state of TFP, energy-
saving technology or alternative energy will increase fossil-fuel use in
the short run. An improvement in the future state of the labor aug-
menting technology will decrease fossil-fuel use in the short run. The
effect of an improvement in the state of technology for fossil-fuel based
energy generation is ambiguous.

2.3 Two-period model with capital

So far, fossil-fuel use has been the only endogenous variable. In this
section I will also include capital and investments will be endogenously
determined. For the general functional form, this complicates the anal-
ysis significantly. In this section I will therefore use a two-period model
where the endogenous choices are the division of fossil-fuel use between
the first and second periods and how much, out of first-period produc-
tion, to invest into second-period capital. In section 2.5 I will instead
assume that @ = oy = 1 but use an infinite time horizon.

2.3.1 Model setup

Let production depend on fossil-fuel use B, capital K and a vector of
exogenously given variables I'. Capital will be assumed to be combined
with labor according to a Cobb-Douglas production function into an
input that is complementary to energy. The exogenous variables in I’
will be the same as above with the exception that the technology factor
for the complementary input (previously A;) will now be called Agp,
since it gives the productivity of the combination of capital and labor.
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The production function is

s
oy —1 oy —1

oy -1
F(B,K;T) = Ay |vkr (Axkt K*L'™*) v + v (ApYE) v ;
(2.18)

where Yp is the same as before and defined in (2.12).

Total fossil-fuel supply is () and, since there are no externalities, all
of it will be used. The initial capital stock, K7, is given and there is full
depreciation of capital between periods. This gives the following set of
equations:

Ci=F(B, Ky;T1) — Ko
Cy IF(B27 Ky; FQ)
B,—O— By.

2.3.2 Equilibrium

Since there are no externalities in this model, the planner solution will
still coincide with the competitive equilibrium. The planner problem is
to maximize the discounted sum of utility from consumption in the two
periods. Assuming that fossil-fuel use is strictly positive in both periods
(a sufficient condition for this to hold is that oy < oo) the planner
problem is

max U(F (Bl,Kl;Fl) — Kg) +,8U (F (Q — BlyKQ;Fz))

B1,K3

The first-order conditions read

Bl . U{FBJ == BUéFBQ
K2 : U{ == 6U£FK,2

These can be rewritten to give the optimality conditions

Fpo=1Fkolp, (2.19)
Uy = BU,Fk 2, (2.20)

where the first condition is the Hotelling rule and the second condition is
the Euler equation. The Hotelling rule says that, at the margin, one unit
of fossil fuel should contribute equally to second-period production if it
is used in production in period 2 or if it is used in production in period
1 and the resulting production is invested into second period capital.
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2.3.3 Changes in 'y

For a given I'y, (2.19) and (2.20) can, in principle, be solved for the
equilibrium values of B; and K5. This means that the system implicitly
defines B; and K as functions of I's. In order to see how the equilibrium
values depend on I'y, consider a change in X which is one of the variables
in I'y. The change in X will induce endogenous changes in By and K.
Let primes denote derivatives with respect to X.

Differentiating both sides of (2.19) with respect to X, and noting
that B, = — B/, we obtain

d FBK2 / FBB2 / FBX2 / /
—Fpo=F K B; + ={B = _B'"\ =
x B2~ B2 [ Fos o T Fis Fro {B, 1

Fpka .., Fppo ., FBXQ}
—F 2fgl  ZBB2pr TBX2
b2 [ Fpo 2 Fpo ! Fpo
d Frrko ., Fbr2,,  Fxx2 Fspi,,
—FoF g1 =FgoF ~K ~B ’ ~B
dx BT R [ Fro 2 Fro 2 Fro * Fp, !

r [FKKQK, <FBB,1 FBK,2) B+ FKX,2}
p— B72 - .
Fro Fp1 Fro Fro
These derivatives must be equal; equating them and rewriting gives
Fpp2  Fpkp FpB1 Frx2  Fbxp
Fpo Fg o Fp1 Fg o Fpao
Ké = Bi + ——F. (2.21)
Fpr2  Fkkp2 Fpro  Fkkp2
Fp o Fg o Fp o Fg o

Similarly, both sides of condition (2.20) can be differentiated with respect
to X

d Uy 1
dXU __UlUl [FBlB, K/] U19

c [K, FB,lBH
d
d—XﬁUéFKz BUS Frco—2

l/

Ul (FpoB) + FraKjy + Fx o)
2

Frro Fpro Frxo
+BULF [— K+ “ B! + }
Uk Fxo 2 Frxo ° Fgo

(e ()
Frxz QFX,2:| _

Fka Fy

Again, these derivatives must be the same; equating them and rewriting

gives

vt |

HLF + QFB,Q _ Fkp Frxz2 QFX,Q
K — 5,1 Fr,2 1 Fk 2 Fa (2 22)
2 1 Frk,2 Fri2 1 1 Fr 2 Frko " )
01 4 0=K2 _ KKz 0L 4 9g-K2 _ TKK2

Fg o Fg o
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Equalizing the right-hand sides of (2.21) and (2.22) and rewriting gives

Frx,2 FBx,2 Frx,2 _9@
Fr,2 Fpa Fr2 I
pr2 FKEK,2 9i+9FK,2_FKK,2
/ Fp.2 Fr o C1 Fo Fg .2
B} = F F F F F .
01 Fp 1oiB2_FBK2 B2 FBK2 FBB.1
> Fy k2  FBo Fg 2 Fp1
6i+9FK,2_FKK,2 Fpr2 FKK?2
C1 Fo Fr o Fp o Fg o
Rearranging the numerator and using that b}’;" = LFTK gives
B oy
Frrao GFK,Q Fpx2 (1 9 Frx2 +0 Fpry2  Frrz2)\ Fxp
B Fg o Fy Fpo oy Py Fpo Fg o Py
— Fpo FpK:2 Fpr2 Fpp2 FBB1

02 Fp 140
Bl Fo Fr 2 + Frg 2 FB,2 Fp1

9i+9FK,27FKK,2 Fpr2 FKK?2
(e I

Fg 2 Fp o Fg .2
oL Frgxz2  Fpxp
C1 Fi o Fp o
Fp2 FBK,2 Fpr,2 ¥BB2 ¥FBB,31 '

0L F 40 s
;7B Fy Fr o + Fr o Fp.2 Fp1

1 Frgo FrK2 Fpr2 FKK?2
040 - -
C1 Fy Fr o Fp.2 Fg 2

The denominator (which does not contain any derivatives with respect
to X and therefore is the same regardless of which variable X represents)
can be shown to be positive.!
This means that the sign of B depends on the sign of the two ex-
pressions
Frxxp  Fpxp

— 2.23
Fro Fpo ( )
and
Frxro QFK,Q Fpxo (1 0 Frx,2
Fk F> Fpo oy Fy
F F F
+0 ( pa ;Kffj) X2, (2.24)

If the expressions have the same sign, then Bj will also have that sign.
Otherwise the sign will depend on the relative strength of the terms.

In table 2.2, expressions with the same signs as expression (2.23) and
(2.24) respectively, when differentiating with respect to different X, can
be found (see 2.A.2 for the calculations). In the table, G, Gg and Gg
are defined as in (2.16) while Gy, is

oy —1

Grr = L (Ax KOL' ™) o (2.25)

L Adding up the two ratios, the denominator (in the denominator) is positive and

. F F F
so are all terms in the numerator except for ——2%2 ( =2&2 _ “KK2)  The term
FKyg FB,2 FK,2

I;fKKj FP{(KK; is cancelled by an equal term of opposite sign. The other term can be

2
Fpp2FKkK,2 Fik2 >0

cancelled by showing that == == — 75—
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wrt sign of (2.23) sign of (2.24)
Ay 0 0—1
AL e 0 — -
1;0’3/ (1 + (9 — 1)) GKL
AE Lov . 1—0o
oy +(0-1) <1+aT">GE
[ 9-1) (1 +a1_"Y> G ]
+12% (1 + (6 UYl))G G
A Loy (3, 4 l=onc oy a(v — KL
B oy B oR (1 + Oé(@ — ].)) GKL UE—lG
A\ (l+aE)Gg ) or T
-1 — o=t
Ag. S a1 (6 0E><1 aay)GE
oo (E-L)+a®-1)GCr

Table 2.2: Derivative signs

Proposition 2.3. Assume that (2.13), (2.14) and (2.15) hold. Then

djfi,z <0, % >0 for X € {Ay2Agp2As2,S2} and the sign of dii; i3
ambiguous.
Proof. Follows from inspection of table 2.2. m

Thus, qualitatively, the results are the same here as in proposition
2.2. When looking at changes in Ag, the results are, as in section 2.2.4,
ambiguous. As in that case, consider a situation where G, and Gg
are fixed. The sign of the effect will depend on the relative sizes of G
and Gg. For both (2.23) and (2.24), the factor in front of G is positive
while the factor in front of G is negative. This means that B} will be
positive if Gg >> Gg and negative if Gg >> Gp. This is the same
qualitative behavior as in section 2.2.4.

In conclusion, the results from section 2.2.4 hold also in this two-
period model with capital.

2.4 Introducing climate change

I will now introduce climate change into the model. Climate change is
an externality that comes from the amount of greenhouse gases building
up in the atmosphere as a result of, among other things, the burning
of fossil fuels. Introducing climate change related externalities into the
model will allow me to look at a number of different issues. When there
are externalities in the model, the decentralized equilibrium and the
planner solution will no longer coincide. In a decentralized equilibrium,
the externalities are not internalized in agents’ decisions, but there will
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still be general equilibrium effects that will be taken into account. In
the planner solution, the climate effects will be fully internalized. Fur-
thermore, as long as all fossil fuel is used in the planner solution, it can
be implemented as a decentralized equilibrium with taxation. In this
section I will consider a model with infinite time horizon, but without
capital. T will then look at how the allocation of fossil-fuel use depends
on the sequence {I';}$°, both in the decentralized equilibrium and in the
planner solution. Furthermore, I will comment on how the optimal tax

rate and the welfare gains from implementing the optimal tax scheme
depend on {T';}2,.

2.4.1 Modeling climate change

Climate change is driven by the concentration of greenhouse gases. Car-
bon dioxide, COs, that is emitted from the burning of fossil fuels is an
important greenhouse gas. As the concentration of greenhouse gases
increases in the atmosphere, the radiative balance between earth and
the surrounding space changes. Primarily, the amount of radiation leav-
ing the earth’s atmosphere decreases. This leads to an increase in the
temperature.

The full process of climate change is very complicated. Here T will
assume that the climate state can be described as the concentration of
greenhouse gases in the atmosphere. What primarily matters for the cli-
mate is the temperature in the atmosphere. For a given concentration of
greenhouse gases, the atmospheric temperature will reach a steady state
relatively quickly. Thus, if a time period is long enough, assuming that
the atmospheric temperature is in steady state is not a bad assumption.
This modeling abstracts the temperature changes in the oceans, which
occur much more slowly.

Carbon that is emitted, in the form of CO,, will partly be absorbed
either in the biosphere, through photosynthesis, or into the oceans. The
processes through which carbon moves between different reservoirs are
collectively referred to as the carbon cycle. I will, for most of the de-
rived results, assume that the carbon cycle is linear. This assumption
is also made by Nordhaus in the DICE/RICE models. There are some
reasons why this assumption may not be fulfilled. The oceans could
become saturated, meaning that their capacity to take up carbon from
the atmosphere decreases, and the increased temperature could alter the
behavior of the biosphere so that it becomes a source, rather than a sink,
of carbon in the future. These things aside, I do believe that the model
of the climate that I use here serves as a useful approximation. It can,
for instance, be shown that a model of the type used here can replicate
the behavior of the climate system in the DICE/RICE models quite well
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(see Golosov et al., 2011).

I will first describe how I model the carbon cycle and then describe
how I assume that the climate state translates into effects on the econ-
omy through the damage function.

The carbon cycle

Let M; be the climate state in period ¢: the stock of greenhouse gases
in the atmosphere. 1 will assume that this stock, in period ¢, moves
towards a steady-state value of M,. This steady-state value will depend
on past emissions. The steady-state level could depend in many ways
on the entire history of emissions. I will assume that it depends on the
total amount of past emissions. This means that M, is given and that
for t > 0, M, = J\7[( :;;10 Bt/). The steady-state stock is assumed to
be (weakly) increasing in the total amount of past emissions, that is
M’ ( i,_:l B Bt/) > 0. I will further assume that the movement towards
the steady-state is linear. This gives the law of motion for the stock of
greenhouse gases as

t—1
Mt+1 - Mt + Bt - (5 [Mt - M (Z Bt’)

t'=0

: (2.26)

where ¢ is the rate at which carbon is removed from the atmosphere
through the carbon cycle.?

Defining M, = M ( 72;7:10 Bt,) and taking M, as given, gives that the
climate state in period ¢ 4 1 is

t
My = (1=6)"" Mo+ (1=06)"" (By +My) .

t'=0

Thus, fossil-fuel use in period T affects climate from period 7'+ 1 and
onwards. When considering the effects of changes in the pattern of
fossil-fuel use, induced by changes in the exogenously given variables,
the derivative of the climate state with respect to emissions is needed.
This derivative is

dM, [0 Cift<T
dBr — (1 =08)" T 463 (1= o) tvdieif t > T

the latter of which is positive.

2Here, the climate state evolves according to a law of motion for that state variable.
An alternative description would be to let the climate state depend on the history
of fossil-fuel use. What matters for most of the results below is that the effect of
fossil-fuel use in period ¢; on the climate state in period t3 > ¢; only depends on
to —t7.
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A further assumption that I will make for some of the analysis is that

M is linear ) ,
t— t—
M (Z Bt/> = My +m Z By. (2.27)
t'=0 t'=0

This corresponds to a fraction m of emissions staying in the atmosphere
forever. With this shape of M, for ¢t > 0 we have

t—2—¢/
M, = M0+Z< “t+5m2(1—5)u>3ﬂ
u=0
+5Z (1-

Z < (1 _ 5)t—1—t’> By
+iM0 + (1= 8)" (Mo — M) . (2.28)

Two relatively similar special cases are 6 = 0 and m = 1. Setting
0 =0 gives

M, =M+ Y _ By, (2.29)

When 0 = 0, no carbon is taken up in the carbon cycle. Therefore
emissions stay in the atmosphere forever and all emissions add to the
climate state.

Setting m = 1 instead, we obtain

t—1
M, = My + (1 - 0)'(My — My) + > _ By. (2.30)

t'=0

Here, all emissions still stay forever in the atmosphere since they add
to the equilibrium concentration. In addition, any difference between
actual and equilibrium concentration in period 0 decays over time. If
My = M, the two cases are equivalent.

Recent research (see Archer, 2005) indicates that a significant share
of current emissions will stay in the atmosphere for a significant time,
so making one of these assumptions may not be a bad approximation.

Under the linearity assumption of M, the derivative of the climate
state with respect to past fossil-fuel use is

M, [0 ift<T
dBr  \m+(1—-m)(1=08)"1Tift>T"

(2.31)
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For both of the cases 6 = 0 and m = 1, jﬁi{ =1fort>T.

Thus, if M is assumed to be linear and given by (2.27), the climate
state in period ¢ is given by (2.28) and the effect of fossil-fuel use in
period T on the climate state in period ¢ is given by (2.31).

If, furthermore, either

§=0orm=1and My < My, (2.32)

then
ty >t = Mt2 > Mt1 (233)

and
(2.34)

dM;  [0ift<T
dBr lift>T"
The damage function

The climate can affect the economy in a number of different ways. Here,
[ will, as in the DICE/RICE-models and in Golosov et al. (2011), assume
that climate affects the economy as a multiplicative factor on production.
That is, climate change affects total factor productivity.

Consumption is equal to production:

Cy =Y, = D(My)F(By; Iy), (2.35)

where D(M) is the damage function. I will assume that D(M) € (0, 1]
and that D'(M) < 0. When it comes to the second derivative, it is
not obvious what the sign should be. In the DICE and RICE models,
damages are a concave function of the temperature, while temperature is
a convex (logarithmic) function of the concentration of greenhouse gases
in the atmosphere.

I will often use the assumption that

d D'(M)
i oon < (2.36)

Examples of damage functions that fulfill this assumption includes all
concave functions (D”(M) < 0) and D(M) = ="M,
Under this assumption.

dM D(M) ~ D(M) D(M)?  D(M)
D"(M)  D'(M)
D'(M)  D(M)

d D'(M) D'(M) D(M)? D'(M) <D”(M) D(M))
D'(M)  D(M)

=

>0

Thus, if the damage function fulfills (2.36) and 6 > 1 then
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D'(M,) D'(M,,)
M > M 1 _ 2
v =M= BM,)  D(M,)

v
o
—~
b
w
-J
~—

and

D'(M) _D'(M) _ o D"(M)
D'(M) DM) — D'(M)  D(M)

For some derivations I will make the more specific assumption
D(M) = e (2.39)
with this damage function

D'(M) _D"(M) _
50D~ DGn = " (2.40)

This completes the description of how climate change enters the model.

As emphasized above, when climate change is included as an exter-
nality in the model, the planner solution and the competitive equilibrium
will no longer coincide and they need to be solved for separately. This
is the subject of the following sections.

2.4.2 Decentralized equilibrium

I will now specify and solve for a competitive equilibrium. T will consider
an equilibrium with a tax on sales of fossil fuel. For most of this section,
I will treat taxes as given. In section 2.4.4 I will then look at the taxes
that implement the optimal solution.

To begin with, I will specify who receives what income and who
makes which decisions. I will assume that households derive income from
supplying labor and from profits in the energy supplying firms (given a
constant returns to scale production technology, the final good producing
firms will not make any profits). Furthermore, the government’s tax
revenues are paid back as lump-sum amounts to the households. Let g,
be the lump-sum transfer in period t.

Without any assumed disutility from work, labor will be inelastically
supplied in quantity L. The energy supplying firms are assumed to be
owned in equal shares by all households. The households can also save
in the form of a riskless bond. Let 75, and mg; be the profits from fossil-
fuel and alternative-energy supplying firms, respectively. Let ﬁ be the
price in period t of a riskless bond that pays one unit of consumption
in period t 4+ 1 and let a; be the holding of riskless bonds that pays in

period t.
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The budget constraint of the households is
1
Cy + r_at-&-l =Ty + M5y + W + Iy + g¢ + ay. (2.41)
t+1

A competitive equilibrium with taxation consists of sequences of
quantities {By, Ci}72,, fossil-fuel taxes {7}{2,, lump-sum tax rebates
{g9:}2, and prices {pp+, pst, re1, Wi o2, such that

e households maximize their total utility Y =, 5'U(C;) subject to
the budget constraint (2.41)

e the bond market clears: a; = 0 for all ¢
e prices are competitively determined

e fossil-fuel extracting firms maximize the discounted sum of profits
from extraction

e the government balances its budget in each period

Solving for the decentralized equilibrium

Households The utility maximization problem of the representative
household is

o0

max Z BU(Cy)

{Criar+1}2, —0
1
s.t. Cy + r_atH =wiL + a; + Ty + T + g¢ VE.
t+1

The Lagrangian of the problem is

= 1
L= Z <5tU(Ct) + A {th +ay+7mpy+7ss + g — Cp — _at+1:|) .
t=0

Tt4+1
The first-order conditions read

CtiﬁtU/(Ct) =N
1
Apg1 i Ae—— = Nq1-
Ttr1

Combining these conditions determines the price of the riskless bond:

1 UGy
Tty1 = Bm (242)

Market clearing in the bond market (a; = 0) gives that
Ct = tht + Bt + TSt + gt- (243)
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Competitive prices Assuming perfect competition, the prices of the
inputs are given by their respective marginal products

pB,t = D(Mt)FB,t7 pS,t = D(MOFSJ& and Wy = -D(Mt)FL,t- (244)

Balanced government budget The government tax revenues, that
are paid back as lump sums to the households, are

gt = TP B:. (2.45)

Fossil-fuel extracting firms The fossil-fuel suppliers are assumed to
maximize discounted profits from extraction over time. The discount
rate used between profits in periods t and t 4 1 is r,1. Since there are
no extraction costs, the profit that the firm makes, per extracted unit
of fossil fuel, in period ¢ is (1 — 7)pp+. The maximization problem of a
fossil-fuel extracting firm, that has a fossil-fuel resource with quantity g,
is

00 t—1 )
1
max [H ] (1 — Tt)pB,tbt s.t. E bt S q.

b }o2 T
beiZo 425 Lo T+ t=0

The Lagrangian of this problem is

o) t—1 00
1
L= E ” pBib + A |q — E b | + 110y
=0 Lir—o ' t'+1 =0

The first-order condition with respect to b; reads

[H 1 ] (L =7)ppe = A~ pu. (2.46)

T
=0 t'+1

Using (2.42), we obtain
ﬁ L _ UG jU(Cy)

B U'(Ch)

U'(Cy)
Tri1 6U’(Co)

U'(Cy-1)

(Ch)
(Co)

tU/
B =5

T7=0

For any t and T" such that b; > 0 and by > 0, this implies that

U/(Ct> . TU/<CT)
0(Co) (1—m)pp: =5 m(l — Tr)PBT-

ﬁt
or
BtU,(Ct>(1 — Tt)pB,t = 5TU/(CT)(1 — TT)pB,T- (247)

At the aggregate level, this condition must hold between any periods ¢
and T such that B; > 0 and By > 0.
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Equilibrium conditions Without any extraction costs for fossil fuel,
or the alternative-energy inputs, the profits that the households receive
in period t are

TBt= (1 - Tt)pB,tBt
TSt = pS,tSt

Substituting these expressions, and the lump-sum transfers from (2.45),
into the households’ budget constraint (2.43) and using the fact that the
production function has constant returns to scale in L, B, and S, we see
that

Cy=D(M)Fp+L + (1 — 1) D(M;)Fp By
+D(M;)FsSy + 1 D(My) Fp By
=D(M;) (Fp+Li + Fp1+B: + Fs1St)
=D(M)F(By;Ty) =Y.

Thus, consumption is equal to production. Substituting this quantity
into the Hotelling rule (2.47) gives

BU' (V)1 — m)pps = 87U (Yr)(1 — 77)pp 1"
Using the definition of H from (2.5), the Hotelling rule can be written
BY (1 — m)H, = BT (1 — 77)Hr, (2.48)

where H, = H(B;;T}).

All fossil fuel will always be extracted in a decentralized equilibrium
with competitive fossil-fuel supply since, as long as the fossil-fuel price
is strictly positive, increased extraction in any period increases profits.

In sum, the decentralized equilibrium is characterized by the Hotelling
rule, (2.48) and > ,° B; = Q.

So far the equilibrium looks exactly like the equilibrium without ex-
ternalities. This is because the decisions do not internalize the climate
effects. However, the factor D(M,) is endogenously determined and will
affect the equilibrium fossil-fuel use. This will become apparent in the
next section.

Changes in {I';}°,

I will now consider changes in X7, which is one of the variables in I'r,
for some T" > 0 such that By > 0. This change will induce endogenous
changes in {B;}2,. When X changes, the equilibrium conditions will
still be satisfied. Thus, when differentiating with respect to Xp, the
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derivative of both sides of the Hotelling rule (2.48) must must be the
same for all ¢ such that B; > 0.

Let the full derivatives of H;, B;, M; and C; with respect to Xt be
denoted by primes. I will show that, in some specified cases, B; will have
the same sign for all ¢ < 7" and that if B}, does not have the opposite
sign, then Bj; will have the same sign for all ¢ which would violate the
constraint on the total amount of available fossil fuel. The difference,
compared to section 2.2.4, is that changes in fossil-fuel use in one period
will change the damages, and therefore potentially the value of fossil-fuel
use, in all future periods.

I will start by differentiating the Hotelling rule to get a relationship
between changes in B; in different periods. T will then show what these
relationships lead to in two special cases.

With H, given by (2.5), the derivative of H; with respect to Xr is

A, [%q D + FBBBfB’} 14T

H/: 1 9
t Hy [g_ZCCIF TM/ FBBTB/ +FBXTi| ift=T

where the derivative of consumption is

d C, [ﬂM' FthB'} ift AT

/—_

Using the form of the utility function (2.10), we obtain

=6,

Also, to simplify the notation, define

Fp, F F
€pe=0—"— =20 > 0and €y = ——

B QFXI‘
Fi Fpy

Fpt F

(2.49)

Note that £x has the same sign as (2.17), the expression that determines
the sign of the effects in the model without externality in proposition
2.2.

Using this notation, substituting C; in H; and rewriting gives
D! .
L (1= ) BEM; — €508 it 4T
t ! . :
HT |:(1 — H)g—;M{F — SB,TB’_/F + €X7T:| ift="1T

The first two terms relate to the effects of the endogenous changes in
{B:}. The first term captures the change in the externality. If M, in-
creases, this decreases production in period ¢ and decreases the marginal
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product of fossil fuel. Which of these effects dominates, and consequently
whether the marginal value of fossil-fuel use increases or decreases, de-
pends on the value of 6. In the second term, the factor in front of B; is
negative, capturing that the value of fossil-fuel use decreases as the use
increases. The third term in the expression for t = T' captures the direct
effect of the change in X1 on Hp. The effect consists of an effect on the
marginal product of fossil fuel and an effect on production that affects
the marginal value of consumption.

The effects of the change in X7 can be summarized in the conditions

B (1 =7, ) Hy, = B2(1 — m,) Hj, (2.50)

for all ¢; and t5 such that B;, > 0 and By, > 0 and

t=0

From the Hotelling rule (2.48), 8 (1 -7, )Hy, = 52(1—7,)Hy,. The
comparison between the changes in the two time periods will depend on
whether one of them is T" or not.

Consider first the case where t; # T and ty # T. Then

D; D;
1—0)=2M, — &g B, = (1 —0)=2M, —&{p,, B,
(1= O) My, 60, Bl, = (1= 0) B2 M, — 6.,
Solving for Bj, gives
D My, — DM,
Bi, = EB Zl Bj +(1-6)"2 thD“ (2.51)
Consider now the case t; =t and t5 =T. Then
D, D)
(1= 0) 5 M} = 3By = (1= 0) 5E My — S0 By + Exr
t T
Solving for B/ gives
Dr g — Dipyp
By = SBe p B +(1—g)2r—T Dt sxir. (2.52)

§B,T §B,T §B,T

These conditions can now be used to see how the pattern of fossil-
fuel use changes in response to the change in Xp. We will first look at
logarithmic utility and then consider higher curvature.
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The log-utility case

Assume first that utility is logarithmic: 6 = 1. The second terms in
(2.51) and (2.52) will then be zero. If considering the case t; # T and
ty # T, then (2.51) implies that

B = B By, (2.53)
fB,tz

Thus, B;, and B must have the same sign. This leads to the following
proposition

Proposition 2.4. If0 = 1, then a change in X1 will have the following
effect on fossil-fuel use

F F
Sgn (B;) = Sgn ( X7 BX’T) for any t # T such that By > 0
Fr Fpr

)

FBXT FXT)
Sen (B =S n( LR
gn (Br) = Sg For  Fr

Proof. From (2.53) it follows that B; must have the same sign for all
t # T. Since Y~ B, = 0, B} must have the opposite sign. From
(2.52), with 6 = 1, it follows that B/ can only have the opposite sign to
By if Bl has the same sign as {x 1. The proposition then follows from
the definition of {x 7, (2.49). O

Note that this proposition has the same implications as proposition
2.2. This is because when utility is assumed to be logarithmic, the
externalities disappear from the decentralized equilibrium and therefore
the effects are the same as in the model without externalities. This
independence of externalities can be interpreted in two different ways.
The first interpretation is that the effects on the marginal productivity
of fossil fuel and the marginal utility of consumption exactly cancel each
other out when utility is logarithmic. The second interpretation is that
if utility is logarithmic, then the externality enters as an additive term
in the utility function. A different way to make the damages irrelevant
for the decentralized equilibrium is to assume that damages enters as an
additive term in the utility function instead of affecting productivity. If
this assumption is made, the externalities will not affect the decentralized
equilibrium and consequently the effect will be the same as in the model
without externalities regardless of the value of 6.
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The case § > 1 and § =0 or m =1 and M, < M,

When 6 # 1, the damages do not cancel from conditions (2.51) and
(2.52) since the effects on marginal product of fossil fuel and on marginal
utility of consumption no longer cancel. If # > 1, the effect on marginal
utility of consumption dominates the effect on marginal productivity of
fossil fuel and higher damages increase the value of fossil-fuel use. The
opposite holds if § < 1. When the effects on the climate state must
be taken into account, the analysis of the effects of a change in X1 on
fossil-fuel use becomes, in general, significantly more complicated since
the effects of changes in fossil-fuel use in some period on the damages
in all future periods must be taken into account. In this section, I will
consider the case § > 1 and show that if the damage function fulfills
(2.36) and the carbon cycle fulfills (2.32), that is, either § =0 or m =1
and My < My, then the sign of B; will be the same for all t < T and B/,
must have the opposite sign.

Consider a change in X7 and a time period t5 > 0 such that t; # T,
By, > 0 and such that By has the same sign for all ¢ < ¢5. For this case
(2.51) gives that
D{l r D_{‘Q
Dy, 77t Dyy

M/

B, =g (g1 e
EB,ts EB,ts

for some t; < ty such that By, > 0 and ¢; # T. The first term, as
before, has the same sign as B; . The second term captures the change
in relative profitability of using fossil fuel in the two periods that comes
from the changes in damages caused by the change in fossil-fuel use.
When 6 > 1, the second term has the same sign as

(2.54)

D, D,
M, — =)
D, " D, ”

Under assumption (2.32)

t—1
I /
M} =" B,
/=0

giving that

to—1
M, = M+ B
t=t1

implying that

Dy Payy _DPivp Doy . Np
_%%—%%:%M;&2m+2&.
t=t1
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Substituting this into (2.54) delivers

§B 0—1 (D/ D! D! to
B/ — ty B/ + l - i M/ o to B/
g, " &y (\Dy Dy) " '

Under assumption (2.32), M;, > M,,. Since the damage function is
assumed to fulfill (2.36), (2.37) implies that the factor in front of M is
positive. By assumption, Bj , M;, and Bj all have the same sign. Since
the factors in front of each of them are positive, B; must also have that
same sign.

This leads to the following proposition:

Proposition 2.5. If 0 > 1, the damage function fulfills (2.36) and the
carbon cycle fulfills (2.32), then the effects of a change in Xr will be
such that

F F
Sgn (B;) = Sgn ((9 X7 BX’T)) for any t <T such that By > 0
Fr Fpr

and

, Fpxr FXT))
Sen (B7) = Sen — - =
gn (Br) = Sg (( Fror 2

Proof. From the argument above, it follows that B; will have the same
sign for all ¢ < 7. If By had the same sign then B, would have the
same sign for all ¢ which would violate the condition that >~ B; = 0.
This means that B/ must have the opposite sign compared to B; for
any t < T. From (2.52) it follows that this change in sign must come
from {x r and therefore that B/, must have the same sign as £x r. The
proposition then follows from the definition of £x r in (2.49). O

Compared to the case without externalities, it is more difficult to
predict the effects for ¢ > T since then the changes in damages enter the
comparisons.

In conclusion, proposition 2.5 again confirms the results of section
2.2.4.

By closer inspection of the signs of B; for t < T, it is clear that
proposition 2.5 should hold under much more general conditions. The
details of this argument, however, is not outlined here. What is required
is that a sufficient amount of CO, stays in the atmosphere for a sufficient
amount of time.
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2.4.3 Planner solution

The section above dealt with effects of introducing externalities in the
decentralized equilibrium. Since the climate effects are not internalized
directly in any decisions made, the effects on the equilibrium allocation
came through indirect effects. In the planner solution, the effects of
fossil-fuel use on the climate are taken into account directly. One impli-
cation of this is that it is no longer certain that the planner will choose
to use all the fossil fuel. For much of the analysis I will, however, focus
on the case where the constraint on total fossil-fuel supply does bind.

Characterizing the planner solution

The planner wants to choose fossil-fuel use to maximize the discounted
sum of utility for the representative household in the economy. Con-
sumption is, in each period, given by (2.35) and the law of motion of
the climate state is (2.26). Furthermore, the planner is constrained by
the total supply of fossil fuel. As in the decentralized equilibrium, T will
still assume that {I';}$°, is an exogenously given sequence. This gives
the following formulation of the planner problem:

max Z BU(C)

{B}20 4
S.t Ct = D(Mt>F(Bt, Ft)

Z By < Qo

t=0
t—1

My =M, + B, — ¢ [Mt - M (Zm)
t'=0

B, > 0.

The Lagrangian of this problem can be written

Qo — ZBt

t=0

L= Zﬁt VF (B Ty)) + A + By,

where A is positive if the constraint on total available fossil fuel binds
and p; is positive if the non-negativity constraint on fossil-fuel use binds
in period . While not written out explicitly here, the law of motion of
the climate state makes M; a function of By, By,..., B;_1.

Taking the first order condition with respect to B, gives

th/

A=y = B'UDFpy + Z o 1 Py Dy ——— B,

t'=t+1
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The first term on the right hand side is the marginal discounted utility
of the marginal product of fossil-fuel use in period t. The sum is the
total discounted marginal utility effects, in all future periods, caused by
emissions in period .

To simplify notation, let

, dM,

Hl,t = Ut,DtFB,t and HQ,t,t’ = 6t, t,’Ft’ el
dB;

(2.55)
Here H,; is the same as H;, defined in (2.5).
The only difference between Hs,  for different values of ¢ comes from

the factor v

By -
dd]gtt/ is given by (2.31) and is therefore a constant that depends only on

the difference between ¢ and ¢'.
Using (2.55), the optimality condition can be written

If M is assumed to be linear and given by (2.27), then

B'Hyy+ Z Hoyrp = XN — py. (2.56)
t=t+1
When the constraint on total amount of available fossil fuel does not
bind, A = 0 and the solution is characterized by

B Hy . + Z Hypp =0 (2.57)
t=t+1
for all ¢ such that B, > 0.
When the constraint binds, the solution is characterized by (2.56)
and >.°  B; = Q. Consider t;<ty such that By, > 0 and B;, > 0.
Then

B Hyy, + Z Hypy o = 8% Hyy, + Z Hy g, . (2.58)

t'=t1+1 t'=ta+1

This equation says that for any two periods where fossil-fuel use is pos-
itive, the marginal value of fossil-fuel use, net of future damages caused
by emissions, should be the same.

Changes in {I';}?°,

Consider again a change in X7 which is one of the exogenous variables
in I'p. This change will induce changes in the sequence of fossil-fuel
use {B;}7°,. Letting primes denote total derivatives with respect to Xr
(taking the response of fossil-fuel use into account), the terms in the
optimality conditions (2.55) will be affected as follows:

Hiy | Cl+ B + 5222 B ife AT
H [U_¥Cﬂ + D_'TM/ + FBB,TB/ + FBX,T:| ft=T
LT |\ grr T pr T T =

Fpr Fpr

/ —_—
HLt =




42 CHAPTER 2. TECHNOLOGY AND FOSSIL-FUEL USE

and

Ut/; ! Fp .y D;// / eyl
Hz,t,t’ U_t,’Ct, + F_t,Bt’ + D_@Mt’ iftt' £T
1

Uz~ Fpr o1 D oarr Fxr|:e 0 ’

As in the decentralized equilibrium, the change in consumption is

Lo |Z22 By + B if 4T
©\ o [BBBr+ pE My + Dt ]if =T
T\ "y 2T T DT Fr
The shape of the utility function (2.10) implies that %C’t = —0.

Using this, and the notation defined in (2.49), the changes in H;; and
Hj:p can be rewritten as

o Hy [(1 —0)pM] — §B,tB;} ift # T 250
- v 2.59
M) Hor [(1 — )2 My — €p By + 5X,T] ift =T
and
H, o |(1= )22 B + (g1 — 03 ) My | it AT
27t7t, - FB,T / FX,T D% Déﬂ / . ! :
Hyyr |(1—96) F_TBT+F_T + D—,T—QD—T Myttt =T
(2.60)

The effect of a change in X depends on whether the constraint on
the total amount of available fossil fuel binds or not. If the constraint
does not bind, then (2.57) gives that the change in the planner solu-
tion’s allocation of fossil-fuel use in response to the change in X, can be
described by

oo
ﬂtH{,t + Z Hé,t,t’ =0
t'=t+1

for any t such that B; > 0. Note that, since the emissions in period ¢ will
affect the climate state in all future periods, there can still be nontrivial
interactions between the changes of B; in different periods.

Assume now that the constraint on the total amount of available
fossil fuel binds. Using (2.58), the effects of changing X7 can then be
described by the equations

o0 o0
t1 77/ 2 : / ot gyt 2 : /
B Hl,tl + H2,t1,t - B Hl,tz + HQ,tQ,t

t=t1+1 t=to+1
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for any t; < t9 such that B;, > 0 and By, > 0 and

t=0

The term
Fo Dy D .
Hyyp o (1—-10) ﬁt’f By + (D—i/ - D—:/ M, ift' £T
Hauo | (1= 0) (TB2By + 550) + (BF — 052 ) Mpif ¢ =T

(2.61)
depends on t' but is independent of t. The difference between Hy,
and Hj,, . can then be written

! Hl
/ / o 2,t1,t 2,ta,t/
H2,t1,t’ - HQ,tQJf’ - H2,t1,t’H — A2t i
2,61, 2,t2,t!
H/
- 2,t1,t"
= (Hauy 0 — Hao 1) I
2,t1,t’

=p'U, Fu D, (th’ - th’) Mo
¢ “\dBy, dB:, ) Hyys v

It follows that

to )
to 17/ t1 170 / / /
B2Hy,, — 8" Hyy = Z Hyyy 0+ Z (Hygy o — Hyyy )

t=titl t=ta+1
3 ! N Hé,ht
- Z Hy gy Z (H2t1t_H2t2t>H
t=t1+1 t=to+1 2t .t
to
- Z Hé,ht
t=t1+1
S Hy, oy (dM;  dM,
+ S BURD T < _ ) 562
t%—l o tH?,tl,t dBy, dB,, ( )

/!

H2,t . .
where Wiﬂ is given by (2.61).

I will now show what these conditions imply in some special cases.
The log-utility case

Assume first that utility is logarithmic: 6§ = 1.
Then (2.55) becomes

F /D), dMy
Hl,t = ﬂ >0 and HQ,t,t’ = Bt —_ ¢

< 0. 2.63
Fi Dy dB; ( )
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Equation (2.59) gives

—Hy£p.4DB; ift#£T
. = e - 2.64
o {HLT [~&prBy+Exr]ift =T (2.64)

while equation (2.60) delivers

D! D
Hyyp = Haypy (—Df — DZ ) M. (2.65)
t !

Condition (2.62) then becomes

6t2H17t2£B,t2 ng = ﬁtl Hl,tlfB,tlel

LS gD (DD (M b,
/ t
Dy Dt D, dBt1 dBt2

t=to+1
to
D// D/
=S (th - Ht) M (2:66)
t=t1+1 t t

if t; # T and ty # T. If, instead t; =t and to = T, (2.62) becomes

5TH1,T53,TB/ = 5tH1,th,tB£ + 5TH1,T§X,T

_ i Bt’D_;f’ <D_,’J _ D_g) M (th' B th/)
S, De D, Dy Y\ dB, dBr
T D/l Dl
— Hy, .| =% — t’) M. 2.67
2, (5~ 52) (200

In general, this condition depends on the entire future, since emis-
sions made in any period has effects over the entire future.

If the carbon cycle fulfills (2.32), (2.34) then implies that all terms
of the first sum are zero. If instead the damage function is assumed to
be exponential, as in (2.39), (2.40) implies that all terms of both sums
are zero.

If the carbon cycle fulfills (2.32), (2.66) becomes

t2 D! D!
B2 Hy 1,854, Bl, = 8" Hy 6.0, B, + > Haps (ﬁ - 52) M.
t=t1+1

Assume further that the damage function fulfills (2.36) and that B,
has the same sign for all ¢ < t,. Combining Hoy, ; < 0 with (2.38) gives
that all the factors in front of Mj, in the sum will be positive. The
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assumption that B; has the same sign for all ¢ < ¢5 implies that M will
also have that same sign for all ¢ < ¢y, since M| = i,_:lo Bj,. So the
conclusion is that B;, will have that sign as well.
If, instead, the damage function is exponential, given by (2.39), (2.66)
becomes
Hy4,¢B4, By, = Hi1,&84, By, (2.68)

and B; will have the same sign for all ¢ # T
This gives the following proposition:

Proposition 2.6. Assume that utility is logarithmic, § = 1, and that
the damage function fulfills (2.36). Assume further at least one of 6 =
0, m = 1 or that the damage function is exponential, given by (2.39).
Consider a change in Xr, which is one of the variables in I'r. Then the
induced changes in fossil-fuel use are such that

F F
Sgn (B;) = Sgn < XT _ BX’T) for any t <T such that By >0
Fr Fpr

and

Fpxr Fxr
Sen (B}) =S n( - = )
gn (Br) = Sg For Ty
If the damage function is assumed to be exponential, given by (2.39), the
sign of B, will be the same for allt #T.

Proof. From the argument above, it follows that B must have the same
sign for all ¢t # T in the exponential case. Since Y .-, B, = 0, B}, must
have the opposite sign. In the case § = 0 or m = 1, B; will have the
same sign for all ¢ < T. If By also had that same sign, B, would have
the same sign for all ¢ contradicting ) .~ B, = 0. From (2.67), with the
assumption 6 =0 or m =1

ﬁTHl,TfB,TB/ = 5tH1,th,TB£ + 5TH1,T5X,T

On the RHS the first and last terms both have the same sign as B for
all t < T. Tt follows that B/ can only have the opposite sign to that of
B if

F F
Fr Fpr

]

In conclusion, the conclusions from section 2.2.4 hold here as well.
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The case # > 1 and either § =0 or m =1 and M, > M,

I will now show that for # > 1, and if the carbon cycle fulfills (2.32), the
changes in Bj, for all ¢ < T, induced by a change in 'y, must have the
same sign.

Consider t; # T such that B;, > 0 and ¢ty # T such that ¢, is the
smallest ¢ > t; with B; > 0. This implies that for any ¢ such that
ty <t <ty, My > My, and M = M] + Bj . T also assume that B; has
the same sign for all ¢ < t;.

Also, under assumption (2.36), for ¢ > ¢, (2.37) gives

/ /
M, >M, =—t<=
b=, Dtl
Using (2.34), (2.62) gives
2
BeHY,, —B"H, = > Hy, (2.69)
t=t1+1

where

D,
H{7t1 :Hl,tl (1 - 9) l)t1 M, €B7tlB£1:|
t1

D,
H{,tg :H17t2 (]‘ - 0) l)t2 M, €B7t2B1€2:|
to

D,
~ | (L= 002 (M, + BL) - €5,

L to

F D// D/
Hétlt H2t1t |:(1 —9)%B/+ (D/ QE) M/:|

Under the assumptions made here, B; = 0 if t; < t < 5, and M| =
Mj + Bj , implying

to to
FB D// D/
X = 3t [0-0/ 281+ (5 —05, ) ]

t=t1+1 t=t1+1

FB, )
= H27t1,t2(1 - 0) Ft: Bzz
to
D// D/
Y ( - 9_) M +B)) (270
t
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Substituting (2.70) into (2.69) and rewriting delivers (see appendix 2.A.3)

ta [J 1-6 Dy, 1 ff t2 H DY QDQ
B2 H, 4, (1 — )D—tQJFﬁ 16880 — Doy 11 Ha oy — B, B

Fp t1
B2 Hy 1,6B,t, + Hapy 1,(1 — 9)%2

o, D
Bt (0 - 1) (52 — 52)
L Do) g (2.71)

Fp, t1
B2 Hy 1,8p,1, + Hay 1, (1 — 9)_322
f2 Dy D g1y (Bu _ D
t=t1+1 HQ’tlvt (Dg Dy + (0 1) Dy, Dy M
Fp t1
BtQHLtQSBﬂfQ + H27t1,t2(1 - 9) Ft22

[
B, =

Under the assumptions made here, the denominator and all the terms
in the numerators are positive. To see this, first note that D; > 0,
D; <0, Hy; >0, Hyp p <0, &gy > 0 and 0 > 1; the result then follows
from (2.33), (2.37) and (2.38). By assumption, M/ and Bj have the
same sign. Since all the factors multiplying these factors in (2.71) are
positive, B; will also have that same sign.

This leads to the following proposition:

Proposition 2.7. Assume that 0 > 1 and that the damage function
fulfills (2.36). Assume further that 6 = 0 or that m = 1 and My = M.
Consider a change in X1 which is one of the variables in I'y. Then B
will have the same sign for allt < T.

Furthermore, consider a situation where I'; changes in such a way
that the value of using fossil fuel in period T decreases. Could that
lead to an increase in By for t < T7 1 will argue here that this is
unlikely. If fossil-fuel use was unaltered, the value of fossil-fuel use in all
other periods would be higher than in period 7. Assume then that By
decreased. Proposition 2.7 then implies that B; would decrease for all
t < T. Since the climate state from period T and onwards would then
be improved, this should, if anything, decrease the value of fossil-fuel
use also for ¢t > T.

2.4.4 Optimal taxation

We have seen above that changes in the technology trends will change the
pattern of fossil-fuel use over time, both in the socially optimal planner
solution and in a decentralized equilibrium. This also has implications
for how taxation should be used to move the competitive equilibrium
towards the planner solution. In this section I will describe the implica-
tions for the optimal tax on fossil-fuel use.
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In a model without any costs of extracting fossil fuel, the planner so-
lution can be implemented in a competitive equilibrium with taxation if
and only if all fossil fuel is exhausted in the planner solution.? So assume
in the following that all fuels are exhausted in the planner solution.

Furthermore, in a model without extraction costs and without any
distributional considerations, the optimal tax system is not uniquely de-
termined. This is because the tax system need only affect the relative
profitability of extraction in different periods. Therefore, only the rel-
ative tax rate across time periods, and not the level of the tax rate, is
determined. Here I will look at the particular tax system that exactly
internalizes the future climate related damages (along the equilibrium
path) in the fossil-fuel price in period ¢. This tax system is robust to
introducing extraction costs. Choosing different levels of taxes (but still
maintaining the right intertemporal relation between the tax rate in
different periods) would redistribute income to or from the fossil-fuel re-
source owners. In this model, the fossil-fuel resources are owned in equal
shares by all the households and therefore these distributional concerns
do not matter here.

Writing out the equilibrium condition (2.48), with H; given by (2.5),
gives

ﬁtlUtllDtlFB,tl (1 - Tt1) = BtQUt,thzFBh (1 - Tt2) : (2'72)

Since this condition only depends on the ratio between 1 —7; and 1 — 7,
the same equilibrium allocation can be supported by any sequence of
taxes that gives the same ratio for any ¢; and to; this is the indeterminacy
described above.

The optimality condition from the planner solution (2.58) can be
written

, dM,
YdBy,

, dM,
YdB,,"

= B"U/,Dy,Fp1,+Y  B'U/F,D

t=to

B"U; Dy, Fpy,+Y _ BU/FD

t=t1

The tax system that exactly internalizes future climate damages is
such that, for the sequence { B;}°, that solves the planner problem, and
any t such that B; > 0,

, dMy

BtUt,DtFB,t(l - Tt) = 5tUt/DtFB,t + Zﬁtl t,’Ft’ t,d_Bt.

t'=t

3If a proportional tax on fossil-fuel use was 100% in all time periods, then any
allocation of fossil-fuel use can be an equilibrium; if the tax rate is lower than that
in any period, then all fuels must be exhausted in the competitive equilibrium.
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Simplified, this becomes

o 5t/ t/, , th/
D.F =— Fy D, . 2.73
tI'BtTt ; Bt 'y dB, ( )
This equation shows that the tax should balance the current value of
using fossil fuel against the discounted sum of future damages.

The left-hand side of (2.73) is
DtFBJth = {(244)} = pBJTt = 7A-t.

This is the per unit tax in period ¢, in terms of period ¢ consumption
(while 7; is the tax rate in period ¢). The right-hand side of (2.73)
gives the discounted sum of the value of future marginal damages caused
by period t emissions. These are expressed in terms of the value (in
utility terms) of lost consumption from future damages. The damages
are then normalized back to period ¢ consumption through division by
the marginal utility of consumption in period ¢.

Consider now, again, a change in X which is one of the variables
in I'y. If this change decreases the value of using fossil fuel in period
T, this should increase the relative value of using fossil fuel in another
period t. This should lead to increased fossil-fuel use in that period
which leads to decreased value of using fossil fuel in that period (both
through decreased marginal productivity and decreased marginal utility
from consumption). Assumption (2.36) implies that more emissions in-
creases the relative marginal damages. Both of these effects suggest that
increased fossil-fuel use in a period, in the planner solution, implies that
the optimal tax in that period increases.

Under some specific assumptions it can be shown that this intuition
holds. Assume that utility is logarithmic (f = 1) and that the damage
function is exponential, as in (2.39). The optimal tax condition then
becomes
dMy
dB;

7= %Dtm B
t'=t
If M is assumed to be linear, the sum in the RHS is a constant that
depends only on m, § and 3. So the per unit tax depends on D, and Fj.
If fossil-fuel use is increased in period ¢, this will tend to increase the
tax. The damage D, can change in either way depending on all changes
in the sequence {By},_},. For t =0, D; will be unchanged.
Looking instead at the tax rate 7;, we have

1 B & pdMy
"= G 2= B,

t'=t



50 CHAPTER 2. TECHNOLOGY AND FOSSIL-FUEL USE

An increase in B, increases F; and decreases Fp,; both changes go in
the direction of increasing the tax rate.

The results of proposition 2.6 give the effect on fossil-fuel use of
changes in Xp. This leads to the following proposition.

Proposition 2.8. Assume that § =1, D(M) = e~*M | that M is linear
and that Y2 By < Qo binds in the planner solution. Consider changes
i Xr, where Br > 0. Then, for any t # T such that B, > 0, the
changes in the optimal tax rate T and per unit tax 7, are such that

N / Fxr FBXT))
Sgn (7)) =Sgn () =Sgn | | — — ——
an () = San () = e ( (T2 - 2

Proof. Since, 7o and 7, in periods t # T, the tax rate changes in the
same direction as fossil-fuel use, the proposition follows from proposition
2.6. ]

In section 2.5 I will show that this result generalizes to a model
with the same assumptions regarding the utility function and damage
function with capital as long as capital enters the production function
as in a Cobb-Douglas production function and it depreciates fully.

2.4.5 Welfare effects of changing {I';}?°,

Changes in the exogenous variables {I';}7°, will also have implications
for welfare, both in the socially optimal planner solution and in the de-
centralized equilibrium. This will also have implications for the welfare
gains from imposing the proper tax on fossil-fuel use in the decentral-
ized equilibrium. An increase in any variable in I' in any time period
will always have a direct positive effect by increasing production in that
period. In the decentralized equilibrium there will also be indirect effects
going through the changes in the fossil-fuel use pattern. Since the exter-
nalities are internalized in the planner solution, the envelope condition
implies that there are no such indirect effects in the planner solution. In
this section I will compare the planner solution to the unregulated de-
centralized equilibrium and see how changes in {I';}{°,, affect the welfare
gains from going to the optimal planner solution from the unregulated
decentralized equilibrium. Using a simplified example, I will show that
the change in the welfare gains from taxation can have either sign.

Let {BF}°, and { B}, be the fossil-fuel allocation in the planner
solution and the decentralized equilibrium respectively. Let also {CF}2,
and {CP}2, be the corresponding consumption sequences. Welfare is
then given by V¥ and VP respectively where

[e.e] o0
VP =3 "BUC]) and VP =) p'U(CP).
t=0

t=0
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Letting primes denote derivatives with respect to Xp, the welfare
effects of a change in X7 are then

A VA— > F D! F
JE:XﬁW@:XﬁW@L%ﬂ DM }ﬁ%%%XT

t=0 Fr
= Z B'U! |DyFp Bl + F,D\M!] + 8TULDyFx 1. (2.74)
t=0

The sum represents the indirect effects coming from redistribution
of fossil-fuel use over time. The second part is the direct effect of the
change in Xp.

In the planner solution, the indirect effects in (2.74) can be rewritten
as

Z B'U/ [D,Fp,B; + F,D,M]]

t=0
= Z B'U;

- Z@ U/DiFy,B, +sz Fo, g

t
DFp,B, + F,D}y  ——*

t'=0

*dBy
=0 t=t
: dM,
:ZﬂUDtFBtB +Z Z B Ft,D;, tBt
t=0 t=0 ¢/=t+1
= trrs t' 17/ /th’ /
=> " |BUD,Fp,+ Z BYULFy D, =21 B = {(2.55) and (2.56)}
t=0 t=t+1 dB;

N

A=) B =) ABj=> mwuB/=X\) B/ =0.
t=0 t=0 t=0

Thus, as expected from the envelope theorem, the indirect effect is zero
in the planner solution. This leaves only the direct effect

if
o

dv’r

o = 87U, Dy Fy 1. (2.75)

In the decentralized equilibrium, using (2.5) and (2.48) with 7, = 0
for all ¢, the indirect effect in (2.74) can be rewritten as

Z BtU! [D,Fp B, + F,D\M, Z B'H,B, + Z BUIF, D, M.

t=0
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For any ¢ such that B; # 0, 3'H, will be the same. Assuming that
B; > 0, 8'Hy; = 8'Hy for all ¢ such that B, # 0. This delivers

> B'H,B=p"H; Y B =0.
t=0 t=0

The implication of this finding is that the effect of the redistribution of
fossil-fuel use in the decentralized equilibrium, in response to the change
in X7, is zero when considering the effects on the marginal product of
fossil fuel. This is because the effect on the marginal value of fossil-fuel
use in production is taken into account in the decentralized equilibrium.
However, the effect on the externality is not taken into account and that
effect will typically not be zero.

This gives the welfare effect of a change in X7 in the decentralized
equilibrium as

AV
= 2 BUDEM + 5T UpDrFxr (2.76)
T t=0

Since, by assumption, F'x r > 0, the derivative of welfare with respect
to X7 will be positive in the planner solution. The same thing is not
generally true in the decentralized equilibrium since there the climate
effects are not taken into account and therefore the climate effects, and
the total welfare change, could go either way.

Comparing the welfare effects of changes in the two solutions, the
direct effect is present in both of them. If the solutions are not too
different (e.g., if the externality is not too severe), the direct welfare
effect will be similar in both solutions. If utility is logarithmic, what
matters is how different Flff—TT is.

If the direct effect is similar in the decentralized equilibrium and the
planner solution, the sign of the change in the difference between the
welfare in the solutions, that is, the sign of the change in the welfare
gains from taxation, will depend only on the sign of the indirect wel-
fare effect going through the change in the externalities. Typically, a
different measure of welfare comparisons, e.g., equivalent variation in
consumption, is used instead of looking at the change in total welfare.
However, under the functional-form assumptions made here the results
from both procedures would be qualitatively the same.*

I will now show, by looking at a simple example, that the indirect
effect can go either way. The simplifying assumptions I will make are
0 =1, 0y =1, 0p = oo and D(M) = e *M [ will also assume that
either m =1 or 6 = 0.

4This is true since >, B In ((1 4+ A¢)Cy) = % + >, 84 In(Cy).
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When the energy sources are perfect substitutes (ocp — 00), fossil-
fuel use will typically only be non-zero in a finite number of periods. I
will assume that the solution is such that B, > 0 if and only if ¢ < ¢.

I will then look at the indirect effect of a change in X7, which is
a variable in I'r for some T < ¢, on the welfare in the decentralized
equilibrium. Under the assumptions made, the externality part of the
welfare change in the decentralized equilibrium (2.76) becomes

> BU/DF M| = Z Bt tM/ =—r ) B'M].
t=0 t=0

Furthermore, under these assumptions, the production function can
be written

F = AyL'" " (AgB + AgS)""
implying that

ApF ApFp
Fp=vyp————— and Fgp = - -
B= g g agg M e = = ) es
and that
FB AB FB FBB AB 1 FB
— =v9yp————— and {g = — — = = — .
F AgB + AgS F Fg ApB + AgS ve F

For any t; <t and t; < ¢, the equilibrium condition (2.48) becomes

Btl U/<Ct1)D<Mt1)FB,t1 :ﬁtQU/<Ct2> (Mtz)FBh
Fpy FBt
t1 ~ D,t1 — to ~ D,l2
5 F, =p 7,

Since, by assumption, By > 0 this implies that, for any ¢t < ¢

Ep0= B = ?‘” _ g
B.t

The conditions for the changes in the decentralized equilibrium (2.51)
and (2.52) gives, for any ¢t <t

_é- B/ _ _fB,tB£ lf t 7£ T
B,0Z0 = _gB,TBéﬂ + gX,T ift="T

or

B BB ift AT
BTBy+ &Litt =T
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Since the constraint on the total amount of available fossil fuel always
binds in the decentralized equilibrium, it must be that

o / t ! gXT / t fXT o 11— ﬁf-i-l gX,T
= ZB 2%30 ’Bzﬁ PP e p

t=0
This delivers
B/ — 1 - 5 fXT
C -
and -
—B L ift+4Tandt <17
R
0 ift >t

From (2.31), the change in the climate state is

t—1

d ,
M/ = Z dngg, => (m +(1—m)(1— 5)t—1—t) B,

t'=0

With either of the assumptions m =1 or 6 =0, m + (1 —m)(1 —
§)!17¥ =1 and the change in the climate state becomes

t—1
/7 /
M} =>"B.
t'=0

Substituting in the expressions for B from (2.77) gives

1-pt &x, .
_1—6’5@“6);_; ift<T
_pt ’ . -
Mi=q —f 8L+ B4 T <t <1
0 ift >+t

The sum that is relevant for the indirect effect on welfare in the decen-
tralized equilibrium is then

oo t
tags taf — B §XT thT

t=T+1 Xy
1_/8{+1 _62(t+1) _
_ 1B Exr n 1— g — (1= 8T Exr
1 — pttt §BT 1-8 EBT
1-pH (4 (-t P
__ 15 - (155)(1+6 fXT i BTH - 5t+1 SX,T
1 — gttt EBT 1-8 ¢&r

BT+ 8) = (148" Exr
1-7 14+ Epr
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The first ratio in the last expression is positive. Assuming that 87 (1 +
f) > 1, the second ratio can be either positive or negative depending on
t. It is negative if £ = T + 1 and positive if ¢ is large enough.

The conclusion from this analysis is that even in this much simpli-
fied functional-form example there is no simple relationship between the
change in X1 and the welfare gains from taxation.

2.5 Model with capital and oy =0 =1

Above, in propositions 2.4 and 2.6, it was shown that assuming loga-
rithmic utility simplifies the analysis. In this section I will show that if
oy = 1 and capital depreciates fully between periods, then most results
that hold for logarithmic utility also hold in a model with capital.’

To begin with, when oy = 1 energy and other inputs are combined
into final goods production according to a Cobb-Douglas production
function. It does then not make sense to distinguish between TFP,
Ay, the productivity of the non-energy inputs (A, or Agy) and the
productivity of the composite energy good, Ag: all these terms can be
multiplied together to give a new, all-inclusive productivity factor. From
tables 2.1 and 2.2 with oy = 1, the sign of the effects of changes in these
factors depend only on the sign of € — 1. If # = 1 the effects of all these
technology factors on fossil-fuel use are zero. This is as before, because if
6 = 1, then the effects on marginal utility of consumption and marginal
productivity of fossil fuel exactly balance each other.

The signs of the effects of Ag, S and B depend on the sign of o — 1.
If op > 1, the effects, without externalities, are such that an increase
in AgS or a decrease in Ap decreases fossil-fuel use in the period where
the change occurs and increases fossil-fuel use in all other periods (and
the other way around).

So assume now that § = oy = 1 and that capital depreciates fully
between periods. Production can then be written

Y = D(M)Ay (L' “K*)"™" vg*,

where .
Ve = [15(AsB) 7 +7s(459) 7| 7
Define
Q= QYKL
and let

F(K,B;L,S, Ay, Ap, Ag) = Ay LU~ KL K&y e,

5The results that may not apply are those related to the welfare effects in section
2.4.5 and those with endogenous supply of the alternative-energy input in section
2.6.
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I will now show that the equilibrium condition for fossil-fuel use in
the decentralized equilibrium and the optimality condition for fossil-fuel
use in the planner solution will be the same under these assumptions as
in the log utility case of the model without capital (in sections 2.4.2 and
2.4.3, respectively).

2.5.1 Decentralized equilibrium with a fossil-fuel tax

The main difference here compared to section 2.4.2 is that the house-

holds now hold capital. This means that the households receive capital

income. In addition, the rental rate of capital must also be specified; it

will be denoted 7;. Since the model is deterministic and there is full de-

preciation, the rental rate of capital will also be the interest rate used for

the discounting of future profits received by fossil-fuel resource owners.
This gives the households’ budget constraint

Ct + Kt+1 = U}tL + T'th + Bt + TSt + gt- (278)

Apart from these changes, the definition of the decentralized equilib-
rium is the same as without capital.

A decentralized equilibrium with taxation consists of sequences of
quantities { By, Cy, Ki1}52,, fossil-fuel taxes {7}$2,, lump-sum tax re-
bates {g:}:2, and prices {pp.t, Ds.t, Te1, Wi 52, such that

e Households choose their consumption and investments to maxi-
mize their discounted utility >, f'u(C;) subject to the budget
constraint (2.78) for all ¢.

e Prices are competitively determined.

e Fossil-fuel extracting firms maximize the discounted profit from
extraction.

e The government budget is balanced in each period.

As before, I assume that the alternative-energy input and labor are
both inelastically supplied so that their quantities are not endogenously
determined. Their prices will, however, be endogenously determined and
affect the profits of the suppliers of the alternative-energy input (which in
the end goes to the households) and the labor income of the households.

I will now derive the implications of each of these conditions in turn
and then characterize the resulting equilibrium allocation.
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Households The utility maximization problem of the representative
household is®

max iﬁtU(C}) s.t. (2.78).

{Ct,Kt+1}2, =0

By substituting for consumption from the budget constraint, the de-
cision problem is reduced to choosing next period’s capital at all times.
Taking the first-order condition with respect to K;,1, one obtains

ﬁtU/<Ct) _ 5t+1U/(Ct+l)rt+l - lct+1
B G

= Tip1. (2.79)

Competitive prices When final goods producers act as price takers,
the equilibrium prices are

PBt :D(Mt)FB,t7 Pst = D(Mt)FS,t (2 80)

wy=D(My)Fry, re = D(My)Fgy = d% '
Firms supplying fossil fuel As in the case without capital, max-
imization of discounted profits from fossil-fuel extraction requires that
the discounted after-tax price of fossil fuel is the same in all periods with
positive fossil-fuel use. The profits are discounted using the rental rate
of capital. Since there are no extraction costs for fossil fuel, the profits
from fossil-fuel extraction is the after tax price of fossil fuel times the
extracted quantity. So the situation is exactly the same as in the case
without capital and, consequently, the profit maximization condition is
the same as without capital (2.46). That is,

[1:[ ! ] (1 —Tt)pB,t

T4
=0 t'+1

is the same in all periods with positive aggregate fossil-fuel use, B; > 0.

Balanced government budget The government balances its budget
in each time period implying that, for each t,

gt = Tth,t = {(280)} = TtD(Mt)FBﬂg.

5Here only the capital investment decision is included. In principle trade in the
shares in energy companies could be included but in equilibrium there will be no
trade in these shares. Including these shares would simply allow us to compute their
equilibrium prices.
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Equilibrium allocation Since there are no extraction costs for the
energy inputs, the prices pp, and pg, directly gives the profits of the
energy supplying firms
TBt= (1 - Tt)pB,tBt = (1 - Tt)D<Mt)FB,tBt
TSt :pS,tSt = D(Mt)FS,tSt-
Summing up the income sources for the households
wily + 1 Ky + mpy + sy + To = D(My) Fr Ly + D(My) F 1 K
+D(M;)Fp By + D(M;)Fs4S;
=D(M)F; =Y,
where the last step follows since F' has constant returns to scale in L,
K, B and S.

Substituting the capital rental rate from (2.80) in the households’
first-order condition (2.79) delivers

Crar _
Ct Kt+1 .

This condition is fulfilled by the consumption/investment rule

Ct = (1 - 6[5)}/; and Kt+1 = &BY;

The discount factor for profits in period ¢ > 1 is

_ H 1Kt’+1 _ H 1 apYy H BYy _ ﬁtﬁ
a Yt'+1 a Yy Yt’ﬂ Y,

t—1

I1-

t/

Tt'+1 t

Substituting thls into the equ1hbr1um condltlon gives that
Y Y0
t10
1— =
B Y, — ( Tt)PBt = B Y,
should be the same for all periods with positive fossil-fuel use.

Comparing two time periods ¢; and ¢, such that By, > 0 and By, > 0,
we deduce that

(1 — 1) D(M,)Fp,

Fp 1,
Btl(l - Ttl) ;,t - 6t2(1 - TtQ)
t1

(2.81)

The ratio Fz’t is independent of the capital stock. This completes the
characterization of the competitive equilibrium.

Comparing the condition for fossil-fuel use here to the corresponding
expressions in the model without capital, given by equations (2.5) and
(2.48), it can be seen that the expressions are the same. With Cobb-
Douglas production, capital cancels from expression (2.81).

This implies that fossil-fuel use will be the same here as in the model
in section 2.4.2 without capital and with logarithmic utility.
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2.5.2 Planner solution
The planner solves the problem

(e 9]

max Z BtU(D(Mt)Ft - Kt—‘,—l) s.t. i Bt S Q

Bk} {25 t=0
The first-order condition with respect to K, is

5tU’(Ct) = ﬁt+1U/(Ct+1)FK,t+l-
With the functions used here this equation delivers

i:ﬁ 1 &Ytﬂ - K :&BY%H-
Cy Ciy1 K Cy Cit1

This is fulfilled by having
Ct = (1 — ONJﬂ)Ft and KtJrl = ONZBFt Vt,

which is the same as in the decentralized equilibrium.
The first-order condition with respect to B, for any ¢ such that
B; > 0, gives

A= B'U(C)D(M)Fp,+ Y B'U(Cy)FyD'(My)——-

t'=t+1

where A is the multiplier on the constraint on the total supply of fossil
fuel. With the functional forms assumed here, we obtain that for any ¢
such that B; > 0

FB t t/ Dt’ thl
=\ 2.82
;16 Dy dB; ( )

Comparing conditions (2.82) and (2.56) with § = 1, we note the same
relative comparison between time periods. As in the decentralized equi-
librium, capital cancels out from this expression.

In conclusion, fossil-fuel use will be the same here as in the model in
section 2.4.3 without capital and with logarithmic utility.

2.5.3 Optimal taxation

Comparing the competitive equilibrium with taxation and the planner
solution, the investment choices are the same in both cases in the sense
that the same share of final good production is invested in both cases.
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This means that a tax system that induces the optimal path of fossil-fuel
use in the decentralized equilibrium will induce the social optimum.
Comparing the equilibrium condition in the decentralized equilib-
rium with taxation (2.81) to the optimality condition from the planner
solution (2.82), the optimum can be implemented by a tax system that

fulfills

FB it o t— t th/
- Ejﬁ mm&
t'=t+1

Comparing this to (2.73) with 6 = 1, it can be seen that they are equiv-
alent. Therefore, the optimal taxes will be the same here as in section
2.4.4 without capital and with logarithmic utility.

2.6 Elastic supply of the alternative-energy input

So far, the alternative-energy input, S, has been supplied inelastically
and using alternative energy has not been associated with any costs.
In this section I will consider the case where the provision of S uses
resources that could be used elsewhere. To study this I will use a model
without capital and without externalities. In my setting, two different
types of costs are conceivable. One is that extraction of the alternative-
energy input requires labor. Another one would be that the use of the
alternative-energy input requires some consumption of final goods. I will
here focus on the case where the alternative-energy input uses labor.

[ assume that one unit of the alternative-energy input uses ag units of
labor. Let the total amount of available labor be exogenously given and
denoted by L. Labor can then either be used to produce the alternative-
energy input or to produce final goods. Let the amount of labor used in
alternative-energy production and final-good production be L° and LY,
respectively. These must fulfill L% + LY = L. The alternative-energy
input is now given by the linear production schedule S = agL®. 1 will
assume that labor can move freely between the sectors so that the labor
allocation decision can be treated as a static decision made within each
period.

Production in period ¢ depends on the amount of fossil fuel used, By,
the amount of labor used in final good production, LY, the amount of
the alternative-energy input, S;, and on the set of exogenously given vari-
ables I'; which now consists of the productivities (Ay, Ap+, Ags, Apt, Asy),
the productivity of labor in producing the alternative-energy input, ag,,
and the total amount of labor L. So, production, which is equal to
consumption, can be written as

Cy=Y,=F(B, L), S;T,). (2.83)
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The production function is the same as in section 2.2 and defined in
equations (2.11) and (2.12).

Since I am ruling out any externalities, the planner solution and
the decentralized equilibrium will coincide and I will only solve for the
planner solution.

2.6.1 Planner solution

In each period, the planner chooses how much fossil fuel to use, how much
of the alternative-energy input to use and how to allocate labor between
alternative-energy provision and final-goods production. The constraints
are the total supply of fossil fuel, the constraint on total available labor
in each period, the production function for the alternative-energy input
and non-negativity constraints on all the chosen variables. This gives
the following planner problem:

max ZU (F(Bt,Lf7St;Ft))

{Bt,St, LY \L{ 12, =0

s.t. Z Bt S QQ
t=0
vt: LY + L7 < Ly, S; = ag, Ly}
vt , LY >0, L7 >0, B; > 0.
The Lagrangian of this problem is

Qo— > _ B

t=0

L= BU(F(B,,L,5:T)) + A
t=0

+ Z KLt [Et — Lf — Lﬂ + Z st [GS,th — St]
t=0

=0
- Z [TIY,th/ + 5Ly + nB,tBt}
=0

Taking first-order conditions, we obtain

B;: U (Cy)Fpy = X\ —npy
Sy BU(Cy)Fsy = sy

LY BU'(Cy)Frs = prs — Nr
Lf CULt = UStas: T NSt

I will now assume that op < oo, that is, that the energy sources are
not perfect substitutes. This will imply that the production function
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fulfills Inada conditions for B, S and LY so that non-negativity con-
straints will never bind. That is ny; = ns; = np+ = 0. Furthermore, the
marginal product of all inputs will always be strictly positive implying
that the inequality constraints will hold with equality. The first-order
conditions with respect to S;, LY and LY can now be combined to give

FL,t = aS,tFS,h (2-84)

which means that the marginal product of labor must be the same in
both possible uses in all periods.

Since B; > 0 for all ¢, the first order condition with respect to B;
implies that, for any t; and to,

Btl U,<Ft1>FB,t1 - ﬁtQU/(FtQ)FB,fQ)

which, as before, says that the marginal value of fossil-fuel use should
be the same in all periods. For a given ¢, U'(C;)Fp, will depend on the
same variables as appear in the production function, that is, B;, LY,
Sy = agyth and I';. Along the same lines as before it is now possible to
define

H(By, L) ,as,L7;T,) = U'(F,)Fg,.

However, since (2.84) determines the intratemporal allocation of labor
between the sectors, and implicitly defines LY and L7 as functions of
B; and T'y, H can be written as a function of only B; and I';. So I will
define

ﬁ[<Bt§ Ft) = H(Bt, Lf; aS,tLZSQ Ft)
where LY + L? = L, and (2.84) is fulfilled. (2.85)

Using this definition, the equilibrium condition, for any ¢; and ¢, is

5tlﬁ[t1 - BQHQ (286)
2.6.2 Changes in {I'}}°,

The equilibrium condition is now very similar to (2.6) and the effects of
varying the exogenous variables in I'r can be analyzed in much the same
way. The main difference is that when differentiating H with respect to
either of its arguments, the effect on the labor allocation must also be
taken into account. I will now calculate the effect on H, of changing B;.

Firstly, to find the effect on the labor allocation decision, I will dif-
ferentiate condition (2.84) with respect to B; and treat LY and L) as
functions of B; (and I'). Since all variables are in the same time period,
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I will suppress the time indices. Differentiating both sides of (2.84) with
respect to B gives

as [Fsg + FssasLy, — Fs L] = Frp + FrsasLy — FrpL3,
where I have used that LY, = —L%. Solving for L3 gives

asFsp — Frp

LY = (2.87)

2a5F s — Frp — a%Fss’
When differentiating H with respect to By, all time indices are the same
and I will suppress them. The derivative with respect to B is then

oH
5= U"(F)Fp [Fg + FsasL} — FL.L3)
+U'(F) [Fpp + FpsasLy, — FprL3)

: Ly
=U (O) [FBB — QFB + (FBSCLS - FBL)L%] .
The optimality condition (2.84) was used to cancel terms from the first
parenthesis and the form of the utility function (2.10) was used to sub-
stitute for U"(C).

Substituting L3 from (2.87) gives that

ol
0B

F2 Fpsas — Fpr)?
Fop— 078 | (Fpsas BL)2
F 2asFps — Frp — agFss

—U'(C) (2.88)

It can be shown that this derivative is negative (see equation (2.102)
in appendix 2.A.4). This leads to the following proposition.

Proposition 2.9. If oy > 0 and o < oo, then B, > 0 for all t, the
labor allocation is interior for all t and the effects on fossil-fuel use of a
change i Xp is

dBr OHy
Sgn (dXT> Sgn <E> cmd
dB, OHr
Sgn (dXT>—Sgn< e ) forallt #T

Proof. When oy > 0 and o < oo, the production function fulfills Inada
conditions for all its inputs and there will be an interior solution in all

periods. Starting from the equilibrium condition (2.86) and the obser-

vation that ggt < 0 for all ¢, the rest of the proposition follows from the

same logic as the proof of proposition 2.1. O
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In conclusion, the effect of a change in the technology factor Xr
depends on the partial effect of the change on Hp. Since all variables
considered in what follows, will concern period T, I will suppress the
time indices from the notation.

To begin with, the effect of the change in X on the labor allocation
must be found. Since ag appears explicitly in expression (2.84), differ-
entiating with respect to a, is qualitatively different than differentiating
with respect to any of the other technology factors. I will start by look-
ing at changes in X € {Ay, Ay, Ag, Ap, As}. Taking the dependency of
L% and LY on X into account and differentiating both sides of the labor
allocation condition (2.84) with respect to X gives

as [Fsx + FssasL — Fs L] = Fux + FrsasLY — Fpr L%,

where T have used that LY = —L5.. Solving for L5 gives
Fsx — F
§c aslsx LX (2.89)

" 2asFLs — Frp — aiFss

Differentiating H with respect to X then yields

OH
ax ~U"(F)Fs [Fx + FsasL% — FL,LY]
+U’(F) [FBX + FBsasL}g( — FBLL}S;}
FgF
=U'(C) | Fpx — 0—2-2 + (Fgsas — Fpr) LS| . (2.90)

Here, the optimality condition (2.84) was used to cancel terms from the
first parenthesis and the form of the utility function (2.10) was used to
substitute for U"(C).

Looking at the expression within the parenthesis, it consists of two
parts. The first part, consisting of two terms, is the same as the expres-
sion determining the sign in the case with inelastic supply of the clean
energy input (2.17). The second part relates to the effect of the change
in the allocation of labor. An increase in L° increases the amount of the
alternative-energy input and decreases the amount of labor used in final
goods production. The derivatives are (see appendix 2.A.4)7

1 1 G Gs 1
Fps=Fp|— - — =
OR UyGE+GL GB+G55
1 G, 1
Fpr=Fp——F——"-+——.
BL BUyGL+GELY

"In all the following calculations, the Gs are defined as in (2.16).
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The first derivative is ambiguous since it depends on the size of GEGJfGL

The positive part of this comes from the fact that an increase in the
amount of alternative energy increases the productivity of fossil fuel
in producing the composite energy good, while the negative part comes
from the fact that there is more energy in relation to the complementary
input labor, which decreases the marginal product of energy. The second
derivative is positive indicating that an increase in the amount of labor
used in final goods production increases the marginal product of fossil
fuel. The combination of the derivatives is (see appendix 2.A.4)

1 1
asFps — Fpr, = Fp (— - —)

OF Oy

_Gs as
Gg+Gg S~

This expression is negative under assumption (2.13). That is, the total
effect of moving labor from final good production to production of the
alternative-energy input is to decrease the marginal product of fossil fuel.

From the calculations in the appendix (see 2.A.4) it follows that
L5, =0, L5, >0, LY, < 0and L}, < 0 while the sign of L} is
ambiguous. As long as Fgyxy — 9% and L5 has opposite signs, the
sign of g—fg is unambiguously determined. Combining table 2.1 with the
signs of L3, it follows that, under assumptions (2.13)-(2.15)

oH
— <0.
0Ay —

For Ap, the sign of Fpu, — QFB?B is ambiguous and for Ag, the sign

of L5 is ambiguous. So for all these factors the partial derivative of H
must be calculated.

Substituting L3 from (2.89) into (2.90) gives

OH FpFx . (asFps — Fpr) (asFsx — Frx)

— =U'(C) |Fpx — 0
0X ( ) Bx F QCLSFLs—FLL—CL%FSS

(2.91)
The calculation of these derivatives can be found in the appendix (see
2.A.4). The derivatives that are unambiguously determined by assump-
tions (2.13)-(2.15) are
oH oH oH
— <0, =—/—<0and —— <0 2.92
94y = Ay MM 94y (2.92)

Considering a change in Ay, the derivative of H with respect to Ay is
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(see appendix 2.A.4 for more detail)

~ 1 l—0c G
oH ’ FB oy (1 + O'EY o 9) GB—I—SGS ag
— =U _— -
8AL AL ( 1 Gg 1 Gp ) as + 11 S
oy

oy Gg+Gs " og Gg+Gs ] S LY

1 _p) L_Go Gp
FB oy o Gg+Gr, Gp+Gg as

A (1 _Gs 1 _Gp Yas 4 11 S
oy Gp+Gg op Gp+Gg S oy LY

+u'(C)

The sign of this expression is, in general, ambiguous, reflecting the two
opposing effects. If § < 1 + % > 1 it is unambiguously positive. If

0>1+ %, the first term is negative while the second term is positive.

Considering a change in Ap, the derivative of H with respect to Ag
becomes (see appendix 2.A.4 for more detail)

1 GIZ[_EUE—l Gy
u’(C)@AB_AB (oF 2 GB+GS

FB 1— oy GL + (‘9 1) GE GB
AB Oy GE+GL GE+GL GB+GS
1 1) _Gp _Gs
Fg (O'E UY) Gp+Gs Gp+Gs as
+-= —.
AB<L s 1 _Gp )a_s_i_LLS
oy Gp+Gg op Gp+Gg S oy LY

The first two terms are the same as in the case with inelastic supply of
S. The third term is positive. If Gp << Gg or Ggp >> (G the third
term is small and the results that the derivative is positive if Gg >> Gp
and negative if Gp << G holds also with elastic supply of S.

I will now turn to the effects of a change in ag. Differentiating con-
dition (2.84) with respect to ag gives

Frs (asLy + L%) — Fy Ly =Fs + as (asFssLi, — Fs L + L°Fsg)
where T have used that L} = —Lj_. Solving for L gives

S — Fs+asLFgs — L°Fpg

as

(2.93)

2a5Fs — a%Fss — Fr

A change in ag affects the marginal value of fossil-fuel use both by af-
fecting the amount of alternative energy available, for a given amount
of labor used in the production of the alternative-energy input, and by
affecting the allocation of labor. Differentiating H with respect to ag
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gives

oH

s s s
as =U"(F) [L Fs— L, F1 + aSFSLaS} Fp

+U'(F) [LSFBS - LfSFBL + aSFBSLfs}

FgF
—U'(F) KFBS — =L S) L% + (agFps — Fpr) LS| |

where the labor allocation condition (2.84) and the shape of the utility
function (2.10) were used. Substituting for L7  gives

8f~f_ , FpFs\ ¢
87LS_U(F)(RBS 0-2 )L

Fs+ asL®Fss — L9F1s) (asFps — Fir)
2a45F s — a%Fss — Fpp,

+U'(F) ( . (2.94)

As shown in appendix 2.A.4, this expression is negative under assump-
tions (2.13)-(2.15).
This can all be summarized in the following proposition:

Proposition 2.10. Under the assumptions of proposition 2.9 and as-
sumptions (2.13)-(2.15) and fort # T,

dBy dB,
BT 0 and >0
ax; = M ax, T

for X € {Ay, Ag, As,as} while the effect of varying A or Ag is am-
biguous.

Thus, compared to the case with inelastic supply of the alternative-
energy input, the effects are the same except for the fact that the effect
of the labor augmenting technology Ay is now ambiguous. Furthermore,
the effects of varying a, on fossil-fuel use have the same sign as the effects
of varying Ag.

2.7 Discussion

In this chapter T have investigated how the trends of technological devel-
opment affects the intertemporal pattern of fossil-fuel use. I have also
considered the robustness of the results to a number of variations of the
assumptions. Apart from the results regarding the technology that is
complementary to energy, in the case where the complementary input
could also be used to produce alternative energy, the qualitative results
have remained the same throughout the analysis. In this section, I will
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discuss four different aspects of the assumptions I have made. T will first
briefly discuss three assumptions that I have made and that I do not
think affect the results much. I will then discuss the assumption about
zero extraction costs of fossil fuel in somewhat more detail. In particu-
lar, I will show, using a simple example, that this assumption does seem
to be important.

Throughout, I have treated technological developments as exogenous.
In reality, they are driven by forward-looking decisions. Endogenizing
technology could potentially provide interesting insights regarding the
interaction between the fossil-fuel supply and forward-looking research
activity. In such a model, subsidies to research on the different types of
technology could be studied instead of exogenous changes in the tech-
nology factors. However, while the interaction between the different
decisions made could amplify or damped the mechanisms studied here,
it does not seem likely that the signs of the effects should change.

Except for the anlyses in sections 2.3 and 2.5, the treatment here
abstracts from capital accumulation. While the omission simplifies the
analysis, I do not think that it affects the qualitative results much. The
two sections where I do include capital (but restrict the models in other
ways) confirm the results from the other sections. In section 2.5 I also
provide results for an infinite time horizon model with 6 = oy = 1. More
realistic assumptions would probably involve a 6 that is a little bit larger
than one, while oy would be lot smaller. From both tables 2.1 and 2.2
it can be seen that changes away from the assumptions of section 2.5
toward more realistic values should strengthen the effects I derive. Van
der Ploeg and Withagen (2011) also find a Weak Green Paradox in a
growth model with capital.

In section 2.4 I consider different specifications of the description
of the carbon cycle. There I derive results under somewhat restrictive
assumptions. While it may be difficult to generalize the analysis analyti-
cally, assumptions, the proofs rely on a sequence of sufficient conditions.
This suggests that the results may well apply under much more general
assumptions. In particular, for most of the results, I assumed that either
0 = 0 or that m = 1. The implications of these assumptions that are
most important for the results are that they imply that the climate state
is increasing over time and that changes in emissions accumulate over
time. In reality, the climate state will keep increasing for a long time.
So that part seems unproblematic. It also seems reasonable that, if com-
paring two different emission paths where one has higher emissions for
a couple of decades, the difference during this time between the induced
climate paths should also increase over time.

A potentially more critical assumption throughout my analysis is
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that fossil fuel is costlessly extracted from a given total supply. Ex-
traction decisions are then based completely on the relative profitability
(or marginal value in planner solutions) between extraction at different
points in time. This means that the scarcity value of the resource is
very important. This may not be too bad an assumption for oil, but the
supply decisions for coal are more likely to be determined by extraction
costs than by resource scarcity. My assumption was made to emphasize
the mechanisms studied here. That is, the way I model fossil-fuel supply
highlights the way that scarcity rents influence the results. It is, how-
ever, not an unproblematic assumption. See Hart and Spiro (2011) for
a critical discussion of the role of the scarcity rent in the price of oil and
coal. Having extraction costs for fossil fuel that increase as the remain-
ing resources decrease has been studied in the Green Paradox literature
(see, e.g., van der Werf and Di Maria (2011)). The typical result there is
that a decrease in the future value of fossil-fuel use results in more fossil-
fuel use in the short run but less total fossil-fuel use. In the terminology
of Gerlagh (2011), this means that there is still a Weak Green Paradox
but that the existence of a Strong Green Paradox is less obvious.

Smulders et al. (2010) find that a green paradox can arise also without
scarcity. They, however, consider the effects of announcing a future
tax on fossil-fuel use rather than an improvement in the future state of
alternative-energy technology. The results there are driven by the fact
that the reduction in future production, caused by taxation, increases
the value of investments, which in turn induces more fossil-fuel use in
the short run to make investments. When considering an improvement
in the future state of technology, this investment effect should go in the
other direction. I will now demonstrate this using a simple example.

The assumption of zero extraction costs is on one of the extreme ends
of the spectrum of possible assumptions in the sense that only scarcity,
and not extraction costs, matters. I will now go to the other extreme and
assume that scarcity plays no role at all and that extraction of fossil fuel
is associated with extraction costs that are independent of the remaining
stock. I will keep the model as simple as possible. In order to capture
the involved dynamics, I need to have capital in the model and I need
(at least) three time periods. I will not include labor. I will assume that
capital can be used for three different activities: directly in final goods
production, in extraction of fossil fuel and in generation of alternative
energy. I will assume that both fossil-fuel extraction and alternative-
energy generation are linear in the amount of capital used. The only
technology factor that I will consider is the technology for alternative-
energy generation. I will assume that capital can be reallocated freely
within a period so that the allocation decision is static. Let the total
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amount of capital, in a period, be K and the amount used in the different
sectors be Ky, Kp and Kg, respectively.
Production in a period is given by
Yy

[ oy—1 oy—1]oy—1
Y = Fy(Ky,E) = KYUY + F oy :| ,

where
F

[ _op—1 E-1] 51
E=Fy(B,S)=|B % +50E}

and
B=Kpg, S=AsKjs.

The division of K into Ky, Kg and Kg can be shown to be

|:1—|—AUE_1:| Uf;_(rly

Ky = = K
1+ A 4 [14 A on
1
KB = SE—%Y
14+ AP 4 [1+ AP e
AO’E—I
Ks= ——K.

1+AgE—1 [ AUE 1] Top—1_
The important observation here is that

0B 0Ky _, . OB 0Ky
0K ~ 0K 0As ~ OAs

<0. (2.95)

That is, the more capital there is, the more capital is used for fossil-fuel

extraction and therefore the higher is fossil-fuel use. Also, the better is

the technology for alternative-energy generation, the less capital is used

for fossil-fuel extraction and, therefore, the lower will fossil-fuel use be.
Final good production can then be shown to be

y—1

V=i (eap )| K = Fag,

where
oy -1

F(Ag) = {1+ (1+ A% Yest ] " and F'(Ag) > 0.

I will only be interested in varying Ags. I will therefore set F(AS 1) =
F(Asy) =
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Assuming full depreciation of capital, the intertemporal optimization
problem is now

max U (FKl _ KQ) + U (ﬁKQ _ K3> + 32U (F(AS,B)K3> .

K3,K3
The first order conditions are

K,:U'(Cy) = @U'(cz) )
K3:U'(Cy) = BE(Ag3)U'(C3) = BE(As3) P K3 ",

Consider an increase in Ags: it will increase the marginal product
of capital and decrease the marginal utility of consumption. Assuming
that 6 > 1, the net effect is a decrease in the marginal value of capital
in period 3. In order to maintain the first-order conditions at equality,
consumption has to increase in periods 1 and 2. Increasing consump-
tion in period 1 means decreasing investment, implying that /Ky must
decrease. If second-period consumption increases, while second-period
capital decreases, then second-period investment also must decrease.

Thus, the conclusion is that if Ags increases, we will observe de-
creases in Ky and K3. Using the derivatives (2.95), this implies that
first-period fossil-fuel use is unchanged while second and third-period
fossil-fuel use decreases. That is, the results of the green paradox do
not hold here. An increase in the future state of alternative-energy tech-
nology leads to a decrease in fossil-fuel use in both the short and the
long run. Since the results here rely partly on the value of investments,
there should be a similar effect for an improvement in any technology
factor. There will also be an effect of intratemporal reallocation of capi-
tal within the period. If the technology for fossil-fuel extraction changes,
there would also be a direct effect.

2.8 Concluding remarks

In this chapter I have analyzed how technological trends affect the in-
tertemporal pattern of fossil-fuel use. Throughout the chapter T have
assumed that fossil fuel was costlessly extracted from a given total sup-
ply. Under that assumption, the conclusions seem to be robust.

Regarding the Green Paradox, the results derived here confirms the
existence of a Weak Green Paradox, at least as long as the fossil-fuel
supply is driven by scarcity. A future improvement in either technology
for alternative-energy generation or energy-saving technology leads to
increased fossil-fuel use in the short run.

My study also emphasizes that the developments of other technol-
ogy factors, as the result of increased spending on a particular type of
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technology, also matter for the ultimate effects on fossil-fuel use. That
is, if increased research into one type of technology crowds out research
of other types of technologies, this crowding out must also be taken into
account. Except for research on technology that is complementary to
energy (and possibly the technology for using fossil fuel), this crowding
out dampens the effects of the Green Paradox.

However, the example in the discussion indicates that the results can
be changed significantly, and possibly reversed if the supply of fossil fuel
is driven by extraction costs rather than by the scarcity value.
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2.A Calculations

2.A.1 Calculations for model without capital

In order to calculate the expression (2.17) for the exogenous variables,
start by defining Y as )
Y =AY,

where Y is given by (2.11).
Using (2.11) and (2.12) the following derivatives can be calculated:

6}7 ~ 1 _ 1 ~ 1 Gg
8? ~ 1 1 ~ 1 GL
=YeovA (ALL) ov =Yev 2.
O(ALL) 7e(AuL) ALL (2:97)
8YE _ % — _ % GB
0Yg o5 ~L 75 Gs
——— =Y, Fryq(A o =Y. F—— 2.99
a(Ass) E ’}/S< SS) E AsS’ ( )
where the G's are defined in (2.16). Note that, for instance,
8? o 8}7 aAEYE B ~ 1 _ 1 . ~LGE
9A;  B(ApYy) 0Ap L Ve(ApYp) ™ Yp =Y

Using these derivatives, the marginal product of fossil fuel is

oY Y OYg
Fo=Avap = A 5v-38

oy —1 1 1 op—1

~ 1 1
:AyYW”}/EAEdY YgE UY’}/BABUE B s,

The sign of expression (2.17) is the same as the sign of Fpx — 9%.
Thus, in order to compute this expression I need the derivatives of Y = F
and Fg with respect to Ay, A, Ag, Ag, As and S. T will calculate each
of these in turn.

Derivatives with respect to X = Ay:

Fa, =Y
Fp
Fpa, =—
BAy A,
giving
FgF F
Fiay — =24 — 28 (1 _g)

Y Ay
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Derivatives with respect to X = Ay:

oY
F, =Ay ——
Ap Y@AL
110Y
Fpy =Fp———
B oy Y 0AL
giving
FgF, 1 10Y FgAy 0Y
F - 9 L :F —_— = —
BAL Y By vV 0A; Y 0A;

B, %
_Y/ gy 8AL

Derivatives with respect to X = Apg:

giving

FrAy Vo G
Y Ag

FpF ey 1 [oy — 1
Fpa, — 0-242 : [”Y

=FgY v —
B YAE

GL—I—GE] -0

Oy
~ l—oy

_1'7131/T O'y—l
= AE

Gp+(1- Q)GE} .

Oy

Derivatives with respect to X = Apg:

)% oY 0Yg -1 Gp Gp

F :A _— :A —_— :A Y — N

A5 T Y94, T Y ovpods Y GL+GpAp
119y 1 1\ 10Ys op—11
F Fpl|l——— 4 — - —)— —
BAs B O'yY@AB (O’E Uy) YE(?AB + (o] AB
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giving
FpFy
FBAB _9 Y £ —
e |L1ov L1\ 10 op—11 FpAy 34~
B O'y?aAB OF Oy YEaAB OR AB Y

P (L_9>ia_y+(i_i) L oYy  op—11

OF Oy Y_E(?AB OF A_B

—F Sy IR (. =
B _((O’Y >GL—|—GE * <0’E O'y>) YEaAB * OR AB:|
P (F-2)a+(E-9)c g, L 05 =1Ga+Gs
N G+ Gk Gp+ Gg g Gp+ Gg

[f’g—;lGL +(1-0) GE] Gp + 21 (G + Gp) Gy
Ap (GL +Gpg) (G + Gy) '

Derivatives with respect to X = Ag or X = S:

oY oY OYg
Fy=Ay—— = Ay ——E
XTYox T Yoy, 0X
1 10Y 1 1\ 1 0Yy
Fpy=Fp | —=" 4+ — - —)__=2F
BXx 5 oy Y 0X (O’E Oy) Yy 0X
giving
FpFy (1 108y 1 1\ 10Yg Fp . Y
Fryx — 60 | —= [ — - — ) —ZE “Ba,
A 0yY0X+(0E ay) veox | 'V Vox

1 19Y 1 1\ 1 0Yg
== —-0) 2| — - — ) 2L
B (UY ) Y@X * (O'E Uy> YE 0X

e (2, 18}7+ 1 1)1
B Oy }78YE OF or) YE

2.A.2 Calculations for model with capital

I will now calculate (2.23) and (2.24) with X equal to Ay, Ak, Ag, Ap,
Ag and S. These expressions contain the partial derivatives Fp, Ff,
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Fpi, Fxx Fx, Fpx and Fikx. I will start by calculating the derivatives
with respect to the endogenous variables. After that, I will calculate
the derivatives involving each of the exogenous variables in turn. For
each X, I then combine the derivatives into the expressions in (2.23)
and (2.24).

Production is

Y = F(B,K:T) = AyY,

where

oy
oy =175y -1

- oy -1
Y = ['YKL (AgrYkr) ov +ve (ApYg) v ;

with

°E
op—1 UE711| op—1
[eg

E +7g (ASS) E

Yir = KCLY and Yy = [WB (AB)

Using the definitions of the Gs in (2.16) and (2.25), the following
derivatives can be calculated:

8)7 ~ 1 GF

=Yevr for F e {F,KL
0YE 75 Gr
——— =Y.F for F € {B
FALF) f 7 for € {B,S}

and
gy  Ykp
=«

0K K
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Derivatives with respect to endogenous variables

\/ y-1l 1 1 ok
FB:AY;T}/E%LBE_AYYJYVEA 7Y YUE GY’)/BA = B "E
G Gp 1
- Gk +GrpGp+Gs B

1 o0 1 1
oy OY ———3Y o
Fpp=Fp| X+ &2 _2&
Yy 0B Y 0B B

N B UyGE+GKLGB+GS UEGB+GS
oY OYrr gy y-d 1
Fr=A — AyY oy Y. 7Y -
K Yoy, ok Y Y Yt K GKL+GE
P o Y ayKL+”§;1 1
K=K Y vk, 0K ' Ygo 0K K
1 Gp 1
=—rpl|ll-a+a———F"—| —
K [ “ CYUY GE‘I'GKL}
11 8Y J_adY 1 FBFK

Fox = Fg— e = oo 980
BE=SB,voK "y 0B oy Y

Calculations of (2.23) and (2.24) for each X
Calculations for X = Ay:

Fu, =Y
ppy — Fo_ OV 9V
BAYy = A, ~ 9y, OB
ro P oY Yy
KAY_

Ay Oy, OK

This delivers
Frxa, Fpa, 1 1

- = —— =0
FK FB Ay Ay
and
FKK FBA 1 FBK FKK
—Y —0Fy | =X - | — -0 )| F 0 —— | F
<FK ) Fp <0Y ) ey <FB FK) A
1 FKK 1 FBK FKK
= — | EEY _oF— (— -0 Fe o 2K - KKy
AY[ * <UY )K+ (FB FK> }
0—11]1 F
= —Fy — EEy .
AY Oy FK

The parenthesis in the last expression is positive, so the expression has
the same sign as 6 — 1.
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Calculations for X = Ak :
817 ~LGKL
F =A = AyY-~
e T oA, T A
Fg 85} Fg~1-ov Gy,
F = — ==Y -
B oyY 0Akr Oy } Akr
1 9Y oy—-11
F =F _
e K (O’yY 0AkL Oy AKL)
Fr ~1=c -1
= K Y "YY (GKL+ oy GE>
Akr Oy
This yields
F Fp~1=ov G
FBAKL F_BFKAKL £ Y EL
K KL
~ l—oy
FB FKY? Oy — 1
—— | G
Fr Akp ( KL Oy GE)
. 1-— Oy FB
oy Axr
and
Frk Fpa 1 Fpx  Fkk
—Y —0F KL _ | — -9 | F | =— - —— | F
( Fre K) B (UY ) Kwp T ( Fy  Fx )
~ l—oy
1 Y - F -1
— <— —9) Y {—KKYGKL—FKGKL—FKO-Y GE:|
Oy AKL FK Oy
~ 1
1 Yoy GKL
=0—-— Ay.
< Uy) AKL K Y
Calculations for X = Ag:
817 ~ LGE
F Ay—— = AyY -
A =AY L T,
119 oy—11
F :F — = —_—
B B <0'YY8AE i oy AE)
Frn - 1-0 -1
:—B UYY (UY GKL +GE)
Ap Oy
- 1 19Y Fyx-i=ovGp
= _— oy —
KA oy Y 0Ag oy Ap
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This leads to

F F ooy -1 Fp - 1=ov G

FK AE Oy Oy E
O'y —1 FB
Oy AE
and
Frk Fpa 1 Fpr  Fkk
—Y —0F E_(——0)F gl =—— — | F
( Fg K) Fp <UY ) Az ¥ ( Fg Fg ) A
Baa Iy (22 Gy + (1 - 0)Gip)

= oy —1

N L S (L (i - 9)) FrGp

oy

(14 a (0 —1))Grr + (6 1) (1+a1_”Y>GE}.

Calculations for X = Ag:

oY B Qg

—A e A

VoA,  yrorhe An
110Y 1 1\ 1 9Y, —11
FBAB:FB _T_+(_——)— E+0E I
O'yY(?AB Ofp Oy YEGAB OF AB

m[ L Gm Ga (L G )1

oy Gg+ Gk G + Gg o Gp+ Gg Ap
_1-oy l-op
1109y 1Y ov Y,
Fya,=Fx—=—— =Fr———E£ _GpG
KAg = KUYYaAB KO_Y s eGg

This delivers

Fp

FBAB F FKAB_FB
K

11 )% N 1 1Y 19
oy Y 0Ap Yy 0AR
op—1 1 FBF 110Y

og Ap Fg Uy?aAB
l-op
Y e Oy — 1 OfF — 1
G
Ap { Bt

Oy OF

OF Oy

+Ip

_FB

Gs
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and

FKK FBA FBK FKK
KKy R s (= _9)F SBKTRE g
(FK K) Fp ( ) Kap <FB FK) A

9E

FKK 1 1 8Y YEGE Jy—l op — 1
=—Y|[|—-0|= G G
FK (Uy ) Y@AB + AB oy 5t op o

1 110y v, oy — 1 op—1
—F — =0 ) —= 6L G G
. (UY )UYYaAB " Ap ( ay B OF S)

o G
((9— 1) (1+0410YY> PP ) Gp

oy —1 G Gp+Gs
+2=(1+a(f—1)) GKLIiLGE B

& —_— .
. ( (1+a(f — 1)) 525 ) o1 . | KAB

l—0oy GE ocrp Gp+Gg
T (1 Ta oy ) GrrL+GE

Calculations for X € {Ag, S}:

oy “’EGS
Fy=A =AY Y”E
X = YaX Y YGE X
110Y 1 1\ 1 |8Yg
Foy=Fp | ———— )= ==
BXx B UyY&YE+<0'E Uy)Y 8X

_m[loL Gm ) G 1

or oy Grgr+Gg| Ge+Gs X
1 10Y 1 Gg Gs 1
UYY(?_X: K;GKL-FGEGB—FGS}

This gives

FB 1 1 GKL :| GS 1

Fpx — —Frx=Fp |— — — —

BXx F Kx—25 |:UE 0'yGKL+GE GB+G5X
_Fp 1 Gg Gs 1

Fi K;GKL‘}‘GE GB‘f‘GSX

(1 1\ Fg Gg
N op Oy XGB+GS
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and

(@Y QFK)@_ <L_9) FKX+9(@_@) Fy

Fx Fp oy Fp Fx
F 1 1 G G
_ FL;Y (E - EGKLIEFLGE - GKLf’GE) Gs i
(o) T2 () i) )
[ l1—0o G
| R e ) et | e v
(o o) (40— 1) gl | Gs+ G KX
2.A.3 Derivation of equation (2.71)
Substituting (2.70) into (2.69) gives
D,
5t2H17tz |:(1 - 9) D: (Mt/1 + Blgl) - gB,t2B£2:|
t1 Dt1 / /
t1
Fg,
_H2t1,t2(1 9)?:2322
to
DI/ D/ D/
+ Z Hy 4 (Ft, - Ft + (1 —9)#) (]\/[’ —i—Bl) .
t=t,+1 t t
Solving for Bj then leads to
to D’,fz t1
/8 Hl,t2(1 - Q)D_ + /8 Hl,tlgB,tl
Blz = F B£1
/6t2H1 Lo + HQ 1, t2(1 — 9)%;2
Dj D;
t= t1+1H2t1t< Dy (1_6)D_t>B’
_ t .
B2 Hyy, + Haygy 4,(1 — H)Fﬁ—t;

Dl

D} t
ﬁtQHl,tz(l - Q)D_tz - ﬁtlHLtl(l - 9) Dti
/BtQHl,tQ + H2,t1,t2(1
D} D D}
et Hor ( -5+ —9)D—t>M,
(

F t1°
t Bty
6 2H1,t2 + H2,t1,t2 1 ) Fr,

)FB,tQ t1
Fi,
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. . D Di. .
Adding and subtracting 82 H, 4, (1 — 0) 5> and Z?:tlﬂ Hy g 4> in the
1 1
numerator implies

Dl
B2 Hy (1 — 9>D_Z + 8" Hy &1,

FB to t1

/BtQHl,tQ + H2,t1 tz(l - Q)T

o b gD
t t1+1 12,0108 D’_ Dt ;

_ I t1
ﬁt2 Hl,tg + HQ,t1,t2<1 - 6) 114_3‘:2
D; D

5t2H1,t2(1 — Q) (Dt D:l)
2 1 /
t Fp Mtl
5 2H17t2 + H27t1,t2(1 - 9)T2
Dy D
(B 00 (6 8)
F t
B2 Hy y, + Hoyy 1, (1 — 9)%2 :

[
to T

D/
(1 — 0) (6t2H27t2 _ /BtlHl,h Zt 41 HQ t t) Dt

t Fp Jto Mtll
Bt2Hyy, + Hay 4, (1 — 9>F_t2

_|_

Given that the carbon cycle fulfills (2.32), the first-order condition
of the planner problem (use (2.34) in (2.58)) implies that the last term
is zero. This produces

b Dy Dy
B2 Hy g, (1= 0) 5.2 + 8" Hinépi — 21 Han (F; _ 95) B!
Fp.
5’52H17t2 + H2,t1,t2(1 o 9) ;722

/ p—
B, =

D; D;

¢ i :
5 2H1,t2(1 - 9) (D_tz o D_fi) M!
Fpy, ~ 't
5t2H1t2+H2t1t2<1_9) Z’; 1
pr D, D, D}
o (B - B+ 0-0 (52— )
Fr. b
ﬁtQHLtQ + H2,t17t2(1 o 0) 5}’22 1

2.A.4 Calculations for model with elastic supply of
alternative-energy input

I will now calculate the effects of varying the exogenous variables when
the supply of alternative energy is endogenous. Throughout, the Gs are
defined as in (2.16). I will start by calculating the derivatives of the
production function with respect to the endogenous variables and com-
puting some combinations of derivatives that are useful in the subsequent
calculations. I will then calculate the derivative of H with respect to B.
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After that, T will calculate the derivative of H with respect to each of
the exogenous variables.

Derivatives with respect to endogenous variables

Using the fact that Y = AyY and the derivatives (2.96)-(2.99) from
2.A.1, the marginal products, in final goods production, of labor and
the alternative-energy input, respectively, are

G, 1
F=F—2L
L G+ G LY

Gr Gs 1
Fe=F -
ST Gt GLGp+GeS

The equilibrium labor allocation condition (2.84) then gives

GL 1 GE GS as
N -, 2.1
Geg+Gr LY Gp+G,Gp+Gs S (2.100)

A common term for all derivatives is 2asFrs — Frp — a%Fss. The
derivatives needed to calculate this expression are

1 GE GS 1
Fro=F,— -
L Ge+GL G +Gs S
1 Gp 1
Fpp=—F —— 2B~
LL LOyGE+GLLY
1 Gy Gg 1 Gp }1
Fog=—Fg | — I R ey
55 SLYGE+GLGB+GS oz Gp+Gs| S

Furthermore, the derivatives involving fossil-fuel use are

Gr Gg 1
Fp=F il
B G+ GG +Gg B

Fap——F {LL+L Gr Go }i
BB = B UEGB+GS UyGE+GLGB+GS B
1 1 Gr, Gg 1

Fgg=Fg |— — — —
bs B[aE ayGLJrGE}GBJrGSS

R[L-1 G ] G 1
- OR oy G, +Gg| Gg+Gs B
1 Gr, 1
Fg,=Fgp————
BL BUyGE+GLLY

L G Gy 1
LO‘YGE‘FGLGB‘}'GSB‘
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Combining these derivatives and using (2.100) we obtain

F2 1 Gg 1
Fpp—0-LB=—Fp———=2 _ —
BB F OEGB+GsB

p (LG G ) G

OyGE+GL GE+GL GB+GSB

1 1 G 1
aslps — Fpr=Fp, <— - —) S -

OE Gg+Gg B
1 1 GS as
O P A
og oy) Gp+Gsg S
1 GS 1 GB as
205F s — Frp — asFsg=Fp | — + — —
STLS LL §+S8 L(O’yG3+Gs UEGB+GS> S
1 1
Fr—— 2.101
+ Lo IV ( )
. OH
Calculation of 32
From (2.88), we see that
1 of F3 . (Fpsas— Fp)’
— =Fgp — 0—= + 5 .
U’(C) 0B F QGSFLS - FLL — aSFSS

Using the derivatives and expressions from the previous section, one
arrives at

1

1 af{ Fp ovoe (1 GE+GL (GB+GS> >
_|_

u’(C’)(’?_B__E 1 Gg 1 11
oy Gp+Gg oE GB+GS oy LY
r 0 _Gg ( G ) as
oz Ge+GL \ Gg+G S
__B E Gg+GL BtGs (2.102)
B (1 _cs 1 _Gp NI I
<O’y Gp+Gs oE GB+G5> oy LY
1 (1 @& 1
_E Ty (gGB-FSGS + GB+GS> j24
B (1 _cs 1 _Gp ag 4 L1
oy Gp+Gg ocgp Gp+Gs oy LY
This expression is negative.
Calculation of %
From (2.91), we have that
1 oH FpFy, n (asFps — Fpr) (asFsay, — Fray)

— = Fpa, — 0
UI(C> aAy Bay F QCLSFLS - FLL — CL%FSS
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The derivatives of the production function with respect to Ay are

Fa, —FALY
1
Fpay —FBA_Y
1
Fsay, :FSA_Y
1
FLAY _FLA_Y

Combining the last two derivatives delivers
1

asFsa, — Fra, = (asFs — Fp) A, {(2.84)} =0

This implies that the reallocation of labor satisfies

asFsa, — Fra, _0
2a5F s — Frp — a%Fss

s _
Ly, =

The first two derivatives then yield

FBFAY — (1 o Q)FBAL
Y

1 oH
u’(C’) aAy

= BAy_e

Calculation of %

From (2.91), we obtain

1 OH . QFBFAL . (asFps — Fpr) (asFsa, — Fra,)
U/(C) 8AL BAr F ZQSFLS — FLL — a%FSS’

The derivatives of the production function with respect to Ay, are

Gp, 1
:F——
t Grg+Gr Ap

1 Gy, 1

Foy =Fp———%t
BAL =B o Gn + G AL

1 G, 1

Foy =Fg———L _—
SAL S G+ G AL
1 Gp 1

Foa =F ([1———2£ ) —
LAr L ( oy GE+GL) Ar

Fy
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Combining the first two derivatives yields

FoFa, 1 Gu 1 Gp 1
F BOyGE+GLAL BGE+GLAL

1 G 1
Y GLIN DL
oy Gg+GL AL
Combining the last two derivatives delivers

1 G, 1 L _Gp 1
F Fra, =asFg———""———Fp (11— ———"— ) —
dsfsa, — LA, = as SO‘Y G+ G AL L( Oy GE+GL) Ar

]_—O'Y 1

Fpa, —0

=F .
L Oy AL

This delivers a reallocation of labor satisfying
l-oy 1
_ asFsa, — FLAL L5y AL
2a5F s — Frr —a Fss 205F s — Fr, — a%Fss’

L3

L

which is positive under assumption (2.13).
The change in the marginal value of fossil-fuel use is

1 0H . QFBFAL . (asFps — Fpr) (asFsa, — Fra,)
UI(C) aAL BAL F ZQSFLS - FLL — CL%FSS

1 1
—Gs+-—=Gp
1 oy 7 op Zas 4 1 1
Fe <oy 9) artar At ( GpiGs S oy L)
1 _Gs 1 _Ggp as
Iy (UY Gp+Gs + oE GB+GS> + FL oy Ly
4 1 Gs _asp l-oy 1
FB <0’E oy > Gp+Gg SFL oy Ap

F(Aole+ Lol )ernllt

+

oy Gp+Gg op Gp+Gg

l1—0o G
- FB oy (1 + - 9) GB—EGS as

Ar +_ Gp as 4+ L S.
oy GB+GS og Gp+Gg oy LY

1 _py\L_GL _Gp
FB oy or Gg+Gr, Gp+Gs as

AL Gs + 1 GB aS + S ’
oy GB+GS oE GB+GS oy LY

In general, the sign of this is expression is ambiguous. If 8 < 1 +
= —2* > 1 it is unambiguously positive. If 6 > 1 + LS g" the first term
is negatlve while the second term is positive. When the supply of the
alternative-energy input was inelastic, the marginal value of fossil-fuel
use was increasing in Ay under assumptions (2.13), (2.14) and (2.15).
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Since agFsa, — Fra, = FL%% > 0, it follows from (2.89) that labor
is moved from final good production to the production of the alternative
energy input. This reallocation counteracts the positive effect on the
value of fossil-fuel use and leaves us with an ambiguity.

Calculation of %

From (2.91) we arrive at

1 of . HFBFAE . (asFps — Fpr) (asFsa, — Fray)
U,(C> 8AE BAr F ZCLSFLS - FLL - CL%FSS .

The derivatives of the production function with respect to Ag are

Gg 1
Fy =F——— —
A G+ G Ap
1 Gy, 1
F =fs|ll-—— ) —
BAg B ( oy GE+GL) AE
1
Ap

1 G
Fsa,=Fs (1 - ——L>

Oy GE + GL
1 Gg 1
Fra,=F,——"%
LAp LUY Ggp+ Gp Ag

Combining the first two derivatives delivers

Fpa, — 0

FgFa, 1 Gy 1 Gy 1
—Fp(1l—-———" ) — —Fy———
F B( JyGE—l—GL AE BGE+GLAE

1 G Gg 1
_F (1 — _¢ —
B( oy Gg + Gy, GE+GL> Ag

Combining the last two derivatives gives

1 G 1 1 G 1
asFsa, — Fra, =askFs (1 - L ) E

oYL Y- _p - YE
oy Gg+Gr ) Ag LO'Y Gg+ G Ag
O'y—l 1

—F;

Oy A_E
This produces a reallocation of labor of

oy—1 1
asFsa, — Fra, B Fr=—a

2a5Frs — Fri — a3Fss  2asFrs — Frp — a%Fsg’

S _
Ly, =

which is negative under assumption (2.13).



90 CHAPTER 2. TECHNOLOGY AND FOSSIL-FUEL USE

The change in the marginal value of fossil-fuel use is

1 of . GFBFAE n (asFps — Fpr) (asFsa, — Fra,)
UI(O) 6AE BAr F QGSFLS - FLL — G%ng

1 Gp Ggp 1
— (1 — — 4 —
B( oy Gg+ Gy, GE—I—GL) Ag

1 1) _Gs asp oy-l 1
+ FB (UE O’y) Gp+Gg S FL oy Ag

1 _Gs 1 _Gg as 1 1

F <O’y Gp+Gs | om GB+GS> s T v
1 |l-0oy G, Gp + Gg as

Fgog | oy Ge+Gr Ge+Gs Gp+Gs S

Ag 1 Gs 1 Gsp ag 11
oy CoiGs T opGpiGs) 8 T oy Iv

6—1 Gg Gp a_5+ -1 1
FB og Gg+Gr Gp+Gg S oy LY

G G '
M(L s 41 B>%+%%

oy Gp+Gg or Gp+Gs

This expression is negative under assumptions (2.13), (2.14) and (2.15).

Calculation of %

From (2.91) we see that

1 0OH _ FBFa, . (asFps — Fpr) (asFsa, — Fra,)
F 2a5FLs — Frp — agFss

The derivatives of the production function with respect to Ag are

Gg Gp 1

Fu —F —
AT G+ GGy + Gy Ap
1 GS 1 GL GYB ) 1
F =F l--—— —_—
BAs B( OEGB+G5 UyGE+GLGB+GS AB
1 1 Gy, Gp 1
F =Fq| — — — —_—
SAz o <UE oy GE+GL> GB+GS Ap
1 G G 1
Fra,=Fp z =

;GE‘}'GLGB‘FGSA_B'
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Combining the first two derivatives gives

FpF 1 G 1 G G 1

o5Gp+Gs oy Gp+GLGp+Gg) Ag
Gr Gsg 1
—0F -
B GE+ GG+ Gg Ag
O'E—l GS 1

=F _
P or Gp+ GsAg
1—O'y GL GB 1
—Fg -
Oy GE+GLGB+G5AB
—O—1) Gg Gp 1

Gp+GLGp+GsAp
Combining the last two derivatives delivers

1 1 Gr Gp 1
Fsa, — Frap=asFs | — — — Ap
ast'sAp LAp = 0s S(UE JyGE‘l'GL) Gp+ Gs Ap
1 Gg Gp 1
UyGE+GLGB+GSAB

_F 1 1 Gp 1
ol OE oy GB—l-GSAB'

The reallocation of labor then becomes

—F;

(i _ 1) 65 1
s asFsa, — Fra, _ "L\og " oy ) GptGs Ap

Ap T 2 - 2 ’
P 2a5Frs — Frp —aglss  2askps — Frp — agFss

which is negative under assumption (2.13).
The change in the marginal value of fossil-fuel use is

1 0H . LBl L (asFps — Fpr) (asFsa, — Frag)
UI(C) 6AB Baz F QCLSFLS — FLL — G%FSS
. FB Ofp — 1 GS

A_B OR GB+G5

FB 1—0’y GL +(9_1> GE > GB
AB Oy GE+GL C¥E‘|‘GL GB+GS
11 Gp Gs
Fy (aE ay> Gp+Gs Gp+Gs as
A 1 G 1 G a 11 S
" (EGBEGS t EGB+BG5> Sto

The first two terms give the same behavior as in the model with
inelastic supply of the alternative-energy input. The fourth term is pos-
itive. It captures the fact that an increase in Apg reallocates labor from
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provision of the alternative-energy input to final goods production. Note
that when either Gp << Gg or Gg << Gp, the fourth term is small
and the sign of gTHB is the same as in the model with inelastic supply of
the alternative-energy input.

Calculation of 2
S
From (2.91), we note that

1 0H . GFBFAS n (asFps — Fpr) (asFsag — Frag)
UI(O) 8145' BAs F QGSFLS - FLL — G%FSS ’

The derivatives of the production function with respect to Ag are

Gg Gs 1

F,.=F —
As T QL+ GLGp + Gs Ag

Froy —F (i_i GL ) Gs 1
BAs — 7B OE oy Gg+Gr ) Gg+Gg Ag
1 GB 1 GL GS ) 1
F =f¢(l-—— — — —_—
S4s S< or G+ Gg oy G+ G Gg+ Gg ) Ag
1 Gk Gy 1
F =Fr— S
M = oy G+ GL Gp + Gs Ag

Combining the first two derivatives produces

FeFag _, (1 _1 G Gs 1
_B(aE ayGE+GL>GB+GsAS

G Gs 1
Gp+GLGp+Gg Ag

1 1 G 4 Gr ) Gy 1
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Combining the last two derivatives yields

1 Gp 1 Gy, Gs 1

For. — Fra.=agFg |1 — — e Ag

asl'sag LAg = s S( opGp+Gs UYGE+GLGB+GS> Ag
1 Gg Gs 1
_F— -
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"\ op G+ Gs ' oy Gp+Gs) A

This implies that the reallocation of labor becomes

og—1__Gp oy—1_Gsg 1
og Gp+Gg oy Gp+Ggs ) Ag

)

asFsay — Frag B
2 - 2
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the sign of which is ambiguous under assumption (2.13). It is positive if

_op _oy=1 ive i _9r _oy=1
Gg > o Gs and negative if Gg < p Gs.

The change in the marginal value of fossil-fuel use is

1 OH FsFy n (asFps — Fpr) (asFsags — Frag)

—— =Fpa, — 0
u’(C’) GAS BAs F 26LsFL5 - FLL - CL%FSS
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1 (p_ L GE Gp _as
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This is negative under assumptions (2.13) and(2.14).

Calculation of %

Using the expressions for F g and Fgg from 2.A.4 and the labor alloca-
tion condition (2.84) we obtain

—1 G -1 G
Fs+asLSFss—LSFLS=Fs(“Y S, 7E B )

oy Gp+Gg op Gp+Gg

From (2.93), the reallocation of labor becomes

S S oy—1 Gg ocp—1 GBg
IS _ Fs+asl”Fss — L7 Frs . _ov_CptGs on GptGs
- — Fy ,
“  2agFLs —a%iFss — Frp 2a5Fs — a%Fss — Frp,

The sign of this expression is ambiguous under assumptions (2.13).

FBFS:F (L_L G Ly Gg )l
B OR UyGE+GL GE+GL S



94 CHAPTER 2. TECHNOLOGY AND FOSSIL-FUEL USE

Using (2.94), we obtain

1 0H FpFs\ g
= (Fpg—0 L
w'(F) dag ( bs F )

n (FS + CbsLSFSS — LSFLs) (asFBS — FBL)
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This is negative under assumptions (2.13)-(2.15).



Chapter 3

The Role of the Nature of
Damages

3.1 Introduction

The emissions of COy from the burning of fossil fuels is believed to be
an important driver behind climate change. Increasing concentrations of
greenhouse gases in the atmosphere strengthens the green house effect
and thereby increases the temperature on earth. With higher temper-
ature follow many changes in the functioning of the earth system. The
[PCC assessment report (2007) on climate change describes a large range
of effects of climate change. The discussed effects include a sea level rise,
heat waves, storms, changes in disease vectors, agricultural productivi-
ties and water availability.

From these examples of the expected effects, it can be seen that
climate change will affect the economy in many different ways. When
building integrated assessment models, with feedbacks between the cli-
mate and the economy, the effects of a changing climate on the economy
must be modeled explicitly and a decision must be made about exactly
how the economy is affected. In this chapter I will investigate the con-
sequences of different possible choices.

Following Nordhaus’ groundbreaking work, with the DICE/RICE
models (see, e.g., Nordhaus and Boyer, 2000), the most common way of
modeling these effects is to assume that they affect productivity. That is,
that climate change affects the economy by changing - typically reducing
- general TFP.

Other authors assume that climate variables instead enter directly
into the utility function. Examples of this includes Acemoglu et al. 2012
and van der Ploeg and Withagen (2012).

Weitzman (2010) investigates how the shape of the damage function

95
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affects the results derived, concerning, e.g., optimal policy. He compares
the effects of assuming that the climate state interacts multiplicatively
or additively with production capacity to provide welfare. He finds that
this choice is very important, especially if a calibrated model is extrapo-
lated to situations with significant climate change. While the analysis is
carried out using a utility function, the results also apply to a situation
where damages enter into the production function.

Sterner and Persson (2008) argue that climate affects non-market
goods and services. This can significantly increase the estimates of the
costs related to future climate change induced damages if it is diffi-
cult to substitute the non-market goods and services with manufactured
goods. Here the damages enter the production function, but not as the
commonly assumed multiplicative term. Their work can be seen as an
illustration of the importance of the choice described by Weitzman.

In this chapter I will consider a different alternative for how climate
change can affect the economy: through increased depreciation of capi-
tal. Examples of effects that should affect depreciation of capital include
flooding and storms. As far as I know, no other papers consider the de-
preciation rate as endogenous due to climate change. Greenwood et al.
(1988) consider how endogenous capital depreciation, due to capacity
utilization, affects the business cycle behavior.

In the models set up in this chapter, I will assume that climate af-
fects productivity, the depreciation of capital and utility directly. I then
analyze how the the different types of damages affect the behavior of
the model. The models I use are modified neoclassical growth models.
The factors of production are capital, labor, fossil-fuel based energy and
alternative energy. The models build on the model of Golosov et al.
(2011) which in turn builds on the models of Dasgupta and Heal (1974)
and Stiglitz (1974).

The chapter can be seen as consisting of two parts. In the first part,
I derive a formula for optimal taxation of fossil-fuel use in the context
of an infinite time horizon model. In the second part of the chapter, 1
use a two-period model to study more in detail how the different types
of damages affects the equilibrium fossil-fuel use.

The formula for the optimal tax that I derive, extends, under similar
assumptions, the formula for the optimal tax from Golosov et al. (2011)
to a situation where climate, in addition to affecting productivity, also
affects utility directly and capital depreciation. Fossil-fuel use causes
emissions of greenhouse gases which affects the future climate. The
effects on the climate are not internalized in an unregulated market
outcome and taxation of fossil-fuel use can be used to correct for this
externality. The derived formula gives the optimal per unit tax as a



3.1. INTRODUCTION 97

constant times current total production in each period. The constant in
the tax formula adds up the effects of each of the three forms of damages.

In order to derive this formula, T assume that utility from consump-
tion of manufactured goods is logarithmic in the consumed amounts,
that the climate state is a linear function of past emissions, that (old)
capital depreciates fully and that the consumption (and savings) rate
is constant. Furthermore, I assume that the effect of the climate state
enters the utility function as an additive linear term and affects produc-
tivity and depreciation as a multiplicative term with constant elasticity.
Apart from these assumptions, the model is very general in terms of the
involved functions and parameters.

The derived formula can be used as a guide when trying to combine
different kinds of damages into a joint damage function (as is done in,
e.g., Nordhaus” DICE/RICE models).

After that, in the context of a two-period model, I investigate how the
different types of damages affect fossil-fuel use. In the two-period model,
I treat climate as exogenous and consider how equilibrium fossil-fuel use
depends on productivity (in each of the periods), capital depreciation
between the periods and on the climate state that enters the utility
function (in both periods).

In this setting, I consider two different cases for the supply of fossil
fuel. The first case is the oil case, where there are no extraction costs
for fossil fuel and where the constraint on the total amount of available
fossil fuel always binds. This can also be seen as the Hotelling case,
where fossil-fuel use is completely driven by the mechanisms studied in
the classic work by Hotelling (1931). In the second case, the coal case,
scarcity does not matter at all, but extraction of fossil fuel uses capital
and labor. These extraction costs are assumed to be independent of
the remaining stock. These two cases can be seen as two extremes with
reality lying somewhere in between.

The conclusion from this analysis is that both the assumptions about
how the climate affects the economy and the assumption about fossil-fuel
supply are very important for the effects of climate on equilibrium fossil-
fuel use. Ome possible interpretation is that climate change increases
capital depreciation, decreases productivity in the future (in the second
period) or increases the marginal value of consumption of manufactured
goods in the second period (due to a demand for adaptation measures).
In this interpretation, climate effects will, within each of the cases, have
opposite effects if it is assumed to affect capital depreciation compared
to if it is assumed to affect productivity or utility. Comparing the two
cases (oil and coal) the effects will, for each type of damage, be quite
different.
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I also make an attempt to assess whether the realization that there
will be climate related effects will amplify or dampen climate change. To
do this, I must determine what this means in each of the two cases. In
the oil case, total fossil-fuel use is exogenously given and the division of
the oil between the periods endogenously determined. I then interpret
more first-period fossil-fuel use as an amplification of climate change. In
the coal case, first-period fossil-fuel use is exogenously determined by
the resources available in the first period, while second-period fossil-fuel
use is endogenously determined. I then interpret more fossil-fuel use
in the second period as amplification of climate change. Under this
interpretation, climate effects on productivity or utility will dampen
climate change in the oil case and amplify it in the coal case. Conversely,
climate effects on the depreciation of capital will amplify climate change
in the oil case, at least if the supply of alternative energy is exogenously
given, but dampen it in the coal case.

The rest of the chapter is organized as follows. In the next section
I set up the infinite time horizon model. T solve it both for the planner
solution and for a decentralized equilibrium. I then derive the formula for
the optimal taxation and make some simplifying assumptions that gives
the tax formula a very simple form. After that, in section 3.3, I analyze
how the different types of effects of climate change affect fossil-fuel use
in the oil and coal case, respectively. The chapter is then concluded with
a discussion of the results in section 3.4.

3.2 Model setup

The factors of production are capital K, labor L and energy E. Capi-
tal is accumulated through investment while labor is exogenously given.
Energy is a combination of fossil-fuel based and alternative energy. Gen-
eration of both types of energy can require the use of inputs. The use
of fossil fuel is associated with emission of CO,, which causes climate
change. The climate state, M, determined by the history of fossil-fuel
use, affects the productivity of final goods and the depreciation of capital
and it also enters directly into the utility function.

Final goods production uses capital, labor and energy. It also de-
pends on the climate state and on a technology factor Ay. Let the
amounts of inputs used in final goods production be Ky, Ly and Ey,
respectively. I will further assume that the effect of the climate state on
production enters as a multiplicative factor. Final goods production can
then be written

Y = Dy(M)Fy(Ay, Ky, Ly, Ey), (3.1)

where Dy gives the climate related effects on productivity, Ay is a tech-
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nology factor and Fy is increasing in all its arguments and has constant
returns to scale in K, L and E.!

Energy comes from the burning of fossil fuel, which are extracted
from the ground, and from alternative-energy generation. Let the re-
maining fossil-fuel resources at the beginning of period ¢ be @); > 0 and
the amount extracted and burnt in period ¢ be By > 0. The remaining
stock of fossil fuel and the fossil-fuel use in each period must fulfill

Qt—‘,—l = Qt — Bt Z 0 and Bt Z 0. (32)

Extraction may require the use of inputs. Let the amounts of inputs used
in fossil-fuel extraction be Kg, Lg and Eg. The extraction technology
can also evolve over time. Let the state of the extraction technology be
denoted Ap. Since the resources required for the extraction of fossil fuel
may depend on the amount of remaining resources (if, e.g., the cheapest
resources are used up first, then more resources are required to extract
a given amount of fuels the smaller are the remaining reserves), the
production of fossil fuel also depend on @). In principle, climate change
could also affect the extraction possibilities (for example by increasing
the available resources due to ice melting in the arctic or by directly
affecting the productivity in the extraction sector). I will not take the
effect of climate on the extraction possibilities into account here.

Combined, this implies that the available amount of fossil-fuel based
energy in a period can be written as

B = Fp(Ap,Kp,Lp, Ep,Q), (3.3)

where F'g is increasing in all its arguments.

Let the amount of alternative-energy use in a period be S. Let the
state of the alternative-energy generation technology be Ag and the in-
puts used in alternative-energy production be Kg, Lg and Eg. These are
then combined into the alternative energy according to the production
function

S = Fs(As, Ks, Lg, Es), (3.4)

where Ag is a technology factor and Fj is increasing in all its arguments
and has constant returns to scale in K, L and F.

These two energy inputs are then combined into energy according to
the production function

E = Fg(Ag, B, S), (3.5)

'T will sometimes refer to Dy as damages. This can be a bit confusing since more
damages is associated with a lower value of Dy . The same thing goes for the climate
effect on depreciation, which is introduced below and denoted D .



100  CHAPTER 3. THE ROLE OF THE NATURE OF DAMAGES

where Ag is a technology factor and FF is increasing in all its arguments
and has constant returns to scale in B and S.
I will assume that total labor is exogenously given and equal to L.
The climate state depends on the past history of fossil-fuel use:

Mt - M(Bt, Bt—l; ey BO) (36)

The dependency of climate on the history of emissions is, in reality, very
complicated. The resulting increase in the concentration of CO5 in the
atmosphere, following emissions from the burning of fossil fuel, depends
on the working of the carbon cycle. Increased concentrations of COs in
the atmosphere then changes the radiative balance leading to an increase
in the temperature.

Below, I will make the assumption that the marginal effect of fossil-
fuel use in period t on the climate state in period ¢ > t only depends on
t' —t. This can be described by

dMy {qﬁt/t if ¢ >t

iB, 0 ift' <t (3:7)
While this ignores very much of the complexity of the climate system,
it can be shown (see Golosov et al., 2011) that a model of this kind can
replicate the behavior of the climate system in the DICE/RICE models
well.

Capital is depreciated here for two reasons. Firstly, there is standard
depreciation of capital given by a depreciation factor 6. This leaves the
resources that can be used for consumption or investment

The investments are then depreciated further by climate change in-
duced effects. This depreciation is given by the factor Dy = Dy (M)
and next period capital is

K

Kt+l — [tDK,t = It — D . (38)
Kt
Consumption can then be written
K1
C, =Y, 1-0)K; — ———. 3.9
t ¢t ( ) t DK(Mt> ( )

In each period t, the inputs are divided between final goods produc-
tion and production of fossil-fuel based or alternative energy. This gives

the conditions
Ki=Kp;+ Kgi + Ky

Ly=Lpy+ Lsy+ Ly, (3.10)
E,=FEp;+ Eg; + By,
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that must hold for all ¢. T will assume that resources can be reallocated
freely between periods so that the allocation of K, L and F is a static
decision made in each period.

In each period t, utility derived in that period depends on the amount
of consumption C; and on the climate state M,;. Total utility derived
over the infinite time horizon is

iﬂtU(Ct, My). (3.11)

t=0

Thus, the climate related effects appear in three different places in the
model: in productivity (Dy), in capital depreciation (Dg) and in the
utility function. While moderate climate change could potentially be
beneficial in some places, the reasonable assumption is that, in a global
model, climate change has negative consequences. This implies the
derivative signs

Dy (M) <0, Die(M) <0 and Up(C, M) <0.

The utility function also captures how climate change affects the
marginal utility of consumption of the manufactured good. If the manu-
factured good can be used to adapt to adverse effects of climate change,
the reasonable sign of the cross derivative is

Ucv >0

This completes the description of the model. T will now solve the
model both for the planner solution and for a decentralized equilibrium
with taxation of fossil fuel. Since there are climate externalities, the
planner solution and the decentralized equilibrium will, in general, not
coincide and there will be scope for improving on the decentralized equi-
librium using taxation.

3.2.1 Planner solution

The planner is assumed to want to maximize welfare and be restricted
only by the physical constraints on the economy. This means that the
planner wants to maximize (3.11) given all the conditions stated above.
The set of variables that the planner chooses is

{}/N Ct7 Kt+17 Et7 Bt7 St7 {KX,t7 LX,t7 EX,t}Xe{B7S7Y} ) Qt+17 Mt}

t=
(3.12)

In principle, all variables should be subject to non-negativity con-
straints. Except for the case of ()4, I will assume that the non-negativity
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constraints never bind. I will therefore exclude these from the formula-
tion of the problem. This presumption would, for example, be satisfied
if all the production functions fulfilled Inada conditions with respect to
all inputs, that is, if the marginal product of an input, in all sectors,
goes to infinity when use of the input goes to zero. In the example in
section 3.2.5 I will assume that energy production does not use capital.
That means that the Inada conditions are not fulfilled there, but it is
straightforward to adapt the equilibrium conditions to that case.

I will not set up the planner problem explicitly. Instead I will write
down the Lagrangian of the problem, which is given by

L= BUC, M)+ Aoy {Yt +(1-0K, — —2
t=0 t=0

+3 " Avi [Dy (My) Fy (Ayy, Ky, Ly, By,) — Y]

t=0

+ Z Mgy [Fe(Agpy, By, Si) — Ei

=0
+ Z A [FB(ABt Kb, Lpt, Epy, Qi) — Bi
=0
+ Z st [Fs(Asy, Ksiy Lsy, Egy) — Si
=0
2D mm|Z= ) Zx
t=0 Ze{K L E} Xe{B,S,Y}

> A [Mi(Bi, Biy, ..., By) — M)

t=0

Z At [Qry1 + By — Qi + Z 1Q.+ Q1
t=0 t=0

where all the pus and As are multipliers.

Taking first-order conditions with respect to each of the variables
gives
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}/t : )\C,t = /\Y,t (313)

Cy: Aoy = B'Ucy (3.14)

Kip1:Aep = D (M) [Aeyer1 (1 — 6) + figp1] (3.15)

Ei: Apy = ppy (3.16)
= dM,

B, A\g: = A\g+F A ANp—— 3.17

t1ABt Etl'BEt T A+ ; M.t B, ( )

Sy )\S,t = )\E,tFE,S,t
Qi+1: AQt41 = AQt + ABt+1FB.Q 41 + Q141 (3.18)

K D' (M, D (M,
M Ay = ﬁtUM,t + Ay as (M) v (M)

Drc(M:) D (M) + )\yﬂth—Dy(Mt)(&lg)

For Z € {K, L, E}, the first order conditions with respect to Zyy,
Zpy and Zg, give that

pzr = AvuDy (M) Fy 2z = Ag1FB 2zt = As F sy (3.20)

These expressions state that each of the inputs capital, labor and energy
should be allocated across sectors so that their marginal values in each
sector are equalized.

Combining (3.14) and (3.15) gives the capital accumulation condition

B'Ucy = [pras1 + B Ucyir(1 — 6)] Dic(My).

This equation is similar to the standard FEuler equation derived in a one-
sector model. There are two differences. The first difference is the factor
Dy (M,;), which captures that a share of any investment is lost due to
climate related damages. This lowers the returns to investment. The
second difference is the term g 41 appearing where there is usually a
marginal product of capital in period ¢ + 1. From equation (3.20) in
period t + 1, and with Z = K, it follows that

MK t+1 = )\Y,t+1DY(Mt+1>FY,K,t+1 = A1 K41 = Asu+1Fs K 41

where each of these expressions is the shadow value of the output in
the sector times the marginal product of capital in that sector. That
is, i +1 gives the marginal value of the marginal product of capital in
each of the sectors.

From (3.13) and (3.14), the shadow value of final goods production
in period ¢ + 1 is Ayy41 = B Ucyy1. Substituting this expression into
the capital accumulation condition gives

B'Ucy = B Ui [Dy (Mysr) Fy g1 + 1 — 0] Dic(My). (3.21)
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Turning now, instead, to the fossil-fuel use decision, the shadow value
of fossil-fuel use in period ¢ is Ag,; and it is given in (3.17). It can be
divided into three parts. The first term consists of the shadow value of
energy times the marginal product of fossil fuel in producing energy: the
marginal value of using fossil fuel in production. The second term is the
shadow value of the remaining stock. From (3.18) it can be seen that this
shadow value captures the scarcity value of the resource (coming from
the finiteness of the resource) and the dependency of the extraction costs
on the remaining stock. Each of these factors gives a value to keeping
fuels in the ground. The third term in (3.17) captures the marginal cost
of the climate damages caused from period ¢ and onwards caused by
emissions in period t. It is the sum, from ¢ to infinity, of the shadow
value of the climate state in that period, times the effect on the climate
state of the emissions in period t.

Substituting for A\y; and Ac; from (3.13) and (3.14), respectively,
and for 5241 from (3.8) into (3.19), the shadow value of the climate

D (M)
state becomes

v Di(My) D5 (My)
My =B [UM,t’ + Ucyw (It’ D (My) + Yy Dy(Mt/)>:| .

The right-hand side captures the three effects that the climate is
assumed to have. The first term captures the direct effect on welfare,
the second term captures the effect on the capital stock and the third
term captures the effect on productivity. The effects are computed as
marginal utility effects in period ¢’ discounted back to period 0.

Using (3.20), with Z = E, and (3.16), the shadow value of energy is

/\Eﬂg = )\YﬂgDy(Mt)Fy’E’t = {(314) and (315)} = ﬁtUC,tDy<Mt)Fny,t.
Substituting for Ay and Mg in (3.17) gives the fossil-fuel use condition
N D’ (My) D, (My)

Aps= PN Uvp + Uy | I =2 + Y, 22 ) | dB
Bt ;B [ My +Ucq (t D (My) + Y Dy (My) t

+B'Ucy Dy (M) Fy.piFepi+ Aot (3.22)

This concludes the characterization of the solution to the planner
problem. The two most important conditions are the capital accumula-
tion condition (3.21) and the fossil-fuel use condition (3.22).

3.2.2 Decentralized equilibrium with taxation

In the decentralized equilibrium, the decisions are made by different
actors. Households are assumed to derive income from renting out cap-
ital to firms, from renting out labor to firms, from profits in firms that
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they own shares in and from government lump-sum transfers. There are
four different types of firms in the model: final goods producing firms,
fossil-fuel extracting firms, alternative-energy producing firms and firms
that combine the output from the two energy sources into the compos-
ite energy good. Let the profits of these firms be 7y, 7, 75 and 7g
respectively. I will assume that all firms are owned in equal shares by
all households.

The government taxes sales of fossil fuel with a per unit tax 7 and
pays lump-sum transfers g to the households.

I will assume that all agents act as price takers. I will normalize the
price of final goods in each period to 1. In addition to this, there will be
5 prices. Let the energy price be pg, the price of labor be w, the rental
rate of capital be r, the price of fossil-fuel based energy be pp and the
price of alternative energy be pg.

A competitive equilibrium can now be defined as a sequence of prices
{pEt, Wi, T, DL s}y, quantities (3.12) and taxes and government
transfers {7, g:}3°, such that

e All firms maximize profits

e Households maximize utility

e The government budget is balanced in each period
e The climate state is given by (3.6)

I will first solve the firms’ profit maximization problems and then
the households’ utility maximization problem. After that, I will combine
these conditions, and the government’s balanced budget constraint, to
characterize the equilibrium allocation. I will not explicitly need to use
the equation for the climate state. In this section, I will treat the taxes
as given. In section 3.2.3 I will then derive the taxes that implement the
planner solution.

Firms

Final good producing firms, alternative-energy producing firms and com-
posite energy producing firms all rent or buy their inputs in each period
and therefore face a static problem in each period. Under assumptions
of perfect competition and constant returns to scale (in capital, labor,
and energy for final goods and alternative-energy producing firms, and
to fossil-fuel based and alternative energy for composite energy produc-
ing firms), each firm will use each input up to the point where the value
of the marginal product of the input equals its price. This gives the
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equilibrium conditions?

re=Dy (M) Fy ki = psiFs s (3.23)
w; = Dy (M) Fy,ps = psiFs,y (3.24)
PEt= DY(Mt)FY,E,t = pS7tFS,E,t ( )
Bt =PetFEBY ( )

Dst=PEtFES¢-

Under the constant returns to scale assumptions, final goods, alter-
native energy and composite energy producing firms will all make zero
profits:

Vt: iy =mgr = = 0.

The fossil-fuel extracting firms own fossil-fuel resources and therefore
must take the effect of extraction on the remaining stock into account.
This makes their profit maximization problem dynamic. They choose
an extraction path to maximize the discounted sum of profits.

The profit made, in each period, is the after tax revenues from the
sales of fossil fuel minus the costs for the inputs used in extraction:

TBt = (pB,t - 7A't) B, — TtKB,t - thB,t - pE,tEB,t‘ (3-27)

The discount rate between two periods is given by the net return to
investment in capital, that is, the return that profits invested in capital
would yield. Define the discount factors

lf tl - t2

1
Riv1 = Dg(My) [rip1 +1— 0] and Ry, 4, = { t2 Ryifto >ty

t=t1+1

where R;,q gives the return in period ¢ 4+ 1 from investments made in
period t and Ry, 4, gives the discount factor in period ¢; for income
derived in period ty > t;.

The fossil-fuel extracting firms are thus assumed to maximize the
discounted profit stream. For simplicity, I will assume that the fossil-
fuel resources consists of large number of identical sources owned by
different firms. Each firm solves the problem

=1
max Z — (pBy — ) By — Ky —wiLpy — ppEpyl
t=0 Ro,

st. Vi: B, = FB(AB,b KB,n LB,t> EB,t7 Qt)
Qi1 =0Qr— By >0, B, >0,

2As in the case of the planner solution, I will assume interior solutions.
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where the maximization is over {By, Qi11, Kpt, L, EB,t}:io' The La-
grangian of this problem is

=1
L= Z R_ pB,t - Tt) B, — TtKB,t - thB,t - pE,tEB,t]
t=0 = 0

+ Z Mgt [FB(ABy, Kty Ly, Epy, Q) — By

t=0

+ Z At [Qui1 + By — Q] + Z 1@, Q-
=0 =1

The first-order conditions read

1
By: Ay = R (Bt — T) + Mgy (3.28)
0,
Qir1:AQt+1 = AQt T AB 1B, t11 + Q41
KB,t : R—Otrt )\BtFB Kt
LB,t : R—Otwt = A\p tFB Lt
1
EBt : R—PEt = )\BtFBEt
0,t

I have now derived the profit maximization condition for all types of
firms.

Households

In each period, households derive income from capital, labor, profits
from firms they own shares in and government transfers. The only firms
that will make profits are the fossil-fuel extracting firms. Furthermore,
I will not model trade in shares in firms. In a representative household
model, there can, in equilibrium, be no trade in any shares. Including
trade in shares would simply determine the equilibrium prices of those
shares.
The households’ budget constraint is

= (Tt + 1 — 5)Kt + ’UJtLt + 7TB,t + gt (329)

Households solve the utility maximization problem

max tU(Cy, M,
{Ct Kt+l}t 0 ;/8 ( ! t)

s.t. (3.29) Vt.
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The Lagrangian of this problem is

E - i ﬂtU(Ot, Mt)

t=0
+§:>\0¢ {(rﬂrl —OK;+w Ly +m + T, — Cy — K
=0 Dx (M)

The first-order conditions of this problem are

Cy: )\C,t = 5tUC,t
Kii1:Act = Aot [re41 + 1 — 0] D (My).

Combining these two conditions delivers the households’ Euler equation:

Uc
BUc 1

This concludes the solution of the households’ utility maximization
problem.

= Dyc(M,) [ress +1—6]. (3.30)

Government

In each period, the government receives tax revenues 7; B; and pays lump-
sum transfers g;. The requirement that the government’s budget must
be balanced in each period gives that

gt = Ty By. (3.31)

Allocation

I have now derived all the equilibrium conditions and will combine them
to characterize the equilibrium allocation. In particular, I will derive the
capital accumulation and fossil-fuel use conditions. T will also verify that
all income in the economy goes to the households so that the households’
budget constraint, in equilibrium, coincides with the resource constraint
of the economy.

Substituting for the price of capital (3.23) in the Euler equation (3.30)
gives

Uct = BUct+1 D (My) [Dy (Mig1)Fy ki1 + 1 — 6] (3.32)

Comparing this to condition (3.21), they are the same.
Substituting (3.25) into (3.26), the fossil-fuel price in period t be-
comes
pBy = PeylE Bt = Dy(My)Fy B4 FE B, (3.33)
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Using the households’ Euler equation (3.30), the discount factor is

t

Ros = H Dp(My_q) [ry +1—14] = H

t'=1 =1

Ucwp-1  Ucp

= . 3.34
BUcy  PUcy (3:34)

Substituting the fossil-fuel price (3.33) and the discount factor (3.34)
into the fossil-fuel owners’ first-order condition with respect to By (3.28)
and rewriting gives

Ucorp: = 5tUC,tDY(Mt)FY,E,tFE,B,t - ﬁtUC,tTt + UcoAgyt- (3.35)

Comparing this equation to the fossil-fuel use condition from the plan-
ner solution (3.22), they are in some ways similar, but there are some
important differences. The effect of fossil-fuel use on the climate is not
at all internalized here. In the place of the value of fossil-fuel use in
production there is now the net of tax profit from fossil-fuel use. A less
important difference is that the multipliers are here multiplied by Uc .
Apart from that, the shadow value of the stock of fossil fuel enters the
condition in much the same way as in (3.22). The comparison between
(3.22) and (3.35) is what will give the expression for the optimal tax in
section 3.2.3.

I will now verify that all income goes to the households. Substituting
for the profit from the fossil-fuel extracting firms (3.27) and the lump-
sum transfer (3.31) in the households’ budget constraint (3.29) gives

Ky
Ci+ ————= 1—-0)K, L
t+DK(Mt) (re + VK + we Ly
+ (pB,t - 7A't) B, — TtKB,t - thB,t - pE,tEB,t + 7.5y
=(K;— Kp¢)re+ (Ly — L) wy + pp By

—petEps+ (1 —0)K:.

Using that alternative-energy generating firms make zero profits, we
obtain
psSt = 1K g + wiLsy + priFsy.

Similarly, using the fact that composite energy producing firms make
zero profits, one arrives at

pEtE =Ds1St + 1By
=1 Ky +wLsy +peiLs; + ppBs.

This delivers

pB,tBt = pE,tEt - TtKS,t - thS,t - pE,tES,t-
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Substituting this into the households” budget constraint gives

N (Kt - KB,t) T+ (Lt - LB,t) Wy

+pE,tEt - TtKS,t —wiLg; — pE,tES,t
—peiEp:+ (1 —0) K,

=(Ky— Kpy— Kg¢)re+ (Lt — Ly — Lgy) wy
+(Ey — Epy — Esy)ppt + (1 = 0) K,

= Kyt + Lywi + Eypps + (1 — 0) K,

= {(3.23), (3.24) and (3.25)}

=Dy (M) (Fyx Ky + FypiLys + Fyp:Kpy)
+(1 = 9K,

=Dy (M)Fy; + (1 —0)K,

=Y, + (1 -9)K;.

The resulting equation is the resource constraint from the planner
solution (3.9).

This concludes the characterization of the decentralized equilibrium.
The most important conditions are the capital accumulation condition
(3.32) and fossil-fuel use condition (3.35).

3.2.3 Optimal taxation

I will now derive a formula for taxes that, in the decentralized equilib-
rium with taxation, allows implementation of the planner solution.

As noted above, comparing the Euler equations from the planner
solution (3.21) and the decentralized equilibrium (3.32) they are the
same. Comparing the fossil-fuel use conditions (3.22) and (3.35), the
taxes {7;}72, should be chosen to make the two conditions equivalent.
This can be achieved by in each period t choosing the per-unit tax

R = [ Ucy ( D) (M) DQ/(Mt/)) B U t/l dMy

T = — — | Iy + Yy + i ,

t ; { BUce " Di(My) * " Dy (My) BtUcy | dB;
(3.36)

all evaluated at the allocation from the planner solution.

It can also be shown that all the conditions for intratemporal allo-
cation of resources between final goods production, fossil-fuel extraction
and alternative-energy generation are the same in both cases.

So, if the tax is set according to this formula, the conditions for
the planner solution and the decentralized equilibrium are equivalent.
Therefore, the taxes given by (3.36) implement the planner solution.
The expression within the square bracket in (3.36) is the sum of the
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three types of marginal damages in period t’, caused by a change in the
climate state, My, expressed in terms of period ¢ consumption. This is
then multiplied by the marginal effect of emissions in period ¢ on the
climate state in period ¢’ and summed over ¢ > t. Thus, the right-hand
side (3.36) gives total discounted marginal damages caused by emissions
in period ¢.

3.2.4 Simplifying assumptions

I will now make some simplifying assumptions that allow me to derive a
very simple formula for the tax.
The utility function will be assumed to have the following form:

U(C, M) =1In(C) — kyM. (3.37)

I assume that the damages to the capital stock and to productivity have
the following forms:

Dy (M) = e ™M and Dg(M) = e s, (3.38)

I also assume that the carbon cycle is linear so that the effect of emissions
in period ¢, on the future state of the climate, is given by (3.7). As shown
by Golosov et al. (2011), this specification, with climate only affecting
productivity, can replicate the climate systems of the DICE /RICE mod-
els well.

Under these assumptions, the optimal per unit tax becomes

. > [ Y,
7 = C} Zﬁt ! {C—ttlﬁK + O—;fﬁ/ + Ky | Oyt
=t

The tax can be rewritten using the consumption rate

o G
t—Yt-

Using the consumption rate, the ratio of investment to consumption is

Ct—F[t:}/;g—f—(l—(S)Ktj

b= -1 (-0 = (-0,

Assuming further that there is full depreciation (6 = 1)
It . 1— Ct
Ct N Ct ’

The per unit tax then becomes

o0

N ’_ 1 — Cy ]_
T =Y, Z ﬁt t |:C—t/<LK + —Ky + Ky | Op_¢. (339)
t/

Cyr
t'=t t



112 CHAPTER 3. THE ROLE OF THE NATURE OF DAMAGES

Assuming, finally, that the consumption rate is constant (in the plan-
ner solution), ¢; = ¢ for all ¢, then the following proposition can be
stated.

Proposition 3.1. Assume that the utility function and the damage func-
tions are given by (3.37) and (3.38). Assume further that § = 1, that the
carbon cycle fulfills (3.7) and that the consumption rate c is constant.
Then the per unit tax in pertod t should be

7A't = Y't [(1 — C)HK + Ky + CKU] Z Btlit@t’ft (340)

t'=t
That is, the optimal tax is a constant times production in that period.

Proof. Follows from (3.39) with ¢; = ¢ for all t. O

So, in each time period, the per unit tax should be a (time-invariant)
constant times production in that period. Comparing this formula to
the corresponding formula in Golosov et al. (2011) they are the same
if ke = ky = 0. If Kx # 0 or ky # 0 the tax, unlike in Golosov et
al., depends on the value of the consumption rate. Note also that I
here need to assume full depreciation to get the tax as a constant times
production. The reason for this is that both the consumption and the
savings rate (as shares of production) need to be constant, which is only
possible when there is full depreciation.

The consumption rate enters the calculations just made in two dif-
ferent ways. Firstly, it matters for the marginal effects in period ¢’ and
secondly, it matters for the marginal utility of consumption in period t.
Starting with period ', the effects in terms of period ¢’ marginal utility
are given within the square brackets in equation (3.39). The amount
of resources destroyed by the damages to capital depreciation is pro-
portional to investment. The damages are expressed in utility terms
through multiplication by the marginal utility of consumption leaving
the ratio 1=¢. Both the numerator and denominator of this ratio im-
plies a negative dependency on c¢. The amount of resources destroyed
by damages to production is proportional to production and these are
expressed in utility terms through multiplication by the marginal utility
of consumption resulting in the ratio % The damages to utility are al-
ready expressed in utility terms. When translating the effects in period
t" into period ¢ consumption, this is achieved through division by period
t marginal utility of consumption. This step results in the initial factor
¢tY; in the right-hand side of (3.39). Thus, in relation to Y; this last step
gives a positive dependency of the tax on the consumption rate. The net
dependencies of the different terms in (3.40) on the consumption rate are
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the net effects. This net effect is positive for damages to utility, zero for
damages to productivity (since the dependency on ¢ from the two steps
cancel) and negative for damages to depreciation.

3.2.5 A closed-form example

I will now provide an example where the conditions of proposition 3.1 are
fulfilled. T will assume that the utility function and the damage functions
are given by (3.37) and (3.38) and that there is full depreciation § = 1.
Furthermore, T will assume that capital is not used in either fossil-fuel
extraction or in alternative-energy generation and that capital enters
the final goods production function as in a Cobb-Douglas production
function. The last two assumptions imply that

KY,t = Kt; KB,t = KS,t =0 fOI' all t

and
Y; = Dy(M;)Fy; = Dy(M;)Fy,K{,
where @ is a given constant and where Fy; may depend on all of the
variables that Fy,; depends on except K;.
With Fy, given like this, the marginal product of capital is
Y;
X

Substituting this into the Euler equation of the planner solution

(3.21) and using the fact that utility is logarithmic, we obtain
1 I Y
— =8 a
Cy Ciy1 K

With full depreciation, period ¢ investment is

DY(Mt)FY,K,t = O_ZDY(Mt)Fy;thail =

,_ Kin
t
Dy (M)
The Euler equation can now be written
L gplin
Cy Cin

This is solved, in each period, by setting
Cy = (1 —ap)Y; and I; = apy,.

That is, the consumption rate is constant and equal to 1 —a(. Using
proposition 3.1, the tax should, in each period, be given by

= Y, [afrk + Ky + (1 — af)ky] Z B by
t'=t
So, the optimal tax can be calculated without actually solving for the
optimal path of fossil-fuel use and within-period allocation of inputs.
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3.3 Two-period model

In this section, I will consider a two-period version of the model, to see
how changes in the variables affected by climate change (Dg, Dy and
M) changes fossil-fuel use. I will treat the “climate” as exogenously given
and then derive the effects of varying the variables.

I will consider two different cases for the extraction of fossil fuel. The
first case will be the “oil” case where fossil fuel is costlessly extracted
from a given total supply. The second case will be the “coal” case where
the finiteness of the resource does not matter and where extraction uses
resources.

The first period is the same as in the infinite horizon model. First
period production is Y;. This is divided between consumption and in-
vestment. The first period capital K is given. This capital depreciates
at the rate 0. Investments made in period 1, and the remaining capi-
tal, is subjected to climate related damages after which the share Dy
remains.

Second-period production is consumed:
Cy =Ys.

There is a climate related damage that affects productivity in each
period, Dy, and a climate state, M,, that affects utility directly.

Regarding the one-period utility function, I will now assume that, for
given M, the utility function behaves as a standard CES-utility function
in the sense that

Ucc 1
— = —0— 3.41
P - (3.41)
and that, as before,
Ucm =20

so that more climate change increases the marginal utility from con-
suming manufactured goods. The particular utility function defined in
(3.37) fulfills the last condition with equality.

I will now also be specific about the production function. Capital and
labor is aggregated according to a Cobb-Douglas production function
into a composite GG

G=K*L'"" (3.42)

Fossil fuel, B, and alternative energy, S, are combined, according to
a CES production function with elasticity o, into the composite energy
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good E:
0E71:| %

op—1
E = Fg(B,S) = [VBBET 4 yeS oE

(3.43)

The composites G and E are then aggregated into final goods ac-
cording to a CES-function with elasticity oy:

oy
”Y_1:| oy —1

oy —1
Y = Dy Fy(G,E) = Dy [7GG§T FApE oy (3.44)
For notational simplicity, I do not include any productivities Ay or
Apg here. Including those as multiplicative terms would not change the
essence of the analysis that is to follow.

In the oil and coal cases below, 1 will make different assumptions
about how B and S are produced. I will treat the climate as exogenous.
I will then vary the climate related variables to see how different possible
effects of climate change will affect equilibrium fossil-fuel use.

The results will depend on the values of the elasticities in the utility
and production functions. I therefore need to make some assumptions
about those parameters.

Above I assumed that utility was logarithmic, that is, # = 1. This is
likely to be a reasonable assumption; Layard et al. (2008) find a value
of # between 1.2 and 1.3.

There is low substitutability between energy and other inputs in the
short run. Hassler et al. (2011) estimate the elasticity to be 0.005. This
implies that oy should be small. The longer a time period is chosen
to be, the larger the substitutability can be expected to be since more
adjustments, e.g., more investments in energy efficiency, are possible.
Assuming limited substitutability still seems reasonable.

The substitutability between different energy sources is high. If en-
ergy is converted into electricity, the original source of the energy is
irrelevant and there is perfect substitutability. For other energy uses,
e.g., cars, investment in new machines may be required, but once these
are made, substitutability is high. In other uses, e.g., for flying planes,
fossil fuels seem much more difficult to substitute away. Combined, this
seems to imply that, at the aggregate level, different energy sources are
good, but not perfect, substitutes.

Based on all this, the following assumptions about parameters seem
reasonable ] ]

<1<0<—< (3.45)
OF Oy

3.3.1 The oil case

In this case, fossil fuel is costlessly extracted from a total supply Q. T will
below first treat alternative energy as exogenously given. After that, I

0<
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will assume that alternative-energy generation requires labor and capital.
The allocation of labor and capital between final goods production and
alternative-energy generation will be a static decision that can be made
within the period.

This means that production in each period depends on capital and
amounts of fossil fuel used. That is, production can then be written as

Y; = Dy, Fy (B, Ky).

Planner solution

Since I assume that the climate related parameters are exogenously
given, the planner solution and decentralized equilibrium will coincide
and I will solve for the planner solution. All fossil fuel will be exhausted.
Given parameter assumptions (3.45), fossil fuel will be used in both pe-
riods and in the second period whatever amount was not used in the
first period will now be used:

By=Q — B.

This reduces the problem to choosing first-period fossil-fuel use and
second-period capital. The planner problem is

U (Dya By (K, By) + (1= 0)K; — 52,03 )
max ~
Buka | 48U (DY,ZFY(K% Q — By), M2>

The first-order conditions read

By : Uc,leFY,B,l = BUC,QDY,QFY,B,Q
1

Ky: UC,ID_ = 5UC,2DY,2FY,K,2-
K

Substituting the second condition into the first condition gives the con-
ditions

Ucy =BDrUc2Dy2Fy ks (3.46)

Fypo=DgFyr2Dy1Fyp. (3.47)

These conditions completely characterize the solution.
Effects of climate change

I will now vary the climate related variables to see how equilibrium
fossil-fuel use reacts to these changes. Consider a change A that affects
M, M, Dk, Dy, and Dys. The equilibrium conditions (3.46) and
(3.47) can be differentiated with respect to A to identify the effect on
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the equilibrium choice of investment and allocation of fossil-fuel use. I
will let primes denote full derivatives with respect to A.

The derivatives of the production function are

Dy P
}/1/ _ le Y,1 + Y,B,1 B/
_DY,l FYl
VI —v. Dg/,2 n FY,B,2B§ + FY,K,QKé
=Y, _ .
? _DY,2 FY,2

Differentiating both sides of condition (3.46) gives

d U K, K, D U
_UC,12U0,1|: CcC,1 (le/ 2 + 2 K)+ C’Ml } {3

dA Ucs Dy Dg Dg Ucs
0 Dj F K’ K D)
—Upy |- Y, vl E’,B,lBi 2
Cl Dy, Fy, DK Dy
U,
—l-Uql oMl M{
Uc,

and

U U
—5DKU02DYQFYK2—5DKUC2DY2FYK2 { Yy + CM’QMQ}
Ucy Uc

Dy Déﬂ

+5DKUC,2DY,215Y,K,2 [D—K + Dys

FE/KK2K/ n
Fy ko Fy ko

FYBK2B

+5DKU02DY2FYK2 9

Using SDxUc2DysFy ko = Ucy, Cy = Ys, By = —Bj} and (3.41) deliv-
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ers

d -
EBDKUCQDY,QFY,KQ =Uc,

_9<Dgf,2_FYB2B/ FYKQK/>]

Dy, Fy, Fy,
Ucnsz ., D Dy,
U 2\ 2
e { Ucs 2" Dx " Dys
F F
+Ue, VKK?2 K; Y.BK2 p
Fy ko Fy ko
Dy, D Ucnro
=, 1—6 4+ =K M’]
@ {( >DY2 Dic~ Uca 2

F F
+Uqy | 0—2E2 — “LBR2 ) pr
FY,2 FY,K2

Setting

d

d ~
Vo = —<BDiUcsDyaFyx

and rewriting produces

D}, D’ D! U U
b Y1 2 | Yk o Y,2 CM1 / CM2 /
o BB (1+ &52) 5+ (1 - )52 RN VEREES Vi
° 0 1 Fyke _ Fygpz
C1 Dg Fyo Fy k2
(iy Fy.pa + 913{,3,2 _ F}”,BK,Z)
Citt Fy Fy,s Fy k2 B (3 48)
0 1 4 pFvke  Frrko '
C1 Dk Fy,a Fy k2

Turning, instead, to the Hotelling rule (3.47), we have that

dA Y,B,2 FYBQ

:FY,BQ (FE/BKZK/ FYBBQBl>

dﬁY,B,Q _ i (FYBKZK/ n FYBBZB/)
=TIy,B2 =

Y,B,2 Fypa
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and that
d D, Dj F,
e Y1 Y KK,2 51
EDKFYK2DY1FY31—DKFYKZDYIFYBl + + —= K,
DK DYl FYKQ
~ ~ FYKB 2 F
, Y,BB,1
+DgFy oDy Fyp1 | —= B, + B
YK,2 FYB,I
’ / [
~ Dy DY,l Fykksa ..,
=Fypp + + —= K,
D DY,I FYK2
~ Fy g1 FYKB 2 ,
+Fypa | —= — B;.
Y,B,1 FYK2
Setting
Afyvps 4 5o Do
— = Uk lykolUyil'yBa
dA dA ’
using B!, = —Bj and rearranging then leads to
F}/,BB,l F}/,BB,Q . Fy B Die Dy 4
Ké: FY,B,1~ Fy B2 Fy k2 B/ 4 Dy D~Y’1 .
F}/,BK,z o Fy kK2 F}’,BK,Q o F}’,KK,Q
Fy B o Fy ko Fy g2 Fy k2

Substituting this into (3.48) and rearranging gives that

D' Dy, DS U, U,
, ve  Yema,, Ucmz, o
B = SDKD -i—fDYlD +(0— l)D + 0 M;— 0 M;, (3.49)
Y,2 1 2
where
HF):,KJ _ F}’,BKJ 0 <L _ (FE/,BK,z _ F}/,KKQ)) K>
§ Py Fy g2 C1 \ K2 Fy B Fy k2 Dy (3 50)
Dy = _ - .
K Fypre  Frikke
Fy B2 Fy k2
eﬁ'g,K,z i Fy,KK,z 0 [L B (Fy,BKg . F}’,KK,2):|
_ Fyp Fy k2 C1 | Dk Fy B2 Fy k2 351
5DY1 - = = ( . )
’ F}’,BK,2 o F}’,KK,2
Fy, B2 Fy k2

I show in appendix 3.B.2 that, for both of the two cases considered
below (exogenous and endogenous supply of alternative energy),

{p >0 (3.52)

By determining the signs of {p, and {p, ,, I can use (3.49) to determine
the signs of the effects on first-period fossil-fuel use of varying D, Dy,
Dy, My and M,. T will do this for two different cases, with exogenous
and endogenous S respectively.
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Alternative energy exogenously given

I will now assume that the amount of alternative energy in each period,
S, is exogenously given. Under this assumption, capital is only used in
final goods production and there are no indirect effects related to the
redistribution of resources between final goods production and produc-
tion of alternative energy. Then the derivatives of final goods production
with respect to capital and fossil-fuel use are

FY,B =FypFpp >0

Fyg=FygGk >0
FY,BK =y peFrpGr >0
FY,BB =FyEgp (FE,B)2 + Iy pleee <0
FY,KK =Fyaa (GK)2 + FyoGrr < 0.

In appendix 3.B.2 I show that these derivatives imply that £ > 0.

Turning to {p, and &p, , it can be seen in (3.50) and (3.51) that
they contain the following three expressions that can be calculated using
the derivatives of F' and the derivatives of CES-production functions (see
appendix 3.A):

F\ F: FyvoGx  FypeG 1\ FyveG
oy Iy FyveGr  FrecGr _ (0 B _) v,aG K (3.53)
Fy Fyp Fy Fy g oy Fy
QFY,K _ FY,KK :eFY,G’GK _ FyceG% + FyoGrr
Fy Fy g Fy Fy oGk
K eG 1 1 FivgE G 1
== _— L y— 1—a)—
Ty e ware Ly Ul
6 —1)FyoG+ =X Fy pFE 1
_ |0V eC o el L (3.54)
Fy K
FY,BK _ FY,KK _ FypcGr  IyvieeGk  Grkx 1 Gk Ggk
Fyp Fy Fy g Fy i Gk oy G Gk
1 1 1 1—o0y 1
= —(a—1)= = 1) = (355
Ok by < o >K (3:55)
Substituting (3.53) and (3.55) into (3.50) delivers
(L _ 9) Fy c2GKk,2 + O glmoy 1
€Dy = ——— e G o D (3.56)

1—0o 1
<@7Y + 1) i
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Substituting (3.54) and (3.55) into (3.51) gives (after some calculations)

& (Yl B ,%) —l+o (% _9) —FyﬁiiGQ + o (95—11 — 1) _1;?

gDYJ - =

o=y 4]
oy
(3.57)
I can now state the following proposition:

Proposition 3.2. Assume that the parameters fulfill (3.45) and that
UCM Z 0. Then
0B, 0B, 0B, 0B,

— <0 >0 >0 <0
8DK_ ’aDy,Q_ ’8M1_ 78M2_

If, also, 0 =1, then

05, <0
0Dy, —

Proof. Starting from (3.49) and using that £ > 0, the results for Dy,
M, and M, follow from the parameter assumptions in (3.45) and Ugpys >
0. The result for D follows from (3.56) and the parameter assumptions
in (3.45). When § =1, Y} = Cy + 52. This implies that &~ > 1 and

D
that Cil <Y1 - g—;) — 1 =6 —1. The result for Dy; now follows from
(3.57) and the parameter assumptions in (3.45). O

The changes described in the proposition can be understood intu-
itively. If Dg decreases, second-period production and consumption lev-
els go down and more consumption is redistributed to the second period.
This redistribution can be achieved either by saving on fossil fuel or by
investing in more capital. The decrease in Dy decreases second-period
capital, which increases the marginal product of capital but decreases
the marginal product of fossil fuel. Therefore it is better to use more
fossil fuel in the first period which allows for investing more in capital.
So more fossil fuel is used in the first period to increase production. In-
vestment also rises (and it should go up enough to decrease first-period
consumption).

A decrease in Dy, decreases the second-period levels of production
and consumption. This leads to an increase in second-period marginal
utility from consumption. At the same time, the marginal products of
both fossil fuel and capital in the second period decrease due to decreased
productivity. If 6 > 1, the effect on the marginal utility of consumption
dominates the effect on the marginal products and both the first-period
level of investment and second-period fossil-fuel use increase. This leads
to a decrease in first-period fossil-fuel use.
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An increase in M, (assuming Ucpr > 0) increase the marginal value
of consumption in the second period relative to the first period. This
leads to a redistribution of resources from the first to the second period.
This means that both first-period investment and second-period fossil-
fuel use increases. This leads to a decrease in first-period fossil-fuel use.
An increase in M; works the other way around.

A decrease in Dy increases the marginal utility of consumption and
decreases the marginal product of fossil fuel in the first period. At the
same time first-period investments decrease, giving less second-period
capital. This increases second-period marginal utility from consumption
and decreases second-period marginal product of fossil fuel relative to
the second-period marginal product of capital. If 6 = 1, the entire net
income in period 1 comes from period 1 production and then more fossil
fuel will be used in the first period to increase first-period consumption
and investment. If, instead, § < 1, a share of first-period net income
comes from non-depreciated capital. This weakens the effect on first-
period consumption and second-period capital while the effect on first-
period marginal product of fossil fuel is the same. This means that
it is no longer certain that the best thing is to compensate decreased
productivity in the first period with more fossil-fuel use.

If climate change is interpreted as a decrease in Dg and Dy, and
an increase in M,, then proposition 3.2 states that damages affecting
productivity and utility move emissions from the first period to the sec-
ond period while damages affecting depreciation move emissions from
the second period to the first period.

Alternative energy endogenously determined

I will now assume that alternative-energy generation is endogenously
determined. Generating alternative energy requires the use of labor and
capital. I will assume that the production function for alternative energy
is such that the generated amount of energy is linear in the use of the
composite G, defined in (3.42). I will also assume that the division
of GG into final good production and alternative-energy generation is a
static decision that can be made in each period. Let Gy and Gg be
the amounts of G used in final goods production and alternative-energy
generation, respectively. The amount of alternative energy is then

S = AsGS.

In the previous section, with alternative energy exogenously given,
the change in fossil-fuel use caused by a change in “climate” was driven by
two different aspects. The first aspect was the redistribution of consump-
tion between the periods. If the relative value of consumption increases
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in one period the equilibrium changes in such a way that it redistributes
consumption towards that period. The second aspect was the relative
productivity of the two factors (B and K) within the periods. The first
aspect will be similar in this situation. The second aspect will be differ-
ent here. This is because the substitutability between the two factors is
different when the alternative energy can be adjusted. In the production
function F', defined in (3.44), the substitutability between G and E is
low. With exogenously given alternative energy, this translates into low
substitutability between B and K in F. In this section, the possibility
to use GG to generate energy, increases the substitutability between B
and K in F.

When considering changes in Dy, M; and M, in the previous sec-
tion, they were driven by consumption reallocation and the effects of
varying these will therefore be the same here as there. This can also be
seen in (3.49), where the factors in front of the changes in these climate
variables do not depend on the production function F' but rather on the
shape of the utility function.

When considering changes in Dy; and Dg, the effects depend on
the shape of the production function F. The factors multiplying them
in (3.49), that is (3.50) and (3.51), depend on derivatives of F. In
particular, they depend the following three combinations of derivatives:

F
p-of _ ZLBK (3.58)
Fy Fyp
F F
p-of _ CLER (3.59)
Fy Fy i
Fy gk _ Fy ki (3 60)
Fyp Fy i

The reallocation of G between final-good production and alternative-
energy generation must be taken into account when differentiating F
with respect to B and K. I will first solve the problem of intratemporal
allocation of G. This will allow me to calculate the needed derivatives
of F with respect to B and K.

Becuase the division of G between final goods production and alternative-
energy generation is a static decision that can be made in each period,
Gy and Gg can be seen as functions of B and . The division of G is
thus made to maximize production in the period. Production is given

by
DyFy (Gy, FE (B, ASGS)) .
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The intratemporal problem of dividing G' can then be written

GHlaé( Dy Fy (Gy, Fg (B ASGS)) st. Gy +Gs =G

The first-order conditions for this problem give the optimality condition
FY,G = FY,EFE,SAS‘ (361)

This condition implicitly defines Gy and Gg as functions of B and G.
This condition can be differentiated to derive the partial derivatives of
Gy and Gg with respect to B and G. This yields (see appendix 3.B.1,

page 139)
11
_ oy Gy
Gsa = T 5 1 TEsB T € (0,1).
oy FYEEGY OF Fg GS

This expression reveals that as G is increased, Gg is increased. Since this
derivative lies between zero and one, this implies that Gy also increases.
The production function F' can now be written

ﬁ(B>K) = Fy (GY(B>G(K))7 Fg (BvASGS(B’ G(K)))) : (362)

This expression can be differentiated to give the partial derivatives (see
appendix 3.B.1, page 140)

Fyp=FypFep

Fy k= Fy oGk

. 1 1\ F
Fypx = FypcGrFep — Fro (— - —) N el

Oy OR 1)
1
Fyxx = FyeaG% + Fy oGk + _FYGG Gs.cG.
Y

The first-order derivatives are the same here as in the case with
exogenous alternative energy. This is because the envelope theorem
implies that, since the allocation of G into Gy and Gy is chosen to
maximize production, the reallocation gives no first-order effects on F.
The second-order derivatives consists of the same terms as in the case
with exogenous alternative energy. In addition to these, each derivative
has a term, of opposite sign, that captures the reallocation of G.

These derivatives can now be used to calculate expressions (3.58) and
(3.60). The underlying calculations can be found in appendix 3.B.1 (see
page 143); here I only state some of the results.

Starting with expression (3.58) we can write

Fyx F 1\ F 1 1\ F F
LS UL (9 - —> ZEGk+ (- - —> Y _Gso—=EGk.
Fy  Fyp oy ) Fy oy og) FypkE Fy
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Comparing this equation to (3.53), we see that the first terms are
the same. The second term captures the redistribution of G that results
from a change in G. The first term is negative and the second term is
positive, so that the new element here will tend to change the sign of
the expression.

Substituting for Gg¢ and rewriting delivers the following equation
(see appendix 3.B.1, page 143)

~ ~ 1 1
Fyx F (9 - r) o F
glyx  LYBEK 5 ) oy Y,G G

2 1 _Fy 1 FesBGy R
Fy FY’B oy Fy gE o Fr Gs v

g(LFfesS 1 FepB) _ 1 )Gy

oy FEg og FEg opoy | Gs FY’GG
1 By 1 FesBGy 2
oy FygE ' o Fr Gs

+

This expression has the same sign as

<9 - i) I (9 (iFE’SS + iFEBB) - ) & (3.63)

Or/) Oy oy Fg op Fg ogoy ) Gs
The first term here is positive. The sign of the second term is ambiguous.
It will be positive if Fg ¢S >> Fg pB and negative if Fg ¢S << FgpB.
In order for (3.63) to be negative, Fg 5B would have to be large enough
compared to g ¢S and Gy must be large enough relative to Gg. Given
that the energy sources are good substitutes, the income share of fossil
fuel FgpB will be large compared to the income share of alternative
energy, Fp ¢S when a large amount of fossil fuel is used. Since energy
and other inputs are poor substitutes, much of G will be used in final
good production if there is a significant amount of energy. This implies
that (3.63) will tend to be negative if fossil fuel is abundant and positive
otherwise.

Turning instead to expression (3.60), we see that it can be written
(see appendix 3.B.1, page 143) as

FY,BK FY,KK_ 11 Gkk
= - —= = K

FY,B FYJ( Oy GY GK
1 By 1 FyeGy] 1

— —GscCGk.
oy I'vgE o Fypl | Gy SEHK

Here the first two terms are the same as in the previous section, see
(3.55), and they are positive. The third term, captures the effects of
redistribution of GG. As for expression just discussed, this term has the
opposite sign, that is, it is negative. So, again, the effect of redistribution
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of G will tend to change the sign of the effect compared to the previous
section.

Substituting for Gs ¢ and rewriting gives (see appendix 3.B.1, page
143)

~ ~ Ll*UE Ll*O’E FE,SS + Ll*O’y FE,BB Gy
FY,BK FY,KK 70403/ oE oy og Ig ogp oy Fg I
7 7 N 1 _Fy . 1 FepBGy K K’
FY’B FY’K oy Fy gE og Fg Gs

In the expression for {p, , this shows up as

F F
1_ ( Y,BK Y,KK) K

Fyp Fy

This expression will have the same sign as

10'E—1 10’E—1FE5’S 1ay—1FEBB GY
— 4+ — 2 J G_
S

(3.64)

Oy OEF Oy OF Fg Or Oy Fg

The first term here is positive. The sign of the second term depends on
the relative sizes of Fg ¢S and Fg gB. It is positive if Fg g5 >> Fg B,
in which case (3.64) will be positive. If FgpB >> FggS, the second
term will be negative and the sign of (3.64) will depend on the relative
sizes of the terms. The second term will be large if FgpB is large
relative to g ¢S and if Gy is large relative to G'g. Thus, the analysis
is the same here as for expression (3.63). This means that {p, will
be positive if F 2By is large compared to Fgg252 and Gy, is large
compared to Gga.
Turning now to {p,., (see (3.51)), its sign depends on (3.59) and

Ko

[ 1 o }/1 (FLY_]BK,Q o F}/vKK’2>:| — D o (Fz/,BKJ o F}/’KK’2> KQ ﬁ
Dy Fy B2 Fy k2 i Fy g2 Fy k2 K>
2y, ~ ~
_ | Dx 1— Fypr2  Fyxkp? K Y1
|: Y1 - ( Fy po Fy i 2| Ky-

Apart from the first term in the parenthesis, this is the same expression
as for p,. The first term can be either positive or negative. If there
is full depreciation it is negative since the numerator then is investment
minus production, which must be negative. Expression (3.59) is positive
since FY,K > 0 and FY,KK < 0.

The conclusion from this discussion is that the effect of changes in
Dy, M; and M, will be the same here as in the case with exogenously
given alternative energy. The effect of changes in Dy and Dy, however,
are ambiguous here.




3.3. TWO-PERIOD MODEL 127

3.3.2 The coal case

I will now instead consider the coal case. Here, there is no scarcity of
fossil fuel, by assumption; fossil fuel can be extracted using labor and
capital. I will assume that the composite input G = K*L'~® is used
in final goods production, fossil-fuel extraction and alternative-energy
generation. A more general formulation would be to specify different
production functions for different sectors describing how labor and cap-
ital are used together. Assuming that capital and labor enters the pro-
duction function in the same way in all sectors simplifies the analysis
but should not, if the differences are not too large, affect the results
significantly.

The composite input, G = K*L'=%, can be used in final goods pro-
duction, extraction of fossil fuel or production of alternative energy. This
allocation is made in each period and is (assuming free mobility of re-
sources between sectors between time periods) a static decision.

I assume that both the extraction of fossil fuel and the alternative-
energy generation are linear in GG, so that

FB(GB) = ABGB and Fs(GS) = ASGs. (365)

Under these assumptions, the planner solution can be divided into
two separate subproblems. The first subproblem is the within-period
allocation of a given amount of G between the different sectors. The
second subproblem is the intertemporal problem of how much, out of
first-period production, to invest into second-period capital. T will solve
the two subproblems in turn.

Within-period allocation of GG

I will now solve the problem of allocating a given amount of G in order to
maximize production. Let the amount of GG used in final goods produc-
tion, fossil-fuel extraction and alternative-energy generation be labeled
Gy, Gp and Gg, respectively. The problem of allocating G optimally is
then

G I%aXGS Fy (Gy,FE (FB (GB> ,FS (Gs))) S.t. GB + GS + Gy =d.

There should also be non-negativity constraints on each of the Gs; how-
ever, given the parameter assumptions in (3.45), these constraints will
never bind.

The Lagrangian of this problem is

£:Fy(Gy,FE<FB(GB),Fs(Gs)))+)\[G—GB—GS—Gy].
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The first-order conditions are

Gp: A= FY,EFE,BFB,G
Gs:A\=FypFpsFsa
GY A= Fyyg.

These first-order conditions express that the resulting marginal final
good product in all sectors should be the same. They can be rewrit-
ten to give the equilibrium conditions

FrpsFsa=FppFpc (3.66)
Fyqg=FypFrpFpa. (3.67)

For a given G, these conditions implicitly determine the allocation of G
between different uses.

Using the production functions (3.43) and (3.65) and the derivatives
of CES-production functions from appendix 3.A, condition (3.66) now
delivers

1

1
A5 () ™ = Ao (a8 )

w e (1) ()" 0

A op—1 (g
55 = (A_S> <E> >0= GS = £SGB-
B B

Substituting this expression into the production function for the en-
ergy composite, we obtain

ES

Let

op—1 op—1 7B op—1
B = [VBB B+ g oE ] = {VBABE +7s (Asés) & | Gp.

Similarly, let

§p = |:7BABUE + s (Asfs)(T:

>O:E:§EGB

Condition (3.67) then gives

Fy ﬁ_ FY 7Y FE éA
e Gy =7E 5 B B B
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Finally, let

1 1 l-0cp10Y

&y = ji g PARF > 0= Gy =&Gp
E /B

Summing up the different uses of the composite GG one then finds that

1
G=Gy+Gp+Gs=(1 Gp=Gp=———0G
y+Gp+Gs=(1+& +65)Gp B= 176 1 &s
This in turn delivers
Sy 1 &s
Gy=— G Gy=—— GandGy=—>5__¢q
H e L Tlvb g

(3.68)
Thus, the composite G is divided between the different uses in propor-
tions that are independent of G and also independent of Dy, Dy, Dk,
My and M. This also implies that fossil-fuel use is increasing in G.
Final goods production can now be written

Iy Iy

oy —1 oy—1]oy—1 oy =1 7y =17 5y -1
Y =Ay [VGGYW +ypE Y 1 = Ay [%fy“y +96€p"" Gp
oy —1 oy —1 % 1
—A Ve, B —
Y |:7G§Y ,YEé-E :| 1 +€Y +§S
Let
oy —1 oy —1 O.;‘}il 1
= Y g —,
Sva [W/Ggy Ve } 1+ &y + &g
giving
Y = Ayfng. (369)

For the results derived below, there are two intratemporal implica-
tions that are particularly interesting. The first of these is that, as can
be seen in (3.68), the amount of fossil fuel extracted in a period is strictly
increasing in GG and therefore also in the amount of capital. The second
result is that production in a period can be written as a factor, which
is independent of G, Dy, Dys, Dk, M; and My, times G. This means
that production in a period, as a function of capital, inherits many of
the properties of GG as a function of K. In particular,

oY o’y
a_K > 0 and K2

<0. (3.70)
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Intertemporal allocation

Since the allocation of G' between the different sectors is a static decision,
that can be made in each period, production in each period can be
written as a function of only capital

Y, = Dy, F(I).
The planner problem is therefore
U (DyaF (K0 + (1= 0) Ky — 52,0,
max .
Ky +BU<Lk3F(KQ,A@)
The first-order condition with respect to K5 can be stated as
Ucy = BDkUga Dy F'(Ky).

Consider now a change A that affects Dy, Dy, Dys, M; and Ms.
Let primes denote full derivatives with respect to A. Then

dUc
dA

Dy, K, Ky D)
Dy, Dk Dk Dk

=Uccy |:Y1 ] + Ucma M

d A U, Dj .
EﬂDKUCQDY,QF/(Kﬁ:UCJ [ coz (Yz 2 +DY,2F/(K2)K£):|

Ucpo Dy,
D' D§/2 F”(Kg)
+U, L. L K
@l Dk Dy F'(Ks) 2
U,
+UC71 CM,QMé
Uc
U, 0
:{—UCCC:—E andCQZYQ}Z
Dy, D, Ucwr
=0 1—0)—= LS = M
o {( )Dm Dk ' Ucs 2}
F'(K. F'(K.
v, [F) )]
FI(K5) F(K>)

Equating these derivatives and rearranging delivers
0y Dva Dy 0 Kp ) D
Cl}/lDY,l + (1 - 6>DY,2 + {1+ C1 Dk ) Dk
iL + F’(Kg) _ F”(KQ)
Cl DK F(KQ) p’(Kz)
Ucwni g1 Ucnz g7
B Uc,a Ml - Uc,2 M2
F'(Ks)  F'(Ks)

K=

(3.71)
0 1 +
Cl DK F(Kz) F/(KQ)
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The following proposition can now be stated:

Proposition 3.3. In the coal case, the first-period fossil-fuel use is ex-

ogenously determined. The second-period fossil-fuel use depends on Dy 1,
Dy s, D, My and M, as follows

0B; 0B; <0 0B; >0 0B, <0 and 0B;

> 0) = Y - Y Z O
0Dy, — 0Dy 0D oM, oM,

Proof. First-period capital is given. Since this means that G is given,
equation (3.68) implies that first-period fossil-fuel use is given. For

second-period fossil-fuel use, (3.68) gives that % > 0. From (3.70)

it follows that £” > 0 and that F” < 0, since they have the same signs
2 . .

as % and %, respectively. The results then follow from equation

(3.71) since the denominator on the right-hand side is positive, § > 1

and UC]V[ Z 0. ]

The results can be interpreted as follows. First-period capital, and
therefore also fossil-fuel use, is given. If Dy decreases, production in
the first period and the amount of resources that can be divided between
first-period consumption and investment into second-period capital both
decrease. This leads to decreases in both C; and K3. The decrease in K5
implies a decrease in B,. If, instead, Dy decreases, then the marginal
product of second-period capital must decrease while the marginal util-
ity of second-period consumption increases. Which of these effects dom-
inates depends on the sign of § — 1. If § > 1, the effect on marginal
utility from consumption in the second period dominates. First-period
investment then increases giving increased G5 and Bs.

If Dy decreases, there is a direct effect of a decrease in second-period
capital. There is also a decrease in the amount of second-period cap-
ital that each unit of savings gives. Counteracting this, the value of
second-period capital increases both due to increased marginal product
of capital and the increased marginal utility from consumption. So there
may be an increase in first-period investment, but this effect will not be
large enough to counteract the effects of increased depreciation. Thus, a
decrease in Dy leads to a decrease in second-period capital which implies
a decrease in second-period fossil-fuel use.

Changes in M; and M, do not affect the production possibilities.
Instead, they affect the relative value of consumption between the two
periods, thus inducing a redistribution of consumption between the two
periods. This occurs by changing first-period investment. If the value of
first-period consumption decreases relative to second-period consump-
tion, first-period investment increases. This increases the amount of
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second-period capital which implies an increase in second-period fossil-
fuel use. If the value of first-period consumption increases relative to
second-period consumption, the opposite will occur.

3.3.3 Amplification or dampening of climate change

Sections 3.3.1 and 3.3.2 derived the results of how exogenous changes
affected the equilibrium allocation. The intended interpretation is that
these changes are in fact driven by climate change which is driven by
fossil-fuel use and, therefore, endogenous. In this section, I will discuss
how, in a model with endogenous climate, the change in the allocation
due to the effects of climate change would affect fossil-fuel use. In par-
ticular T will discuss whether the reactions to the realization that there
is climate change might amplify or dampen climate change.

To begin with, how will climate change manifest itself in the model?

Climate change will decrease Dy and Dy and increase M. Since Dy
gives the amount of depreciation between the periods, the effects of cli-
mate change can be interpreted as a decrease in Dg. For changes in Dy
and M I have to determine if they primarily affect the period 1 or pe-
riod 2 values. As has been seen above, the timing of the changes matters
crucially. Thus, for changes in Dy and M I must determine what the
effects will be in the different periods. On the one hand, climate change
is a slow process; one the other hand, the use of a two period model
implies that a time period should be considered as being relatively long.
For the purpose of the present discussion, I will make the assumption
that the effects on the second-period values are larger than the effects
on the first-period values.

To say whether the reactions to climate change will dampen or am-
plify the change, I must also determine what I mean by amplification
or dampening. These interpretations will be somewhat different in the
oil and coal cases. In the oil case, total fossil-fuel use is exogenously
given by the total initial supply. Thus, only its timing is endogenously
determined. I will then interpret a reallocation of fossil-fuel use from
the second to the first period as an amplification of climate change. In
the coal case, first-period fossil-fuel use is determined by first-period
capital. Second-period fossil-fuel use is endogenously determined by the
first-period choice of second-period capital. In that case, I will interpret
an increase in second-period fossil-fuel use as an amplification of climate
change.

Based on the assumption about what the effects of climate change
will be, and the interpretation of what amplification of climate change
means, propositions 3.2 and 3.3 give the effects in the different cases.
Proposition 3.2 says that in the oil case, with exogenously given alterna-
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tive energy, climate effects on productivity or utility will dampen climate
change while climate effects on depreciation will amplify climate change.
Proposition 3.3 says that in the coal case, climate effects on productivity
or utility will amplify climate change while climate effects on deprecia-
tion will dampen climate change. Thus, we conclude that climate effects
on depreciation will have the opposite effect compared to climate effects
affecting productivity or utility directly.

Furthermore, these effects will be reversed in the coal case compared
to the oil case: the dampening or amplifying effects of climate change,
for a given type of damages, are the opposite in the oil and coal case.?
Still, the effects are similar in both cases in terms of in which direction
the intertemporal change goes. The difference is largely driven by what
is exogenously given. In the oil case total fossil-fuel use is given while in
the coal case, first-period fossil-fuel use is given.

3.4 Discussion

This chapter has investigated how the nature of climate externalities
influences our analysis of the effects of climate change on the economy.
I looked at damages to productivity, capital depreciation and utility
directly and I carried out the analysis in two complementary ways.

Firstly, I derived a formula that, under some specific assumptions,
gave the optimal per unit fossil-fuel tax. The formula is very simple and
states that the optimal tax in any period, in relation to total production
in that period, equals a specific constant. This constant is a sum of
three different parts, one for each type of climate effect. This formula
serves as an aggregating device: it allows us to combine different types
of effects of climate change into one measure.

The formula is very appealing in its simplicity. Its derivation required
specific assumptions for some aspects of the model, while other aspects
remained very general. Perhaps the strongest assumptions are those
regarding the shape of the damage functions. While these assumptions
may be reasonable for moderate climate change, they cannot capture
the risks of catastrophic climate change.

Secondly,using a two-period model, I considered how the different
possible effects of climate change affect fossil-fuel use. I considered two
different cases. In the oil case, fossil fuel is costlessly extracted from a
given total supply. In that case, all fossil fuel is always used. In the coal
case, the extraction of fossil fuel requires inputs, but the scarcity of the
fossil fuel does not matter. For the oil case, I considered one case where
alternative energy was exogenously given, and one case where alternative

3 At least if considering the oil case with exogenously given alternative energy
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energy was endogenously determined by the amounts of inputs used in
the generation of it. The main conclusion from this analysis is that the
qualitative results depend crucially on the assumptions made. Thus, the
assumptions made need to be carefully motivated.

In the two-period model, I treated climate as exogenous. I do not
consider this assumption very problematic. As discussed, the endoge-
nous responses may either dampen or amplify climate change, but it
does not seem likely that they would overturn the qualitative results
regarding the signs of the changes in fossil-fuel use.

Restricting the analysis to a two-period model means that it is only
possible to have changes between the first and the second periods. In a
multi-period model, more complicated patterns of changes are possible.
My conjecture is that the qualitative results derived here would gener-
alize to a multi-period model where the climate changes monotonically.
Since the climate is expected to deteriorate for quite a long time, the
restriction to a two-period model need therefore not be so restrictive.
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3.A Derivatives of a CES production function

The production function is

_g
o—1

F(G,B) = 166" +1pE7

This yields that

F o

Fr = —

G VG(G)

o (YFe 11\ _ 1F (E\7 _ 1FFpE

GG—GUF oG UGVEF o F G
F\7

FE:'YE(E)

g (LEe 11\ _ 1Fg G\ "  1FsFs@

PE=YE\GF T GE o E '\ F o F E
1 FoF

Fpg=Fgp = ——2F

The following combinations of derivatives are utilized in the derivations:

Fee  ,Fo = 1L1FpE+0FG

Fe F G F
F F 1\ F
gL _ZEG_[p_ ) ZE
F Fe o) F

Fee  Fteg 11

Fg Fo oG
Fra FEE_ll

Fe Fr oF

| F2F2

FgpFoa=Faq = 2

3.B Calculations for the oil case

3.B.1 Calculations for the oil case with endogenous
alternative energy

Calculation of Gy p and Ggp

When differentiating with respect to B, total GG is fixed. This means
that GY,B = _GS,B-
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Differentiating both sides of (3.61) with respect to B delivers

dFy ¢ Fyaa Fy ok
= = F G ’ F FrsAgG
1B Y,G [ Fro v,B T+ Fra (Fep+ FpsAsGsp)
F F F

)

Fy g

Fr F F
:{(361)} _ FY,G |: Y,GEFEB + < Y,GE Y,GG) GS7B:|
FY,G FY,G

and

dFy pFp oA F 3
TYELESTS By pFesAs | —E Gy + L (Fpp + FrsAsGs.p)
dB FY,E FY,E

F F
+Fy pFgsAs [ EBS E’SSASGS,B} ={(3.61)} =
FE,S FE,S

Fyprp Fye  Fgss Fyar
:F ) ) ) A _ ) G
e [( Fyp Fyg i Fgs 5 Fy g 5B

e [ P+
- (R - R ) R ) )
o [ Fu - 2
F 1 1F
~tve (T o) o)
+Fyq [?YEEE Fgp };?Eis}
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Equating these derivatives and solving for G g produces

Fy eE + Fg Bs Fy g
aQ e Py ’ Fg,s Fyg BB
5,B Y.B 11 1 1 Fva _ Fmss
oy Gy O'YEFY,E Fg.s 5
Fy g Fy o + Fg Bs
_ \ fve Fy,a E.B Fg
11 1 1 Fyg Fpss
UyGy+UyEFY7E FESA
11 1 e 1 L) 1
_ welest 5.7 (oE oy ) BVEB
1L 1 1kve Fess . L 1, 1 1Fve  Fpss
oy Gy oy E Fy g Fps 'S oy Gy oy E Fy g Fg s
FE,SS 1 FE,BB 1 FE,BB 1
— — = —e— g = — —_— fnd
Fps o Fp S op Fg Gs
1 1 1
(UE w> ko 3.72
L By 1 1 FppB 1" (3.72)

Calculation of Gy and Ggsg

When differentiating with respect to G, Gy, +Gg¢ = 1. Differentiating
both sides of (3.61) with respect to G yields

o [ (st - )

00 = F o (Fror_Fres) g, |
F 1 1

~fia | e+ gy o]
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and

dFy gpFpsAs
dd

FA F
= Iy pFgsAs [ ];/GE Gya + ;EE FrsAsGgs G:|
Y.E V.E

F
+FypFpsAs ;’SSASGS,G ={(3.61)} =

B,S

Fy F F
=Fyq ( ;YEEEFE sAs + ;SSAS - ;YC;E> Gsa

+FYGFYGE — {361} =

FYEE FYGE FYG FE Ss
=5 — = Ag| G
v {( Fyg Fyg ) FYE Fgs S

Fy e
Fy g

1 lFYG FESS FYGE
=F — L TP AL G ’ .
e [( oy B Fy - Frs S) s+ Fy g

+Fy

Equating these derivatives and solving for G g leads to

Fyge  Fyca
aQ Fy Fy,a
5,G = 1 lFYG_FESSA

1
y Gy oy E Fy g Fgs

1
{ FESS 1FEBBA 1FE7BBl}_

FES op Fp S S_g Fg G_s

41
oy

_ Gy €(0,1) (3.73)

1 Ry 1 1 FpsB 1
oy FnyE Gy ocg Frg Gg

and
1 1Fveg  Fgss
. . oy E Fy g Fg,s
Gve=1-Gsa=——F T 5B T € (0,1).

EFY,EEE OF FE GS
Calculation of derivatives of F (B, K)
Differentiating (3.62) delivers

Fyp=FyeGyp+ Fyp(Fpp+ FrpsAsGsp)
=(Fyvg — FyveFpsAs) Gy + FyeFep
={(3.61)} = Fy plgp

Fy g =FyoGy oGk + FypFpsAsGsaGk
=FyoGr + (FypFrsAs — Fyg) GsaGi
={(3.61)} = FyGk.
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Differentiating FY, B gives

FY,BB = (Fy,pcGy.s + Fype (Fpp+ FpsAsGsp)) Frp
+Fy. g (Fr s + FepsAsGsp) = {(3.61)} =
= FY,EEFéB + FyeFe BB

F F
+ (FY,G ( nEG YEE) Fpp— FY,EFE,BSAS) Gy,
Fyq Fy g

1 1
= FY,EEF]%,B + FyeFe s+ Fyg (— - —) ——Gyp
Oy OR
Fy px = (FypaGyoGk + FyppFrsAsGscGk) Fep

+FypFppsAsGsaGr = {(3.61)} =

=y epcGrFe B
Fyq
+ FY,EEF_ — Fyga | Fep + FypFepsAs| GscGk
Y.E
=y peGrEE B
Fyer Fy ka Fg s
F - = F d GsaG
+Ii'ya [( Fyr Fro ) EBT Fos s5,cGk
1 1 F
=y epcGrFpp — Fya <— — —> BP GsaGi.
oy Of E

Differentiating Fy7 Kk produces

FY,KK =[FyvccGycGk + FypaFrsAsGscGk| Gk + FyoGrk

Fy
= |Fyee(1—-Gse) + FY,EG%GS,G} G% + FyoGrr
Y.E

F F
=y aeG% + FyoGri + Fya ( nEG Y’GG> Gs.aG3%
Fyg Fyq
1 1

=FyoeGy + FyoGrx + —Fyo—Gs0G%.
Oy GY
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Substituting for Gy g from (3.72) in FY,BB and rewriting yields

= 2
Fypp=Fyrpeltip+ Fy,eFeBB

’ TR 1_Fy 1 1 Fg,B 1

EFY,EEE + E Fg G_S
_{ Fra Fra Fr 1| _
R - 1 FelveGy L p, EQG o
Y,EE A oy tyel Gy
2
(L _ L) Py 1
oy (o) FY,EE Gy 2
—FY,EE 1-— EREE L FosB 1 FE}B"*‘FY,EFE,BB < 0.
0’%, FY,EE GY Oy OF FE GS

The parenthesis in the last expression lies between 0 and 1 since

1 1\* B 1 1 B 1
0<|——— e
Oy OF FY7EE GY Oy FY7EE Gy

Substituting Gg ¢ from (3.73) into FY,BK implies
FY,BK =y eeGkFe B

1 1
P 1 1\ Fen oy Gy a
—r'yg\ — — — K
oy ogp) E L1 Iy 1 1 FepB 1

oy FY7EE Gy OF FE GS

fy

FY,G FY,G Fy g .

- - Fy g F: - 1 -
FY,EG 1 Fy,Ef'y,.g 4

oy Fy oy
(L _ L) Fy 1
oy or | Fy gE Gy
= [ 1— ’ F )
Y,EG T R 1. 1 7B L r,8GK >0

oy FY,EE Gy og Frg Gg

The parenthesis in the last expression lies between 0 and 1 since

1 1 1 1 1 Fy 1
0<—(——— — <= —
Oy Oy OR FY,EE Gy Oy FY,E'E Gy
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Substituting for Gg ¢ in ﬁy’KK gives

Fykx = FyaoG + FyoGrk
1 1

y e b oy Gy
oy Y9Gy L _Fy 1 1 FesB 1
oy FY,EE Gy ocg Frg Gg
1 1 1 1
o oy FY,G Gy oy FY’GGY - FY -
= = — S =
Fyaa _ 1 fvelye E Fy gl
oy Fy Gy
1 By 1
o oy FnyE GY 2
—FY,GG 1-— T B 1 1 FooB 1 GK + Fy7gGKK < 0.

oy FnyE Gy ocg Frg Gg

The parenthesis in the last expression lies between 0 and 1.
Calculating expressions (3.58) and (3.59)

Using the derivatives of F from the previous section, we obtain

Fyk Fya

Fy B FY K
Fype tvecGrFps = Fya <% - é) FET’BGS,GGK
FY,B B FY,EFE,B
Fy ga < 1 1 ) Fya
_Iveeq (L _ 1) ¥ g a
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Fyxx  PreaGk + FroGri + Fras- - GsaGk
Fy FyaGk
Fyaa Ggrg 1 1
= — 4+ ——GsGk.
Fyq K Gk * oy Gy SETK

These can be combined so that we can express (3.58) as follows:
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G from (3.73) can be rewritten as

1 1 1
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Using this, we obtain

. - (1 1) A
GFY,K Fypr 0 1 oy \ov ~ o) vpE | Fyg

n Fg BB @G
o 1 _Fy 1 'EBS Gy | [
Fy FY’B Y oy Fy gE og Fg Gs Y

FrppBG
p— L) (L v L e85 Gy
. < oy oy FY,EE + OFR FE GS FY7G
N 1 _Fy 1 Fe.sB Gy Fy
oy Fy pE og Fg Gs

1 (a1 _ 1) _Fy

oy oy (o 5] FY,EE FY7G
1 _Fy | 1 FeeBGy [,
oy FY,EE (o ) FE GS

_ 1\ 1 _Fy

<0 0E> oy Fy gE FY,G
1 _Fy _i_L_FE’BBG_Y Fy
oy FY’EE OFE FE GS

g L) LFesBGy
oy OFR FE GS FY,G
1 _Fy 1 FesBGy Fy

oy FY,EE op Fgp Gs

Gk

Gk

Gk

+

Gk

Gk.

_|_

Furthermore, the condition for the allocation of G between the sec-
tors, equation (3.61), implies that
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Using this equation, we see that

- ~ 1 1 Fp,sS Gy
HFY,K o FY,BK_ <9_E> E<1+ Fg Gg)FY,GG

n n 1 _Fy 1 FeBGy F
Iy FY’B oy Fy.gE op Fg Gs Y

g_ L) LFepBGy
oy (ol 5] FE GS FY,G

K

+

Gk

1 _Fy 1 FesBGy Fy,
oy FnyE (o 2} FE GS

FppB F
_ BBD | B,55 1
Fg Fg

g— L) L
o OE ) Oy FY,GG
T 1 A o 1FesBGy By K

EFY,EE OFR FE GS

(9 <AFE,SS + LFE,BB> 1 ) G_yF

I oy Fg og FE ogoy ) Gg YGG
1 By 4 1 FeBGy Fy '
oy FY,EE OR FE Gs

Similarly, calculating the expression in (3.59) instead, we arrive at
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Using G = a%, Grrx = (o — I)GYK, this equation becomes
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Substituting for Gg ¢ delivers
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Using equation (3.61), we obtain
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3.B.2 Determining the sign of {p
From the derivation of (3.49), it can be seen that g is given by

Fy g1 ( Fy.pra . Fy k2 ! Fy BB1 Fy BB2 . Fy B2
é . 0 1 Fy Fy B2 Fy k2 Dk \ Fypa Fy B2 Fy k2
B=— - -
Ch Fyprx2  Fy,xk,2
Fy B2 Fy k2
~ Fy ko . Fy ko
+FY,BB,1 Py Fyo
FYB 1 Fy Bro o Fy ko
o Fy B2 Fy k2
<0FY,K,2 . FY,KK,?) <FY,BK,2 . FY,BB,Q)
Fy Fy k2 Fy k2 Fy B2
—+ = =
Fy,pr2  Fy,kk,2
Fy g2 Fy k2
(FY,BK,2 . Fy ki QFY,B,Q i Fy B2
Fy B2 Fy k2 Fy, Fy k2
n ! i (3.74)
Fy,pr2  Fygk,2
Fy, B2 Fy k2

Exogenous alternative energy

Using the derivatives of I with exogenous alternative energy from sec-
tion 3.3.1 (in the subsection starting on page 120), one can observe that
the first three terms in the expression (3.74) for {p are positive. In the
fourth term, the expression

(FY,BK,Z N FY,KK,Z) Fy BK2 Fy k2 Fy.r i FX%,BK,2
Fy po Fy ko Fy ko . Fy o Fyra Fy p2Fy k2
Fy,BKg N F~Y,KK,2 F~Y,BK,2 N FNY,KK,z
Fy B2 Fy ko Fy po Fy ko

is negative. The first part of this expression can be canceled by an
identical term with opposite sign from the third term of (3.74). In order
to cancel the second part, it can first be noted that using the derivatives
in appendix 3.A, Y po = FygpFy,ce. Then we obtain

. . . 2
Fy pply kx — (FY,BK> = Fy pe(Frp)*Fyac(Gk)?

+Fyee(Fep)* FyoGri

+FY,EFE,BBFY,GG(GK)2

+Fy gFeplyaGri

— (Fy.pe)” (Fe.5)*(Gk)’
= Fy.pp(Fpp) FyeGri

+Fy.pFp peFycc(Gr)’

+FyeFepelyvaGrk > 0.
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Using this fact, and a term from the third term of (3.74), we deduce
that

FY,KK,z FY,BB,Q . F12/,BK,2 FY,KK,ZFY,BB,?*F%BK,Q

FY,K,2 FY,B,Q F'Y,B,QFY,K,Q o ﬁY,B,2FY,K,2 =~ 0
FY,BK,2 . FY,KK,2 F}/,BK,Q . Fy,KK,z ’
Fy p.o Fy ko Fy g2 Fy k2

These arguments can be summarized to conclude

&g >0

Endogenous alternative energy

In section 3.B.1 (in the part starting on page 140) it is possible to observe
that also with endogenous alternative energy we have

ﬁ‘y,BB < 0, Fy}BK > (0 and FY,KK < 0.

This means that the first two terms in (3.74) are positive. The last two
terms in (3.74) are
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All the terms in the denominator of this expression are positive except

F2
for —% It can, however, be shown that
y,BFY K
F FyggF F2
ppFrox | Frosfrae . Fox
Fy FypFy FypFy i

This implies that {g > 0 also in this case.



Chapter 4

Indirect Effects of Climate
Change

4.1 Introduction

The direct effects of climate change are expected to differ a great deal
across the world. Some countries are expected to suffer very severe
consequences, where perhaps the most extreme cases are countries that
are under serious risk of flooding due to sea-level rise. In contrast, some
countries will only face small negative consequences of climate change,
and could even benefit from moderate climate change. Apart from the
differences in physical effects, the capacity to adapt to the changing
conditions implied by climate change also differs a great deal across
countries.

The contribution to climate change, through the emission of green-
house gases, also varies significantly across countries. As an example,
Bangladesh, a country that would be hit very hard by the effects of
sea-level rise, contributes about 0.3% of world emissions, while the US
contributes about 15-20% of world emissions (www.cait.org).

So both the consequences of, and the contribution to, climate change
vary very much across countries. A casual look at the vulnerability to
climate change and the current emissions of greenhouse gases suggests
an inverse relationship between these. This poses a problem for the mit-
igation of climate change (reductions of emissions of greenhouse gases)
since the countries that can contribute the most to mitigation efforts
tend to be the countries least interested in avoiding climate change.

Measurements of vulnerability to climate change are typically based
on the direct effects that will occur in a country. However, the assessment
of the consequences of climate change for a country should really be
based on total general equilibrium effects.
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I will here consider two different types of indirect effects that will
contribute to the total effects. First, I will consider trade in goods.
Second, I will consider trade in financial instruments that can be used
to insure against weather induced shocks.

So the first channel of indirect effects that I consider is trade in
goods. A common way of modeling the damages caused by climate
change is to assume that climate change affects productivity. On the
world market, changes in productivity in a country will result in general
equilibrium effects on the world market prices of goods. In order to
capture the trade between countries that will be affected differently by
climate change, I will focus on trade in different goods between countries
with different comparative advantages (rather than on trade in similar
goods among countries with similar comparative advantages). Therefore,
I model trade using a model of the Ricardian type.

The second channel of indirect effects that I consider is trade in finan-
cial instruments that can be used to insure against variability. Climate
change is expected to result in more variability in weather outcomes. It
is expected to lead to an increased probability, and severity, of extreme
weather events such as droughts, floods, cyclones and heatwaves (IPCC,
2007). Financial markets will allow for some insurance against these
kinds of events. The prices of insuring instruments will depend on the
world distribution of weather shocks. To model the trade in financial in-
struments, I set up a two-period endowment model. The second-period
endowments are stochastic and I assume there to be complete markets
to insure against this uncertainty. In this model, climate change acts by
changing the second-period endowment distribution.

The general principle for the indirect effects, for both channels, is
that a country benefits from changes that increase the world market
price of goods or instruments of which the country is a net seller or
changes that decrease the world market price of goods or instruments of
which the country is a net buyer, and the other way around.

So, in general, the signs of the indirect effects will critically depend
on the assumptions made about how the effects of climate change relate
to the patterns of trade in goods and financial instruments.

I also apply these more general results to a two-country example.
This example is intended to capture the asymmetry that can be seen be-
tween rich and poor countries. Making the asymmetry stark, I assume
that emissions of greenhouse gases are only made in the rich country,
while the effects of climate change are only felt in the poor country.
Therefore, in this example, it would be difficult to reach agreements
about climate change mitigation since the mitigation efforts must be
made by the rich country that is not, directly, affected by the negative
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consequences of climate change. Under reasonable assumptions, I find
that the channel through trade in goods will have negative indirect ef-
fects in the rich country, while the channel through trade in financial
instruments will have positive indirect effects in the rich country. So
the channel through trade in goods will tend to make the interests of
the countries more aligned with each other, while the channel through
trade in financial instruments will make the interests of the countries
less aligned.

In the two-country case of trade in goods, I also consider how tariffs
affect the incentives of the rich country to reduce emissions. In that case,
I find that it may be possible for the poor country to induce the rich
country to reduce the emissions by threatening to increase the tariffs.

Looking at the previous literature, the most widely used models for
studying the interaction between the economy and the climate are the
DICE and RICE models developed by Nordhaus (see e.g. Nordhaus and
Boyer, 2000). These models have a homogeneous consumption good and
do not have any uncertainty so the mechanisms considered here are not
present at all.

Regarding climate change and trade in goods, there is a relatively
large literature on the pollution haven hypothesis, in general, and the
risk of carbon leakage. This refers to the risk that unilateral efforts to
reduce emissions of greenhouse gases will just cause the emissions to
move to other countries. Overviews of this literature are provided by
Copeland and Taylor (2004) and Antweiler et al. (2001). There is also
more recent work that considers how endogenous technological change
affects the risk of carbon leakage (see, e.g., Di Maria and Smulders 2004;
Di Maria and van der Werf, 2008; Golombek and Hoel, 2004; Hemous
2012). T will not have any carbon leakage effects in the models T use
here.

Regarding insurance against climate related events, Arrow et al.
(1996) and Chichilnisky (1998) both discuss some problems related to
the ability of financial markets to provide insurance against climate re-
lated events. I will say more about this in section 4.4. Arrow et al.
(1996) note that if there were markets for insurance against climate re-
lated events, the insurance premia would inequitably be borne by those
exposed to the risks. This point is related to the way that trade in fi-
nancial instruments makes the interests of the countries less aligned in
this chapter.

The rest of this chapter consists of three sections. Sections 4.2 and
4.3 set up and analyze models with trade in goods and insuring financial
instruments, respectively. Each of these sections starts with setting up a
model with many countries and deriving results about possible changes.
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These general results are then applied to the two-country case. For trade
in goods, the two-country case also has a section with tariffs. Section
4.4 provides conclusions, a discussion of the results and suggestions for
future work.

4.2 Trade in goods

In this section, I will set up a model with trade in goods between coun-
tries and use this model to analyze the total welfare effects of changes
in productivities. If the productivity changes in one country, e.g., due
to climate change, this will, in addition to having a direct effect on the
income in that country, affect the world market prices of goods. These
changes in world market prices affect the welfare in other countries.

A significant share of GDP consists of goods that are traded inter-
nationally. Part of this trade is trade in similar goods among similar
countries. Another part of this trade is trade in different goods between
countries with different comparative advantages. The purpose of this
chapter is to capture trade between countries that are affected differ-
ently by climate change and, in the two-country case, it is intended to
capture the trade between the north and the south. Therefore, the trade
in different goods between countries that differ in their comparative ad-
vantages seems to be the most relevant case. The trade model used here
will therefore be of the Ricardian type where countries choose what to
produce based on their comparative advantages. The comparative ad-
vantages are determined by the countries’ good-specific productivities.
In the model that I set up here, I will assume that the comparative
advantages are strong enough to induce each country to specialize in
the production of one good and I will not explicitly model the choice
of what to produce. In a more general model, the choice of what to
produce would be endogenous based on the good-specific productivities.
Each country could also produce many goods. The effects of changes
in the good-specific productivities of a county, rather than the general
productivity, could then be analyzed. Assuming that each country is
specialized in the production of one good simplifies the analysis, but
the main conclusions from the model generalize relatively straightfor-
wardly to the more general setting, at least as long as the changes in
productivities are such that the signs of net exports do not change.

I will first, in section 4.2.1, set up a many country model and, in
section 4.2.2, I will solve for the equilibrium allocation. In section 4.2.3,
I will then consider the welfare effects of changes in productivities. In
section 4.2.4 T will look at the implications for the two-country (north
and south) case. In section 4.2.5 T will consider how trading costs, in the
form of import tariffs, will affect the incentives for the north to reduce
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the emissions of greenhouse gases. Finally, in section 4.2.6, I will briefly
discuss how the indirect effects would affect the distribution of costs
associated with mitigation policies.

4.2.1 Model setup

There are I different countries and J different goods with I > J. There
is a measure [; of households in country ¢, each supplying one unit of
labor. Production is linear in the amount of labor used. As explained
above, each country, i, specializes in producing one good, j;. Let

L={ie{l,....I}:ji=j}

denote the set of countries that specialize in the production of good j
and let a; be the productivity per unit of labor in country 7. Assume
also that at least one country specializes in the production of each good,
that is, fj is non-empty for all 5. This implies that total production of

good j is
A=l (4.1)
iel;
Let ¢; ; be the amount of good j that is consumed by the represen-

tative household in country i. Preferences over consumption baskets
(Ci1,...,ciy) are given by

U(CiJ, ceey Ci,J) = u(cl)

where

4 -1 ﬁ -1
¢ = (Z(C’J) v ) and u(c) = 5 (4.2)
7j=1

Here, 0 > 0 measures the substitutability between the different con-
sumption goods and # measures the curvature of the function giving
utility from consumption of the aggregate consumption good ¢;. Given
that a good here should rather be interpreted as a relatively wide cat-
egory of goods, it seems reasonable to assume that the substitutability
between different goods is relatively low, that is, o should be relatively
low.

Let p; be the price of good j. Markets, in each country, are assumed
to be competitive and, initially, there are no trading costs. The price
taking behavior that is implicit in the assumption of competitive markets
is very important here since the indirect effects go through changing
prices.

Competitive markets also imply that the wage is equal to the marginal
value of labor, that is, the wage in country ¢ is w; = pj,a;. So, the budget
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constraint of the representative household in country i is given by

J
a;Pj; = ijCiJ. (43)
j=1
The optimal consumption choice problem of the household is

max U(cia,...,¢0) St aipj, = ijcw (4.4)

Ci,1s5ee,Ci, J

The equilibrium allocation and prices must be such that the repre-
sentative household in each country ¢ maximizes utility, given prices, and
such that the market clearing condition

1
Aj = Z lici,j (45)
i=1

holds for each good j, where A; is defined in (4.1).

4.2.2 Equilibrium allocation

To solve for the equilibrium allocation and prices, I will start by solv-
ing the consumption choice problem of the representative household in
country ¢ and imposing market clearing. As long as the consumption
goods are not perfect substitutes, o < oo, the household will choose an
interior consumption basket such that ¢; ; > 0 for all j. Therefore, I will
not include non-negativity constraints on the quantities consumed.

The Lagrangian of the household’s utility maximization problem
(4.4) is

*C:U(Ci,la"'7ci,J)+>\i

J
aiPj; — ijci,j]
j=1
where ); is a multiplier. The first-order condition with respect to ¢; ; is
0 0 -
\ipj = ac—wu(cl) = u,(cl)ﬁT?j =u'(¢;) (i> :
Comparing goods j; and j,, we obtain
_1 5
Pir _ <Czi) " or Cijy = (&> Cijo- (4.6)
Djs Ci,j Dij,
So the relative consumption of good j; and j, depends on the relative

price and the substitutability. The relative consumption levels will be
the same for all countries.
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Substituting (4.6) in the market clearing condition (4.5) gives that
for each good j

I I —o —o I
S (2) o () S
i=1 i=1 J J i=1

for an arbitrary j. The last sum is independent of j, implying that for
any goods 71 and jo
_1
Pi _ (ﬁ) . (4.7)
DPja Aj2

That is, the relative price depends on the relative supply and on the
substitutability.
Using (4.6) in the budget constraint (4.3), for each i we arrive at

J J D —0 J
. . o 7 o T l1—0o
w; = pj,a; = § PiCij = E :pa‘ (_) Cij = CijPj ij
j=1 J=1

j=1 Pj

for any j. Comparing representative households in country 4; and i, for

any 7, it holds that
Cing _ Wi

Cig,j Wiy

Using the market clearing condition (4.5), for any j

=1 i=1 qv] i=1 wz U}Z
This implies that for any (i, )
Wi
Cij = Aj—.
Zz{:1 lirwy
Define "
Si = : (4.8)

—_
D i lywi

This is the wealth share of a representative household in country ¢ out
of total world wealth. For any (i, j) we now have

Ci,j = SiAj-

Therefore, for any good j, the representative household in country ¢
consumes its wealth share of total production of that good. Furthermore,
for any ¢

Jo o\ 7T J » o1 J N\ 71
j=1 j=1

J=1
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Let

A= (zjj A;"l> a (4.9)

be a measure of total world production, taking substitutability into ac-
count. Note the similarity between the way that the different A; are
combined into A and the way that the ¢; ; are combined into ¢; in (4.2).
We thus have

¢ = ;A (4.10)

for all 2.

Thus, we see that the equilibrium allocation is such that each house-
hold consumes its wealth share of the world production of each good
and, therefore, also of total world production.

What remains now is to express the wealth share in terms of exoge-
nous objects. In order to do this, the prices implicit in the wages must
be substituted for. Using that w; = a;pj, in (4.8) and using the relative
price (4.7), the wealth share can be rewritten as

- w; . Dj; 4 . Dj; a;
ST we S Y l
Zi/:1 i Wy Zi’:l i' Py, Qi/ Zj/:1pj’ Zi’efj/ i Qi
1
A“ 7 =~ 7%
Dj; @i _ A; pjti _ A7 a;
= 7 - _ 1 - o—1"°
Z.,: p'/A'/ J A o J o
J=1ErN Zj’:l (A]5> p]A]/ Z]’:l A]’
This yields
1
AT;ai
J A
E]lzl j/

Since the relative prices and the allocation of consumption are now
completely determined in terms of the parameters and exogenously given
variables, this completes the characterization of the equilibrium. The
representative household in country 7 consumes share s;, given by (4.11),
of the total production of each good j. The relative prices are given by
(4.7). One degree of freedom remains in the price determination. This is
because it is only the relative prices, and not the price level, that matter.
The prices can be completely determined by, for example, choosing one
good as the numeraire or by defining a price index that is normalized.

4.2.3 Welfare effects of changes in the productivities

We can now turn to looking at the welfare effects of changes in pro-
ductivities. The implied interpretation of these changes is that they are
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the result of climate change. In section 4.2.6, T will briefly discuss the
implications of the derived results have for the division of the costs of
climate change mitigation.

Since the utility of the representative household in country i is strictly
increasing in ¢;, utility will change in the same direction as ¢;. Starting
from (4.10), the effect of a change in productivity a; on ¢; is

de; dA  ds;

L= g A,

da; da;  da;
The first effect can be seen as a s1ze—of—the—ple effect and the second
effect as a share-of-the-pie effect.
Differentiating (4.9), we obtain
J - -5

dA o Lo\ T o1 1 A L
o= 1(2/1].” ) Al = A——5 >0,

ai g — j:l ag ijl Ajo'
So, as expected, the size effect is positive for an increase in productivity

in any country.
Differentiating (4.11) delivers

1
ds; d%;Ajf“i da— Z] 1 A
da; % - B
From (4.1), the first derivative is
0 if i # Ji
d -1 14 -1 e . = .
A 7aq; = _E Al lal if ; =g, buti#1

T
dai ¢

Q\»—t
/—\b

1l“‘>1fz-z

and the second derivative is

J
d =1 g—1 _1
da; ZAj - Ayl
j=1

Combining these derivatives gives the total change in the wealth share
of the representative household in country ¢

(
. O-A dl7 0 . .
J—o;1 if 7; 7é Ji
jzlAj

o—1
, A _
3312 A, (1-1- (1—%>> if j; = ji but v # i
a; i L A°

7
o—1
1| Al A, ° e
Z’ll Tas 1+U ! 1—%—0_1 ifi1=1
Ji al J AT
\ J=1""




158 CHAPTER 4. INDIRECT EFFECTS OF CLIMATE CHANGE

Intuitively, the change in the wealth share can be divided into two
different effects. The first effect is that a country’s share of the total sup-
ply of goods changes and the second is that the value (the relative price)
of the particular good a country produces changes. If a; increases, the
share of goods that country i produces increases if 7 = i and decreases
otherwise. The relative value of the good that country ¢ produces de-
creases if j; = j; and increases if j; # j;.

In the first case above (j; # j;), an increase in a; decreases the total
share of goods that a country produces but increases the relative price of
the goods that the country produces. Which of the effects that dominates
depends on the substitutability. For a low elasticity of substitution (o <
1), the price effect dominates and the wealth share of the representative
household in country i increases. For the second case (j; = j; but i # i),
both effects go in the same direction and an increase in a; decreases the
wealth share of the representative household in country 7. For the case
1 = i, an increase in a; increases the total share of goods that the country
produces but decreases the relative price of the goods that they produce,
Ji- If country ¢ is the only country producing good j;, then A;, = [;a;
and .

ds;  silio—1 1_L
- o—1
da; A, o Z;]:l A7

an expression that has the same sign as C’J;l So this derivative has the
opposite sign as compared to the case where j; # 7;. If country 7 is not
the only country producing good j;, then Aj, > l;a; and the derivative
is strictly positive for ¢ = 1 (and for any ¢ > 1). This reflects that the
price effect of the productivity in country ¢ is weakened if other countries
produce the same good and then more complementarity is needed for the
price effect to dominate.
Putting together the size and share effects gives that

A °
1s:Al; Ay e g o
i Va— if j; # Ji
24 ZJ A.©°
j=1 P
dCZ' AL A ° _
o _1+O’ SZAli o 7z . - T .
T = A, 1 s if =gibuti#4i (4.12)
i j=141;
o—1
a1 | A A o= .
—SAAZ”” (% — 1 <1 - —L— 51>> ifi=1
Ji idi g J AT
L j=14

Given that welfare is strictly increasing in the consumption of the
aggregate consumption good, the following proposition can be stated:
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Proposition 4.1. Consider how a change in a; affects welfare in country
i. If 1 # 1, then %@‘?) 1s negative if j; = j; and positive if j; # j;. If 1 =1

then B
du(c; A1 A7
Sgn( Z(C)):Sgn ll—— 1——J L
a; Qg o o
214
=
Proof. Since ﬁ < 1 and % = u’(ci)jgi, this immediately fol-
2:114 o T K2
lows from (4.12J). J O

So the effect will be unambiguous if the productivity changes in other
countries. The sign in the case where the countries’ own productivity

changes will depend on the parameters. In the expression for the deriva-
o—1
. A.9
tive, Afj_ > 1 while 1 ———— € (0,1). This means that the derivative

lia; =
j=145 7

is positive if o > % < 1 (implying that the derivative is always positive

if o > 1). The ratio lA—‘j gives the share of the total supply of good j;
that is produced by country ¢. The smaller is this share, the weaker
is the price effect of the productivity in country ¢ and the stronger the
complementarity between the goods must be for the price effect to domi-
nate. To get some further sense of when the effect is positive or negative,

consider the case where A; = A for all 5. Then, the outer parenthesis

becomes
A 1 ] 1
liai g J .

As before, this expression is always positive if
is (weakly) negative if and only if J > ﬁ—

ljag

So the conclusion is that an increase in productivity in country
has a positive effect on welfare in country i # i if the countries are
specialized in producing different goods, while it has a negative effect
if the countries specialize in the production of the same type of goods.
If the country’s own productivity increases, the change in welfare due
to the change in relative prices will tend to decrease the welfare of the
representative household in the country. Counteracting this effect is the
effect of an increase in the amount of goods produced. The net effect is
ambiguous. So, in this setting it is perfectly possible that the derivative
is negative. That would mean that the representative household would
be better off in a situation where productivity decreases. The reason is
that as the supplied quantity decreases, the relative price goes up. When
the interpretation is that productivity decreases due to climate change,

liai Liag i
<o If % > o, this
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there would be likely to be other negative effects as well. There could be
decreased productivity in the production of non-traded goods, or there
could be other effects directly affecting welfare. So the possibility of a
negative derivative should be interpreted with some caution. The effects
on other countries should be much more robust.

4.2.4 The two-country case

Now, consider two countries. Country 1 can be considered as the de-
veloped countries or the north, whereas country 2 can be considered as
the developing countries or the south. I will make the asymmetry be-
tween the countries stark by assuming that only country 2 is affected
by climate change while all emissions of greenhouse gases are made by
country 1. Under these assumptions, the question I will consider is how
country 1 is indirectly affected by the effects in country 2. Furthermore,
I will introduce trading costs in the form of import tariffs. The tariffs
will then influence the welfare effects in country 1 of the climate induced
changes in the productivity in country 2. Assuming that it is costly for
country 1 to reduce the emissions of greenhouse gases, country 1 will
then trade off the costs of emission reductions against the welfare effects
of climate change. This trade off will depend on the tariffs and, there-
fore, the effect of changing tariffs on the optimal amount of greenhouse
gas emissions in country 1 can be derived.

I will assume that there are two goods and that each country special-
izes in producing one of the goods. In terms of the model set up above,
this means that [ = J =2, I; = {j} for all j and that j; =i for all 4.

Assume now that climate change reduces productivity in country 2,
as. From equation (4.12), we obtain

o—1
dCl o 1 SlAlQ AQT
day o A 2 4%

’ BV

> 0.

This implies that a decrease in productivity in country 2 decreases
welfare in country 1. So, taking this channel into account should make
country 1 want to reduce the emissions of greenhouse gases.

4.2.5 The two-country case with import tariffs

When trading goods, there are typically trading frictions. These can,
among other things, be transportation costs, costs of adapting products
to new markets, costs of marketing products on new markets and tariffs.
The kind of trading costs that I will choose to model is import tariffs.
There are two reasons for why I choose to consider tariffs. Tariffs are
clearly determined by policy, meaning that they could be used strategi-
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cally to affect the outcomes. In particular, higher import tariffs in the
south could potentially be used as a threat to induce the north to re-
duce the emissions of greenhouse gases. Furthermore, tariffs do not lead
to any production being destroyed. Therefore, the effects will only be
driven by the distortionary effects of trading costs and not by the loss
of resources.

Model setup and equilibrium determination

Now assume that when households in country 1 buy good 2 a share
71 is subtracted and that when households in country 2 buy good 1 a
share 75 is subtracted. Tariffs generate government revenues and I will
assume that these are paid back lump sum to households. Let T; be the
lump-sum transfer to households in country .

I normalize the price of good 1: p; = 1.

For given trading costs, the definition of an equilibrium is the same
as without trading costs. That is, the representative household in each
country maximizes the utility from consumption and all production is
consumed. I will not explicitly solve for prices and quantities here. In-
stead, T will derive a set of equations that implicitly determines the
equilibrium quantities. This will allow me to derive comparative statics
results.

The optimization problem for the representative household in country
1is

max Ul(cyg,c10) st a1 +T1 =c11 + b2

C1,2.
C1,1,C1,2 1 —T1

The first-order conditions with respect to c;; and ¢; 5 give

_1 -1
P2 Us(erg,cra) (@) = pp=(1—m7) (2) . (4.13)

1—m7 U1(01,1701,2) C1,1 C1,1

Similarly, the optimization problem for the representative household in
country 2 is

Ca.1

max U(ca 1, Ca2) S.t. poas + 1o =

+ P2Capo.
C€2,1,C2,2 1 — T2

The first-order conditions with respect to ¢y and ¢y 5 give

1 1
Us(ca1, C22) (022)" 1 <022)"
po(l — ) = ——m——= = — = Py = — .
2( 2) U1(02,1,02,2) C2,1 2 I —m C2.1
(4.14)

Assuming that all tariff revenues are paid back lump sum to the
domestic households, the lump-sum transfers are

1 T2
T1 = P2C12 and TQ =
1-— T1

C21.
1— T2
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Substituting these in the budget constraints gives

a1 =C1,1 + P2Ci 2

D22 = Co1 + PaCao.

Since the trading costs do not result in any loss of resources, it follows
that the aggregate resource constraints are [;a; = lyc1; + laca,; for both
i. Substituting for p, from (4.13) and (4.14) in the budget constraints of
country 1 and 2, respectively, and combining with the aggregate resource
constraints, gives the following characterization of the equilibrium:

1 o-1
ay=ci1+ (1 —7)cf 65 (4.15)
1 o-1
ay=(1 = Tp)csyce + Co2 (4.16)
[
ay=Cy1 + l—262,1 (4.17)
1
Iy
Qo = Z_CI’2 -+ C2,2. (418)
2
From these, it immediately follows that
ll 1 o-1
Co = l_(l —T1)cf 1615 (4.19)
2
lQ 1 o-1
Cl2= l_(l - 7—2)0572023 . (4.20)
1

Therefore, equations (4.15)-(4.18) implicitly determine ¢;; as func-
tions of aq, as, 71 and 7.

Changing productivities and tariffs

I can now look at the effects of changes in a1, as, 71 and 7. To see,
for example, what is the effect of changing ay, I treat ¢; ;, given by the
equilibrium conditions (4.15)-(4.18), as functions of a;, differentiate the
equilibrium conditions implicitly with respect to a; and solve for the
derivatives of ¢; ; with respect to a;. The derivatives with respect to as,
71 and 75 can be found in the same way. I perform these calculations in
appendix 4.A.1.

Given all these derivatives, the changes in the consumption of the
aggregate consumption good in country ¢, as x € {ay, as, 71, 72} changes,
can be calculated as

oc; Y %302',1 C; %30@2
or (CM) ox * (Ci,g) or (4:21)
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I calculate this for each of the four parameters in appendix 4.A.1.

The results for changes in a; are

a 01 1
6_—<) AN (1+(m )

Q=

8@1 C11 ai as €2,1C1,2 1
’ c1,1 + €2,2 + €1,1€2,2
1 11 az T2 o—1
2 2 1 1 2 ol—-mc —T o
dcg (o \° lic Trcas | 1-7
day 52011 a1 4 a2 4 1 (w — 1)

C2.2

c1,1 €2,2 €1,1€2,2

The sign of the first derivative is ambiguous. If ¢ > 1, it is positive. If
71 = 0, this can be shown to be equivalent to the condition in (4.12).

The second derivative is unambiguously positive since (2—22 >1>m.

For changes in ay, the changes in aggregate consumption are given

by

1 1 1 a T _o—1
deg [ "52021 ol- T1C11+1—T1 o
0@2

CLl ll (&) 2 a1 as €2,1¢1,2 1
C1,1 + C2,2 _I_ C1,1€2,2
1 a1 o—1 1
862 Co 7 c1,1 + 5 (1 + <022 1) 1—7'2)
8a2 N C29 ai az €2,1C1,2 1 '
’ c1,1 + c2,2 + o \ c1,1C2,2

Here, the first derivative is unambiguously positive. This means that
the result from section 4.2.4, that a decrease in the productivity in coun-
try 2 decreases welfare in country 1, holds also with trading costs. The
sign of the second derivative is ambiguous in the same way as was the

first derivative with respect to c;.

For changes in 71, the changes in aggregate consumption are given

o \ci1 2,2 o2

by
1 1 as l-0c . m
301_ a \° b T 2,2 + 5 o 1-7 C2.1
or i) Llfae y e 1 (eias () )1-m7
o \ci1 c2,2 o2 \ci,102,2
1 1 1 a2 T o—1

802 . (&) 7 ll 1-m2 0c2p2 + -7 o 01,2
ony C2,2 Iy L ( a1y Gz > 4+ 1 <_62710112 — 1) l—m

€1,1€2,2

The sign of the first derivative is ambiguous. A sufficient condition
for it to be positive is % >l n oo < l. The second derivative is

o 1 st
unambiguously negative since 22 > 1 > 75.

For changes in 75, the changes in aggregate consumption are given

by
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1 L 1a | 7 o-1
801 o C1 7 12 l1-110c1,1 + 1-11 o CQ,]_
o) ca) bl(a 4 ey 1 (emae 1)1-m

o \c11 c2,2 02 \c1,1c2,2
1 1 ar -0 _m
dcy [ C2\° b oci + 1—7o C1,2
0ty C2.2 ly 1 CARRE T B Ty (s Lo b R | 1—m
o \ et 2,2 o2 \c11c2,2

Here, the first derivative is unambiguously negative while the sign of
the second derivative is ambiguous.

So if one of the countries increases its tariff, this always decreases
welfare in the other country while the effect on the country’s own welfare
is ambiguous.

Endogenizing climate

Consider now the situation where the changes in productivity are caused
by the emissions of greenhouse gases made by country 1. An increase in
emissions translates into a decrease in productivity in country 2. Emis-
sions F are valued by country 1 as V(F). The total utility of country 1
is then!

V(E) + ulcy),

where V is assumed to be such that
V'>0and V" <0. (4.22)

For given productivities and tariffs, ¢; is determined competitively
according to the conditions (4.15)-(4.18). Assume further that a; is
exogenously given and that as is a function of E.

I will make the following assumption about the productivity in coun-
try 2 as a function of E:

d(lg d2 a9

— < 0. .
o < 0 and ¥ToE <0 (4.23)

The equilibrium aggregate consumption in country 1, ¢;, is now a
function of 7, 7 and E. For given tariffs, the optimal choice of E for
country 1 is given by

max V(E) + u(cr).

1One motivation for this could be a two-period model where fossil fuels are only
used in the first period and only by country 1. In the first period, productivity is
given but in the second period, productivity depends on the first-period fossil-fuel
use.
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The first-order condition is
VI(E)+u/(¢1)=——= = 0. (4.24)

This condition implicitly defines the amount of emissions made by
country 1 for given tariffs.

Consider now how the choice of E would change if one of the tariffs,
7;, were to change. Imposing the optimality condition (4.24), E is now
a function of 7, and 7. Differentiating the optimality condition (4.24)
implicitly with respect to 7; gives

OF . wi(ey) |24 4 91 da2 OF ) Ocy day
(973 ! 87'1' aag dE 873 8(12 dE

/ 8201 8261 dCLQ 8E d(lg ’ 801 d2a2 8E
i) {ana@ " 9 dB a] a8 T T o

0=V"(E)

Solving for 2£ gives
g o 8

aE U,”(Cl) g_iig_fé + ul(cl) 8?—1'2(;;2 da2

a_lri - C 2 C Qa 2 C a @.
V) + farten) (32) e g | ()" + wlen) s

To simplify the analysis, I will assume that the tariffs are small so
that I can evaluate all derivatives for 7, = 7 = 0. Given assumptions
(4.23) and (4.24), and using that gTi; > 0, the first and third terms are
both negative. The second term (see appendix 4.A.2 for calculations) is

2
2 10—0c (a1 | _ 1a az
" 801 / 82C1 / 061 1 g <61’1> g C1,1 €2,2
u'(c1) | m— | +u(a)m5 =u'(c)5—— 5 :
8a2 8&2 80,2 C2.2 (a_1a_2>

€1,1 €2,2

A sufficient condition for this to be negative is that that 6§ > 1. T will

assume that the denominator is negative. Combined with % < 0, as

assumed in (4.23), this implies that

8E . 1/ 801 801 / 8261
Sgn <37’,> B Sgn (_U (Cl) 87'2- 8@2 - <Cl>8n8a2> .

For 7 (see appendix 4.A.2), we obtain

2
9 2=0—c ( a1 o=l a1 ap
801 801 0 C1 . ,( )801 1 o c1,1 o c1,1C22

” /
u’(cq) +u (Cl)aﬁaag —ua 0T C22 (a_la_2>2

87'1 0@2
C1,1 C2,2
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When 71 = 0, 3—2 > 0 and

87'1 o C1,1 0 C292

For 75 (see appendix 4.A.2), we arrive at

1-6 a o—1
861 801 ’ 8201 601 1 & <i —1)+ 27

u"(e1) 5 U 01)—2 = u'(c1) a1 ap
87'2 aag 67_2861/2 87'2 C2.2 EE

When 7 = 0, 22 < 0 and

’ 012

Sgn(a—E> :Sgn(l_e(ﬁ—l)—l—QO_l).
07y o C1,1 o

These results can be summarized in the following proposition:

Proposition 4.2. Assume that 0 > 1 and that the tariffs are small
(11 = 19 =~ 0). Then, if the emissions of greenhouse gases are given by
(4.24), they depend on the tariffs as

87'1 g C1,1 g C22
oF 1—4 -1
Sgn (—):Sgn( (£—1> +2U )
079 o C1,1 o
Proof. Follows from the above calculations. O]

The result for changes in 7 implies that, if e.g. §# > 1 and 0 < 1,
country 2 could induce country 1 to reduce its emissions by threatening
with tariffs in the future. Since country 2 would gain from imposing
tariffs, the threat would also be credible. Naturally, there are many
other strategic considerations that go into the setting of tariffs. Note
that, without further considerations, the credibility problem is rather
that it would not be credible for country 2 to promise not to impose
tariffs if country 1 reduces its emissions.

4.2.6 Climate change mitigation policy

The above suggested interpretation of the changes in productivity was
that they were caused by climate change. An alternative interpretation
is that productivity changes due to regulations to reduce greenhouse
gas emissions. That is, productivity decreases due to climate change
mitigation policy. There should be similar effects from that kind of
changes in productivity. So, the general equilibrium effects from trade
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should also be included in calculations of the costs of mitigation policy.
Proposition 4.1 implies that mitigation policy that reduces productivity
in the north will decrease welfare in the south. As for the climate related
effects, the proposition does not rule out that a mitigation policy could
increase welfare in the north. While there could still be adverse effects
from the non-traded sector, the other adverse effects of climate change
would not be present here.

This is the situation with which the carbon leakage literature is con-
cerned and carbon leakage could provide counteracting benefits for un-
regulated countries. Carbon leakage can occur in different ways. One
way is through the fossil-fuel price. If regulation in some countries de-
creases the world market fossil-fuel price, this should increase the fossil-
fuel use in other countries and it should benefit those countries. A
different way in which carbon leakage can materialize is if production
is relocated to countries with a less stringent regulation. To the extent
that this occurs, this should benefit those countries to which produc-
tion moves. In terms of the many countries model, countries to which
production can move could be interpreted as producing the same good
as the countries that production moves from and proposition 4.1 then
gives that the indirect effects are positive for these countries. The em-
pirical pollution haven literature (see Copeland and Taylor, 2004, for
an overview) typically finds that other factors are more important than
regulation for production location decisions. This seems to suggest that
there should be limited benefits from production relocation in unregu-
lated countries.

4.3 Insurance against weather variability

I will now, instead, consider the effects of changes in the distribution of
weather related shocks. Climate change is predicted to not just increase
average temperatures but also to change the distribution of weather
outcomes. In particular, extreme weather events are predicted to become
more frequent and more severe (IPCC 2007). Since these shocks will not
be perfectly correlated across the world, there will be scope for insuring
against such shocks through trade in financial instruments. Since the
distribution of weather outcomes will depend on the amount of climate
change, so will the world market prices of the financial instruments that
can be used to insure against these shocks. Therefore, as in the case of
trade in goods, countries will be indirectly affected by the changes in the
weather distribution, and these indirect effects will go through changes
in world market prices.

I will analyze these effects in the context of a many-country, two-
period, endowment model. The first-period endowments are determin-
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istic while the second-period endowments are stochastic. In the first
period, there is trade in a complete set of financial instruments with
state contingent second-period payoffs.

In section 4.3.1 I will set up the model. In section 4.3.2 I will solve
for the equilibrium allocation. I will then, in section 4.3.3, consider how
changes in the endowment distribution affect welfare. In section 4.3.4, I
will consider what the general results imply for the two-country (north
and south) case.

4.3.1 Model setup

Consider a two-period model. There are I countries and country ¢ has
population [;. In the first period, the representative household in each
country ¢ receives a deterministic endowment y;,. In the second pe-
riod, there are IV possible states. In state n, the representative house-
hold receives an endowment ys;,,. The probability of the second-period
state being n is m,, where 22;1 m, = 1. Changes in the distribution of
weather-induced shocks will be modeled as changes in {m,} and {2}

Let
I I
Y, = Z liy1; and Y, = Z liy2,im
i=1 i=1
and y
2.4,n

i = 2200 4.25
o= g (4.25)

Y; is the total endowment in period 1. Y3, is the total endowment in
the second-period state n and s;,, is the share of that endowment that
goes to the representative household in country ¢, that is, the share of
total endowment in state n that the representative household in country
1 receives.

Let the consumption of the representative household in country 7 be
c1,; in period 1 and ¢y, in period 2 if the state is n. Households value
an allocation as the discounted expected utility from consumption:

N
Vi = u(cr) + BE: [u(cain)] = u(crs) + B8 ) mnu(cain), (4.26)
n=1
where -
ule) = %. (4.27)

There are complete markets for insurance against the second-period
uncertainty. For each state n, there is an asset that pays one unit of
consumption in the second period if the state is n and 0 in all other
states. Let b;,, be the holdings of the representative household in country
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1 of the asset that pays in state n and let ¢, be the price, in period 1, of
the asset that pays in state n.
The asset holdings must fulfill the market clearing condition:

I
> b = 0 for all n. (4.28)
Consumption is given by

N
Cli = Y1 — Z Gnbin and coipn = Yoin + iy (4.29)

n=1

4.3.2 Equilibrium

I will now solve for the equilibrium allocation. Households are assumed
to act as price takers and buy assets to maximize discounted expected
utility. As in the case of trade in goods, the price-taking assumption is
important since the indirect effects go through changes in prices.

An equilibrium is a set of prices {g,}_; and asset holdings {b; ., }in
such that

e households maximize utility (4.26) with consumption given by
(4.29)

e the asset holdings fulfill the market clearing condition (4.28) for
all n

The optimization problem of the representative household in country

118
max u<ylz ZQn zn>+ﬁzﬂ-n y21n+bzn)'

{ln}nl n=1

In principle, there should be non-negativity constraints on consump-
tion. However, since lim._,ou'(¢) = oo, the non-negativity constraints
will never bind.

The first-order condition with respect to b;,, is

Qnu,<cl,i) = 571'”1/(027”1) = gn = Bﬂ-n ((CCQ: 7;> . (430)

In this expression, only the ratio of marginal utilities depends on 1.
Thus, this ratio will be the same for all countries. The representative
household balances the price of the assets against the marginal value of
consumption in period 1 and in different states of period 2, taking the
time preference and the realization probabilities into account.
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Using the functional form of the utility function (4.27), we obtain

) 1
c Coq Tn \ °
= B, (ZM) = fBm, ( 2’%”) = C2in = (6 n) Cly-

(01 1) C1,i an

Substituting the expressions for consumption from (4.29), multiplying
by [; and summing over ¢ on both sides gives

1 I 571‘ % N
> L (Yoim + bin) =) ( . n) l; <y1,i -> QH’bi,n’>

i=1 i=1 n'=1

1 I 1
Z lin,i,n + Z lzbz,n = (BTFTL) Z lzyl T (571-”) Z qn’ Z l; bz n’
i=1 i=1 = i=

I Br !
Z lz‘y2,i,n = ( " n) Zliyl,ia
i=1 " i=1

where the market clearing condition for asset holdings (4.28) was used
for the last step.
Solving for ¢, gives

I 4 9
Gn = Py <—ZZ;—1Z yyl’ > = BT (Y; > : (4.31)
i=1 YY2,in )

We see that the price will be higher for assets that pay in states that are
realized with high probability and states where the total endowment is
small.

Comparing this to the first-order condition with respect to b;,, in
(4.30) gives that, for all ¢ and n,

SIS

C1; Y; C1,i
_Y = Coin = YY’2,n
C2in 2.n 1
Now define
5 — Cli
;=
}/17

this is the share of the total endowment that the representative house-
hold in country i consumes in the first period and in each state in the
second period.

From the consumption expressions (4.29), we see that

N N
5iY1=1c1; = Y1 — Z Gnbin = Y1, — ;Y1 = Z qnbin

n=1
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and that
5iYon = Coin = Y2in + bin = bin = 8Yon — Y2in.
Combining these expressions gives

Y1, — 5;Y] = Zgzl qn (SiYQ,n - y?,i,n>
= Yi1 + 22;1 An¥Y2,in = Si (Yl + 22;1 anQ,n> .

Thus, we arrive at
_ Yin Tt ot GnY2,in
Yi+ 3 dYon
We see that s; is also the wealth share of the representative household

in country 7. The share can be rewritten, in terms of exogenous objects,
as

i

N Y?

o " B, =L . ) ] N -0,
. Yi1 anl B nygn Y2,in B Ui + )/1 anl Bﬂ-nifgn Y2,in
i 0 - N —

N Y, 0 0
Yi + Zn:l Bﬂn?ényv?,n Yi + le Zn:l ﬁﬂ—nY’Q,n }/2771
Yi1y1-6 N Y2,in\ 1—0
IR IR DDA S vo £1

Y+ g m Yy

Using the second-period endowment share defined in (4.25), the wealth
share becomes

Yi,1 v 1—0 N 1-6
_ lel + 8 Zn:1 Wnsi,nYZ,n

— — (4.32)
DA D DA A e

For given Y; and Y5 ,, the wealth share is always increasing in y;
and 2, ,. That is, a higher endowment for the representative household
is always preferable given total endowments.

Assume that V'™ + 3 Zgzl 7rnY21;9 is given. The wealth share, s;, is
increasing in each endowment share, s;,, but, comparing states, which
states the country would like to have high shares in depends on the value
of §. If @ > 1, the country prefers to have a large share of the endowment,
Sin, in states n where Y5, is small. If < 1 the opposite holds. Having a
large share in a state with a high endowment gives a higher endowment,
but the value of that endowment is smaller since consumption in that
state is valued less. Which of these effects that dominates depends on 6.

Using the shares, consumption can be written

Ci1,i = 5;Y1 and C2in = Sz‘Y2,n-



172 CHAPTER 4. INDIRECT EFFECTS OF CLIMATE CHANGE

The equilibrium asset holdings are
Coim = Y2im + bin = 8Y2 0 = 8 n Yo, + by

Solving for the asset holdings gives

bin = (Si - Sz‘yn)ifgm‘ (433)

)

Thus, the representative household holds positive amounts of the assets
that pay in states where the endowment share is smaller than the wealth
share, and the other way around. Note that it is possible for a country
to hold negative (or positive) amounts of all assets if much (little) of the
wealth comes from the period 1 endowment v, ;.

In conclusion, the equilibrium is determined by the asset prices (4.31)
and the asset holdings (4.33) with endowment shares and wealth shares
given by (4.25) and (4.32), respectively. Using these, the allocation of
consumption can be calculated from (4.29).

4.3.3 Welfare effects of changing the second-period
distribution

Starting from the equilibrium allocation for a given distribution, that is
given values of m,, y1; and ¥s,,, we can now look at how changes in
the distribution affect welfare. A change in the probabilities, 7,, can be
considered as a change in the probability of an event such as a heatwave
or a storm occurring. A change in the endowment in a given state, ya; »,
can be considered as a change in the severity of such an event. To be
able to distinguish more easily between the direct effects and the effects
through changing equilibrium prices, we can start from an expression
with consumption from (4.29) substituted in the expression for welfare
(4.26), namely,

N N
Vi=u (yl,i - Z qnbi,n> + 8 Z TnU(Y2,in + bin),
n=1 n=1

where prices ¢, and asset holdings b;,, are at their equilibrium values.
Consider now a change A that affects probabilities and second-period
endowments. Since asset prices and asset holdings depend on the en-
dowment distribution, these will change endogenously in response to the
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change A. The change in welfare is given by

N
av; dqy, db; ,, dm,
dA:_u,(Clﬂ)Z(dAbln—'—qn >+Bz_uc21n

i=1
N
+ﬁ27rnu'(02,i7n) ( ?A + dA’ )
n=1

dq dr al dys.;
= _u/(cl,i) TL z n + 6 Z Tl CQ,i,n) + ﬁ Z ﬂ-nu/(CQ,i,n) 200
n=1

— dA
= db;
+ 2 (O (casa) = (1)) 5

Using the first-order condition with respect to b;,, (4.30), the change
in welfare is

d‘/z al dﬂ-n dy2,i,n / al dqn
dA _B; dA (Can +/BZ7T7L CQ'Ln) dA _u(cl,i) ra Ebz,n
(4.34)

The effect of the change A on welfare can be divided into two direct
effects, the first two effects in the last expression, and an indirect price
effect.

The direct effect of the changes in probabilities is such that a redis-
tribution of the probability mass from states with low consumption to
states with high consumption increases welfare. Note that the changes
in probabilities must sum to 0. For all countries, the states with high
consumption are the states with a high combined endowment, Y5 ,,.

The direct effect of changes in endowments is such that an increase
in the endowment in any state increases welfare.

The price effect is such that welfare increases from price increases
(decreases) of assets of which the household holds negative (positive)
amounts. From (4.33), the household holds positive (negative) amounts
of the assets that pay in states where the household’s endowment share
is smaller (larger) than the wealth share. From the expression for the
prices (4.31), it follows that prices of the asset that pays in state n
increase in 7, and decrease in Y3 ,,.

To see what is the total effect, I will consider changes in probabilities
and endowments separately.

Changes in realization probabilities

Start by assuming that dy2 ot = () for all 7 and n. Using the expression

for prices (4.31), the Welfare effect given by (4.34) becomes
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ZX :ﬁg %U(CQ,M) u'(c1) g qu” bin
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For logarithmic utility, # = 1, this expression becomes

d‘/z Al (Si - si,n)Yé,n dﬂ-n
an =2 |l (si¥an) = =08 } iy
N N
(i — Sim) ]| dmy, dm,,
- log (Yan) — : log(s;) S Ln
33 [om () = 2| G st S
N -
:52 1Og<y2n)+5i,n_1 %
o L ’ Si dA
Nor Sin | dm
- log (Ya,) + =2 | =2, 4.3
33 om0+ 22| R (4.39)

We see that the representative household would prefer a redistribution
of the probability mass to states with a higher total endowment Y5 ,, and
a higher endowment share s; ,,.
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For 6 # 1, the expression becomes

v, Xfdt-1 0 ., |dn
= L =y nbin
an =" n; A N
N T 1-6
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Here, the welfare effects are more complicated. Comparing two states
with the same total endowment Y5, a state with a higher endowment
share s;,, is better. If < 1, states with a larger total endowment Y5,
are better. If 6 > 1, a larger Y5, is better (worse) if s;,, is small (large)
enough so that the parenthesis is negative (positive). If the endowment
share is large, the household can benefit from a small total endowment
since that would increase the price of assets that the household sells.

This can all be summarized in the following proposition:

Proposition 4.3. For logarithmic utility, 0 = 1, the welfare of the rep-
resentative household in country i is increased if the probability mass is

Sin
Sq

redistributed towards second-period states n such that [log (Ya,) +

is large. For 0 # 1, the welfare of the representative household in country
1 18 increased if the probability mass is redistributed towards second-period

states n such that }/217;9 [1"%9 + 32:1

S

} s large.
Proof. Follows from (4.35) and (4.37). O

This concludes the description of the welfare effects of varying the
realization probabilities {m, }\_;.

Changes in second-period endowments

Consider now instead the case where ?TA" = ( for all n. The effects of

changes in endowments can be analyzed for an individual endowment.
So I will consider a change in the endowment vz ;/ .



176 CHAPTER 4. INDIRECT EFFECTS OF CLIMATE CHANGE

From (4.31), the price change induced by a change in ys;, is

dgn _ 5 an dYon _ ) n
dyQ,i’,n YQ,TL dy?,i’,n }/2,71

lir.

Using this in (4.34), the welfare effect, for the representative house-
hold in country ¢, from a change in yo , is

dv; dy2,in dg,
:ﬁﬂnul Coin) 7 — /' (c1)—bin
dy2,i’,n ( ? )dyQ,z",n ( ! )dy2,i’n
dy2in dn
= PTn ' in — ! $)0—=——Lyb; .
Brau (02, , )dyQ,i/,n +u (Cl, ) Yo ;

The first, direct, effect is positive if 7/ = 7 and zero otherwise. The
second, indirect, effect has the same sign as b, ,,. If y2;,, increases, this
decreases the price ¢, and this is positive or negative depending on the
sign of b;,. So, if i’ # i, the total effect only depends on b;,. If i/ =1,
we see that

dV; a
bi n
= Bt (Coim) + 08T (Coim) L
Yon
= ﬁﬂ'nul(CQ,i,n) <1 + eull)
Yon

= Bt (coim) (14 0(s; — Sin)ls) -

The derivative can be negative if 0 is large and s, ,, is larger than s;.
However, quantitatively, this does not seem very likely since it would
require a large difference between s; and s;,. If, e.g., 0 = 2 it would
require (s; — s;,)l; > 0.5.

This discussion is summarized in the following proposition:

Proposition 4.4. The welfare effects for the representative household
in country ¢ from a change in ya ., satisfy

Soq (Vi ) _ [Sen(bin) if il £
S\ i)~ \Sen (14 0(si — si0)l) if i = i

with b;,, given by (4.33), s; given by (4.32) and s;,, given by (4.25).
Proof. Follows from the calculations above. O

This concludes the description of the welfare effects of changes in

{y2,i,n}-
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4.3.4 The two-country case

Consider now the two-country case similar to that discussed in section
4.2.4. It is not possible to have changes in the realization probabilities
that only affect country 2. So I will only consider changes in the second-
period endowments in country 2. The welfare effects in country 1 are

dv; N dq, , o dYaon
—dAl =—u'(c11) 2 —qu bin = u'(c11) ; eé’n l2b1 ZX
Al dy
. 91 n b . 2.2.n
u (01,1) 2 ; YQ,n 1, dA

The sign of the effect will depend on the pattern of changes in endow-
ments. One prediction is that climate change will increase the severity of
extreme events. If this is interpreted as that endowments will decrease
the most in states where the endowments v, 5, are small to begin with,
it seems likely that these will be states where b,,, < 0 since country 2
would want to buy an insurance against these outcomes. This would
make the welfare effect on country 1 positive.

So, the insurance instruments channel would tend to make country
1 less interested in reducing the emissions of greenhouse gases.

4.4 Conclusions and discussion

This chapter has highlighted two ways in which countries are economi-
cally linked to each other and how these links affect the calculations of
gains and losses associated with climate change. These channels imply
that a country that is not directly affected by climate change will still
indirectly be affected through changes in world market prices. The gen-
eral conclusion is that if a country is a net seller of a good (or a financial
instrument), changes that increase the demand or decrease the supply
of this good will benefit the country since this will increase the relative
value of the goods that the country sells. For goods of which the country
is a net buyer, the opposite will hold. In the stylized two-country exam-
ple, this implies that looking at the channel through trade in goods, the
north would be hurt by decreased productivity in the south. When look-
ing at trade in financial instruments that can be used to insure against
weather variability, the north will tend to gain if the severity of the
extreme bad weather events in the south increases.

In both these cases, all agents have been assumed to be price takers.
This assumption is important since the indirect effects go through chang-
ing world market prices. When looking at trade in goods, a country that
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is negatively affected by climate change will also experience an offsetting
effect since the relative price of the goods that it produces will increase.
This offsetting effect captures the potential to increase income through
mark-up pricing. So, if prices are not competitively set to begin with,
these indirect effects will be different. This is something that would be
interesting to investigate further.

In the parts on insurance, I have assumed complete markets. This
is not a particularly realistic assumption. Arrow et al. (1996) point
out that insurance companies may be reluctant to sell insurance against
events with unknown probability distributions. While this may very well
be true, the instruments discussed here need not literally be insurance.
A different version of the model with endogenous investments in capital
could be set up. In that model, the second-period distribution could be
on productivity of capital in the countries. Such a model gives similar
results and allowing for direct investments in capital in other countries
gives complete markets. Chichilnisky (1998) argues that if there is un-
certainty about the future distribution of events, this will mean that in-
struments contingent on these events will not provide complete markets.
There are also effects of climate change that are not tied to productiv-
ities of capital. So, it might be reasonable to assume that markets are
not complete. My guess is, however, that this would only be problematic
for the results derived here if there is a systematic relationship between
market imperfections and the effects of climate change.

For tractability and to highlight the basic mechanisms, some impor-
tant aspects have been omitted from the analysis. In the model with
trade in goods, the comparative advantages were assumed to be exoge-
nously given and regardless of climate change, the comparative advan-
tages are strong enough to induce the countries to specialize in one given
good. To the extent that the comparative advantages are still such that
the signs of net exports of the goods are the same, regardless of climate
change, this does not seem very problematic. The indirect effects going
through prices will still be such that price increases (decreases) bene-
fit countries that are net exporters (importers) of the good. One case
where this might not be the case is agricultural productivity. The grow-
ing zones for various crops will tend to move away from the equator. So
for some goods, the comparative advantages may change directions. This
suggests that having good-specific productivities, endogenous choices of
what to produce and considering changes in the good-specific produc-
tivities could add an interesting structure to the indirect effects.

Another aspect that has been completely omitted from the analy-
sis is that the effects of climate change are endogenous. In the section
on trade with trade barriers, the amount of climate change was endo-
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genized. However, for a given amount of climate change, the effects
of this change can also be endogenous. By adapting to future climate
change, a country can become less vulnerable to future variability. Sim-
ilarly, a country could try to adapt its production possibilities towards
the production of goods where the country can be expected to have a
comparative advantage in the future. How this would affect the calcula-
tions is difficult to say without modeling it. One implication would be
that expectations of future climate change would decrease the resources
available today, since some of these resources would be used for adapting
to future climate change. In terms of the two-country model with trade
in goods, this could be modeled with two periods where the productivity
in the south in the first period would decrease if there were expectations
of climate change. In such a model, the same negative indirect effects
for the north would then be present in the first period. In terms of the
model with trade in financial instruments, expectations of future climate
change would decrease the available endowments in the first period in
the countries that want to adapt to future changes. When looking at
trade in goods and interpreting changes in productivity as the result of
mitigation policy, the exogeneity assumptions may be more reasonable
since the time span is shorter.

In this chapter, I used a Ricardian type of model for trade. This type
of model is not very well suited to capture the significant volume of trade
in similar goods that takes place between similar countries. Furthermore,
a share of GDP is not traded at all. So an improvement of the model
could be to include a non-traded sector. The countries could then be
interpreted as larger regions and the trade in similar goods among similar
countries would then belong to the non-traded sector. As argued above,
this would probably not change the sign of the indirect effect on countries
that are not directly affected by climate change, but it could have a large
impact on the net effects in countries that are affected.

This chapter has illustrated two channels through which economies
are interconnected and shown that there will be indirect effects in addi-
tion to the direct effects experienced by countries. There will likely also
be other types of indirect effects of climate change. Commonly discussed
examples include migration and increased risks of conflicts. I leave these
and other aspects to future research.

In conclusion, I would like to reemphasize the general theme here:
since countries are interconnected in many ways, any calculation of the
effects of climate change that a country will experience should be based
on the total, general equilibrium effects.
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4.A Calculations for trade in goods with trading costs

In this appendix, I show the calculations for the two-country model for
trade in goods with import tariffs.

4.A.1 Comparative statics for changes in a;, as, 71
and 7}

Consider a change in © € {aj,as,7,72}. This change will result in
endogenous changes in equilibrium values of ¢;;. Let primes denote
derivatives with respect to x (for each choice of x, the corresponding
ay, ay, 7 or 7, will be one and the other derivatives will be zero) .
Differentiating the equilibrium conditions (4.15)-(4.18) with respect to
x gives
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Setting af), = 1 and a} = 7{ = 75 = 0 gives
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Differentiating utility given by (4.2) with respect to = gives

where
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When calculating this derivative for different ¢ and x, I use expressions
(4.19) and (4.20). T also use that 221 — @ _ 1 and hea _ o _
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For changes in a1, the changes in aggregate consumption are given
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Note that the second derivative is unambiguously positive since ;—22 >
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For changes in ay, the changes in aggregate consumption are given
by
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For changes in 7y, the changes in aggregate consumption are given by
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For changes in 75, the changes in aggregate consumption are given by
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4.A.2 Calculations for endogenizing climate

The second-order partial derivatives of ¢; are?
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I will analyze the case where the tariffs are small and set 7, = 75 = 0.
Then, combining (4.13) and (4.14), 2222 = 1 and we arrive at
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2Note that % only depends on the tariffs and is therefore independent of as.
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The derivatives wrt ay are
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and
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