A Service of

ECOMNZTOR pr

Make Your Publications Visible.

Leibniz-Informationszentrum
Wirtschaft

Leibniz Information Centre
for Economics

Killinger, Sebastian

Working Paper

Indirect internationalization of international

environmental externalities

Diskussionsbeitrdge - Serie II, No. 264

Provided in Cooperation with:

Department of Economics, University of Konstanz

Suggested Citation: Killinger, Sebastian (1995) : Indirect internationalization of international
environmental externalities, Diskussionsbeitrage - Serie II, No. 264, Universitat Konstanz,
Sonderforschungsbereich 178 - Internationalisierung der Wirtschaft, Konstanz

This Version is available at:
https://hdl.handle.net/10419/101801

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/101801
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

T
I

Universitat
Konstanz

Sonderforschungsbereich 178 7 N
slnternationalisierung der Wirtschaft*

Diskussionsbeitrage . -
l Juristische Fakultat fur Wirtschafts-
| Fakultat wissenschaften und Statistik

Sebastian Killinger

Indirect Internationalization of
International Environmental Externalities

12 0KT. 1995 Wettwirisatatt
QMY C 269 ot g sig qla

Postfach 5560 Serie I| — Nr. 264
D-78434 Konstanz -~ Juni 1995



63Ny

* %

of International

ernalities”

ger
4

Juni 1995

"SIUYDIDZIDA WAIY] UT I0191103 2puaydadsius wn usijiq Jip

SIVI[LUIIIXF] [BIUIWUOIIAUY [BUOIJRUIIIU] JO UOTJBZI[BUIdIUY JOdIIPU]
“1eIne| JJLIYDSISQ() 91110 J1(]
"12}9593 yos[ey 1opIa] apium sFeaiiog Sop (AL 1o

uenseqas ‘Todulpry]
b6GT TUNL/H9T "IN - I[ 119G 19p Fenroqsuolssysiq g

WALvdaddd




Indirect Internalization of International

Environmental Externalities®

Sebastian Killinger™

V113 (264)

GG

Serie 1l - Nr. 264

633>y

Juni 1995



Mailing Address:

Sonderforschungsbereich 178
University of Konstanz

PO Box 5560 D133

D-78434 Konstanz

Germany

*  Paper presented at the SFB-Workshop 1995: Environmental Policy in Open Economies,
’ June 5-7, 1995, in Konstanz.

** [ am indebted to Lucas Bretschger, Bernd Genser, Andreas Haufler, Frank Hettich,
Michael Rauscher, and Carsten Schmidt for helpful comments and discussions. Special
thanks are due to Max Albert and Nadine Leiner.



Abstract

The paper deals with the analysis of nationally optimal tax structures as to internalize cross—
border externalities. Furthermore, the existence of a double dividend arising from the imple-
mentation of pollution taxes is evaluated. In the presence of lump—sum taxes both pollution
taxes and capital taxes serve to internalize the externalities, and to strategically influence the
capital rent at the world capital market. In the case where lump—sum taxes are not available,
conditions are found under which a double dividend can be reaped from the introduction of a

pollution tax, i.e. that environmental quality improves and, additionally, private incomes rise.
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1 Introduction

International environmental externalities are gaining growing attention due to their forseeable or
feared irreversibility. The main characteristic of for instance global warming or acid rain is that
damages are imposed not only on the country of origin but also across borders. In the absence
of a supranational authority having the competence to efficiently internalize the externalities by
means of e.g. a PIGoU—tax we observe a prisoner’s dilemma. Rationally acting national govern-
ments that wish to maximize utility of their consumers do not take into consideration damages
the country imposes on others. Consequently environmental externalities are generated at a
level which is too high under global efficiency considerations. The failure of the EUROPEAN
UNION to implement a common energy tax in its member states as it was discussed for a long
time, as well as the inability of the participating countries at the succeeding Rio conference in
Berlin to agree on binding and coordinated actions against environmental degradation, show
that decentralized solutions increasingly move into the centre of interest, again. In deriving
optimal national environmental tax policies the advancing integration of the world economy has
extended the public debate as well as economic analysis to additional aspects:!

First, the interaction of international trade and the environment. Can relatively lax environ-
mental regulations serve as a substitute for trade policy? Do polluting industries move to areas
with low environmental standards? Due to the increasing integration national internalization
instruments lose their first—best feature since environment-depleting industries can circumvent
these taxes by leaving the country. The global character of the externality implies that the
environmental situation of an internalizing country does not necessarily improve.?

Second, the interaction of factor mobility and environmental regulation. Does competition for

internationally mobile factors lead to a downward regulation of environmental standards??

!Policy instruments being considered in this paper are restricted to taxes — regulations or emission permit
schemes are excluded.

*For carbon dioxide this is called the carbon leakage effect. [25] Snape (1992) analyses the characteristics and
particularities of international environmental externalities in detail. [15] Markusen (1975) was the first to analyse
allocational impacts of national policy measures in the context of cross—border externalities. The linkage between
international trade and cross-border externalities has also been subject of papers by e.g. [13] Krutilla (1991),
[17] Merrifield (1988), and [16] Mc Guire (1982). Their emphasis is on the derivation of optimal policy interven-
tions. [6] Copeland (1994) and [20] OECD (1994) both investigate piecemeal reforms in a small open economy
and use a dual approach for their analysis. [6] Copeland (1994), [16] Mc Guire {1982), and [17] Merrifield (1988)
extend the analysis to international factor mobility.

3[22] Rauscher (1993) derives optimal policy reforms in a model with internationally mobile capital. His anal-
ysis is based on the standard approach to international factor mobility developed by [14] MacDougall (1960) and
[12] Kemp (1964). A survey over this and other approaches to international factor mobility is given by {23] Ruf-
fin (1984). Rauscher’s model is extended by an international externality. [19] Oates et al. (1988) embed the
problem into the local public finance literature. They analyse how jurisdictions within a federal state will opti-
mally set capital taxes as well as environmental standards as to maximize utility of the representative consumer.

(11] Kanbur et al. (1993) direct the question of strategic actions in the context of environmental regulations to



Third, the possibility to indirectly internalize externalities generated by a foreign country. Inter-
national integration enables a big country being a victim of cross-border externalities to position
a lever at the foreign externality generation and to at least partly internalize it by manipulating
world market prices. In contrast to this a small country that faces fixed prices at the world
market can only internalize domestically generated externalities. Due to its reduced marginal
productivity capital will be driven out of the country if other countries do not as well implement
an environmental policy. If the externality has the characteristic of an international public good
(as it is the case e.g. for carbon dioxide) environmental quality will not significantly change
in the internalizing country, but its income situation will deteriorate due to lower production

possibilities.

The paper analyses nationally optimal tax structures in the presence of cross—border externalities
by taking respect of the mentioned aspects. The insights gained are then used to evaluate ecolog-
ical tax reforms in a second-best framework. The underlying idea is that if national governments
are restricted by a budget constraint with lump-sum taxes not being available, a second dividend
can be reaped from environmental taxes apart from the amelioration of the environment.? Tax
income from environmental taxes could be used to cut back other distortionary taxes in order
to reduce the excess burden of national tax systems. This combination of the RAMSEY and the
P1GOU objectives of taxation was first addressed by [8] Diamond (1973) and [24] Sandmo (1975).
With the growing awareness concerning environmental depletion in the last few years the discus-
sion was taken up again for instance by [21] Pearce (1991) and [18] Oates (1993). But since their
contributions were restricted to partial analytical considerations, interdependencies of pollution
taxes with other taxes were neglected. General equilibrium analyses taking respect also of re-
purcussions which environmental taxes have on other markets show for distorted economies that
there is a negative tax—interaction effect apart from the revenue-recycling effect.® The presence
of prior taxes implies higher gross costs from the environmental tax — even when revenues are
recycled through cuts in the distortionary tax.® The double dividend quality has so far mainly
been analysed for closed economies without international factor mobility. Thus, it needs further
illumination in an open economy where environmental damage is caused across national borders
and where tax bases can erode due to international factor movements.

In this paper a two—country model is used where both countries are connected by international
capital movements and a cross-border externality. Aspects of retaliation are neglected by assum-

ing that countries do not react to the measures undertaken by the other. The double dividend

the aspects of harmonization and the agreement on minimum standards.

*The existence of two dividends has been called the double dividend characteristic of environmental taxes in
the literature.

5This termination in the context of a double dividend quality of environmental taxes is used by [10] Goul-
der (1994). He also gives three definitions of double dividend notions (strong, medium, and weak form).

®See for example [3] Bovenberg et al. (1994), [4] Bovenberg et al. (1994), [5] Bovenberg et al. (1994).



analysis takes place against the background of a distorted international allocation of capital
through the existence of capital taxes.

In a context where lump—sum taxes are available to the government for financing the budget, we
find that both, pollution taxes and capital taxes aim at manipulating world market prices and
additionally at directly and indirectly internalizing the externality. The targeting of the aims is
more effective if both tax instruments are simultaneously implemented. Optimal environmen-
tal tax rates as well as optimal capital tax levels are found to be higher in the case of joint
implementation. For lump-sum taxes not being available, conditions for the existence of a dou-
ble dividend of environmental taxes are derived. We consider the case where the distortionary

capital tax is cut back by means of the environmental tax proceeds.

The paper proceeds as follows. In section 2 we first lay out the model. Section 3 then deals
with the aspects of optimal national internalization policies in the case of lump-sum taxes.
The results are then used as a reference point for section 4 where we address the question if a
double dividend can be reaped from environmental taxes. Section 5 concludes. Details of the

comparative statics are given in an appendix.

2 The Model

We consider a two country model based on [22] Rauscher (1993) with international factor mobil-
ity where country A is the home country and country B is the foreign country.” In the following
lowercase letters or superscript A are used for country A, uppercase letters or superscript B for
country B. Each economy is endowed with m factors of production. Among these are capital,
an environmental resource®, and a third one which can be thought of as labour. Factor sup-
plies of capital and labour are assumed to be inelastic. Capital is taken to be internationally
mobile which means that it flows towards the most attractive use across countries and therefore
balances differences in capital rents. In the presence of international mobility, national capital
supply is endogenous even if international capital supply is fixed. Both countries produce n
goods. Without loss of generality one good is chosen as numéraire with its price being normal-
ized to unity. The production of goods in each country is connected with the generation of a
cross—border externality. These national externality productions add up to a global externality

level which lowers the utility of individuals in each country.

"[9] Dixit et al. (1980) provide an exposition of the standard model which is here altered as to include inter-
national factor movements.

8For instance clean air or drinking water reservoirs.



2.1 Consumer behaviour

In both countries there is only one representative consumer so that we abstract from distribu-
tional aspects. The utility function of the representative individual in country A is u(c,€) with
¢ as the consumption vector being a choice variable for the consumer. Pollution € in contrast
takes the form of a public bad, and hence the level of its consumption is beyond the consumer’s

control.? Preferences in the home country may then be represented by the expenditure function
e(p, uo, €) = min {pT cCc o u> uo}
. C

e(-) is increasing in u and € and is defined as the minimum cost of attaining utility level ug given
the vector of prices of the consumption goods p and the current pollution level €. An increase in
the level of the pollutant harms the representative consumer and therefore raises the minimum
cost of attaining a given utility level. The partial derivative of the expenditure function with
resprect to the level of pollution % = e, is the marginal willingness to pay for reductions in
pollution and equals the marginal damage caused by pollution. The optimization problem for

the household in country B is analogous.

2.2 Firm behaviour

For modelling the production side of the economy we work with the aggregate revenue function
which is also known as the GNP function. The function has the properties of a restricted
profit function:- Given the price of the consumption good and the level of either pollution taxes
or capital taxes which we are going to analyse in the following sections firms maximize their
individual profits. In doing so they collectively maximize GNP at domestic prices which in our
setting are equal to 4prices at the world market, i.e. p = P. The private sector of the economy

thus acts as if it solves the problem
r(p,v, e, k) = max {pT x T € TA('v,k,eA)}
R(P,V,8 K) = max {(PT.X : X e TB(V,K,P))

in the home and in the foreign country, respectively. v and V describe the vectors of factor
endowments.'® The resource input ¢4 and ¢P used in country A and in country B, respectively,
is defined as the share of the resource which is used up during the production process. It can
alternatively be interpreted as emissions resulting from the production process — the pollution
levels of both countries contributing to the global externality level € = ¢ (¢4, ¢B) which is neg-

11

atively perceived by the individuals.!! The assumed substitutability of emissions and capital

®For the modelling of a public bad as a quantity constraint see [7] Cornes (1992).
®The other factors of production are additionally made explicit for reasons of clarity.
"E.g. [16] Mc Guire (1982) and [22) Rauscher (1993) model emissions as an input into the production process

rather than as a joint output.



implies that there is a capital-intensive pollution abatement technology which is not modelled
explicitly ([22] Rauscher (1993), p.4). However, the substitutability is restricted to only a cer-
tain range which implies that the costless factor environmental resource cannot alone produce
consumption goods. Let us denote initial capital endowments in both countries by £° and K?©,
respectively, and the amount of capital which is exported from country A to country B or vice
versa by £. The amount of capital £ and K, respectively, used in the production process in each
country is then composed of the country’s initial endowment with capital, altered by the inflow

of foreign capital or the outflow of domestic capital due to arbitrage considerations. We have:

k=k—¢

1
K=K%+¢ W

for country A as a net capital exporter, and

= @)

K=K%-¢
for country A as a net capital importer. T4 and TB are the technology sets in both countries,
x and X are the vectors of output. Partial derivatives 5;9(:1 = r.a and g—f; = R.p represent

the marginal product of ‘pollution in the production process which is positive. The production
function underlying the GNP—function in both countries is linearly homogeneous, concave, and
non—decreasing.!? For solutions to be uniquewe need decreasing returns to scale in the factors
capital and environmental resource at the level of the GNP-function (as will be seen later). This
is achieved by assuming one third factor of production to be fix in supply. The environmental
resource is a public domain and therefore, if there is no environmental regulation, is used up
to the point where its marginal product is zero. Since the externality is assumed to be of an
eyesore type, it only enters the utility function and does not generate detrimental effects on the
countries’ production possibilities. An increase in the level of pollution produced by one firm

does not affect the costs of any other firm.

2.3 Government behaviour

The government of each country is assumed to maximize utility of its representative consumer
by means of the policy instruments at hand. Its calculus is constrained by the need to raise
public funds, e.g. in order to finance the provision of public goods. Here, the provision will not
be modelled explicitly so that the budget constraint is assumed to be exogenously fixed at the

level P. The budget constraint P has to be financed with the country’s tax proceeds it reaps

2 2 2 )
1ZWe have 8—:}#\- = raaa < 0 and 5%;’; = rire < 0. Further we assume 5%—5—; = r.a > 0 and

%{'7» = ryea > 0. For further discussion of the GNP function see e.g. [7] Cornes (1992) and [9] Dixit et al. (1980).



from different sources:
P=P=nh+r14 +60%¢ | (3)

where h is a non—distortionary head tax, and 7# and ## are pollution taxes and taxes on repa-
triated capital rents, respectively.!®> The head tax serves to fill the gap between the tax proceeds
of both other tax instruments implemented at their optimal levels and the governmental bud-
getary needs. This scenario will be used as a benchmark case. In section 4 we will abstract from
lump-sum taxes in order to analyse the double dividend character of environmental taxes.!* The
implementation of tax instruments will only be considered for the home country. In country B
tax instruments are not available for neither strategic nor environmental ends. Consequently,

the question of retaliation is excluded from the analysis.

The internationally mobile capital provides country A with a leverage to strategically influence
the factor reward for the capital it lends to or borrows from the rest of the world and to influence
the foreign production of cross-border externalities. With its policy tools the government hence

pursues three aims in favour of the representative consumer:

e First, influencing the capital rent at the world market through the strategic control of

domestic capital supply or demand.

e Second, internalizing the domestically produced externalities as to improve the environ-

mental quality.

e Third, indirectly internalizing the externalities caused abroad which are also perceived in

the home country by manipulating the international allocation of mobile capital.

3 Indirect Internalization and Lump—Sum Taxes

In order to make the analysis less complicated we will in the following abstract from changes
in goods’ prices. Therefore it is assumed that both countries produce only one composite good
which is chosen as numéraire with its price being normalized to unity.!®> Trade in the good serves
to pay the factor reward to the mobile factor capital. The production of the composite good in

each country is connected with the generation of a cross—border externality.!®

13The latter of the taxes may also be negative, i.e. a subsidy.

14The non-environmental dividend attributed to pollution taxes is the reduction of the excess burden in a
distortionary tax system.

"*The general framework outlined in section 2 will in future work be used to generalize the results derived in
this paper.

16 Although private consumption is restricted to only one composite consumption good the dual approach is
useful to illustrate also the effects of environmental degradation which enters the expenditure function of the



The analysis is now restricted to only three factors of production: capital, the environmental
resource, and labour. The latter is analytically taken to be hidden which means that it is not

made explicit in the revenue function.

We consider a standard model of two perfectly competitive open economies which have the
market power to influence factor prices at the world markets. In the analysis we will take the
stance of country A and hence we will derive its optimal policy measures whereas country B

can be regarded as the rest of the world.

3.1 Pollution taxes

First we want to investigate the general equilibrium effects of the introduction of a pollution
tax in country A as the only policy instrument being available to the government apart from
the head tax. The pollution tax is designed as being proportionately levied on the input of the

externality in the production process. Given a pollution tax only in country A with country A

being a net capital exporter, the conditions for an international equilibrium are:!”
e(l,u,e):r(l,eA,k)+RK (1,68 I()-f—_ﬁ (4a)
E(1,U,e) = R(1,68,K) — R (1,68, K) - ¢ (4b)
ce=e (e, €P) (4c)
rea (1,€k) = A (4d)
R (1,8, K)=0 (4e)
Tk (l,eA,k) =RK(1,GB,I() (4f)
P=h+t* (4g)

Subequations (4a) and (4b) reflect the national income identity for each country. (4c) illustrates
that the aggregate externality level perceived by the representative consumers in both countries
consists of the discharge of pollutants arising from production in either country. Conditions (4d)
and (4e) determine the marginal product of the environmental resource in equilibrium. Since
the resource (or in the alternative interpretation pollution) is not privately owned, it will be
used in the production process up to the point where its marginal productivity equals zero
(as in condition (4e) for country B). Alternatively, in the case where a price is assigned to
the resource by means of an environmental tax its rate constitutes the lower bound of the

resource’s productivity in production. (4f) is the arbitrage condition which indicates that capital

representative consumer as a quantity constraint. The analysis of consumer choice between the consumption
good and environmental quality which will be optimized by the national government is facilitated, and general
equilibrium effects on all variables like for instance the level of pollution can easily be determined.

'"The conditions for an international equilibrium in the case of country A being a net importer of capital can

be found in Appendix A.1 on page 24.



is reallocated until its marginal productivity is internationally equalized. In (4g) only the head
tax and the pollution tax contribute to financing P. For P being equal to zero the analysis
is analogous to the common assumption of a lump-sum redistribution of PiGou—-tax receipts.
Assume that in the initial equilibrium P is completely financed with the help of head taxes.
The marginal introduction of a pollution tax with P remaining unchanged implies that the head
tax contribution must diminish. The endogenous determination of the head tax also applies to
the case where the pollution tax is already in place in the initial equilibrium. Thus, system (4)
determines u, U, &, €, ¢4, ¢B, and h.

For the comparative static analysis with country A as a net capital exporter, equation system (4)
is totally differentiated. According to (1) we have —dk = dK = d€. The variable being exogenous
to the system is country A’s policy instrument 74.

Written in matrix notation we find:18

(1 0 e -1 —€Rgs —€ERkx 0] [ esdu ] [ —dP ]
01 FE. 0 ERy.m ERKK 0 Ey dU 0
00 1 —€a —€s 0 0 de 0
0 0 0 744 0 —T g 0 de? = drA
00 0 0 R.5.5 R.sg 0 de? 0
0 0 0 -—ria Ry s (rex + Rrkg) 0 d€ 0
oo 0 7 0 0 1] | dh | | dP — A drA |
D

(5)

with (rx — Rg) being equal to zero according to (4f) and r 4 being equal to 74, the tax on

pollution.

For deriving the effects of the introduction of an environmental tax on utility in country A first

the sign of the determinant of matrix D has to be determined:

[Dl =T.aca KRB (rex + RKK)
— T AL Trea R,B,
AL Trea RoBcB (6)

- TCA(A RCBK RKcB
=R.s.5 HA B
= R.p.B +r.aaH <0 ,

with H4 = raarkr — reapTpea > 0 and HP = R.p,s Rxkx — R.sf Rg.s > 0. Both terms
H4 and HPB reflect the diminishing marginal products of the hidden factor in production of
country A and B, respectively.!®

18Total differentials of system (4) being written as a system of equations can be found in Appendix A.1 on
page 24.
191f capital and the externality were the only factors of production, both terms H* and HZ would be equal



Now the different effects can be isolated and their implications on welfare in the country under

consideration can be determined. We have:2°
ey du 1 4 1
T = ~ Ec€ea +T7
dr TeacA TeAcA

. TreATeAk ATkeATeAL B
+ —lDl —ecbsa ——2Rpp +ee€nripaRp+7T —Rp +raEH7|. (7)

3) (4) (s) (6)

The only difference for country A being a net capital importer is that term (6) changes to
(=rkea € HB).2 The determinant |D| is identical in both cases. Terms (1) and (2) reflect the
direct impact of an environmental tax: Since the tax attaches a positive price to the externality
its use in domestic production diminishes. The first term (1) represents a direct positive effect
on the domestic environmental situation with regard to domestic externality production. For

rA

= r.a being positive, term (2) reflects the loss in domestic production which results from the
positive price now being attached to pollution as an input. Consequently it is used less intensively
in the production process. The effect on domestic utility is negative and can alternatively be
interpreted as a diminution of the tax base. Terms (3) to (6) reflect the effects resulting from the
induced reallocation of the internationally mobile capital: The diminished input of pollution into
domestic production ceteris paribus means a decrease in the marginal productivity of capital
invested in country A./Ca,pital is driven out of the country and marginal productivity of the
factor pollution in country A diminishes, that in country B rises. Hence there is an additional
positive environmental effect in the home country (term (3)), whereas term (4) reflects the
corresponding change in foreign pollution due to a reallocation of the internationally mobile
capital. The production of foreign pollution consequently increases and will be perceived also in
country A due to the international dimension of the externality. Since there is substitutability
between capital and pollution in both countries, a marginal rise in the domestic environmental
tax with respect to the reaction of foreign pollution hence lowers domestic utility. Term (5)
again is a negative tax base effect on the environmental tax induced by the international capital
reallocation. The negative sign of the last term (6) in equation (7) (taking respect of the sign
of |D|) reveals that an increase in the pollution tax rate in a capital exporting country runs
counter to the reduction of capital supply at the world capital market in order to strategically

increase the factor reward. The opposite applies to a country which is a net borrower at the

to zero for the revenue function being linearly homogeneous in inputs. Under this assumption a unique solution
would not exist as can be seen from the determinant of matrix D being then equal to zero. For 7# deviating
from zero all capital would flow out of the country for being invested in country B, and the system would not be
differentiable anymore.

2°For a more detailed presentation of the derivation see Appendix A.1 on page 25.

21'The analysis for country A being a net capital importing country can be found in Appendix A.1 on page 25.



world capital market with the effect hence being positive. In this case the strategic component
in national calculations serves as a substitute for the denied internalization of environmental
damages imposed on other countries.

Summing up, terms (1) and (3) reflect the valuation of a change in the global pollution level
due to the change in domestic externality contribution induced by the marginal augmentation
in the pollution tax. With respect to this effect the environmental tax augments utility of the
representative consumer. Term (4) reflects the valuation of a change in the foreign externality
generation. Terms (2) and (5) are only different from zero if there is a pollution tax already in

place in the initial equilibrium. -

First—order conditions for an optimal domestic pollution tax in a setting with internationally
mobile capital and cross-border externalities can be derived by setting equations (7) and (A-5)
in Appendix A.1 on page 26, respectively, equal to zero, and solving for the pollution tax 4.
This condition for the tax rate only consists of endogenous variables. In combination with
equation system (4) and (A-1), respectively, combined with potential other conditions which
guarantee the whole system to be sufficient for the derivation of an optimum, the optimal level

of the pollution tax can be determined.

The above derived result in an open setting proves that the environmental tax loses its first—best
character if the jurisdiction is smaller than the area where the externality is perceived. This is

due to two reasons:

e Countries maximize utility of their own representative consumer and hence ignore the

detrimental effects of their externality generation on consumers abroad.

e For the same reasoning they exploit the ability of a big country to strategically alter prices

at the world markets in their own favour.

The implementation of an optimal tax rate that can be derived from mulitiplier (7) and (A-5),
respectively, thus leads to a national second—best result. It is only second—best in nature because
the various national aims concerning the strategic exploitation of a country’s market power at
the world capital market as well as the direct and indirect internalization of the cross—border

externality are attacked with only one policy instrument — the pollution tax.??

We know that in a closed setting the optimal environmental tax, the so called Picou-tax, de-
mands to levy a tax on the externality equal to the marginal damage it globally generates in
the optimum. This result can be reproduced in a world with two or more countries without
a supranational authority being in place if countries agree upon a cooperation. Such a coop-
eration aiming at maximizing global utility is tantamount to a complete internalization of all

technological as well as fiscal externalities as we will see now.

22This reasoning is known as target principle.
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Pareto—optimality

A globally PARETO-efficient result by means of taxes can only be reached if both countries jointly
implement a pollution tax. In this case there is only one change in the equation system (4):%3

If we denote the foreign environmental tax with 78, equation (4e) changes to
Rs (1,8, K) = 8 . (4e’)

By totally differentiating the altered set of equilibrium conditions, we can determine the effects

of both tax instruments on domestic and foreign utility in the case of simultaneous implemen-

tation:24
€y d’lt _ 1 A 1
dTA = efch T'CACA + T T'CA(A
TreA TeAL
+ l—D——| [—E(E(A -T{A_;—— R(BEB + €c€,B Thea REBI\-'
A TkeATeAL B
+ T ReBcB + TheA € H ’ (8)
TeAcA
FEydU 1
dTA - |_T I:— ECGCA (T‘kk RCB(B - HB) + ECGCB rkCA RCBK
— TB TheA RCB}( — TheA fHB] 3 (9)
Ev dU = — F.e.B ! + B !
drB " R.p.5 R 5.5
1 RKCB RCB}\
Ry R 6y
4 B LEE BBk Poaca — Rk—cagﬂA] ,  (10)
REB(B
e, du 1
ol e sk i = ect (s B + )

— 71 Rges + Ry 5 € HA] . (11)

For the result to be PARETO-efficient also the impacts of a country’s policy measures on the

other country have to be taken into account. Therefore multipliers (8) and (9) as well as (10)

22We restrict the analysis to the case of country A being a capital exporting country. For a capital importing
country it is analogous.

24For the system of total differentials see Appendix A.1 on page 26.
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and (11) must sum up to zero:

e, du n FEuydU _ L
drA dr4 |D|

{— (ec+ E) €ea (i Repes + HP)

+ (e + E.)e.B s RoBg

+ 74 (rkk R.s.8 + HB)

— R.prp.a RCBK] =0 (12)

and

e, du EydU 1
drB drB = r“| [ (€c + Ec) €careay Ry 5

— (ec + E)e.5 (TCAEARR']\" + HA)

- TArcAk RKCB

0 (13)

+ REB (T'CACAR]\"K + HA)

Both conditions solved simultaneously determine the optimal pollution tax rates in both coun-

tries that guarantee global efficiency:
T =14 = (e, + E.) €.a (14)
" =Rs = (e« + E) e . (15)
This is just the P1Gou—tax which in the optimum should equal global marginal damage caused
by either country. One tax instrument in each country is hence sufficient to yield PARETO-

optimality since strategic aspects cancel out. The resulting allocation is first—best from the

global perspective.

3.2 Taxes on repatriated capital rents

In this section the effects of a tax on repatriated capital rents are analysed. System (4) of
equilibrium conditions depicted in subsection 3.1 for country A being a capital exporter remains

unchanged except for conditions (4d), (4f), and (4g) which change to (16d), (16f), and (16g),

respectively:2®
rea (1, et k) =0 (16d)
ri (1,64, k) + 04 = Rk (1,68, K) (16f)
P=h+0%¢ _ (16g)

25The equilibrium conditions in the case of country A being a net capital importer can be found in Appendix A.2

on page 26.
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The variable being exogenous to the system is country A’s policy instrument 84 which drives
a wedge between the domestic and the foreign marginal productivity of capital as can be seen
from (16f). Due to the lack of an environmental tax the price attached to the environmental
input equals zero.
Taking total differentials of the new equation system composed of (4) and (16) with the deter-
minant of matrix D remaining unchanged negative, the influence of a tax on repatriated capital
rents on domestic utility in country A can be determined to be?¢

ey du 1 A B

A ﬁ [ —e€arar R +e€nraaRpgy +0°ra4aRbBE +1ra4,48H ] , (17)

- - -’ o - 7 —
N p—

(1) (2) (3 (4)

with (rx — Ry) being equal to (—84) according to (16f).

For country A being a net capital importer the multiplier is:?”
e, du 1
—5?4— = I—D—I [6(66,4 TeAk RchB T €€ BTcAA RCBK + oA TeAcA RchB t Teaca 3 HB] ’ (18)

- ) s o
-~ -~ - —

(1) (2) @) 4)

with (ry — Rk) being equal to 8# according to (A-7f) in Appendix A.2 on page 26.

The multipliers reveal that in contrast to multiplier (7) for the pollution tax there are no direct
effects. Effects (1) to (4) all result from an induced reallocation of the internationally mobile
capital. The first underbraced term (1) is the valuation of an induced change in domestic exter-
nality generation as we already know it from effect (3) for the pollution tax in mulitiplier (7).
For country A to be a capital exporter (mulitiplier (17)) the introduction of the tax lowers the
marginal productivity of capital invested abroad. Consequently less capital will be invested in
country B which ceteris paribus lowers capital productivity but raises pollution productivity in
the home country. More pollution will hence be generated in the home country which lowers
domestic utility. Therefore the sign of effect (1) in contrast to that for the environmental tax is
negative taking respect of the sign of |D|. Term (2) corresponds to term (4) in mulitiplier (7),
its sign this time being positive due to the induced diminution of foreign pollution for coun-
try A being a net capital exporter. The reasoning is opposite for country A being a net capital
importing country (multiplier (18)). In this case the tax on repatriated capital rents drives for-
eign direct investment out of the country which implies a positive effect on domestic externality
generation, but a negative one on foreign externality generation. The third underbraced term
in both mulitpliers reflects the erosion of the tax base due to an increase in the tax rate and

corresponds to effect (5) in the mulitiplier for the pollution tax. This effect is only different from

25For the system of total differentials and a more detailed presentation of the derivation in the case of country A
being a capital exporter see Appendix A.2 on page 27. )
"For the system of total differentials and a more detailed presentation of the derivation — this time for

country A being a capital importer — see Appendix A.2 on page 28.
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zero if the tax has already been in place in the initial equilibrium. For 64 being positive the
effect has a negative impact on domestic utility. The last term (4) for both a capital exporting as
well as a capital importing country is a positive tax rate effect of the tax on repatriated capital
rents. The effect is the counterpart to effect (3) and embodies the rise in tax income due to the
increase in the tax rate. Strategically spoken the country as a capital exporter tries to create
an excess demand for capital at the world capital market in order to raise the capital rent. As
a capital importer the country instead tries to induce an excess supply for capital at the world
capital market in order to lower the capital rent.

We see that the tax on repatriated capital rents again can either be used to exploit the coun-
try’s monopolistic position in the world capital market or to directly and indirectly internalize

externalities caused by the own country and the foreign country, respectively.

For deriving the optimal tax rate the expressions in square brackets in (17) and (18), respec-
tively, have to be set equal to zero. This means that an optimal tax on repatriated capital
rents balances both positive and negative effects on the environment as well as on the country’s
income situation. Due to the consideration of the strategic aspects and the neglect of environ-
mental damages imposed on country B, the optimal tax rate again is only second-best from
a national point of view. Global-efficiency with a tax on repatriated capital rents available to
the governments in both countries is not achievable because the effects are just diametral. Both
means being implemented at the same time have no additional effect than only one of them
since they have exact the opposite impact on foreign as well as on domestic utility. A tax on
repatriated capital rents is hence no perfect substitute for a pollution tax in a situation where

a pollution tax can realize its first—best qualities as we know it from the Pigou—tax.

3.3 Pollution taxes and taxes on repatriated capital rents

Now that we have analysed the two potential tax instruments for the government separately we

turn to the effects of a joint reliance on both taxes.

The equilibrium conditions in this case are a synthesis of both former scenarios. Considering
first the case of country A being a net capital exporter, in equation system (4) conditions (4f)

and (4g) change to
Tk (1,6A,k)+0A = Ry (1,GB,K) (19f)
P=h+rt4t+0%¢ | (19g)
respectively.?® That is the government in country A can directly tax domestically generated

externalities as well as modify the return to a capital investment abroad undertaken by its rep-

resentative consumer (or by the foreign representative consumer for country A being a capital

28The equation system for country A being a net capital importer can be found in Appendix A.3 on page 28.

14



importer). The interesting point is how the interactive effects arising from the joint implemen-

tation of both instruments can be brought into line as to optimize domestic utility.

The new system again is totally differentiated. The variables being exogenous to the system are
country A’s policy instruments 8”4 and 74. The head tax again is endogenously determined. We
get the mulitipliers for the pollution tax and the tax on repatriated capital rents, respectively,
with the determinant of matrix D remaining unchanged and for country A being a net capital

exporter:2%

e, du 1 1
N A = — Ec€a + A
dr TeAcA TeAcA

1 Tk AT Al

* I—E—I T eten ﬁ RchB T €c€cB Thea RCBK + OA TkeA RchB (20)
cAe
TLeAT AL
+ A ke Bk RCBCB +7'k€A§HB )
TeAcA

e, du 1

A T D] [_ecee/\ TeAk RCBEB + €c€cB TcacA RCBI\" + 0‘4 TeAea R‘BCB
6% = 1D (21)

T~

+ A raag R+ 14,4 HB] ,

with (r, — Rx’) now not being equal to zero but equal to (—8*) according to (19f). As can be
seen from (20) and (21) both tax instruments are interconnected since the pollution tax rate
(4 = r,a) appears in the mulitplicator of the capital tax and vice versa. It is exactly the
appearence of these tax base effects on the other tax instrument by which the above mulitipliers
deviate from those derived in subsections 3.1 and 3.2. They are different from zero only if the

taxes are already in place in the initial equilibrium.

Setting mulitipliers (20) and (21) of both instruments equal to zero and simulataneously solving

for 74 and 4 determines optimal national tax rates:

e du eydu 1
A =0 and 204 =0 , (22)

which leads to the first-order conditions for optimal values of both tax instruments

roa = 1 =ece.a (23)
-1
and oA = [ececs Respe + EHB] . (24)
R.5.5

For country A being a capital importing country, the first-order conditions for optimal national

?The complete system of the totally differentiated equilibrium conditions and a more detailed calculation of

the mulitipliers can be found in Appendix A.3 on page 29.
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tax rates are:3°

ra =1 =ecea (25)
-1
and 94~ = [~eces Ry + EHE] . (26)
RCBCB

The optimal level of the domestic pollution tax in both cases is just the well known Picou-
tax. The reason why this first-best instrument as we know it from the closed setting regains
its efficiency Nquality is that now the tax on repatriated capital rents shields the home country
by offsetting the negative effects it induces with respect to foreign externality generation and
concerning the capital rent determination at the world capital market. Since the first-order
condition for the domestic pollution tax takes respect only of domestic damages generated by
domestic production, it is evident that this P1Gou-tax can only lead to a national first—best
solution. For the home country being a net capital exporting country, the optimal rate of the
tax on repatriated capital rents is unambiguously positve, i.e. capital exports are restricted via
tax policy for environmental and strategic ends. A positive tax rate on repatriated capital rents
serves as a means to generate an excess demand for capital at the world capital market. For
the country being a capital importer, we observe contrary effects on the optimal tax rate since
foreign externality generation demands the tax to be negative (i.e. that the domestic government
subsidizes foreign investors), whereas strategic considerations ask for an excess supply of capital

at the world market being induced by a positive tax on repatriated capital rents.

3.4 Interpretation of the results

From the results for the optimal tax rates derived in this section it can be seen that in an open
setting with cross—border externalities the traditional PIcGou—tax loses its characteristic feature
to achieve a global first—best allocation. Countries maximize national welfare and neglect both
fiscal and also technological externalities they impose on other countries. In the decentralized
equilibrium global pollution generation is too high and the amount of international capital
movements deviates from its global optimum. In this case the isolated use of a tax on repatriated
capital rents has similar effects on a country’s welfare as the implementation of solely a pollution
tax. Both instrument are appropriate to address both ends at the same time: internalization and
exploitation of market power. Only if the joint implementation of both instruments is possible,
the traditional Picou-tax (though restricted to national considerations) regains its optimality
character. But again it has to be emphasized that the resulting allocation is only first—best from
the national point of view, not from the global one.

On the other hand, if countries agree upon a cooperation to internalize cross—border externalities,

3%The complete system of the totally differentiated equilibrium conditions and a more detailed calculation of

the mulitipliers for country A being a capital importer can be found in Appendix A.3 on page 30.
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the global first—best result can only be reached by means of national PiGou-taxes that take into
account also the environmental damages from domestic production imposed on other countries.
A tax on repatriated capital rents — even if implemented in both countries at the same time —

is not appropriate to achieve global efliciency.

In the following section we will assume that lump-sum taxes are not available anymore to the
government. The analysis focuses on the question how matters change if the proceeds of a
marginal introduction of a pollution tax are used to drive back tax income generated by means
of a distortionary tax on repatriated capital rents. Specifically, we want to investigate whether
a double dividend can be rea,ped-from the implementation of an environmental tax — the
amelioration of environmental conditions and additionally the generation of public funds which

can be used to reduce the excess burden of the tax system consisting of distortionary taxes.

4 Indirect Internalization and Double Dividend

In this setting two distortions prevail: the misallocation of factors first due to environmental
externalities not being internalized, and second due to the existence of a tax on repatriated
capital rents.. The latter is assumed to completely finance the government’s budgetary needs
in the initial equilibrium. Since again there are more targets than instruments, the analysis
takes place in a second-best framework. The marginal implementation of a pollution tax in
this setting can either yield a double dividend by alleviating both distortions. Alternatively it
can yield only one dividend by improving the environmental situation of the country, thereby
simultaneously increasing the other distortion. The result of such a second—best consideration

completely hinges on the specific formulation of the model.
For country A being a capital exporter compared to equation system (4) only equations (4f) and
(4g) change:3!
ri (1,€4,k) + 64 = Ry (1,65, K) (271)
P=02c+ 4t . (27g)
Equation (27g) reflects that 74 and 64 are the only tax instruments available to the government.

Totally differentiating the synthesis of equation systems (4) and (27) for country A being a

capital exporter with 84 being endogenously determined and the pollution tax 74 as the policy

31The equation system for country A being a capital importer can be found in Appendix A.4 on page 31.
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instrument being exogenously altered we get:3?

(1 0 e -t —ERxw —(04+&Rxkx) 0 | [ eudu | [ —dP ]
0 1 E, 0 ERy.B ERKK 0 Ey dU 0
0 0 1 —¢a —¢€,B 0 0 de 0
00 0 TAcA 0 —TeAL 0 dGA = dTA s
00 0 O R,s.5 R.sp 0 deB 0
0 0 0 -—ria Ry.m (rex + RKK) -1 d¢ 0
L 00 0 74 0 94 € L do* | | dP — e dr4 |
e
(28)

with (rr — Rg) being equal to (—84) according to (27f) and r,a being equal to 74, the tax on
pollution.

The determinant of matrix D* is different from that in equation system (4) and has therefore to

be determined. For the home country being a net capital exporter the determinant is equal to:

|D*‘ = OA TeAcA RsBcB + TA rcAchBcB + £ |D| . (29)

— PN o\ ,
(+) (=) =)

For country A being a net capital importer it is equal to:

|D*| = 0A TeAeA REBCB - TA TcAch'BcB + 5 IDI . (30)

_ N o ,
(+) (+) (=)

The sign of the determinant of matrix D* in both scenarios cannot be determined unambiguously.
The first two terms reflect the impacts of the revenue-recycling on the tax base of the capital
tax and on that of the environmental tax, respectively. The tax base effect on the capital tax in
both cases is positive due to the implicit diminution of its tax rate. The tax base effect on the
environmental tax is only positive in the case of country A being a capital importing country. In
this case the diminution of the tax rate on repatriated capital rents resulting from the revenue-
recycling induces an inflow of capital towards the home country which in turn increases the tax
base of the environmental tax. The last term represents the negative tax rate effect attached to
the decrease in the tax rate on repatriated capital rents. In both cases it is sensible to assume
that the determinant of D is negative in sign since then the results we derived in section 3 are

being preserved.

32Total differentials of the system of equilibrium conditions for country A being a capital importing country

can be found in Appendix A.4 on page 31.
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For the effects of a marginal alteration of the pollution tax on domestic welfare in the case of

country A being a capital exporting country we get: 33

ey du 1 1
=~ €cea + 7
dr Teaca TeAeA

1 TeeAT AL
+ D] £ | —ec€n k;—A(A— R+ e€nriaRoieg+ 64 Trea Ron.B
€ e

reeal A
+ A kel Ck kR(BCB"‘Tk(AEHB)

T A

A - A
- ¢ (—e€ararRop+eenraaReg+0"ra.4R55

+ 4 reap ReBeB +Teaca HB)

A
(—ecec,; reap Reeee +ecenraaRepy+0"r.a.4RBB
TeAcA
€te

+ TA TeAk ReBcB +r5AfA§HB)] s (31)

with (ry — Rk) being equal to (—84) according to (27f). The effects of a marginal increase in
the environmental tax rate on domestic utility in the case of country A being a capital importer
can be found in Appendix A.4 on page 33.

The first line of both multipliers reflects the direct impact of the environmental tax on domes-
tic utility through attaching a positive price to the environment, i.e. to the externality. The
remaining effects all result from an international reallocation of capital. Lines one to three in
the multipliers for both scenarios reflect the isolated effect of a change in the environmental tax
rate as we already know it from section 3. Lines four to seven reflect the impact of an induced
reduction in the tax rate on repatriated capital rents. The term in both brackets in lines four to
seven hence is the effect we derived for the capital tax in section 3. Lines four and five are the
effects directly resulting from the revenue-recycling. Since the proceeds of an increase in the
environmental tax rate can be used to lower the tax rate on repatriated capital rents, the effects
— taking care of the negative sign of the determinant — are inverse to those in multipliers (17)
and (18), respectively, derived in section 3 for a marginal increase in the capital tax. Lines six
and seven reflect that the introduction of a pollution tax has a negative tax base effect on its
own tax base. This tax base erosion in turn diminishes the extent to which the capital tax can
be replaced by the environmental tax. The effect hence lessens the revenue-recycling effect in

lines four and five of multiplier (31).

In order to evaluate whether a double dividend can be raised from the introduction of envi-
ronmental taxes, for a capital exporting country mulitiplier (31) with the pollution tax partly
replacing the distorting capital tax has to be compared to mulitiplier (7) which was derived under

the assumption that the environmental tax replaces a lump-sum tax. In the case of country A

33For a more detailed presentation of the derivation see Appendix A.4 on page 32.
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being a capital importing country, multiplier (A-22) on page 33 has to be compared to multi-
plier (A-5) on page 26. The values of the derivatives in each pair of multipliers and additionally
the determinants of both systems differ since the observed equilibria are not identical. Yet, the
comparison of the multipliers is appropriate for our purposes since it is their structure and not
the absolute value of their components that matters concerning a double dividend evaluation.
Double dividend only means that there is a second dividend apart from the environmental one.
For facilitating matters we consider a marginal implementation of environmental taxes (i.e. ini-
tial tax rates are zero) such that effects on its tax base cancel out. If multipliers (31) and (A-22)
were greater than mulitipliers (7) and (A-5), respectively, this would indicate the existence of
a double dividend: the representative consumer’s utility reaches a relatively higher level due
to the introduction of the environmental tax since the tax indeed contributes to a reduction of
the distortions in the tax system generated by the tax on repatriated capital rents. For muli-
tipliers (31) and (A-22) being smaller than (7) and (A-5), respectively, the environmental tax
obviously enlarges the prevailing distortions in the tax system in the presence of international
capital mobility.

The double dividend notion underlying this comparison is that in the weak sense which is the

relevant one from the point of view of welfare economics.34

Ignoring tax base effects of the environmental tax, the multiplier for a capital exporting country
(31) reduces to:

e, du 1
drA T T AT

TeAcA

—€c€ea TkeATe kel ek JzB B €c€BTpea JE eBK 0 TkeA TkAg
€ R ¢BeB € H
A

- (66AT'AkRBB+C€BTAARBA+9 rAARBB+TAA§HB)]

(31°)
For a capital importing country, (A-22) reduces to:
e du . 1
drd o cCet TeAcA

1 TreAT A
* [ ¢ (—6566‘4 e ReB + €c€B Tpca Reppe — 6" Tker BepoB — Thea fHB

|D*! TeAca
- (ecfﬁA reap Reep —ecesroaca Ry + 64 reaca R+ roaca §HB)] .
(A-22°)

It can be seen that it is only the last line, apart from the tax base effect on the tax on repatriated

capital rents (the third term in brackets in line two), by which the structure of both multipliers

34The definition introduced by [10] Goulder (1994) claims that returning tax revenues through cuts in distor-

tionary taxes leads to cost savings relative to the case where revenues are returned lump sum.
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differs from that derived in section 3 for the environmental tax replacing a head tax. This tax
base effect is positive for country A being a capital exporter and negative for country A being a
capital importer. As mentioned before, the last line reflects the effects resulting from a decrease
in the capital tax due to revenue-recycling. Let us assume that the tax on repatriated capital
rents in the initial equilibrium has to be levied at a level higher than that just balancing the
positive and negative effects on the country’s environmental as well as its income situation. In
this case the term in brackets in the third line of multipliers (31’) and (A-22’) would be equal
to zero. This tax rate qualitatively — not with respect to the exact value — corresponds to
the optimal capital tax rate that can be derived from mulitiplier (A-21) in section 3, i.e. in a
setting where the tax partly replaces a lump-sum tax. Thus, the assumption that the capital
tax in a setting where no lump—sum tax is available is greater than this optimal value as to meet
the governmental budget constraint appears to be reasonable. In this case a reduction in the
capital tax is advantageous since the extent to which its negative effects are reduced is larger
than that of the positive effects. In this context a double dividend hence can be reaped by a
capital exporting country through the implementation of a pollution tax. For country A being
a capital importer the net positive effect has to more than offset the negative tax base effect of
the environmental tax on the tax on repatriated capital rents (the third term in brackets in line

two).

We now turn to the question whether there is a double dividend in the strong form which means

that the revenue-neutral substitution of the environmental tax for the capital tax involves a zero

t.35 Hence, abstracting from welfare effects associated with policy-related

or negative gross cos
changes in environmental quality, and still assuming the initial level of the pollution tax to be

equal to zero, the multiplier for a capital exporting country (31) changes to:
e, du 1

drA ='|l)_*|[§ (OA TkeA REB(B +rkc"‘§HB)

-t (0A raacaRe s +raal HB)] . (317)

For a capital importing country, (A-22) reduces to:

eudu_ 1
drA | D

[ € (_0A TkeA RCBEB — TkeA € HB)
— GA (9A TeacA RchB + 7reaca EHB)} . (A-QQ”)

The condition for the double dividend to exist in both scenarios, i.e. the term in square brackets

35110] Goulder (1994). Costs in this definition are "the monetary equivalents to the policy-induced changes

in individual welfare (abstracting from welfare effects associated with policy-related changes in environmental
quality” (p.7}).
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in multipliers (31”) and (A-22”) to be positive, is:

04R.p.n < —EHE
1

1
— 64 > —
Roo.5

EHP | (32)

which means that tax base effects resulting from a marginal change in the tax rate on repatriated
capital rents have to be larger than tax rate effects.®® Thus, a double dividend in the strong
sense can be reaped if the capital tax in the initial equilibrium is greater than the level which
just balances tax rate effects and tax rate effects. Qualitatively, condition (32) as an equality
corresponds to the first-order condition determining the optimal value of the capital tax rate in

section 3.2 which can be derived from multipliers (17) and (18), respectively.

For an evaluation of the optimal value of the environmental tax in a setting where it partly
replaces a distorting capital tax, also tax base effects on its own tax base have to be taken into
consideration. For a capital exporting country the condition for an optimal environmental tax

to be higher than the benchmark tax rate following from multiplier (7) in subsection 3.1 is

<€A + A ) (—ec€arear Roe.m + €c€,BT a4 R BE

Teaca

!
+ 64 Teaca Bep.s + 74 reap Repes +1oaca {HB) > 64 r,,aRBs , (33)

which follows from multiplier (31). The optimal tax rate is higher if the net revenue-recycling
effect — i.e. the direct revenue-recycling effect net of the tax erosion effect the environmental
tax induces on its own tax base — is greater than the inverse of the positive tax base effect the
environmental tax has on the capital tax.

For country A being a capital importing country, the tax base effect of the environmental tax

on the capital tax is negative. The condition in this case is:

(eA + 74 > (ec€ar,ap Rep,8 —€€,8T,a,4 R By

TeAea
!

+ 6 reaca Repes — 4 rear Repep +Taca HB) > - 69‘4 rker Reses , (34)

which follows from multiplier (A-22) on page 33. The net revenue-recycling effect has to be

greater than the absolute value of the negative tax base effect of the environmental tax on the

capital tax.

3®The assumption underlying condition (32) for a capital importing country is that £r .4 + €?*r.a.u < 0, ie.
that the marginal productivity of the environmental resource rises also with respect to an increase in the input
of the third factor.
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5 Conclusions

For the case where public funds are generated with the help of lump-sum taxes we see that there
is a similarity between the two national tax instruments pollution tax and a tax on repatriated
capital rents. Both are appropriate to simultaneously manipulate prices at the world market
and to directly and indirectly internalize externalities arising from domestic or foreign produc-
tion. We observe that the target principle applies so that the joint implementation of two tax
instruments dominates the result achieved by the implementation of only one. If the government
aims at two objectives, the target principle implies that the government should employ an equal
number of instruments: One policy is aimed at improving the quality of the environment (i.e.
the pollution tax) and the other policy at shifting the tax burden to foreigners (e.g. a tax on
repatriated capital rents). In particular, if explicit taxes on international capital movements
are excluded, pollution taxes raise non—environmental national welfare by acting as an implicit
optimal tax on capital.

Apart from these national considerations global efficiency on the other hand is only available
through the introduction of environmental taxes in both countries taking respect of global dam-

ages.

Furthermore, concerning the double dividend character of environmental taxes their introduction
into a tax system without lump—sum taxes was analysed. The results were then compared to
those derived in the presence of lump-sum taxes. Assuming the initial level of the environmental
tax to be zero and thereby neglecting tax base effects on the environmental tax, conditions for
a double dividend to exist in the weak form as well as in the strong form were derived.

An important difference to the double dividend analysis in a closed economy or in a small open
economy is that in the big country case with endogenous factor prices the nationally optimal
tax rates of distortionary taxes even in the absence of international externalities are not equal

to zero due to strategic calculations.

Future work will aim at generalizing the analysis to more goods and therefore international trade
in private goods. This could enable an analysis of the double dividend character of environmental

taxes also with respect to tariffs.
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A Appendix

A.1 Appendix to subsection 3.1

Conditions for an international equilibrium in the case of country A being a net

capital importer

e(l,u,e):r(l,eA,k)—~RK (l,eB,K)-{--P_ (A-1a)
EQ1,U,)=R(1,8,K) + Rk (1,8, K) - ¢ (A-1b)
€=c¢ (EA, e?) (A-1c)

rea (1, e k) = r4 (A-1d)
R.s (1,8, K) =0 (A-1e)
i (1,e4,k) = Rk (1,65, K) (A-1f)
P=h+rtet (A-1g)

Equation (A-la) again is the income identity of the home country. Since country A is a net
capital importer, only the revenue of domestic production net of after tax capital reward to the

other country and net of public budgetary needs can be used for consumption purposes.

System of total differentials with country A as a net capital exporter

Taking total differentials of equation system (4) on page 7 we find:

endu+ e.de — roade? — € Ryeon de® + (ry — R — € Rie) d€ = —dP (A-2a)
- EydU + Ede + (€ Ry 5 de® — R,5) de® + € Riic dE = 0 (A-2b)

de — € ade? — .5 de® =0 (A-2¢)

reaca de — 1 ay d€ = drt (A-2d)

R.p,5de® + Rpy d€ =0 (A-2e)

Tiea de — Ryc.n deP — (rpp + Ri) d€ =0 (A-2f)

dh + r4 de? = dP — 4 drt (A-2g)
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Effect of a pollution tax for country A being a net capital exporter

Effect of a pollution tax on utility in country A for country A being a capital exporter:

p ) —€.4 —¢€B 0 —14  —€Ry.p ~& Rgk
e, du
dra = ml. €e 0 R Rsy - 0 Res.5s Rk
—Tker  Ryges (ke + Rik) s Rges (ke + Bik)
1
= — €€.a TA
TeAcA TeAcA
1 TicAT A
+ —|—ecea LR 55+ ece.nTia Ry (A-3)
lDl TeAcA

TreA TeAL
47 bl <tk REB(E+7~,“,15HB],

TeAcA
with (rx — Rg) being equal to zero according to (4f) on page 7. Equation (A-3) is the same as
(7) on page 9.

Effects of an environmental tax for country A being a net capital importer

According to (2) we now have dk = —dK = df. Taking total differentials in equation sys-
tem (A-1) and writing it in matrix notation we find:

(1 0 e -4 €Ry.s &Rk 01 [ eudu ] i —dP ]
01 E. 0 —fRgs ERkx 0| | EydU 0
0 0 1 —ean —€.B 0 0 de 0
0 0 0 roama 0 TeAp 0 de? = dr4
00 O 0 R(B(B —R(BK 0 dEB 0
00 0 TkeA “RKCB (Tkk+RK]() 0 df 0
(00 0 4 0 0 1| | dh | | dP — eAdr? |
D

(A-4)

with (rx — Rx) being equal to zero according to (A-1f) and r 4 being equal to 74, the tax on
pollution. The determinant is identical to that in the case with country A being a net capital

exporter, i.e. it is negative.
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The effect of a pollution tax on utility in country A in this case is:

—€cA —€.B 0 —TA f RI\"CB —§ RI\"I\"
e, du 1
dT—A = ‘Fl €¢ 0 R(EcB —R(B]\" - 0 RCBCE —RCB]\’
rhea  —Bres (Tke + RiK) Thea —Byges (The + Rrrw)
1
= — €c€.a + A
TcAcA TeAcA
o Thea Teag (A_5)
+ —eca ——— R.p.5 + €€ nria Ry
|D| TeAcA i

ATkcAT AL B
+7 ; ‘ .RchB_rke"‘{H )
eAeA

System of total differentials for derivation of globally efficient pollution tax rates

By totally differentiating the equilibrium conditions in the case where the home country is a net

capital exporter we get:

(1 0 e —74 —€ Ry 5 —€Rxkx 0] [ ewdu ] [ —-dP ]
0 1 E 0 (€ Rier — R,5) ERKK 0 Ey dU 0
0 0 1 —ea —€.B 0 0 de
0 0 0 rua 0 —Tap 0 de? = dr4 ,
0 0 0 0 R.5.5 R.sg 0 deB drB
00 0 =-rga Rg.B (rex + Rxk) 0 d§ 0

00 0 74 0 0 1] | dh | | dP - AdrA |

D

(A-6)

\

with (rx — Rg) being equal to zero according to (4f). We still have —dk = dK = d§.

A.2 Appendix to subsection 3.2
Equilibrium conditions for the home country being a capital importer

System (A-1) of equilibrium conditions depicted in Appendix A.1 for country A being a capital
importer remains unchanged except for conditions (A-1d), (A-1f), and (A-1g) which change to
(A-7d), (A-7f), and (A-7g), respectively.

rea (1, e, k) =0 (A-7d)
re (1,64, k) — 84 = Ry (1,68, K) (A-7f)
P=h+6%¢ (A-7g)
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Effects of a marginal change in the tax on repatriated capital rents for home country

being a capital exporter

Totally differentiating the equation system composed of (4) and (16) where according to (1) we
still have —dk = dK = d€ yields in matrix notation:

1 0 e 0 —¢Rgos —(02+€&Rkk) 0] [ eudu ] [ —dP ]
0 1 FE, 0 ¢ Ry.s E Rk 0 FEy dU 0
0 0 1 —e€a —€.B 0 0 de 0
0 0 0 7. 0 —ToaL 0 de? = 0
00 0 0 R.s,5 Ry 0 deB 0
0 0 0 —rpa Ry.n (rek + Rir) 0 dé do4
00 0 0 0 64 1] | dh ] | dP - £d6” |
D
(A-8)

with 74 being equal to zero according to (16d).

The influence of a tax on repatriated capital rents on domestic utility in country A is:

endu 1 ( TEeA TEE 0 0 —€Rks — (04 +€&Rkk)
dOA = |——| €¢ reA(A 0 —reAk - r(AEA 0 —rCAk
L 0 RCBEB RCBK 0 RchB RCBI\"
1 r Y
= |_DT _e(ch TeAfk R(BEB + e(GCE‘ T(A(A REBA’ + 9‘4 TeAcA REB(E + TeAcA SHB} , (A—g)

with (rx — Rx) being equal to (—9'41) according to (16f). (A-9) corresponds to (17) on page 13.
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Effects of a marginal chahge in the tax on repatriated capital rents for home country

being a capital importer

Totally differentiating the equation system composed of (A-1) and (A-7) where according to (2)

we have dk = —dK = d¢ yields in matrix notation:
[1 0 e« 0 ERgos —(0"+€Rrkx) 0] [ evdu | [ -dP
0 1 E, 0 —& Ry ERKK 0 Ey dU 0
0 0 1 —€a4a ' —¢n 0 0 de 0
00 0 TcAcA 0 T;Ak 0 dCA = 0
00 0 0 R 55 -R.pg 0 de? 0
00 0 rga —Rps (rek + Rxkk) 0 d¢ de?
|00 0 O 0 94 1] | dh | | dP — £d64 |
D

(A-10)

with 74 being equal to zero according to (A-7d).

The influence of a tax on repatriated capital rents on domestic utility in country A in this case

is:

o du 1 [ | —ea —e€5 0 0 ERger —(04+E&Rkk)
;1‘9‘4 :E'l‘ € | Teaea 0 TcAk = | Teaca 0 TeAL
0 R —-Robg 0 E.p.5 o 0%
LT
=157 [6c€ca Tear Repes — €c€5Teaca Ropye + 64 Teaca Repep +1racaé HE , (A-11)
ID| 1

with (ry — Rk) being equal to # according to (A-7f). (A-11) corresponds to (18) on page 13.

A.3 Appendix to subsection 3.3
System of equilibrium conditions with country A being a capital importer
In equation system (A-1) conditions (A-1f) and (A-1g) change to

re (1,64, k) — 84 = Rk (1,65, K) (A-12f)
F=h+TAeA+0A§ , (A-12g)

respectively.

28



Effects of a joint implementation of environmental taxes and taxes on repatriated

capital rents for country A being a capital exporter

The complete system of the totally differentiated equilibrium conditions composed of (4) and

(19) with —dk = dK = d€ according to (1) written in matrix notation is:

(1 0 e, -t —€£Rgs —(0A+€Rkk) 0] [ ewdu | -dP ]
0 1 F, 0 & Ry B ERkK 0 Ey dU 0
0 0 1 —€a - —¢s5B 0 0 de 0
0 0 0 roaa 0 =T 0 deA | = drA
00 0 0 R.s.B R sy 0 deB 0
0 0 0 —rga Ry.8 (rex + Rick) 0 d§ deA
|00 0 74 0 64 1] [ dh | | dP — e# dr4 — £d64 |
D

(A-13)

With the determinant of matrix D remaining unchanged, we get the multipliers for the pollution

tax and the tax on repatriated capital rents, respectively:

p ) —€A4  —€.B 0 —r4 —€¢Rg.p — (9'4 +& RKI\")
e, du
dTA - lﬂ € 0 RCBCB RCB]\" - 0 RchB RCB}\’
~Tker  Ryes  (rex + RKK) —Tkea  Rycs (rek + RKK)
1 1
= — €c€.A + 4
TcAcA TeacA
+ | —ecen TATAR B oo 4 cien Tpon Ropgc + 0% Ton R (A-14)
|Dl €c€.a - ¢B¢B €€ B TpeA N B TkeA IL BB
€€
+ 74 TkeaTerk Res+7rpaé HE
TeAcA
[ —€a  —€.B 0 -4 —€¢Ryss — (04 +€ Rik)
e, du 1
doA = W €c | TeAca 0 “Teak | T | TeAca 0 TeAk
L 0 R(BCB R(BK 0 R(BEB RCBI\"
1
N ]EI —eccararRep+eenraaReg+ 64 reaca Repcn

(A-15)
+ 74 Teap Repep +1eaca € HEB

with (rx — Ry ) now not being equal to zero but equal to (—84) according to (19f).
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Effects of a joint implementation of environmental taxes and taxes on repatriated

capital rents for country A being a capital importer

The complete system of the totaliy differentiated equilibrium conditions composed of (A-1) and
(A-12) written in matrix notation with dk = —dK = d€ according to (2) is:

[1 0 e« -t €Rxss —-(0"+€Rkk) O] [ eudu | | —dP ]
01 E. 0 —£Rges £ Rick 0| | EvdU 0

0 0 1 —ea —€.B 0 0 de

00 0 roan 0 T oAk 0 det | = dr#

00 0 0 R.5.2 —R,5y 0 deB 0

0 0 0 ria —Rges (rex + Rekg) 0 d€ ' deA

00 0 74 0 94 1] | dr | | dP — A dr? - £d84 |

D

(A-16)

With the determinant of matrix D remaining unchanged, we get the multiplicators for the

pollution tax and the tax on repatriated capital rents, respectively:

A A oy
e, du ] —€.A —€.B 0 —7% ERgen — (9 +§R1\'}\')
A= |_D—| € 0 E.5.5 ~R by - 0 R.5.B —R.pg
rkea —Rger (Tek + RKK) reea —Rger (rek+ RKk)
1
= — €€, + TA
TeAca TeAea
1 T, ALTL A
+ = [—€c€a 2k ke? R+ ecenrpaReg — 64 Tied RepcB (A-17)
IDl TeAca
TeART LA
4 74 Ck ke? R.s.8 — T'kCAEHB ,
TeAcA
A A
e du 1 [ ] —ea e 0 -4 §Rxs — (0 + € Rkk)
u
A = ﬁ € | Teaca 0 TeAk — | Teaca 0 T AL
L 0 Re.s —R.op 0 R.s.5 —R, sy
=——1—66A7‘A R.s.5 — ec€nrana Ry +047.4,4 R b5
|D| ebeA TeAk MleBe eCeB TeAe eBK ede eBe

(A-18)
-7 reak Reaep +1caca HP )

with (r;, — Rx) now not being equal to zero but equal to #4 according to (A-12f).
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A.4 Appendix to section 4
Equation system for country A being a capital importer
Compared to equation system (A-1) only equations (A-1f) and (A-1g) change:

ri (1,4, k) — 64 = Ry (1,68, K) (A-19f)
P=0"¢+ 44 . (A-19g)

Equation (A-19g) reflects that 7# and 4 are the only tax instruments available to the govern-

ment.

Total differentials of system of equilibrium conditions for country A being a capital

importer

[1 0 e —74 ERgp -— (HA + & RKK) o] [ e, du ] [ —dP
0 1 FE. 0 —€& Ryn ERpk 0 EydU 0
0 0 1 —ea —€.B 0 0 de 0
0 0 0 roaa 0 o 0 de? = dr4 ,
00 0 0 R.s.5 —R Bk 0 deP 0
0 0 0 rga —Rges (rik + R K) -1 d€ 0
00 0 4 0 64 € | | d64 | | dP — A dr? |
D*

(A-20)

with (ry — Rk) being equal to 84 according to (A-19f) and r,a being equal to 74, the tax on

pollution.
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Effects of marginal increase in the pollution tax for country A being a capital ex-

porter

Effect of a poliution tax on utility in country A:

.. du ) —€.4 —€.B 0 -4 —¢Rps — (OA + fRKK)
(;T—A - W i 0 Ree Ry | —¢ 0 R 5 Rk
rA 0 64 —TheA RK(B (Tkk + RKK)
a0 -4 Ry~ (074 Brr)
+ £e 0 R.p.5 R si - 0 R 5.5 R By
—7rea Rres  (Tkk + RrK) rA 0 p4
—€Aa —€B 0 N S Ry — ((9A + £ RKI\")
- fAec TeAcA 0 —reap | + A TcAcA 0 —TAk
0 REBCE R(BK 0 R(BCB RCB}\’
1 1
= €€ oa + 4
TeAca TeAcA

1 TheATeAk A
+ ID*l § —€c€ca ﬁ RchB + €c€B TeA RcBI\" +6 TheA RchE
€te

TreAT A
+ A kel ek R,pp +1paf HEB
TeAcA
A R R 64 R
— € (—ecesA rap e teenraablegy+0"r.a.4RB.B

+ TA TeAk RchB + Teaea 3 HB)

a4 1
TeAcA

A
- T (—6566,4 reay R t+e€nranaRpg+60°r.a.4R.5.8

+ TA rcAkReBeB +TEACA€HB)} y (A_Ql)

with (rx — Rg) being equal to (—84) according to (27f) on page 17.
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Effects of marginal increase in the pollution tax for country A being a capital im-
porter

Effect of a pollution tax on utility in country A:

. du . —€a —€B 0 —74 ERp.s — (9‘4 + §R}\"I\")
u
dT_A = f_b?‘_ €e 0 R.s.s _ReBK -¢ 0 Rscs —Rg
A 0 64 Teea —Ryges (ke + Rik)
—€,4 €5 0 -t €Rgs — (04 +&Rkk)
+ e 0 R.p.5 —R.sgx - 0 R.p.B —R.sg
Teer —Ryes (rik+ Rik) 74 0 94
—€.4 —€.B 0 —7A fRKCB - (9'4 +¢& RKK)
A
—~ €76 | T A4 0 TAL + TcAcA 0 T AL
0 Ropsp —Rosg 0 R 5.5 -R.sg
1
= — ec€a + A
TeAcA TcAcA
1 TeeAT A
+ 1D+t § | —ec€en Eet ek Rpp t+ecenria Ry — 64 Tkea RchB
|D I Teaea
TeeAT A
+ A EE PR R pp — Tpea §HB)
TeAcA
-t (CCCEA rap Roe.e —e€proaaReK+ 64 reaca R s B
— 4 Teap Repep + 74,8 € HB)
1
- 74 . (CCE(A rap Rp.s —eceproaa Ry + 94 r.aca R.op.B
€€

- TA TeAL RCBCB + TeAcA 5 HB):l y (A-22)

with (rx — Rg) being equal to #4 according to (A-19f) on page 31.
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