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Feldstein Meets George: Land Rent Taxation and
Socially Optimal Allocation in Economies with
Environmental Externality

Abstract

We consider an overlapping generations (OLG) economy with land as a fixed factor of
production and an environmental externality on production in which tax revenue from land rent
and/or from other schemes such as labor income, capital income, and production taxation can be
used for environmental protection through investment in emission mitigation. We show that, for
any given target of stationary stock of pollution, the land rent taxation scheme leads to a higher
steady state capital accumulation than the other schemes, and hence the steady state
consumption of agents when young under this scheme is also higher than under the others. In
addition, under an ambitious mitigation target when the efficiency of the mitigation technology
is relatively high compared to the dirtiness of production, the land rent taxation also provides a
higher steady state consumption when old, resulting in higher social welfare, than the others. In
the second part of the paper, we propose a period-by-period balanced budget policy, which
includes land rent and capital income taxes with intergenerational transfers, to decentralize the
socially optimal allocation during the transitional phase to the social planner’s steady state.
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1 INTRODUCTION

1 Introduction

The crucial purpose of pollution mitigation is to reduce the long-term damage of climate change and
hence to improve the social welfare towards sustainable development. The Paris Climate Agreement
on limiting global warming in this century and beyond to well below 2 degrees centigrade above
pre-industrial level indeed requires strict long-term and persistent global emission mitigation efforts.
These are essentially financed through taxation schemes, and hence probably lessen capital accu-
mulation and economic growth. These efforts, however, may contradict the poverty reduction goal
unless an appropriate climate policy is designed. This requires an efficient tax policy to support the
calls for climate change mitigation from both scientists and policy makers. We engage in this discus-
sion by presenting an OLG economy with land as a fixed factor of production and an environmental
externality on productivity in which pollution is a by-product of production. Within this framework,
we will evaluate the long-term impacts of climate change mitigation policy on capital accumulation
and social welfare under alternative tax policies, and consider the possibility of obtaining the socially
optimal allocation.

Our paper integrates two theoretical strands in the environmental economics and public finance
literature. The first is a sizable literature concerning environmental quality and long-term growth,
as well as the decentralization of socially optimal allocation. Papers by Howarth and Norgaard
(1992) and John and Pecchennino (1994) are two of the pioneers in this field which is recently
revisited and advanced by Dao and Déavila (2014) and Dao and Edenhofer (2018). The second is
the literature of incidence of rent taxation on fixed factor of production (Feldstein 1977, Calvo et al.
1979, Chamley and Wright 1987, and recently Edenhofer et al. 2015). While the first strand focuses
on correcting environmental externalities, it ignores land as a factor of production, and tax on its
rent can be a source for public spending. The second strand does not take environmental issues
into account. If we consider the fact that pollution is a by-product of production, then enhancing
capital accumulation will degrade the environment which will have negative feedback on production
in the future. Therefore, it is reasonable to think that the environmental protection policy needs to be
combined with land rent taxation in order to guarantee an improvement in social welfare. This paper
attempts to fill this gap in the literature. We will point out that, for a given target of stationary stock
of pollution under the climate change mitigation agreement, land rent taxation can be an efficient
instrument for mitigation. We argue that it will lead to higher stationary capital accumulation and
consumption, hence greater stationary welfare, than other taxation schemes. In addition, the land
rent tax can be combined with appropriate capital income tax and intergenerational transfers in
order to decentralize the socially optimal allocation.

The role of tax on land was indeed addressed extensively by classical economists. In particular,
the American political economist Henry George (1839 - 1897) is famous for the idea that land (or
resource) rent should be taxed for public use or share. George (1879) proposed a single tax on
land in lieu of distortion taxes on labor and productive investment. According to George’s (1879)
perspective of justice, the economic value derived from natural resources, including land, should
belong equally to all citizens of a society.! In addition, in contrast with taxation on other factors
of production, tax on land does not change the size of land and may enhance capital accumulation
through the portfolio effect of owning land and holding capital. Indeed, in an OLG model without
an environmental externality or the effect of infrastructure, Feldstein (1977) points out that capital
accumulation can be enhanced, and thus welfare improved, through the taxation of the rent from
land. That is because the taxing of land rent will shift the savings of a household’s portfolio towards
capital accumulation.? The theoretical results in this paper consolidate George’s ideas in the context

LFor more discussion about this single tax, see George (1890).

2This tax incidence in Feldstein (1977) is then analyzed in refined models such as Calvo et al. (1979) which introduces the bequest
motive, and Chamley and Wright (1987) which analyzes both the static and dynamic effects of land rent tax. Petrucci (2006) and
Koethenbuerger and Poutvaara (2009) also consider the effects of land rent taxation on capital accumulation and improving welfare but
they study this in the framework of small and open economies.
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of investing in climate change mitigation.

The paper also relates to the literature of land tax and investment in public goods or infrastructure
(Arnott and Stiglitz 1979, Rangel 2005, Mattauch et al. 2013, and Behrens et al. 2015). Arnott
and Stiglitz (1979) and Behrens et al. (2015) focus on static models investigating the relationship
between aggregate urban land rent and local public good provision in which the authors identify
general conditions under which the Henry George theorem holds. Rangel (2005) sets up a two-period
two-generation political economy to study institutional implementation over alternative taxation and
debt regimes, including a land-tax-only scheme, to obtain Pareto improvement through investing in
intergenerational public goods. In a continuous time Ramsey model, Mattauch et al. (2013) show
that when land rent is sufficiently high, the social optimum can be obtained by using the land
rent tax revenue to invest in public infrastructure. Such investment is less rigorous in the laissez-
faire economy. Our paper differs from this body of literature by incorporating an environmental
externality, in an OLG model & la Diamond (1965), to study the incidence of land rent taxation
on environmental protection and welfare. We will compare this to other schemes such as capital
income, labor income and production taxation. In addition, we propose a combination of land rent
tax, capital income tax, and intergenerational transfers in order to decentralize the socially optimal
allocation during the transitional phase as a competitive outcome.

There is a sizable literature relating climate change to fossil energy extraction. A gradual rise in
carbon tax hasten the extraction of fossil energy as its owners face a sharp decline in demand for
this energy in the long-term. This increases carbon emissions in the short-term, creating a so-called
Green Parador which is pioneered by Sinn (2008). Grafton et al. (2012) and Van der Ploeg and
Withagen (2012) then characterize the conditions and timing of the carbon tax which cause such
a Green Paradox. Our paper abstracts from fossil energy extraction and hence we do not address
the Green Paradox. We do not, however, necessarily contradict this literature since we focus on
different aspects. Particularly, we consider that in the long run, it can be efficient for the revenue
from non-distortion land rent tax to be invested in emission mitigation. The consideration of these
topics together should be addressed in a different setup.

The rest of the paper is organized as follows. The basic model is presented in section 2. The
competitive equilibrium and steady state are defined in section 3. Section 4 examines the effects of
taxation schemes on steady state stock of pollution and capital accumulation. We compare these
effects on capital accumulation and welfare of taxation schemes in section 5. Section 6 characterizes
the socially optimal allocation from the viewpoint of the social planner. A strategy decentralizing
the socially optimal allocation is proposed in section 7. Finally, section 8 concludes the paper.

2 The model

We consider a privately owned OLG economy with land as a fixed factor of production and an
environmental externality on production. The final output is produced from capital, labor, and land.
Agents or households live for two periods —say young and old. They work when young to earn
income for consumption during their youth, savings in terms of capital and land ownership. They
buy land from the previous generation and sell it to the subsequent generation. Their capital and land
are rented to producing firms. The capital savings with its returns, land rent, and sale of land are
consumed in the second period of life. We do not consider the bequest motives of agents. We adopt
some standard assumptions, which are widely used in the literature, namely the perfect competition
in the final good sector and the constant returns to scale property of final good production function
over its factor of productions. We, however, make discussions in Appendix A6 about relaxing these
assumptions and about the robustness of the paper’s results.
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2.1 Dynamics of pollution stock and production

We assume the dynamics of pollution stock as follows

E, = (1 - 5)Et—1 + &Y, — M,

where E; € R is the index of pollution stock (the so-called carbon concentration) in period t; £Y; is
the pollution arising from the production as an inevitable by-product; yM; is pollution abatement
coming from the mitigation effort M;. The & > 0 is the dirtiness coefficient of production and v > 0
is the effectiveness coefficient of mitigation technology. The 6 € (0, 1] is the decay rate of pollution
stock which measures the convergent speed of pollution stock to the natural state £ = 0.

The final good firms operate under perfect competition and follows production function

Y, = 2(E 1) F(Ky, Ly, X) (1)

where z(E;_1) is total factor productivity in ¢ which depends on the stock of pollution in the previous
period. Note that the past stock of pollution affects the current productivity, reflecting the long-term
effect of pollution. We assume that z(E) =z > 0 for £ <0, 2/(F) <0 for E >0, 2/(07) = 0, and

Elirf 2(E) = 0. The F exhibits constant returns to scale over capital K, labor L, and land X; and
—4o0

F,(K,L,X)>0, F;(K,L,X) <0, Fj;(K,L, X) >0 where i,j € {K,L, X}, i # j. The returns to
factors of production are determined by their marginal productivity, i.e.

Ty = Z(Et—1>FK(Kt7 Lt,X) (2)
wy = 2(Ey_1)F(Ky, Ly, X) (3)
xy = 2(Ey1)Fx (K, Ly, X) (4)

where 7, wy, and x; are respectively returns to capital, labor, and land. For simplicity without loss
of generality, we follow Feldstein (1977) by assuming that capital does not depreciate.

2.2 Agents

We consider an economy without population growth consisting of L, identical agents. Without lost
of generality, we normalize L, = 1 for all t € N. Each agent ¢ lives for two periods.* In the first period
of life, the agent t is endowed with one unit of labor which he supplies inelastically to the market to
earn labor income. He allocates that income to consumption when young ¢/, and savings in terms of
physical capital k; i, which will be rented to producing firms, and savings in terms of holding land
X, which will be rented to producing firms and sold to the succeeding generation in the next period.
These savings will be fully consumed in the second period of life. The agent ¢ has preferences over
consumptions when young and old (¢f,¢?,,) € R2, represented by U(cf, ¢f ;) = u(c]) + v(cf,,) with
u',v" >0, u”,v" <0, and v and v satisfy Inada conditions.?
The life-time utility maximization problem of the agent is

3For simplification, we assume z(E) is a positive constant for E < 0. One may argue that z'(E) > 0 for E < 0. Indeed, capturing this
assumption does not crucially change the analytical results of this paper. Moreover, the case E < 0 is not a focus of our paper.

4We assign the time index ¢ to an agent, say agent t, implying that the agent becomes adult (or young) in period ¢ and old in period
t+ 1. A similar idea is applied for a generation as a whole.

5We can extend the model by introducing the disutility of pollution in the preference. The utility function can be presented as
U(c, fy1s Erv1) = u(cf) +v(cgy ) + 7(Ei+1) where for all E >0, 7’ < 0 and 7" > 0. We assume the affect of each agent ¢ is negligible
to the stock of pollution, hence it has no incentive to internalize the environmental externality and always treats Eyy1 as given in solving
its optimization problem. However, the qualitative results do not change when we model preference in this way. So, in order to illustrate
the ideas, we keep the model simple and thus abstract disutility of pollution from the utility function.
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max  u(c}) + v(c) 5

e (c/) + v(c4a) (5)

subject to : &4k + X < (1= 75w, (6)
G < [T+ (=7 ] ke + (1= 7520 + o] X (7)

given w,, perfect foreseen r,,q, and the prices of land p, and p;.; in ¢t and ¢t + 1, respectively;
7% 7K 71 € [0, 1] are the tax rates on land rent, capital income, labor income respectively. Equations
(6) and (7) describe the budget constraints of the agent in young and old period, respectively.

Under standard assumptions on v and v above, guaranteeing the concavity of the objective func-
tion and the interiority of the optimal solution, the choice of the agent is characterized by

u'(c) 1 0
0 1 —1—(1—=75)r
=N + e (8)
V() 0 1
0 De _<1 - TX)%H — Pt+1

for some A, iy > 0, and the budget constraints (6) and (7) are binding; i.e.

u'(cf) K
=1 1-— 9
gy T ©)
&4k +p X = (1 — 75wy (10)
C§+1 = |:1 + (]_ — TK)Tt+1j| kt+1 + (1 — TX)lL't+1X +pt+1X (]_1)
1+ (1= 7%)re] pe= (1= 752431 + pra (12)

where the last equation is the no-arbitrage condition between savings in terms of land and capital;
equation (9) is Euler equation reflecting the optimal allocation between consumption and savings.

3 Equilibrium and steady state

Without loss of any generality, we normalize X = 1. For lightening the notation, we denote the
function F (I, L; X) and its derivatives as F', F}, and F}; where i,j € {K; L,X}. Since we
normalize the size of population by 1, then K; = k; for all t. We assume that all tax revenue will be
used for emission mitigation. Hence, the mitigation in period ¢ is

M, = 752(Ey1) Ficky + 7 2(Ey_1) Ff + 7°2(Eio) F = 2(B1)F') - oir

where o} and 7" are respectively the share in final output and the tax rate on the income of production
factor i € {K, L, X'}. We define the equilibrium and steady state as follows:

Equilibrium: Under the given tax rates 7%, 7%, 7 and sequence of land prices {p; };-3 satisfying
the non-arbitrage condition (12), the competitive equilibrium is characterized by: (i) the agent’s
utility maximization (5) under the budget constraints (6) and (7); (ii) the returns of the production
factors as in (2), (3), and (4); (iii) the dynamics of the pollution stock. The competitive equilibrium

SNote that, from this section until section 5, we assume that all tax revenue is used for emission mitigation. Hence, there are no
lump-sum transfers in the budget constraints. In section 7, such lump-sum transfers will appear in implementing the optimal allocation.
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allocation {cf, ki1, ¢0, 1, Ei}i, which fully characterizes the competitive equilibrium of the economy,
is the solution to the following system of equations, given F; 1, k;, p:7

u'(c)

) 14+ (1 —78)2(E)FiH (13)
&tk +pr=(1—792(E)F} (14)

¢l = [1+ 1= 75)2(E) F (e + p2) (15)
E,=1—=0)E_1+(E—~ Z o' 2(Ey_y) F! (16)

By doing some simple substitutions and transformations, the competitive equilibrium of the econ-
omy can be fully characterized by the following system of the Euler equation, dynamics of pollution
stock, and no arbitrage condition, given E_1, kg, po:

u (1= 75)2(Bpr) FY = ke — pr)

T+ 0= B FT  then ) (77O o
E:=(1=0)E_1+(£— ’}/ZUiTi)Z(Et_l)Ft (18)
prr = L+ (L= 7)2(B)FH ] pr— (1= 75)2(B) FY (19)

Competitive steady state: Under the tax rates 7%, 7% 71 € [0, 1], the competitive steady state

of the economy is characterized by Euler equation (20) and equation (21) which equalizes the decay

of pollution and flow of pollution, while the stationary land price is p = %,
(177'X)F
u ((1—TL)Z<E)FL—I€—W) K
ome Y 1+ (1—7%)2(E)Fk (20)
o ([ (1 = 7R)=(B) B[k + 53] )
0E = (£—7) o'm)z(E)F. (21)

4 Effects of taxation schemes

We now study the long-term effects of each taxation scheme on stock of pollution and capital accumu-
lation. In this section, for the purpose of exposition, we specify the functional forms of utility and pro-
duction. We consider a benchmark model with the logarithm preference U(c{, ¢y, ;) = Inc¢/ +B81Incy,,
where 5 € (0,1) is the time preference parameter of the agent, and the Cobb-Douglas production
function F* = KL XX = k'Y 0 < ag,ap,ax < 1, ag + ar + ax = 1. For these functional
forms, the system of equations characterizing the steady state now boils down to

B L e

"Equation (15) is derived from equations (11) and (12). Note that, we normalize the size of land X = 1, thus the notation X does not
appear in equation (15).

A Bk =0 (22)
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0E — (£ =7 ) a'm)z(E)k*s =0, ie{K L X} (23)
Note that for the Cobb-Douglas production function, «; is the share in final output of production

factor i € {K,L,X}. The existence and uniqueness of the steady state, as well as the dynamic
system of the economy and its convergence to the steady state are presented in Appendix AQ.

4.1 Land rent taxation

Under the land rent taxation scheme only, the system (22) - (23) becomes

ag + (1 —7%)ay Bay, ox
o ]{7)(— 1—|—6Z<EX>I€X =0 (24)
SEx — (€ —ym%ax)z(Ex)k3< =0 (25)

where Ex and kyx are respectively steady state stock of pollution and capital per capita under the
land rent taxation scheme.

Proposition 1 below states the existence and uniqueness of the steady state under the land rent
taxation scheme and its effects on the steady state stock of pollution and capital accumulation.

Proposition 1. In the OLG economies with F' = k“% and U(c¥,¢°) = Inc? 4+ Slnc® set up above: If
ag < % and%<1—OzK+aX thengf—j(‘<0 andg%>0;

Proof. See Appendix Al.
[

Proposition 1 implies that if the share of capital to final output is not too high, particularly
ag < 1/2, and the mitigation is sufficiently effective, particularly £/v < 1 — ax + ax, then the
higher the land rent tax 7% € [0,1] the lower the steady state stock of pollution and the higher
the steady state capital per capita. This is because, when the mitigation technology is relatively
effective compared to the dirtiness of production, the effect of mitigation will be strong in reducing the
pollution stock. The improved environmental quality then increases the output and hence enhances
capital accumulation, which in turn, degrades the environment. On the other hand, as the share of
capital to final output is not too high then the effect of capital accumulation on carbon concentration
will be dominated by the mitigation which is supported by land rent tax revenue.

4.2 Capzital income tazxation

Under the capital income taxation scheme only, the system (22) - (23) becomes

ax + (1 —78)ak Bar ox
(1—TK)aK kK— 1+5Z(EK)/€K =0 (26)
D (e ’)/TKOCK)Z(EK)/C?(K =0 (27)

where Ey and ki are respectively the steady state stock of pollution and capital per capita under
the capital income taxation scheme.

Proposition 2. In the OLG economies with F' = k*¢ and U(c?,c°) = Inc¥ 4+ Blnc® set up above:

gf—f < 0 while gf—ﬁ 15 ambiguous.
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Proof. See Appendix Al.
O

Proposition 2 addresses the effects of the capital income tax on the steady state stock of pollution
and capital accumulation. The higher tax rate leads to a lower steady state stock of pollution. This
result is rather intuitive. Capital income taxation provides two reinforcing effects on environmental
protection. First, the tax revenue from capital income is used for mitigation, hence it directly
decreases the stock of pollution. Second, when capital income is taxed, agents will shift the savings
of their portfolio towards land value ownership, thereby reducing capital accumulation, which in turn
leads to lower pollution. It is interesting to note that although under the capital income taxation
scheme agents tend to shift the savings of their portfolio towards land value ownership, the steady
state capital per capita under this scheme is not necessarily lower than that under a laissez-faire
economy without any intervention. Indeed, an increase in 7% has two opposite effects on steady state
capital. Firstly, emission mitigation supported by tax revenue enhances the total factor productivity
of the economy, and hence improves the labor income. This has the effect of accelerating capital
accumulation. Secondly, taxing capital income causes agents to partially shift their savings to land
value ownership, hence lessening the capital accumulation. Therefore, the net effect depends on the
responsiveness of the damage function z(E) to the change in stock of pollution and on the level of
the tax rate 7.

4.3 Labor income taxation

Under the labor income taxation scheme only, the system (22) - (23) becomes

oK + ax B —1hay oK _
o L — 11 5 Z(EL)kL =0 (28)
SEL — (& —ymhap)z(EL kS =0 (29)

where E and kj are respectively the steady state stock of pollution and capital per capita under
the labor income taxation scheme.

Proposition 3. In the OLG economies with F' = k%% and U(?,¢®) = Inc? + Blnc® set up above:
‘g% < 0 while % 15 ambiguous.

Proof. The proofs are quite similar to the proofs of proposition 2.
O

The effect of a labor income taxation scheme on steady state stock of pollution is similar to
that of capital income taxation. Labor income taxation also has two reinforcing effects on emission
mitigation. First, the tax revenue is used for emission mitigation hence it directly decreases the
stock of pollution. Second, the labor income tax decreases capital accumulation by decreasing the
disposable income of agents. In this way, it causes the final output to decline and hence reduces emis-
sions. However, the general equilibrium effect of this scheme on capital accumulation is ambiguous
because the lower stock of pollution increases the total factor productivity which enhances capital
accumulation by increasing the labor income. So the effect of labor income taxation on steady state
capital accumulation depends on the tax rate and the responsiveness of the damage function z(FE)
to the change in pollution stock. Note that unlike the effects of capital income taxation, the change
in portfolio of savings between capital and land is unclear because the labor income taxation has
symmetric effects on savings in land and in capital.
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4.4 Production taxation

Now we suppose that the government collects tax revenue on production, say a production tax, in
order to invest in mitigation. Under this taxation scheme 77 € [0, 1) alone, the steady state of the
economy is characterized by

ag + ax Bar(l—17) ax
o P — 1 T 6 Z(Ep)kp =0 (30)
0Ep — (£ —7")2(Ep)kp* =0 (31)

where Ep and kp are respectively the steady state stock of pollution and capital per capita under
the production taxation scheme.

Proposition 4. In the OLG economies with ' = k*% and U(c?,c°) = Inc¥ + Slnc® set up above:
gf—}.ﬁ’ < 0 while gf—l’i is ambiguous.
Proof. The proofs are quite similar to the proofs of proposition 2.

[

In line with the other schemes above, the steady state stock of pollution also decreases in the
production taxation scheme. That is because this scheme has at least two reinforcing effects on
emission mitigation. First, the tax revenue is used for mitigation, hence the pollution stock is
directly reduced. Second, the production tax decreases the labor income received by the agents, hence
reducing the capital accumulation. Therefore, it indirectly decreases the pollution stock. As with the
effect of capital income taxation on capital accumulation, we need to be cautious in evaluating the
effect of production taxation scheme on capital accumulation. Although the production tax directly
reduces the net labor income of agents, hence reducing the savings, the steady state capital per capita
is not necessarily lower than that under a laissez-faire economy without any intervention. On the
one hand, as stated in proposition 4, this scheme leads to a lower stationary stock of pollution, hence
improves the total factor productivity. In this way, this policy increases the labor income, enhancing
the capital accumulation. On the other hand, the policy directly decreases the net labor incomes by
imposing a tax rate 77 > 0 on the revenue of the producing firms. Which effect becomes dominant
depends on the responsiveness of the damage function z(E) to the change in E and on the level of
the tax rate 77

5 Comparison of taxation schemes

The idea of this section is inspired by the Paris agreement which requires that the long-term global
temperature be limited to well below 2 degree centigrade (and even ambitiously limited below 1.5
degree centigrade) above pre-industrial level. Such a policy goal can be translated into a stationary
carbon concentration target set by governments. In order to obtain this target, a government imple-
ments emission mitigation through its tax policies as described above. However, these tax policies, in
achieving a government’s target, may lead to different long-term capital accumulation, thus different
consumption and welfare. In this section, we study the long-term effects of each taxation scheme
on capital accumulation, given a target of stationary stock of pollution. We then compare these
effects on consumption and welfare between taxation schemes. We suppose that the government has
a target £ for the long-term stationary pollution stock. This target can be determined through one
of the tax and mitigation schemes detailed above.
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Proposition 5. In the OLG economies with F' = k*% and U(c¥,c?) = Inc? 4 F1nc® set up above, given
a target on steady state stock of pollution E € [0, E), where E is the steady state stock of pollution
in case of no mitigation, then:

(Z) l{?X > max{kK, k?p};

(ZZ) kfp > ]{?L,'

(1) if 1 — 75 > (=)(<) ax(ap — ag)/a3 then kx > (=)(<) kr;

(iv) if ax > a2 /(1 — ak) then kp > kx.

Proof. See Appendix A2.
O

The results (i) and (ii) in proposition 5 imply that the land rent taxation will lead to the highest
capital accumulation. Importantly, they indicate that the land rent taxation scheme may be more
efficient than the other schemes in combating climate change and obtaining better social welfare in
the long term. That is because, unlike other schemes, it does not decrease the agents’ disposable
income when young. Moreover, it causes agents to shift their savings towards capital accumulation,
whereas capital income taxation has the opposite effect. The production and labor income taxation
schemes directly decrease the disposable income and hence lessen the capital accumulation compared
to the land rent taxation scheme.

Statement (iii) compares the capital accumulation under capital income taxation and labor income
taxation schemes. Which scheme leads to higher capital accumulation depends on the extent of
climate policy ambition. When the steady state stock of pollution is set at an unambitious level,
requiring the tax rate on capital income or labor income to be not too high, in particular 7% <
1 —ax(ar — ag)/a2, then the former leads to higher capital accumulation than the latter and vice
versa. This result can be interpreted as follows. When the climate policy is not sufficiently ambitious,
both tax rates on capital income and labor income for emission mitigation corresponding to these two
taxation schemes will be low. The effect of the low capital income tax in adjusting the savings of the
agent’s portfolio is not strong enough to cause a greater decrease in capital accumulation than that
under the labor income taxation scheme. The latter generates a decrease in capital accumulation
through a direct decrease in the disposable incomes of agents. Therefore, in this case, kx > k;. The
situation is reversed when the climate policy is sufficiently ambitious.

Statement (iv) compares the production taxation and capital income taxation schemes under a
given condition. When the share of land to output is large enough compared to that of capital, in
particular when ax > a2 /(1 — ag) holds,® the production taxation scheme always leads to a higher
steady state capital accumulation than the capital income taxation scheme, given a steady state
pollution stock. This is because when the share of capital to final output is relatively low compared
to that of land, then under the capital income taxation scheme the tax rate needs to be high to obtain
the given target of pollution stock. Therefore, the price of land under the capital taxation scheme
will be relatively high compared to the income of agents. As a consequence, the capital accumulation
is lower than that achieved in the case of production taxation.

The heterogenous effects of taxation schemes on capital accumulation may be the cause of the
difference in the steady state welfare between schemes. Capital accumulation is highest under the
land rent taxation, which results in the highest final output and flow of pollution. This scheme,
however, requires a higher investment in pollution mitigation than the others. So, it may be difficult
to evaluate the welfare effects between these schemes. The following proposition provides some
comparisons about consumption which may be useful for welfare analyses.

Proposition 6. In the OLG economies with F' = k*% and U(c¥,c°) = Inc? 4 B 1Inc® set up above, given
a target on steady state stock of pollution E € [0, E), we have:

(i) & > max{ch, &, };

8The condition ay > ai/(l — a) satisfies for ax = 1/3 and ax > 1/6 which may hold in the reality.
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5 COMPARISON OF TAXATION SCHEMES

(it) if §/v < ax + ax, then ¢& > ¢5;
K

[0
(iii) if T8 <1 — [%} , then ¢ > % and ¢p > ¢%.

X 1-2ak
(iv) if T8 > 1 — [%} , then ¢%& > ¢%;
1-2ap
: X 2
(v)if T >1— [%} ® o, then ¢ > 9.

Proof. See Appendix A3.
O

Proposition 6 provides interesting results on comparisons of consumption between taxation schemes.
These results straightforwardly concern comparisons of welfare. Under given conditions, the land
rent taxation scheme provides a higher steady state welfare than the other schemes. In statement
(i), the consumption when young is highest under the land rent taxation scheme simply because this
scheme leads to the highest capital accumulation, hence the greatest disposable labor income, while
the savings rate under logarithm utility is constant.

In statement (ii), when the mitigation technology is effective enough, in particular £ /v < ax+ag,’
then the consumption when old under land rent taxation is higher than that under capital income
taxation. That is because, for a given target of stationary pollution stock, the better the mitigation
technology lowers the tax rates imposed on land rent and capital income corresponding to these two
schemes. Hence, the relative capital gap, kx/kg, is closer to 1,'° but always greater than 1. The
lower relative gap kx/kx has two opposite effects on the relative gap of consumption % /c%. On
the one hand, the lower relative gap kx/kx leads to a lower relative gap of labor income, and hence
a lower relative gap of savings between these two taxation schemes. On the other hand, the lower
kx/kx decreases the difference in returns on capital, [14 z(E)aghk$* /1 + (1 = 75)2(E)ax ki<,
between these schemes. When the mitigation technology is effective enough, the difference in returns
on capital, under these taxation schemes, is strictly dominated by the corresponding difference in
savings. As a consequence, c% > c%.

Statement (iii) provides a sufficient condition relating to production and capital income tax rates
in comparing the consumption under these schemes. If the former is relatively low compared to the

ag+ox
agtax(1-1K)-1

consumption for both the young and the old. As the proof for this statement shows, when the
condition above holds, the disposable income of an agent when young and the net return to savings
under the production taxation scheme are higher than those under the capital income taxation
scheme. This also results in higher consumption, when young and old, under the production taxation
scheme. It implies that, with an ambitious target of stationary pollution stock, the steady state
welfare under the production taxation will be higher than that under capital income taxation.
Statements (iv) and (v) state that if production and labor income tax rates are relatively high
compared to the land rent tax rate, then the steady state consumption when old under land rent
taxation scheme is higher than those under production and labor income taxation schemes. That
is because the relatively high production tax rate not only reduces disposable income, and hence
savings, but also sufficiently lowers the net return on capital. The relatively high labor income tax

aK
latter, in particular 77 <1 — } holds,!! then the former leads to higher stationary

9Note that this condition is just a sufficient condition under which & > c% holds.
1
Ky—1 —x . . . . .
%] 'YK which is increasing in ¥ and 7X.
agtax(l—7X)
1 This condition may hold for an ambitious target for stationary pollution stock. For instance, suppose that the target for stationary
stock of pollution is zero, E = 0. For this extreme target, that condition boils down

€ 1 [ ag +ax }O‘K
v arx +axvyag/(yax —§)
which is satisfied when ya gk is very close to &.

10Indeed, in the proof of proposition 5 we know that % = [

11



6 SOCIAL PLANNER’S ALLOCATION

rate leads to low disposable income, hence low savings. So the steady state consumption when old
under these schemes will be lower than that under the land rent taxation scheme.

The next proposition characterizes a condition under which the land rent taxation provides highest
steady state welfare among four schemes.

Proposition 7. In the OLG economies with F' = k*% and U(cY,c?) = Inc?+ B1Inc® set up above, under
plausible values of parameters that o, < 2ok < 3 — /5,12 if

% < (g + ax) [1 - (ﬂ) 20‘11(] (32)

1-— Ay,
then there exists ambitious targets of steady state stock of pollution E under which ¢% > max {c%, %, ¢3}.

Proof. See Appendix A3.
[

Proposition 7 implies that if the efficiency of mitigation technology + is relatively high compared
to the dirtiness of production &, particularly the condition (32) holds, then under a sufficiently
ambitious target of steady state stock of pollution the land rent taxation scheme will lead to the
highest steady stead consumption when old, i.e. ¢%& > max{c%, ¢%, ¢3}. As apparent in the proof
of this proposition, the condition (32) makes conditions in (iv) and (v) of proposition 6 hold under
a sufficiently ambitious target of steady state stock of pollution.'* Hence, the mechanisms leads to
the highest steady state consumption when old under the land rent taxation scheme are analyzed
within the statements (iii), (iv), and (v) of proposition 6. By combining this result with the result in
statement (i) of proposition 6, we observe that the land rent taxation scheme may provide a strictly
higher steady state welfare than other schemes.

6 Social planner’s allocation

In this section, we consider the optimal allocation from the viewpoint of a benevolent social planner,
who seeks to maximize the social welfare of all generations. The social planner’s problem is

o= u(c) + (1 + R)v(c
eSS0 () )
{cg,c‘tj,kt+1,Mt,Et}::: t=0 (1 + R)
subject to, Vt =0,1,2, ...
C:ltl + Cg —+ kft+1 + Mt S Z(Et_l)Ft + kft (34)
Et = (]_ - 6)Et_1 + gZ(Et_l)Ft — ’}/Mt (35)

for given initial conditions ky > 0, E_1; and R > 0 is the subjective discount rate of the planner. The
objective function (33) is the social welfare function, equations (34) and (35) represent the feasibility
constraint of society and the dynamics of pollution stock determined in ¢, respectively.

The social planner’s allocation {c{"*, ¢{**, k;,,, M}, Ef}:; and sequence of Lagrangian multipliers
{pe,m: 3,55, where p; and 7, are respectively Lagrangian multipliers (or shadow prices) associated
with constraints (34) and (35), are characterized by

12The first inequality guarantees £/ in the condition (32) to be non negative. The second one guarantees the condition (32) to belong
to set of sufficient conditions ensuring c§ > c¢ at a sufficiently ambitious target of stationary pollution stock. A proof for this argument
is available upon request.

13Note that the condition (32) trivially makes the conditon in (iii) of proposition 6 hold, therefore ¢ > c§- for all target of steady state

stock of pollution E € [0, E).
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6 SOCIAL PLANNER’S ALLOCATION

u'(cf”) y—§

L L1+ L (B F 36
U,<Ct3rl) Y ( t) K ( )
A+ kg + M — 2B )FY — k=0 (37)
By — (1= 0)E; | —&2(E; ) F" +~yM; =0 (38)
J(E)Fhs 4 ( =0 39

( t) M1 —77t+1(1+5—5) ( )
u'(¢}”) = pe = ney = (14 R)V' () (40)

Vt € N, where £, = E_; and k{j = ky are given. This allocation is fully derived in Appendix A4.
The social planner’s choice (¢¥*, ¢®* k* M?®, E®) at the steady state is characterized by

= R 41
UI(CO,S) + ( )
YR
(B Fy = —— 42
(E°)Fg - (42)
R+0
2 (B F® = aro (43)
£—n
4”4+ M® = z(E°)F* (44)
OFE® = &2(E°)F* — yM?* (45)
while the steady state competitive allocation (¢¥¢, ¢>¢ k¢, M¢, E°) is characterized by

u'(c¥°)
=1 EFY, 46
e = L+ B (16)

C (& F)C( C C
R+ = = 2(E°)Ff (47)
Fi
0,C C C C F)C(
¢ = [14 2(E°)Fg] (k° + =) (48)
Fi

Me=0 (49)
SEC —&£2(E°)F° =0 (50)

The social planner’s steady state (c¢¥° ¢>* k*, M*, E*®) differs from the competitive steady state
(c¥e > k¢, M, E€). Indeed, this difference not only comes from the imperfect altruism in the
competitive OLG model compared to the social planner’s Ramsey model, but also from the ability
of the social planner to internalize the negative effect of pollution on production. In this case the
competitive steady state allocation is a sub-optimal allocation.

4 For convenience in denoting variables and functions, we use upper scripts “s” and “c” to denote variables and functions under the social
planner’s allocation and pure competitive allocation, respectively.
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7 IMPLEMENTATION OF THE SOCIAL PLANNER’S OPTIMAL ALLOCATION

7 Implementation of the social planner’s optimal allocation

In this section, we introduce taxes on land rent and capital income as well as investment in mitigating
pollution to correct the inefficiency of the competitive economy and obtain the social planner’s
allocation. The mitigation is always set at the optimal choice of the social planner. The land rent
tax and capital income tax are designed such that the agent chooses the correct saving to achieve
the social planner’s capital accumulation. These taxes and mitigation are balanced by the inter-
generational transfers.

Let T} and T?, be respectively a lump-sum tax (if negative) levied on agent t’s income when
young and a lump-sum subsidy (if positive) to the same agent when old in period ¢t 4 1, along with
land rent tax rate Tt)j_l and capital income tax rate Tfj_l. The problem of the agent t is then

max - u(c) + v(cfyy)
Ct ka+lvcf+1

subject to
¢ + keyr +pr < 2(Ea)Fp 4+ T

Cf_H < [1 + (1 - Tt+1) (Et)FtH}ktJrl + ( 7-t-s-1> (Et)Ft+1 + Dry1 T Tt+1

where, under the emission mitigation investment, M;, chosen by the social planner,

Et = (1 — 5)Et_1 + fZ(Et_1>Ft — ’)/Mt

The balanced budget constraint in each period ¢ implies

T + T, + 75 2(Byo1) Ficke + 75 2(Ey—1 ) Fi = My

where the left-hand side is net tax revenue, the right-hand side is emission mitigation investment.

Under the policy (T}, Ty, 751, 751, My), the competitive equilibrium is characterized , again, by
the Euler equation, the life-time budget constraints which are binding, the no-arbitrage condition,
and dynamics of pollution stock:

u'(cf) ¢
— Y =14+ (1 E)Fi
v’(cfH) + ( Tt+1) 2(Ey)
¢ + ki1 +pe = 2(EB ) Fp + T
C?—H =[1+(1- Tt—i—l) (Et)Flt;rl]ktH + (1 Tt-l—l) (Et)F + Pry1 + Tt+1
1+ (1 =75 )2(B)Fi pe = (1= 75 )2(B) FET + pe

Et = (1 — 6)Et_1 + fZ(Et_1>Ft — ’)/Mt

One difficulty in decentralizing the planner’s allocation is how to determine the whole sequence
prices of land. These prices are linked together via the no-arbitrage conditions. In this way, the
price of land today depends on that in the future and vice versa. In the pure competitive economy,
it is necessary to assume that the price sequence of land is given, and an agent in any period ¢ has
perfect foresight on the price of land in ¢ + 1. This price information affects the agent’s decisions in
allocating his savings portfolio in terms of capital and land, and hence affects the capital accumulation
for production. In this section, we propose a policy under which the sequence of land prices coincides
with that of the pure competitive economy.

14



7 IMPLEMENTATION OF THE SOCIAL PLANNER’S OPTIMAL ALLOCATION

Suppose that in some period T, the social planner starts to implement the optimal allocation
{(c], ¢ ,ka,MtS,ES)} given k3 = kp, ES | = Ep_;. At the time that the policy is first
introduced, the price of land under the pure competitive economy is pS. This price is predetermined
between generations 7" and 7'—1. The price p$ links to pS._; via the no-arbitrage condition under the
pure competitive regime. Introducing policy (T4, T9., ., 75 1, 75,1, Mr) to generation T will affect
the land price in period T + 1, p§.,,. We first identify the relationship between 75, and 7;%, for
all £ > T', under perfect foresight on the returns on land and capital, the price of land p} 15 under
the policy (77, 7}+1,Tt+1,7't+1,Mt)t>T, is also the price of land under pure competitive regime, i.e.
Pi1 = piyq YVt > T. The following lemma presents this relation.

Lemma 1. Under the policy (T, T\, 751, 7741 My)est in decentralizing the social planner’s allocation

{ct’ ¢ ,kfﬂ,MtS,Es}t O;,
sequence of land pmces (Pfq under the scenario of no policy mterventwn, then the following

relationship between 75, and 77, must hold for all t > T, given p.:

in order of the sequence of land prices (ptH) to coincide with the
)+°°

o AEDREY — EDF — (1= o) (B FE g
t+1_ E FtJrls
2(E7)Fx

(51)

Proof. See Appendix Ab.
O

The capital income tax and land rent tax introduced in lemma 1 have two opposite effects which
completely offset each other, making (p;. ), "% coincide with (p§,,); %2

The following proposition states the strategies of decentralizing the social planner’s allocation.

Proposition 8. The social planner’s optimal allocation from any period T > 0 onward can be obtained
as a competitive outcome by following a period-by-period balanced budget tax and transfer policy and
mitigation: announcing in any period t > T the policy instruments (T, 7}+1,Tt+1,7't+1, M;)isr:

K f_ K
T, = - =T,
t+1 ’Y
. L (EC)FH—IC_[ (EC)Ft-I—Ic_(l_T ) (Es)Ft+1S]pt
Tit1 = s\ L
2(E7)Fx

T) = + kt+1 + P — (Eiil)Ft’s
TP = oy — L+ (L= 7)2(E)) F (ks + i)
Mt = Mts

gwen k3. = kp and E5._; = Ep_q, will be implemented. Note that in period T, the lump-sum transfer
to the old is T = M3 — T, which guarantees the government budget in T to be balanced.

Proof. See Appendix Ab.
O

Under the policy (T7, T2, 1, 7851, 7151, My)i>7 introduced in proposition 8, the environmental exter-
nality and the imperfect altruism between generations are fully corrected durlng the entire transitional
phase. As a consequence, the social planner’s optimal allocation is implemented.

Note that by construction, under the implementation, the allocation from period 7"+ 1 onward,
{(ct e ko, M, ES)}t 7.1 18 a Pareto optimum. In this implementation, the generation 7' —
1 may not be worse off when the stock of pollution Fp_; is low and capital accumulation kp is
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9 APPENDIX

sufficiently high so that the labor income of an agent T is sufficiently high and the transfer 77 is
strictly greater than the mitigation M7. In this case the transfer to the agent 7' — 1, T will be
non-negative. The consumption when young and savings of generation 71" decrease but the welfare
of this generation does not necessarily decrease. That is because the positive effect of a lower stock
of pollution on productivity improves the return on capital and hence increases the consumption
when old, possibly offsetting the welfare loss from the decrease in consumption when young. These
results depend on the state of the economy, level of capital accumulation and environmental quality,
at the time of the implementation and responsiveness of damage function z(E) to the stock of
pollution E. If it is the case, and if the economy starts with initially low stock of pollution F_; and
sufficiently high capital ky then the timing for triggering implementation is important to avoid the
conflict between the old generation at the time of triggering implementation and future generations.
Delaying implementation increases stock of pollution and may reduce capital. Hence the generation
T — 1 will be worse off as they have to pay —77 > 0 from their old-age income in order the economy
to obtain pollution mitigation M7.

8 Conclusion remarks

We set up an OLG economy with land as a fixed factor of production and an environmental exter-
nality to study the heterogenous long-run effects of alternative tax and mitigation policies on capital
accumulation and welfare. Four taxation schemes are examined: land rent, capital income, labor
income, and production taxation. The land rent taxation scheme leads to the highest steady state
capital accumulation and highest steady state consumption when young for any target of station-
ary stock of pollution. Given a relatively high efficiency of mitigation technology compared to the
dirtiness of production and a sufficiently ambitious target of stationary stock of pollution, land rent
taxation also provides the highest steady state consumption when old, and hence the highest steady
state welfare of all the schemes. This result implies that land rent taxation could be an efficient
instrument for combating climate change. In addition, we describe the period-by-period balanced
budget policy to decentralize the socially optimal allocation as a competitive outcome during the
entire transitional phase to the social planner’s steady state allocation.

The paper could be extended in at least two ways. Firstly, the current paper solely considers the
model of homogenous agents, so it would be interesting to extend the model to incorporate the issue
of inequality. In other words, agents are heterogenous in land ownership and incomes, and hence
the land rent taxation may generate double dividends in combating climate change and reducing
inequality. Secondly, we could consider the directed technical change by introducing multiple sectors
of intermediate production which include clean and dirty sectors. The aggregate land rent tax may
be used along with the tax imposed on dirty sectors in order to subsidize clean innovations. This
may allow us to study the conditions and possibilities of avoiding a Green Paradox as mentioned in
Sinn (2008). In addition, although the paper provides interesting results in comparing the effects
of taxation schemes stated in propositions 5 and 6, it purely focuses on these effects at the steady
state. The analyses of these effects on capital accumulation, consumption and welfare during the
transition to the steady state would be challenging and promisingly interesting. These ideas are left
for further research.

9 Appendix

AO0. Existence, uniqueness of the steady state, and convergence to the steady state

With the functional forms, F* = k' and U(c/,c},;) = Inc¢/ + fInc},, , the competitive equilibrium
of the economy is characterized by the following system of nonlinear equations:
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B

kt—i—l — m(l — TL)(ILZ(Et_l)k’gK +pt = 0 (52)
By~ (1=0)Ey — (§ =7 ) _a'm)z(E_ )k =0 (53)
K ag—1 X ag
Pip1 — [1 + (1= 7% agz(Ey)ky } pe+ (1 —77)2(Ep)axki =0 (54)

for given k;, E;_1, p;. This equilibrium follows a dynamics represented by a first-order difference
equation since the Jacobian matrix of the left-hand side of the system above with respect to k11, ¢
and p;.q is regular.'> That is to say,

(kt+1, E;, pt+1) = ¢(kt7 B4, pt) (55)

where ¢ is an one to one mapping from R? onto itself. It is obvious that ¢ is invertible and both
¢ and ¢! are continuously differentiable. Hence, ¢ : R? — R? is called a C* diffeomorphism (see
Galor 2011). The steady state is characterized by

. =

B(1 — m8)ar (1 —7)arz(E,) ] e
(1+8)[(1 = 78)ar + (1 —7%)ax]

5E* 1,1\ L.OK
X
D, = wk*
(1 —71K)ak

Let substitute the first equation into the second equation and make a simple transformation, the
existence and uniqueness of the steady state is guaranteed by the existence and uniqueness of the
solution F, to following equation

1

2(E)*xTE =

-t {( B — )k (1 —m)ay )ax]] o (56)

) 1+ 68)[(1—18)akx + (1 —7¥

It is obvious that, for 7%, 7% 7% € [0, 1), the right-hand side of (56) is bounded, while, from the
assumptions on z(E), the left-hand side is continuous and monotonically increasing in £ and

lim (Z(E)$E> = —00 and lim (z(E)ﬁE) = 400
E——oc0 E—+o00
Therefore, there always exists a unique solution E, to equation (56), which implies that there
always exists a unique steady state.
Lets linearize the equation (55) in the vicinity of its steady state. The associated Jacobian matrix
evaluated at the steady state is

ok + ooy Bor Bor) (B ke -1
(6= airh)(148) (ax+ =T ax) N
J* — - 6O£L(177L) ]. - 5 + (5 - 'YZOZZTZ)ZI(E*)]{:?K 0
(A+B)ax (1=7%) (1=mN)ax 2 (1—1®)arg+(1-1%)ax
o |1+ e 0 L [

When the center eigenspace of the steady state (k., E.,p.) is empty —i.e. all eigenvalues of

1514 is fairly straightforward to derive this Jacobian matrix and its determinant is 1.
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the Jacobian matrix J, are of modulus different than 1— then (k., F.,p.) is call a hyperbolic fized
point. Indeed, it is easy to find conditions under which the steady state is hyperbolic.!® When
it is hyperbolic, by applying the Stable Manifold Theorem,'” there exists a local stable manifold
W7 (k., Ex, pe). That is to say, for all initial conditions (ko, E_1,po) € W (k., Ex, ps) then

lim Cb{n} (k(b E_q, pO) = (k*a E., p*)

n—-4o00

where ¢{™ (ko, E_1, po) is the n'" iteration over (ko, E_1,po) under the mapping ¢.
So there is room for us to study an economy whose initial conditions (ko, E_1,po) € W7 (ks, Ex, ps)
—i.e. the economy will converge to its steady state.!®

A1l. Proofs of propositions 1 and 2

Proposition 1: In effect, from (24) and (25) we have

YK

. 6 —’}/TXOZX BOZLO‘K T—ap ¥
z(Ex)ox—1TEyx = = 57
Applying the implicit function theorem for (57) we have
0 (1 - ax)=(Bx) x 0
EX 1 — OK)Z EX l—ok X . EX . 10X
= : h — = 58
5.X 0= ar)o(Bx) - z/(EX)EXg (t7); where sign 5% sign g’ (77) (58)
ara 13{1‘; o a ~
We have ¢/(r) = (o) % [r20(r) — 7] and for all 7% € [0.1),
X
sign ¢/ (%) = sign L fI;KQ(TX) —v|  where (%) = aKi (177; fXX)aX (59)

We have §/(7¥) = S0y > (=5)(<)0 & &> (=5)(<)ax +ax.

(a) If% > ag +ax then §¢'(7%) > 0, hence V7¥ € [0,1), g(7%) < lim g(v%) = %, therefore

X 1=
— 1 —
1—041( 1—OéK (0774 1—aK

because of the assumption % < 1—ag + ax. So, from (58), (59), and (60) we have ‘:’;f—f(( < 0.

(b) If % = ax + ay then §/(7%) = 0, hence §(+¥) = extax)gr¥ax _ o therefore

C!K+(1—TX)CVX

1fng(TX)_7:7<lfI;K_1> <0 since aK<% (61)
So, from (58), (59), and (61) we have 25 < 0.
(c) If% < ag + ax then §'(7%) <0, hence vrX e [0,1], (%) < g(0) = aKfraX < 7, therefore
16For instance, we choose the tax policy such that & — WZairi = 0, then one of the eigenvalues is \y = 1 —§ € (0,1) and
two other real eigenvalues are AQ(S) = VR Ghere o = ax + Tgay, b = 14+ H20=T szngla; Jax  and

e — (Bax(-rX) [1+ (A=r¥)ay

Bar (1-7L) A-m8)ag
choose suitable parameters to guarantee Ay(zy # +1.

7For the Stable Manifold Theorem, see Galor (2011).

18 The global stable manifold W (k«, E«,px) can be obtained by the union of all backward iteration under the mapping ¢ over the local
stable manifold, i.e. W*(k«, Ex,px) = Unen{¢™ 1" (W3 (k, Ev,ps))}.

] which all depend on the parameters of the model. That is to say, there is freedom for us to
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1
1fI;Kg(TX)_7<7<1—aK_1> <0 since ag <3 (62)
So, from (58), (59), and (62) we have 25 < 0.
1
We know that kx = [(1+£fglj‘f(j<_’i)gg)ax]} K where as in (57), Ex can be represented as a
function of 7% only, then V7% € [0,1), it holds
Okx Bayokz(Ex) o S ot [+ (1 - m¥)ax] + ax >0  (63)
orX (14 p8) lag + (1 — ¥)ax] (1 —ag)axg + (1 —17%)ax]
Proposition 2: From (26) and (27) we have
oK
—1 §— Rk Bapog(l —71F) > TR g
2(Fr)ox 1B = =g(T 64
(EKx) K S ((1+5)[04X+04K(1—7K)] g(t™) (64)

Applying the implicit function theorem for (64) with respect to Ex and 7%, we have (note that
it is straightforward to derive —oo < §'(7%) < 0),

OBy _ (1 - ax)=(B) r (%)
ork (1 —ag)z(Ex) — 2'(Ex)Ex

Lets examine the impact of capital income taxation on capital accumulation. From (26)

<0 (65)

Barag(l — 1K)

Fic = [(1 T lax + (1= 5)ax]

(50| (66)

2B % — e [ox + (1 — F)ax] + ax

(1 —ak)[ox + (1 = 78)ak]

ki {( Bagak(l - T)z(Ex) ]] ok (67)

ork ~ (11 Blax + (1 — 75)ag

From (67) we find that in contrast to the effect of land rent taxation on capital accumulation
(which is stated in proposition 1), the effect of capital income taxation is ambiguous and the di-
rection of this effect seems to depend on the level of the tax rate on capital income 7%. Since

—o00 < §'(7%) < 0 then OE /0T as determined in (65) is always bounded. Hence, the numerator

ZZ/((]?;“)) gf{ﬁ — 17174 [ax + (1 = 7%)ak]| + ak, which determines the sign of dkx /07, on the right

K

hand side of (67) may be positive when 7 is sufficiently low (depending on the responsiveness of
2(Ek) to the change in E), and it approaches —oo when 75 — 17,

A2. Proof of proposition 5:

(i) We compare (24) to (26) by equalizing the stock of pollution in both equations. So, we have

1
kK_ OéK+Oéx(1—TX) T-ag
k’X - CYK—FOZX(l—TK)*l

(68)

Since 7%, 75 € (0,1) then it is obvious that kx /kx < 1, i.e. kx < kx. Similarly, we derive
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(1 —TP) [CYK—i- (1 —TX)CY)(]

ag + ax

E:

Since 7%, 77 € (0,1) then it is obvious that kp/kx < 1, i.e. kp < kx

k’p 1-— TP ﬁ
k, \1-—+L
Suppose that kp < k;, then, from the last equation, 7% > 7%, Since E;, = Ep then it holds

0E

(g - /VTLO‘L)]{:%K = (g - ’YTPO‘PVC%K = Z(E)

| .

(ii) We have
(70)

2, which contradicts

But for kp < kr, and 77 > 7% we obtain (¢ — y7rap)ki® > (€ — vyl ap)k

the last equality. Therefore, kp > k.

(iii) We have
1
kr 1—7F aX—l—(l—TK)aK T-ag (1)
k’K N 1— TK ax + ag
Hence, k;, > (=)(<) kk is equivalent to
1—7tax +(1—1%)ag L o O %
> (=)<l < I+ (11— — | < (=)>
e L i 0= < ()
(a) First, we show that if 1 — 75 = W then kx = k. Suppose a contradiction that
K
b> SErK since (€ -

kx # k. Without lost of generality, we assume that kx < k;. Hence, 7
(€ —y7Rag)ksX. That is to say

yrhap)kE =
b 2K {1 _ ax(os —ox) O‘K)} (72)
So from (71), (72), and given that 1 — 7% = %{am, we have
K
a2
L= ) an (1 _ag [1 B OZX(CYLQ_ aK)D aa T K
ag, (057 ax + aK

k 170{}(
<_L> = (1 12
kx ax + ok

i.e. k < kg, which contradicts the initial assumption that k; > kx. An analogous logic will applied

in the case in which we assume initially that kx > k;. Therefore, it holds k;, = k.
(b) Second, we show that if 1 — 75 > W then kg > kr. Indeed, suppose that kx < ki,

K
then 7% > €7 and from (71), it would hold
B 1—3—}27K05X+(1—7'K)06K > 1—7’L Oéx+(1—TK>OéK Z 1

K
1/](7— ) 1—7K ax + ag - 1-—7K ax + ag

We will show a contradiction that 1(75) < 1. Indeed,

w(r) = —amexl T fax (1 - “—KK) ST
ar, ax + ag ar, (ax +ag)(l —7F)
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and, by simple transformation, sign ¢'(7%) = sign [W -(1- TK)2:|. So for all 7 € (0, 1),
K

OZX(CYL - CYK)

(03¢

V() > (20 = 1= <(5)(>)

ai c@{

Hence the function ¢(7%) get unique minimum at 75 = 1 — Vex(erzor) o (0,1 — ox(ozzar)y

In addition, we have 1 (0) = 1 (1 — %{O‘KU = 1. Therefore, for all 7% € (0,1 — W),
K K
ie. 1—7K > W, we have ¥ (7%) < 1 which contradicts the result ¢(7%) > 1. Hence, if
K

1—TK>%;K>then ki > ki

Finally, similar to the previous proof, we have, if 1 — 7 < %{am then kx < kr.

(iv) When both capital taxation and production taxation schemes leads to some given steady
state stock of pollution, it holds

7~ €= = (€ ek (73

On the other hand we have from (68) and (69) that

(kK) tmax (1 —75)(ax + ax) (74)

kp a (1 —=7P)ar(l —7K) + ax]
Suppose that kx > kp then from (73) we have

P < agt® (75)
From (74) we have (17(711:)1513((61%;?)1)&)(] > 1. In fact, from (75) we have
(1—7’K)(06K+Oéx> < (1—TK)(04K+04)()
(1—7P)ag(1l—75)+ax] = (1 — agm®)]ax(l — 7K) + ax]

We will complete the proof with a contradiction through proving that
(1 —78)(ax + ax)
(1 — agm®)[ax(l —75) + ax]

Indeed, the last inequality is equivalent to

<1

(1—7)ax +ax) < (1 —agm)ag(l —15) +ax] <= 1—TK<%;K)

which always holds because 75 ¢ (0,1) and ay > 1i%;<' Therefore, we have kx < kp.

A3. Proof of propositions 6 and 7

Proposition 6: (i) It is fairly straightforward from logarithm utility function that ¢% > max{c%, %, ¥}
since, from proposition 5, kx > max{kg, kp, kr}.

(ii) Under land rent and capital income taxation, the stationary land prices, respectively, are px =
(1-rX)F¥ FE

7x —— and px = 7—#x. The consumption when old under these schemes are
K ( )Fg
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Fy

(1-)F¥
(1= rF)FE

X and ¢ = [1+ (1 — 75)2(E)FE] |kx +
K

& = [1+2(BE)FZ] |kx +

With the logarithm utility function, the saving rate is constant and the savings under these

schemes are %Z(E)Ff and %Z(E)Ff We have
(1-7N)Ff g X g K g
k = E)F; > EF =k —_—
XTUTER T 5o e > g B = ke e R
We complete the proof by showing that
Fkx + (1= 7OFf > (1 = 7%)FEky + FE (76)

Ex \ % - (1—1Max+ax  ax+ax — %ok
ki Tag+(1-max ag+ax —¥ay

For a given target of steady state stock of pollution E € |0, E), we have
kx

(677 _ K B K
= (¢ —VTXaX)k;;K = (& _fYTKaK)k?‘{K — (k;_> =Tt ak E/y— ok
K

- ym¥ax &)y —T¥ax

oF
2(E)

Since ky > kg then &/v — 7%ar > £/v — 7¥ax > 0. Hence, it is straightforward that, when
§/v < ax + ag then Ef-rlon > axtox—Ta (76) holds. Therefore, we have ¢ > c%-.

¢/v—mXax = axtax—-1¥ax’
(iii) We have

A
,then ¢ >¢). < l—sz(k—K)
P

2(E)apkGx (1 —7P)2(E)apkps
1+ 1+

By substituting ky /kp determined in (74) into the last inequality we have

(A Yy
Cy = and cp =

oK
(1 —75)(ak + ax) T-ag

(1 —=79)[ax(l —7K) + ax]

1—77>

which holds by construction.
Similarly, we have

 Bapa(E)kgX [1+ (1= 78)agz(E)kE ]

k= 147
s BA=TP)apz(BE)kE [+ (1 — ) akz(E)kE<
Cp = 1+ 3

In order to prove ¢ > cf, we prove first that

(1=rD)Vpet > (1 -7k« AN L=
T T kp =P
agtax

Substitute kg /kp determined in (74) into the last inequality we have arokiray > 1, which

trivially holds because 7% € (0, 1].
We also have
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% (1—7DpE 1+ (1—71P)agz(E)kpe!

9 ko 1+ (1= 78)agz(E)kx !
where the first fraction (1—77)k35 ki = ¢ /c% > 1 as proved above. We complete by proving that
the second fraction in the last equation is strictly greater than 1. That is straightforward because

from the proof above we have (1 — 77)k%< ™! > (1 — 75)k%5 ", Therefore, ¢% > c%.
(iv) We have

&k Lt (B

X
¢ (L—=7P)kE 14+ (1 —7mP)agz(B)ks<!

The second fraction in the right hand side of the last equation satisfies

1+ agz(E)kSE N kSt
1+ (1= 7P)agz(B)keE™ 7 (1 — 7Pk

because, from (69) we have

gz (E)kSE! B ket o+ (1 -1y <1
(1 —1P)agz(E)ke<™ (1 —7P)kes! Qg+ ax
Hence we have
1 1 1-2ap
S kS " kST B 1 =ax [ag + (1 —7%)ax] 7oK (77)
%~ (L=7P)kps & (1 — PRt \1—7F ax +ax
1-2« 1-2«
By the condition 77 > 1— [m] K, we have — [O‘KHl_TX)O‘X} " > 1. Therefore,
ag+tax 1—7P ax+ax

S /cp > 1, ie. ¢k > %
(v) The proof for this statement is quite similar to the proof in statement (iv) above.

Proposition 7: We have, under condition

% < (ax + ax) [1 - (ﬂ) K] (78)

].-O!L

that ¢% > ¢% holds for any target of steady state stock of pollution E € [0, E). This property is
straightforward from the statement (ii) in proposition 6. We next prove that there exists ambitious
targets on steady state stock of pollution £ under which ¢ > max {c}, ¢7}. We now consider the

first case ¢& > ¢%. From statement (iii) in proposition 6, we have % > ¢% if it holds

>1- o+ (1= 7m%)ax]
aig + ax

We consider at the extreme target, say the government set £ = 0. At this target, the production

tax rate 7 = %, land rent tax rate 7% = WLX, and the condition above boils down to
1—2« 12«
Y ag +ax Y ag + ax 7y
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1-2a
Lets consider following function A(y) =1 —y — [1 — aK+aX y} “for y € [0, %] We have
1 — 20 1 e
A0) =0 d Ay)=-14+-——_K |1~
©=0 ad &) =-1+ [y

Note that 1 — oy, = ax + ax, hence,

— 2a
Ny <0 = < (ax +ax) [1 - (ﬂ) ]
1— arg,
This implies that, under (78), A'(y) < 0 for all y € (0, %], and hence A(y) < 0 for all y € (0, %] since
A(0) = 0. That is to say, under (78) and at the extreme target E = 0, it holds ¢% > ¢%.
We know from propositions 1 and 4 that E = Ex(7%) = Ep(77), where E4(7Y) < 0, Ep(77) < 0.
In addition, we have from (77) that

1 1—2ak
% - 1 =ax [ag + (1 — %) ax ] 7oK
% 1—7P ag + ax

The right hand side of the last inequality is a continuous function of the steady state stock of

pollution E € [0, E] and can be rewritten by

1—2apk

Hence, there always exists an € > 0 such that 7(E) > 1, i.e. ¢& > ¢%, for all E € [0,¢].
Similarly, we can prove the existence of ambitious targets on steady state stock of pollution
E €0,€'] such that ¢% > ¢5.

A4. Social planner’s optimal allocation

The Lagrangian is

i +(1+ R)v Zut 2By ) F' + ky — ¢f — & — ke — My

— 1+R (1+ R)!

+ i e [Br — (1= 0) By — E2(Ey ) F' + yM)]

(1+ R)!
The FOCs are

o W) m

o) — (1+ R (1+R)

oL _ V() o

o (1+R)-! (1+R)

oL Ht P+ t+1 Ne+1 t1
= - 14 2(B)Fi] — — M ex(B)FiF =
Ok (1+ R) + (1+ R)H+! [ +2(E) P ] (1 +R)t+1fz( ) Fi 0

oL M i Y 0

M, (1+ R (1+R)
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1)
JoAY At Mt _ 77t+1( _
#(5) Q+B Q+Rm

oL _ S Ne1§
OFE, (1+ R)tH!

Z(Et_l)Ft + kt - C% - C? - kt-ﬁ-l - Mt =0

Et - (1 - 5)Et—1 - €Z(Et_1)Ft + ’YMt =0
At the steady state we have

u'(c?) = p=mny=(1+R) ()

&+ +M=zE)F
OE =&2(E)F —~yM

A5. Proofs of Lemma 1 and Proposition 8
Lemma 1: When ¢ =T, without any policy intervention the no-arbitrage condition is
c T+1,c1, ¢ c T+1,c c
[1+ 2(ES)Fattps = 2(BS) Fy T + phyy (79)
With policy intervention, the corresponding no-arbitrage condition becomes

[+ (L= 7740)2(BR) F 05 = (1= 7)) 2(B3) Fx " + piy (80)
Since p3 = p then for p5.,, = p%,,, it must hold from (79) and (80) that

2(Bf) Fy ™ — [e(Bf) Fi ™ — (1= 7ty ))2(B3) Fie ™l
(ES )FT+1 )8
By the induction method, we argue that the condition (51) holds for all ¢ > T

X
=1y =

Proposition 8: Indeed, in period 7', by choosing My = M7, we have Ep = E7. Under the policy
(T2, T9, ., 75, 7%, 1, M3), the Euler equation is
W (2(Br-)FL + T — krs1 — pr)
V(L SR (B) Fi M (ks + pr) + Thy)

—14 7; (B3PI (81)

Note that, by construction, in period T" we have FLT’S = Fl' and E; | = Ep_,. Tt is obvious that

if kri1 = k5, then by construction, ¢} = ¢” and ¢, = ¢}, and hence the Euler equation (81)
obviously holds because it exactly coincides with the Euler equation (36) under the allocation of the
social planner. We now prove that, under the policy (7%, T, ., 75, 771, M5), the optimal choice

of agent’s savings in terms of capital k7., = k7., is unique. In effect, suppose that there existed
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]%T-',-l # k7., to be also optimal choice of capital saving. Without loss of generality, suppose that
kri1 > k., hence the corresponding consumption ¢} and ¢4, ; will be

~ T, 7 >
¢ =z2(Ep )FL”" + 17 — kryy —pr < cf”

é%-‘rl =1+ (1~ Tf)Z(E:SF—OFgH ]%TH + (1 — 77)“(+1)Z(E%—1)F§+1 + pry1 > éioril

Therefore,

v—¢&

102y " — I,
et s S Ty s 1 T b

V(Er) o v(rp) Y

i.e. the Euler equation is no longer satisfied, contradicting (&4, I%T+17 ¢%.1) is the optimal choice of the

agent T. So (¢4°, k.1, ¢2) is the unique optimal choice of a agent under the policy (T, T9.,,, 75, 7%, 1, M3).
We next prove that, from period 7'+ 1 onward, the policy described in proposition 8 is period-

and-period budget balanced and will implement the social planner’s allocation. Without loss of

generality, we consider the budget constraint and allocation in period 7"+ 1. Under the policy

(TY, T9, .y, 7F, 7§41, M3) applied for generation T, we have kryq = k§, and Er = Ej are given

for the generation 7'+ 1. Therefore, the balanced government budget constraint under the policy

(T4 1. T2 o, TE 779, M), applied for the generation T + 1, requires that it holds

o s K s T+1,s7.s X s T+1,s
TP+ TP + My =1, 2(EBp)Fe Pk + 10, 2(E7) Fy

Using the no arbitrage condition, the last equation is equivalent to

Cfin+ ks +pro = 2(BR)FL 0+ L = (L (L= 1) 2(BR) Fie ™ (K + po) + Miy

= 182 B) Fi Tk + 2(BR) F T — L+ (1= 78)2(E5) F P lpr + pra

which boils down to

Cpiy + ki + R+ My = 2(BR) P 4k
i.e., the feasibility constraint of the social planner.
Similarly to the proof about optimal choice of generation T" above, we also prove that the optimal
choice of generation T+ 1 under the policy (T} 1, T%, o, T, 70, Mi ) is (Ghyq, krio, ¢5y5). This
argument can be induced for all ¢ > T + 1.

A6. Discussions about relaxing assumptions

In this section, we discuss about relaxing two basic assumptions of the model: (i) the perfect com-
petition in final good sector and (ii) the constant returns to scale of final good sector production
function over its factors of production.

(i) For the first assumption, we can relax it by considering the case of monopoly competition in
the final good sector without changing the main quantitative results of the model. Indeed, we are
working on an aggregate private-owned economy with representative households. All in all, in such
an economy, the returns on factors of production and monopoly profits belong to households. That
is to say, the capital accumulation and its effect on environment through production does not depend
on the type of competition in the final good sector.

(ii) For the second assumption, we relax in the direction of increasing returns to scale. A sizable
literature in the long run economic growth theory adopts this property of production which was pio-
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neered by Romer (1986). We argue that adopting increasing returns to scale property for production
function will not change the main qualitative results of our paper, particularly we focus on the long
run effects of different taxation schemes on the stationary stock of pollution and on capital accumu-
lation under a given target of stationary stock of pollution. We follow Romer (1986) in modifying
our production function, guaranteeing its increasing returns to scale property, as follows

F<Et71>Kt7L7X) - §<Et717Kt)F(Kt7L7X)

where K; has a positive effect on the total factor productivity zZ(F;_1, K;) —i.e. Zx(E,K) > 0
—while, as in the benchmark model, zg(E,K) < 0; F(K;, L,X) exhibits constant returns to
scale over the factors of production. Under this setup with the logarithmic utility function and
F(K, L, X) = K*L* XX as in the benchmark model, the steady state of the economy (k., E, p)
is characterized by the following system of equations

__B_
1+

0B, — (=7 _ a'T)2(E,, kK =0

k., (1 —75apz(E,, k)EXS +p, =0

(1—7%)ay

P« = k*
(

1 — 1K)k

For a purpose of exposition, we assign zZ(E, k) = z(E)k? where z(F) is defined as in the benchmark
model and # > 0. We will show that the main results derived from this setup are similar to those in
the benchmark model. Indeed, under this setup, the steady state is determined through solving the
following equation, which is modified from equation (56) by the factor 0,

_ i1 ap+6
: 7;047 B(1 —18)ag(l — 11)ar a0
) (1+8)[(1 = 8)akx + (1 — 7%)ax]

Similar to the benchmark model, it is straightforward to show the existence and uniqueness of
the steady state since the right-hand side of the last equation is bounded while the left-hand side is
continuous and monotonically increasing in F, spreading from —oo to +oo.

Under the condition 6 4+ ax < 1/2,** we can show that under the land rent taxation scheme only,
it holds OEx /0% < 0 and Okx/O0tX > 0. The proofs for these statements are similar to those which
are done in Appendix Al for proposition 1. Other properties stated in propositions 2, 3, and 4 hold
under this setup and the proofs for these properties follow the proof which is done for proposition 2
(see Appendix Al). This extended model also allows us to compare the long run effects of different
taxation schemes on stationary stock of pollution and on capital accumulation as in the benchmark
model. Interestingly, the quantitative results obtained in this extended model are consistent with
those in the benchmark model. Indeed, for a given target of stationary stock of pollution, we can
derive capital ratios ki /kx, kp/kx, kp/kr, and ki /kx as follows

1

HE)ex 1| =

]{EK _( OéK—i-Ozx(l—TX) )1_0‘1K_9

E_ aK+ax(1—TK)_1
1
k_P B (1 _ TP) [OéK + (1 _ TX)OCX:| l—ap—6
k?X N g + Oax

19This is just a modified condition from the condition ey < 1/2 in the benchmark model (see proposition 1). This condition implies
that the marginal effect of capital accumulation on total factor productivity decreases rather quickly.
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k’p 1—TP ﬁff_g
k, \1—7L
1
kr 1—71hax + (1 —78)ag\ Tox7?
k’K_ 1—TK ax + ag

Interestingly, these equations are respectively similar to equations (68), (69), (70), and (71) except
the exponential factors which are independent in comparing these ratios with 1 as long as ax+6 < 1.
Therefore, the results stated in proposition 5 hold in this extended model.

These results allow us to compare consumption and hence welfare under these taxation schemes.
Similar to the benchmark model, for a given target of stationary stock of pollution E € (0, E), the
level of consumption when young is highest under land rent taxation scheme because this scheme
leads to the highest capital accumulation level, and hence highest disposable labor income, while the
saving rate under logarithmic preference is constant. The consumption when old depends on saving
rate and returns to saving. In the benchmark model, we characterize conditions under which the
consumption when old under land rent taxation scheme is higher than that under other schemes.
With the positive externality of capital accumulation on total factor productivity in this extended
model, this result would be enhanced because the land rent taxation scheme leads to the higher
capital accumulation than other schemes. Thanks to the increasing returns to scale property of final
good production function, the higher capital accumulation under the land rent taxation scheme is
transmitted into higher consumption when old.
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