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Environmentally Aware Households

Abstract

The rising environmental awareness induces a changing landscape for policymakers
and real economic prospects. We examine the properties of a general equilibrium
model with endogenous household preferences (for labor, consumption, and environ-
mental quality) and a negative environmental externality. The endogeneity of labor
creates an additional channel of substitution between environmental quality and
labor, besides the channel of substitution between environmental quality and con-
sumption. We show that a key requirement for improved output following a positive
shock in the weight of environmental quality (household environmental awareness)
is that environmental awareness trades off the weight on labor and not the weight
on consumption. An interesting feature of the model is that the existence of the
environmental externality gives a non-zero capital tax in the long run.

Keywords: Environmental awareness; Environmental quality; Labor; Consumption; Real

outcomes



1. Introduction

What is the role of household environmental awareness on their consumption and
labor decisions? What are the implications of these decisions for the real economy? The
answer to these questions are important in light of increased pressure for environmental
quality and environmental awareness. For example, 94% of European citizens say, as of
2017, that protecting the environment is important to them, 81% suggest agree that that
environmental issues have a direct effect on their daily life and their health, and 87%
suggest that they have a personal role to play (Special Eurobarometer, 2017). Similar
results emerge from relevant questions in the six waves of the World Values Surveys.
From a more practical viewpoint, the Fukushima nuclear disaster in 2011 strengthened
considerably the share of people opposing the use of nuclear power (BBC, 2011). The
German government decided to shut down all nuclear plants by 2022, despite the obvious
impact of this decision on output and employment, especially given the surging economic
turmoil in the European Union during the same period. Such decisions place inevitably
the role of environmental awareness in a central position within the economic decisions
of households, the related fiscal decisions of governments, and the end results for real
economic outcomes.

We focus on the the weight economic agents place on environmental quality (henceforth
environmental awareness) vis-a-vis the respective weights on labor and consumption. Our
setup augments the Ramsey-type frameworks of Chamley (1986) and Judd (1985), hence-
forth Chamley-Judd, by adding an environmental externality to an economy in which
labor, consumption, and environmental quality are determined endogenously.

The representative economy consists of a large number of identical infinitely-lived
households, whose utility depends on private consumption, labor, and the stock of envi-
ronmental quality. The households consume, save, and produce a single good. Output
produced yields environmental pollution and this worsens environmental quality, which
is assumed to be a public good. In other words, private agents do not internalize the ef-

fects of their actions on environmental quality. The decentralized equilibrium is inefficient



and policy intervention is justified. A Ramsey-type planner (government) intervenes and
chooses the best competitive equilibrium for this problem.

The main novelty of our model is that both the labor-leisure decision of households and
their consumption are included in the consumer preferences. Indeed, to the best of our
knowledge, there is no other study that examines the interplay between an environmental
externality and labor-leisure decisions in a model similar to that of Chamley-Judd. Our
novelty is important for two main reasons.

First, our analysis allows examining the response of labor supply to changes in the
beliefs and attitudes of households with respect to environmental awareness. This is quite
important in light of the developments in many countries against production activities that
are particularly harmful for the environment. The response of many European countries
to the Fukushima disaster and the response of multiple labor unions even from the 1960s
further motivate our theoretical model, as they are suggestive of a reduced labor supply
to environmentally harmful jobs. This is a key finding of the recent empirical literature
(Tosifidi, 2016).

Second, the relation between labor supply and environmental awareness is possibly
related to the employees’ social status, i.e. the nature of the job is placing the employee
in a particular cast. This idea is central in theories of social stratification and class at
least since the times of Marx and Weber. In other words, as environmental awareness
increases, the labor supply linked to environmentally harmful activities is lower because
of the lower social status given to such production activities.

The Chamley-Judd result, which is particularly relevant for our analysis, states that
in a steady state there should be no wedge between the intertemporal rate of substitution
and the marginal rate of transformation, i.e. the optimal tax on capital is zero. In
our framework, individuals face two types of trade-offs, one between consumption and
environmental quality and another between labor-leisure and environmental quality. This
is mostly observed in the real business cycle (RBC) literature, where labor is endogenous,
and creates an additional choice for intratemporal substitution (see e.g., Kydland and

Prescott, 1982; Plosser, 1989).



Our economy yields a unique steady state, which we shock to obtain the paths of
our endogenous variables. We are mainly interested in the parameters characterizing
the effect of household environmental awareness on environmental quality, as well as the
overall effect on output and welfare. We find that an increase in environmental awareness
always leads to higher environmental quality, irrespective of whether higher environmental
awareness comes at the expense of less weight on consumption or labor. For the effect
on output, the results are quite intriguing. We find that output (and consumption and
labor) decreases when the increases in environmental awareness comes at the expense of
the wight on consumption. In contrast, when environmental awareness increases at the
expense of the weight on labor, output increases.

We also show that the capital tax is determined in equilibrium, among others, by
the environmental parameter of our model related to pollution. More specifically, in
the case where the pollution externality is zero, the capital tax is also zero and our
result is identical to the Chamley-Judd result. In contrast, in the presence of a negative
environmental externality, the tax on capital is positive and the Chamley-Judd result does
not hold. We could say that in our model with an environmental externality, we obtain a
second-order Chamley-Judd result, where the capital tax is always positive. This result is
evident only in the literature imposing constraints on the government to impose taxes. In
our model, the mere existence of an environmental externality where labor, consumption,
and environmental quality are endogenous yields this result. The empirical implication
of this result is that a positive

The rest of the paper is organized as follows. In the next section we provide the
background literature implications on which we build our model. describe our model. In
Section 3 we describe the economy. In Section 4 we solve for the decentralized competitive
equilibrium, check for its stability, and compare our model with the equivalent model with
endogenous labor using impulse responses and stylized facts. In Section 5 we solve for the
planner’s problem and check for its stability. Moreover, we compare our result with the
Chamley-Judd result, offer some numerical examples, and illustrate the dynamic responses

to permanent shocks in the parameters of interest. Section 6 concludes.



2. Background

Our work is related to a flourishing literature on growth and environmental quality. In
this section, we aim to place our work within the most relevant macro literature. In a sem-
inal contribution, Bovenberg and Smulders (1995) were among the first to explore the link
between environmental quality and economic growth in an endogenous growth model that
incorporates pollution-augmenting technological change. Their model includes environ-
ment as a renewable resource. In particular, they model how technological improvements
enable production to occur with lower levels of pollution and with more effective use of
renewable resources. They show that environmental quality and cleaner technology repre-
sent good reasons for policy intervention, as both have a public good character. Further,
the revenues from pollution taxes (or pollution permits) exceed public expenditures on the
development of pollution-enhancing technology and the optimal size of the government
budget tends to increase when environmental awareness increases.

Several other papers consider general equilibrium frameworks with pollution taxation.
Angelopoulos, Economides, and Philippopoulos (2013) rank different environmental policy
instruments under uncertainty. Xepapadeas (2005) proposes relevant models to study the
effects of environmental concerns on economic growth. The important assumptions in
these models relate to the choice of emissions in an optimal way and to the devotion
of resources to pollution abatement. Dioikitopoulos, Kalyvitis, and Vella (2015) study
the allocation of tax revenues between infrastructure and environmental investment in a
general-equilibrium growth model with endogenous subjective discounting. An interesting
finding of this paper is that, when environmental awareness increases, it is optimal for
governments to perform green spending reforms.

A common characteristic of these papers is that the utility function is independent from
the labor /leisure decision of households. This is quite important in our view, given the
movement over at least the last fifty years of households to demand higher environmental
quality and relevant jobs (Special Eurobarometer, 2017; previous versions). This implies

increased environmental awareness, which in turn can have a bearing on the labor /leisure



decision of households, in addition to the consumption decisions that are studied in the
literature. In fact, in the only empirical study on this issue, losifidi (2016) shows that the
link between environmentally-aware households and their labor supply is tighter compared
to the link between environmental awareness and consumption.

In the endogenous-growth literature with fiscal policy (but without environmental
quality) many studies indeed treat labor supply as inelastic. This treatment limits certain
aspects of fiscal policy (Turnovsky, 2000). More precisely, De Hek (2006) studies an
endogenous growth model with physical capital and suggests that the flexibility of the
labor supply induces agents to spend more or less time on leisure activities, depending on
the relative sizes of the substitution and income effects. Flores and Graves (2008) argue
that exogeneity of labor generally results in undervaluation of utility due to increases in
the provision of a public good. Phrased differently, if the labor supply is exogenously
fixed, the Le Chatelier-Samuelson principle holds. Intuitively, this follows from the fact
that an increase in the cost of the public good will result in a higher marginal valuation
of ordinary private goods, as their quantities are reduced to pay for the public good, and
this in turn will result in a higher marginal cost of leisure.

Our model is also related to the literature predicting the existence of a zero capital
tax rate in the long run. The seminal contributions in this literature are the studies by
Chamley (1986) and Judd (1985). In similar Ramsey-type settings, these studies show
that if an equilibrium has an asymptotic steady state, then the optimal policy is to set
the capital tax rate equal to zero. In other words, any positive capital income tax does
not help in any efficiency or redistributive goals in the steady state.

However, a more recent literature shows that the optimal factor taxation may involve
positive tax rates on both capital and labor incomes (e.g., Correia, 1996; Stiglitz, 1987,
Jones, Manuelli, and Rossi, 1997; Acemoglu, Golosov, and Tsyvinski, 2011). Debortoli
and Gomes (2012), examine the case where the choice between capital vs. labor income
taxation can be intrinsically related to the allocation of expenditure across different pub-
lic goods. In their model, taxing profits constitutes a way to extract the private rents

generated by public capital. As a result, corporate taxes are positive also in the long-run,



as opposed to the optimality of zero capital taxation in Judd (1985) and Chamley (1986).
Evidently, in all of these papers, a non-zero capital tax arises due to constraints on the
government to impose taxes. In our model these constraints are not needed; the mere
existence of an environmental externality where labor, consumption, and environmental

quality are endogenous yields this result.
3. Description of the economy

We describe our basic framework, placing particular emphasis on the fact that, be-
sides environmental quality, both labor and consumption decisions are endogenous in the
individual’s preferences and their weight in the utility function is proportional to the
weight placed on environmental quality. Subsequently, we describe the decisions of firms,
the laws of motion of natural resources, the resources constraint, and we close the model
with the government budget constraint. We model a Ramsey-type economy, assuming in-
tertemporal utility-maximizing households, and perfectly-competitive profit-maximizing

firms (Beltratti, 1996; Xepapadeas, 2005).!

3.1. Households

We assume that the population size is constant and equal to one. The representative

infinitely-lived household maximizes the intertemporal utility

> BU(cr, it Q). (1)
t=0

where c is the private consumption, [ is leisure, () is the stock of environmental quality,

Instead, we could use an endogenous growth model. In this case, the endogenously-determined growth
rates can remain positive if the productivity of capital does not approach zero in the long run or, in a
model with human capital, the production of knowledge is characterized by decreasing returns (see e.g.,
Smulders, 2000). The results from such a model do not change our key implications.



and 8 € (0,1) is the time discount factor. The utility function has the form?:

(e ()2 (@) v =

1—0

Ulep, I, Q) =

: (2)

where g, po, i3 = 1 — g — o € (0, 1) are preference parameters that assign weights to
consumption, leisure, and environmental quality, respectively, and ¢ > 0 is the intertem-
poral elasticity of substitution. We define the weight on ) as “environmental awareness.”
The household is endowed with one unit of time that can be used for leisure [; or labor
ng, thus n; + [, = 1. Each household can save in the form of capital k;, receiving a rate
of return r;. Also, households supply labor services and receive labor income w;n;. Fur-
ther, they receive dividends ;. Each household has to pay a portion of its income to the
government in the form of linear taxes. 7/ is the tax on capital income and 7! is the tax

on labor income. The flow budget constraint of the household is
kt+1 — (1 — (Sk)kt + Ct = Yy = (1 — ’rtl)wtnt + (1 — Ttk)rtkt + Tt, (3)

where k;, is the end-of-period capital stock, k; is the beginning-of-period capital stock,
and 0% €[0,1] is the rate of capital depreciation.

It follows that the household’s problem is to

o0

max Z Bt [(ce)H1 (1 — myg)k2(Qy) mHr—h2]lme

{ewls ket }iZo 4= -0

Y

S.t.]{'t+1 — (1 — (Sk)kt +c = (1 — Ttl)wtnt + (1 — Ttk)Ttk't + Tt,

taking wy, ry, (Q, and the policy as given. The problem expressed in a Langrangian form

2This is a Constant Relative Risk Aversion (CRRA) utility function which is broadly used by the
relevant literature, as it is increasing and concave in consumption, labor, and environmental quality to
ensure interior solutions (see Xepapadeas, 2005; Angelopoulos, Economides, and Philippopoulos, 2013;
Dioikitopoulos, Kalyvitis, and Vella, 2015).



is given by:

L = Z ﬁt{ [(Ct)ul(l - nt)/@ (Qt)l—m—uz]l—g

l1—0

+ /\t[(]- — Ttl)wtnt + (]. — Ttk)rtkft + (]_ — 5k)]€t + Ty — Ct — kt+1]}.

The FOCs for this problem with respect to ¢;, ns, and k; ;1 respectively are

Uct = /\t7 (4)
Ct M1 l
= — 1 —
=, (5)
Uct = /BUCH-l [(1 - Tt’fl—l)rt-&-l +1- 5k] (6)

The first equation gives the marginal utility of consumption and the second equation is
the FOC with respect to labor. The last equation is the Euler equation for capital. It tells
us that along an optimal path, the marginal utility from consumption at any point in time
is equal to the opportunity cost of consumption. More specifically, the Euler equation
says that, on the one hand, the household must be indifferent between consuming one
more unit today and, on the other, saving that unit and consuming in the future. If the
household consumes today, it gets the marginal utility of consumption today, i.e. the
left-hand side of the equation, U,,. If, in contrast, the household saves that unit, it gets

to consume [(1 — 7/, ;)rp1 + 1 — 6] units in the future, each giving him U,,,, extra units

t+1
of utility. Because this utility comes in the future, it must be discounted by the weight
B. That’s the right side of the Euler equation. The fact that these two sides must be

equal is what guarantees that the household is indifferent to consuming today versus in

the future.

3.2. Firms

The production function of the representative firm is a neoclassical function with
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constant returns to scale of the form

Y = Akf”%_a = f(ky, ), (7)

where a € (0, 1) is the output elasticity of private capital and 1 —a € (0,1) is the private
elasticity of labor.>A is total factor productivity or the index of production technology,
which is assumed to be constant. In each period, the representative firm takes w; and r,
as given*and uses capital and labor services from households. The objective of the firm
Is to

max T = Yp — Wy — Ttkt. (8)
{lt,kev1} 2,

The FOCs for this problem are

re= CLZ—Z, (9)
w = (1—a), (10)
t

so that # = 0.

3.3. Laws of motion of natural resources

The evolution of the stock of environmental quality is given by

Qe = (1-01Q +0°Qr — pe + vy, (11)

where @) > 0 is the environmental quality without pollution, p, is the current pollution
flow, and 67 €[0,1] is the degree of environmental persistence. Moreover, g is the exogenous

public spending that includes spending on abatement activities and v > 0 shows how

3In our model, pollution does not enter the production function. There is a large literature that
introduces pollution in the production function by assuming that pollution or environmental quality
affects amenities and productivity (Brock, 1973; Xepapadeas, 2005; Aznar and Ruiz-Tamarit, 2005).

4As firms are price takers, our model assumes perfect competition in the product market. This is a
usual assumption in the relevant literature provided in section 2; however, one can alternatively assume
an imperfectly competitive product market in the fashion of Bilbiie, Ghironi, and Melitz (2012). Models
of imperfect competition are also very common in the micro literature involving environmental regulation
(e.g., Fowlie, 2009).
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public abatement spending is transformed into units of renewable resources. The flow of

pollution is caused by the production of output and is given by

Py = qﬁAkfn%_“, (12)

where ¢ is an index of pollution technology and reflects the emissions per unit of out-
put.’Note that we assume a linear relation among economic activity, pollution, cleanup
policy, and the change in natural resources (e.g., John and Pecchenino, 1994; Jouvet,

Michel, and Rotillon, 2005).

3.4. Government budget constraint

The government collects revenues from the taxes on labor and capital.® On the ex-
penditure side, it finances an exogenous stream of government purchases, {g:}:2,, that

include spending on abatement policy. Assuming a balanced budget, we have

g = Akfn%’“[aqk +(1- a)rl]. (13)

3.5. Resource constraint (technology)

Output can be consumed by households, used to increase the capital stock, and/or

used by the government. Therefore, the resource constraint is

a+gt+ki=u+(1 _5k)kt- (14)

5We assume that the index of pollution technology is a parameter. Instead, we can assume that it
depends on private or public investment in greener technology, or to follow a stochastic process. Our
inferences do not change and we aim for the simplest approach.

5We could additionally assume that the model includes government debt. This would imply that
on the expenditure side of the government budget constraint there would be a term associated with the
reimbursement of the debt contracted in the previous period (the rate of debt times the level of the debt),
while on the revenue side there would be a term associated with the financing of new debt. In addition,
the household’s budget constraint (3) will be formatted accordingly (Ljungqvist and Sargent, 2004).
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4. Decentralized competitive equilibrium (DCE)

We solve the problem described in Section 3 for a Decentralized Competitive Equilib-
rium (DCE) in which (i) households maximize welfare, (ii) firms maximize profits, (iii)
all constraints are satisfied and, (iv) all markets clear. The DCE of the above economy is

given by the following equations:

= e (15)

Ue, = BUe, [(1 = 7f41 )i +1 =87, (16)
Qi1 = (1—061)Q + 67Qy — pAkin, ™" + vgy, (17)
g = Akin}[atF + (1 — a)7]], (18)

i+ ke = Aking ™ — gi 4+ (1 — )k (19)

This is a four-equation system in {ct, n¢, Qri1, ki1}152,. The DCE holds for given
initial conditions for the stock variables kg and ()g, the FOCs of the representative firm’s
problem, the exogenous variables A and ¢, for given policy (which is summarized by the
tax rates 7', 7%), and provided that r, = a Ak 'n; =%, w, = (1 — a)Akfn; *. Therefore, we
have a system of five equations in {c;, n¢ ki1, Qi1 520

We can obtain the long-run DCE if we simply drop the time subscripts:

C

251 l a,,—a
= —(1- 1 —a)Ak
1—n ,u2< ol %) "

1 =31 —71%aAk*'n' ™ 41 — 6]
0=(1-6Q — (1-09Q — Ak n'"* +vg

c+ 0%k = Akn'™ — g.

4.1. Steady state

We solve the above system for c¢*,n*, Q*, k*, where the asterisk denotes the steady

13



state value of each variable.

*

¢ H l *\a [/, *\—a
T = B ) - A ()

1= B[(1 = )aA(k")" (") 7" + 1 - 8]

0=(1-69Q — (1 —09)Q" — pA(k")“(n*)' ™+ vg

c* +5k(k*)a — A(k*)a(n*)lfa —g.

Therefore, we have that

¢ = %(1 — (1 - @) AXTT(1 — XTak?), (20)
2
n* = X1 k*, (21)
Q =Q—k* (1A_X(;q) (¢ — vat® — v(1 —a)7'], (22)
where
. M(1—a)AX1(1—7')
S T EA—a el =)+ (- = MAX (23)
and
(A =p+55"

4.2. Linearization

By substituting Eq. (18) in the rest of the equations of the DCE, the DCE becomes:

e+ kpyr = Akin % — AkMn %latF + (1 — a)7!] + (1 — 6%)k,, (25)
Ct 241 l a, —a
=—1-=7)1—a)Ak!n; “, 26
=B - kg (20
UCt - /BUCt+1 [(1 - Ttil)aAk?—:llntl—:f +1- 6k]’ (27)
Qir1 = (1 —6DQ +09Q; — pAKIn; ™ + l/Ak:fntl_“[cm’t'c +(1— a)Tl]. (28)

We linearize the system of Eqs. (25)-(28) around the steady state, using Taylor’s

theorem. We assume that the exogenous stream of government spending, {¢;};2,, and the
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exogenous tax rates, 7 and 7%, in the long run take the values from the respective Ramsey

optimization problem. We find that the model is stable (for the proof, see Appendix A).

4.3. Impulse responses

We provide inferences based on impulse responses. Before moving to the planner’s
problem on optimal taxation, we shock the DCE to show the substitution effects between
the weights on environmental awareness and the weights on labor/leisure and consump-
tion. We take the parameter values from the literature (e.g., Economides and Philip-
popoulos, 2008; Angelopoulos, Economides, and Philippopoulos, 2013; King and Rebelo,
1999), which we report in Table 1. The value used for the capital share in production, «,
is 0.33 and the annual depreciation rate of capital is 0.1 (equivalent to 0.025 on a quarterly
basis). For the curvature parameter in utility function, o (i.e., the intertemporal elasticity
of substitution), we use a value equal to 2. There is considerable uncertainty regarding
the true value of o, with Hansen and Singleton (1983) estimating it to be between 0 and 2.
Our results are qualitatively the same when using different values in that range. The time
discount factor is set equal to 0.97, a value obtained by setting the long-term government
bond yield, ry,, equal to 0.03, which is the approximate value for the U.S. economy at the
end of 2013. Next, we obtain § from the formula r, = (1 — )/ and set the long-run
total factor productivity, A, equal to 1 (e.g., King and Rebelo, 1999).

Regarding the parameters in the motion for environmental quality, we choose a rel-
atively high-persistence parameter, 69 = 0.9, and normalize the level of environmental
quality without economic activity, @, to equal 1 (e.g., Angelopoulos, Economides, and
Philippopoulos, 2013). Using a much lower value equal to 0.15 (Dioikitopoulos, Kalyvi-
tis, and Vella, 2015) the model produces qualitatively similar results. Moreover, we set
¢ = 0.5. Based on OECD statistics, the COy emissions (kg per PPP$ of GDP) are equal
to 0.4 for the U.S. economy in the period 2009-2013. Given that this concerns only the
COg4 emissions and not other emissions, we believe that our value off 0.5 is quite realistic.

We assume that v[am* + (1 —a)7!] — ¢ < 0, which is a non-trivial solution area (when

viaeth + (1 — a)7'] — ¢ < 0, we have a “too good to be true” economy in the sense

15



that effective cleanup policy, v[ar* + (1 — a)7!], is stronger than the polluting effect of
production, ¢). We study various values for v, which reflect different levels of public
sector efficiency with respect to abatement policy. For example, we set v = 0.7, 0.75,
and 1, and the results are qualitatively the same. Finally, we assume that the weight
on environmental quality is equivalent to that of the previous literature on public goods
(e.g., Debortoli and Gomez, 2012) and equal to 0.4, while we give an equal weight of 0.3
to consumption and leisure. We carry out an extensive sensitivity analysis in this respect,
with results being qualitatively similar.

To see how the endogeneity of labor affects the equilibrium results, in unreported
graphs we compare the responses due to permanent unitary changes in the weights of the
variables in the utility function for the models with exogenous and endogenous labor. For
the model with exogenous labor, where labor is set equal to 1, there are two variables in
the utility function and two respective weights, one on consumption and one on environ-
mental quality. Under the assumption of constant returns to scale, a permanent unitary
increase (decrease) in the weight on environmental quality results to an equivalent de-
crease (increase) in the weight on consumption. This has a permanent positive (negative)
effect only on welfare because this weight is not included in the steady state equations
characterizing the rest of the variables. The rest of the parameters of our model, i.e. ¢,
v, o, and f3, affect all the endogenous variables.

By introducing endogenous labor in the utility function an extra channel of substitu-
tion is created between environmental quality and the leisure-labor decision. This allows
studying the impact of changes in the respective weights on households’ decision vari-
ables for both consumption-environmental awareness and labor-environmental awareness.
Given that these weights now affect all endogenous variables in our model, we can examine
the relevant impulse responses. We take all three possible combinations when consump-
tion and leisure are substitutes (i.e., an increase in the one variable decreases the other).
Initially, all variables are at their steady-state levels.

Figures 1 to 3 show how the DCE reacts to a (i) 1% increase in the weight on envi-

ronmental quality with a simultaneous 1% decrease in the weight on consumption (labor
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remains unchanged), (ii) 1% increase in the weight on environmental quality with a si-
multaneous 1% decrease in the weight on labor-leisure (consumption remains unchanged),
and (iii) 1% increase in the weight on consumption with a simultaneous 1% decrease in
labor-leisure (environmental awareness remains unchanged).

We find that an increase in the weight on environmental quality (environmental aware-
ness) with a relative decrease in the weight on consumption (leisure-labor decision), keep-
ing the third weight steady, leads to a higher (lower) environmental quality and lower
(higher) output (Figures 1 and 2, respectively). In the case where we change the weights
on consumption and leisure-labor decision in opposite directions, all endogenous variables
increase except from environmental quality and welfare. Given these baseline findings,
we move to the optimal tax problem, where the economy moves to a better state given

policy action.
5. Optimal tax with an environmental externality

There are many competitive equilibria indexed by different government policies and

the planner’s problem is to choose the one that maximizes

Y

l1—0

$ gl (L= =@yt

subject to the DCE. Therefore, the planner chooses the best competitive equilibrium,
taking as given {g;}22,, ko, Qo, and bounds on taxes, i.e. 0 < 7F < 1l and 0 < 7! < 1.
Moreover, the period zero tax rates, 0 < 70 < 1 and 0 < 7¢ < 1 are also taken as given,
otherwise the government would be able to impose lump-sum taxes, which would make
the policy problem first-best.

Optimal taxation provides a compelling argument against taxing capital income in

the long run in dynamic macroeconomic models. Following Chamley (1986), we replace
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r; and w; with net factor prices ; and w;, where

7= (1—7F)r, (29)

~ l

wy = (1 — 7,)wy. (30)

In this way, the four instruments 7, 7!, r;, w; reduce to two.” Thus, the DCE is given by

. fnt - %wt, (31)

Ue, = BUcsp (T +1 = 6%), (32)

Qi1 = (1= 069)Q + 8'Q, — pAk{n, ™ + vy, (33)
g = Akin}=" — Wn, — Tk, (34)

e+ ke — (1= 6k + g = Akin} ™ (35)

The planner’s problem in Langrangian form becomes

L= 84U (c,m, Q)

t=0

H1 ~
+ M(—wy —
t(M2 ' I —mny

Ct

)

+ AU [Fen +1 =6 = U]

+ Gl(1 = 09Q + 07Q; — Ak, + vg — Qi
+ & (AkIT — Wyny + Tk — g)

+ xe[Akiny ™" — e — kpyr + (1 — 8"k — g1},

where { ¢, ¥y, (i, &, Xt }22 are sequences of Langrange multipliers (or the the shadow prices
associated with the household’s first order condition with respect to capital), the Euler
equation, government budget constraint, household budget constraint, and law of motion

of environmental quality, respectively. The FOCs of this problem with respect to ¢, n,

“This approach, where tax rates are the government decision variables, is known as the dual approach.
The primal approach would be to do the exact opposite, i.e. eliminate all prices and taxes so that the
government could use quantities as controls (Jones, Manuelli, and Rossi, 1997). Both approaches yield
the same results for policies and allocations (Economides, Philippopoulos, and Vassilatos, 2008).
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Qit1, ki1, Ty, Wi, A, Yy, G, &, and x, are

Ues = = X0 = U f0alir (7o + 1= 8) = ), (36)
Unt - ﬁ/\t - (1 - a)Akfn%_“(gt - Ct(b + Xt> (37)

+&w + O(Ue, /1)) One by — e 1 (7 + 1 = 6)],

U 1(Foss 1= 89) = ] = % U, = G, (39)

Xt = BIXet1(frosy + 1= 6") 4+ &1 (fropy — Tra1) — G105, (39)
&k = ViU, (40)

At% = &, (41)

= Ty )

Ue, = BUc,p, [Fen +1 =0, (43)

Qi = (1 =09Q + 0'Q, — ¢pAkin; = + vg,, (44)
Ak~ — wyny — Toky = gy, (45)

e+ ke = Akini 4+ (1 — M)k, — gy, (46)

Some considerations are in order. Eq. (39), the Euler equation, tells us that a marginal
increase of capital investment in period ¢ increases the amount of available goods in period
t+1 by (fr +1—49), with social marginal value y;;1. Moreover, tax revenues increase by
(fx — T141), which enables the government to reduce its debt on other taxes by the same
amount. This increase has a social marginal value equal to &1, which is interpreted as
the extra burden imposed to the society due to the existence of distortionary taxation. (8
is the discount factor in period ¢4 1 and Yy; is the social marginal value of the investment

good in period t. Therefore, y; and &; are positive for all t. Finally, the increase of capital
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investment worsens environmental quality by ¢ fi, with social marginal value (.
We obtain the long-run conditions by dropping the time subscripts. To simplify the

FOCs, we set o = 1 in the utility function U(ey, Iy, Q;), which then limits to

Uler, b, Qi) = paIn(ee) + po In(ly) + (1 — 1 — pi2) In(Qy). (47)

As we did with the DCE, we linearize the system of Eqs. (36)-(46) around the steady state
using Taylor’s Theorem. We use the same values for the parameters and we find that the
model is stable (for details see Appendix B). Once again, there is a unique equilibrium

and the economy converges to this through a saddle path.

5.1. The Chamley-Judd approach to the planner’s problem

Eq. (39) reduces in the long run to

Bllr =m§+ (r+1-268)x —re¢] = x. (48)

From Eq. (43), it holds in the long run that (1 —¢§) = & — 7. By replacing this result into

isy)

(48) and rearranging we have

(r=r)(x+&) —r¢¢ = 0. (49)

We now consider two cases, where ¢ = 0 and ¢ # 0. In the first case, the environmental

externality is zero and Eq. (49) becomes

T (x+€) =0. (50)

The marginal social value of goods Y is strictly positive and the marginal social value of
reducing government taxes £ is nonnegative; therefore, » must equal to 7, so that 7% is
equal to zero. This is the result of the papers by Chamley (1986) and Judd (1985).

We can see this result using a simple numerical example. In Table 1 we provide the
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parameter values (same as in the DCE shocks) and in Column 1 of Table 2 the results.

The findings show that 7 = 0 and the discounted welfare for ¢t = 100 is

(1 — B100) (ci1 (1 — p)r2QU-m—n2))(1=0)
(1-25) (1-o0)

=5,
1-5)
= —53.76943282

U*(e,n, Q) = Ule,n, Q) =

In the case, where ¢ # 0, the first term of Eq. (49) is exactly the same with the
Chamley-Judd result. The second term of Eq. (49) appears because of the positive
environmental externality. By substituting 7 with 7(1 — 7%) and by rearranging the terms

we have that

™ = —xq:-cf’ (51)

which is always positive. It must hold that 7% < 1 & 25 x+£ <1l,or ¢ < xy+¢&8
In Column 2 of Table 2 we provide the results from the numerical example where ¢
is positive and equal to 0.5. The values of the parameters are as before. Evidently, 7%

positive and discounted welfare in this case for ¢ = 100 is given by

(1— 5100) (e (1 — n)mQ(lfm*llQ))(l*U)
(1-5) (1—o0)

a-s9
(1-75)
— —86.12491269,

U(e,n, Q) = ———=-U(e;n, Q) =

The presence of the environmental externality worsens environmental quality. Taxes in-
crease and this leads to a lower level of utility, compared to the case where the environ-
mental externality is equal to zero.

In our model with an environmental externality, taxing capital constitutes a way for the
government to extract revenues generated by a polluting activity and use these revenues
for abatement policy to improve the public good, i.e. the environmental quality. Thus,

we obtain a second-order Chamley-Judd result, where the capital tax is always positive.

8This result remains the same even if we assume that the weight on environmental quality in the
utility function of the agents is equal to zero.

21



5.2. Impulse response functions and stylized facts

In this section, we illustrate the dynamic response of the economy to permanent uni-
tary increases in certain parameters of our model. We begin by the equivalent shocks to
the ones we present for the DCE in Section 4.3. Moreover, we study the responses due
to a 1% increase in the weight on the pollution parameter ¢ and a 1% increase in the
abatement technology v.

Figure 4 shows how the economy responds to a 1% increase in environmental awareness
with a simultaneous 1% decrease in the weight on consumption. We observe that, in the
long-run, output, consumption, and labor decrease. Therefore, there is a channel of
substitution running from consumption to environmental quality. Further, to finance the
exogenous government spending, there is an increase in the labor tax.

In turn, Figure 5 shows how the economy responds to a 1% increase in environmental
awareness with a simultaneous 1% decrease in the weight on labor-leisure. We observe
that, in the long-run, consumption falls and labor increases. Importantly, and in contrast
with Figure 4, capital and output increase along with environmental quality.

Two main results become apparent from these exercises. First, as expected, an increase
in the households’ environmental awareness always leads to a higher environmental quality,
reflecting on the actions of the government. Second, comparing inferences from Figures 4
and 5, we note (as in the DCE) that the substitution between environmental awareness and
consumption lowers output (Figure 4), whereas the substitution between environmental
awareness and labor increases output (Figure 5). In other words, the economy is better
off when the rising environmental awareness goes as far as mitigating households labor
supply toward polluting activities and related jobs. This provides further evidence that
endogenizing labor decisions is important to study the effect of environmental awareness
on households’ decisions and real economic outcomes. Our results are in line with the
empirical findings of Iosifidi (2016), who shows that the environmental awareness-labor
supply nexus is stronger compared to the environmental awareness-consumption nexus.

An interesting issue related to environmental awareness is the case in which this leads

to an improvement in the abatement technology v. A positive 1% shock to this param-
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eter implies that public abatement spending is transformed more effectively into units
of renewable resources. Based on the results presented in Figure 6, households consume
more, but labor remains approximately constant. The production of the polluting output
increases, but the improvement of abatement technology completely offsets this negative
effect, without raising the capital tax. Environmental quality increases and the economy

moves to a higher-welfare steady state.

6. Conclusions

This paper studies a dynamic general equilibrium model with an environmental exter-
nality and optimal taxation. In our model the households decide between consumption,
labor, and environmental quality. Thus, there are two channels of substitution for environ-
mental quality: that of consumption (as in previous literature) and that of labor-leisure.
We posit that this distinction is important given empirical facts showing a strong effect
of environmental awareness on labor supply.

Our model predicts that an increase in households’ environmental awareness improves
environmental quality and the same also holds when environmental awareness remains
constant and the weight on consumption increases at the expense of the weight on labor.
Importantly, an increase in environmental awareness yields lower output when it is ac-
companied by a decrease in the weight on consumption, ceteris paribus. In contrast, an
increase in environmental awareness has the exact opposite effect on output when it is
accompanied by a decrease in the weight on labor, ceteris paribus. Phrased differently, an
increase in environmental awareness can have both positive or negative effects on output
based on whether it trades off labor (positive effect) or consumption (negative effect).
This finding is consistent with recent evidence on the effect of environmental awareness
on labor supply and related government actions to improve environmental quality via
lower polluting units (and jobs).

We also find that the optimal capital tax in the long run is non-zero. This happens be-

cause capital tax constitutes a way for the benevolent Ramsey planner to extract revenues
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generated by a polluting activity and use these revenues for abatement policy to improve
environmental quality. As pollution decreases, the government reduces the capital tax
rate to extract a smaller fraction of the rents. When the pollution externality is zero, the
model is equivalent to the standard model of optimal dynamic taxation. In that case,
there are no capital rents produced by polluting activities, so the optimal steady-state
capital tax rate is zero. Thus, our model yields a second-order Chamley-Judd result,

where the capital tax is always positive.
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Table 1

Parameter values for the numerical example

Parameter Description Value
a Capital share in production 0.33
oF Capital depreciation rate 0.1
o Curvature parameter in utility function 2
15} Time discount factor 0.97
41 Consumption weight in utility function 0.3
[bo Leisure weight in the utility function 0.3
Q Environmental quality without pollution 1
04 Persistence of environmental quality 0.9
A Long-run total factor productivity 1
) Long-run pollution externality 0.5
v Transformation of spending into units of nature | 0.75

Table 2
Long-run values when
Variable name | 1 (¢ =0) | 2 (¢ = 0.5)

c 0.187 0.081
n 0.288 0.312
Q 2.146 0.928
2 1.146 0.241
Tk 0.000 0.664
7l 0.502 0.617
A 0.507 | 0.337%1072
b 0.160 | 0.165*1073
¢ 1.636 6.521
3 0.878 | 0.712%1072
X 0.349 5.328

27



Figure 1: Response of the DCE with endogenous labor to an increase in g3, decrease in

11, with steady po
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Figure 3: Response of the DCE with endogenous labor to an increase in p, decrease in

o, with steady ps
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Figure 5: Response of the economy to an increase in p3, decrease in ps, with steady pq
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Appendix A: Linearization of the DCE
Eq. (26) becomes
Flen, kupr, ke me) = é 4 kg + faiu + foke = 0, (A1)

where for any variable x of the system it holds that z; = x; —x*, with 2* being the steady

state value of the variable and

fo=fu() = [FAQ = a)(K)" () "[1 — at® — (1 — a)7']], (A2)

fo=fi () = [=laAE)* T ()1 = a7 — (1= a)7'] + (1 = 6)]]. (A3)

Eq. (27) becomes

g(ctv ktv nt) = ”Qét + gaﬁt + gb]%t = Ov (A4)

where

Ja = g (-) = (@ AR (0") ™7 + (1 = @) A(R)*(n") )1 = ') (1 —a),  (A5)

9= g1 (-) = [ (1 = n*)(1 = a)aA(k)* () ~*(1 = 7')]. (A6)
Eq. (28) becomes

h(Ct+17 Ny, Qt+1, Key1, ¢, ng, Qt) = hoCoy1 + o1 + hc@t+1 (A7)

thakeyy 4 heéy + by + hyQr = 0,
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where

B = s () = —[Blun (1 — ) — (Y021 —noy(@Q) ] =] (AB)
(1 —78)aA(E")* (") + 1 — 6],
By = by () = [Bpa(1 = 0)() 0074 (1 — =)L (@e)mms1=0) (a9
(1= TH)aAGR)* () 41— 6% = B(1 — a)(e )=

(1= 72 (@) )= [(1 — T)a A (k)" (n") ),

he = hau () = —[B(1L = 1 — pa)(1 — o)y 0=7)" (A10)
(1 =m0 (Q7) =01 (1 — K AR (n°) =" +1 - 6],
ha = B () = [0 (1 — =) (@)l (A1)
(1~ ™)ala — AR (n) ),

he = hey() = [l (1 = 0) = (@)= 2[(1 = ) (@) ], (Al2)
By = () = ~ (1 = 0)( 0D (1 DA (@) (AL)

hg =hq,(-) = [(1 — p1 — p2)(1 — a)(c*)f“(l—ff)—l(l — n*)m(l—U)(Q*)(l—m—uz)(l—a)—l]'

(A14)
Finally Eq. (29) becomes
M(Qrs1, ey Qs k) = 39Q + Mgty + myky — Quir = 0, (A15)
where
Mq = My, () = —A(1 = @) (k)" (") [v]ar" + (1 — a)7'] = ¢, (A16)
my = mp, (-) = —aA(k")* (") [olar* + (1 — a)7'] — ¢). (A17)

The 4 by 4 system in matrix notation is
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0 0o -1 0 Ce1 Jo 1 fy O Cy
0 0 0 0 n “ 0 n R
At+1 _ H2 g 9o At PN AXt+1 _
—he —hy —hg —he | | ki hy he 0 hy || ke
o 0 0 1 Qi1 me 0 my 07 Q;

One way to check the stability of equilibrium is with the approach of Blanchard and
Kahn (1980). We observe that the second equation is a static equation. We substitute

this equation into the other three equations of the system and the system becomes

0 1 0 Cey1 i fo O Cy
hi hy he| |ha | = | hs e —hy| | k| © EXin=FX & Xy = FET'X, &
0 0 1| Qi my mo 04 Q

X1 = COX;.

Using the parameter values in the paper of Angelopoulos, Economides, and Philip-
popoulos (2013), we find that there are two eigenvalues with module smaller than 1 for
the backward looking variables k; and Q;, and one eigenvalue with module larger than 1
for the forward looking variable ¢;. When we solve the 4 by 4 system using Dynare we
find that the eigenvalue of n;, which is a forward looking variable too, has module larger
than 1. The Blanchard-Kahn conditions are satisfied and the model is stable. The steady
state of the system is a saddle path, therefore it has a unique equilibrium.

Given that in the initial 4 by 4 system the matrix A is singular, we can also check
its stability using the approach of Klein (2000). We first recover the generalized Schur
decomposition of (A, B). We get the matrices of complex numbers @) and Z, such that
S =QAZ and T = QBZ are upper triangular, and QQ’ = ZZ' = I. Then the dynamics

equation can be rewritten as

AZZ' X1 = BZZ'X,. (A18)

Let us define w; = Z'X; to get
AZYDH_l = BZwt (Alg)
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and pre-multiply both sides by @
QAZWt_'_l == QBZWt, (A20)

which is equal to

Swt+1 == th. (A21)

g—” are the generalized eigenvalues of the system. We find that we have two stable eigen-
values with modulus below unity, which are associated with the variables k; and @)y, and
two unstable eigenvalues with modulus greater than unity, which are associated with the
variables ¢; and n;. Therefore, the model is stable, the steady state of the system is a

saddle path and it has a unique equilibrium.

Appendix B: Linearization of the optimal tax model

For

Uler, U, Qi) = paInfer) + pon(ly) + (1 = pn = p2) In(@y), (B1)
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the FOCs of the Ramsey problem become:

C?)‘t Ha 2 Ha k a, l-a k
H1Cy — "’ﬂwt_Q—CtXt—wt_l—Q[(l—Tt )Aktnt —|—1 —(5 ] :O, (BQ)
1—mny len C
(1 —a)Akin [x: — Go + ft[an +(1- a)Ttl]] (B3)
Fa (1 = a1 - @) Ak
t
Ce I\ M1 —1
_— — (1= 1 —a)Akin; " =0,
(1 —mn)? A )M2 a )
a a X ILL a

¢t—ul (1- Ttkiu) (a — )Akt+12 %+1 - + A1 (1 — Ttl-l—l) - a(l — )Akt+11nt+1 (B4)

Ct+1 B 2

+aAkt+1 nt+1 F(x41 — G190 + £t+1[a7-t+1 + (1 - )Tt+1]) + X1 (1 — 5" ) =0,

—G Q41 + 5(— + (4107) = (B5)
Q11
&k — a2t =0, (B6)
Ct
TR Yai gy (B7)
M2
M1 1 Ct
— a)Ak® — = B8
B0 — o)Ak (1 = ) = 75 = (B8)
1 o 7
?jl[(l - Ttﬁl)aAktHlntH +1- 5k] ctl’ (B9)
Qi1 = (1 —069Q +6Q, — gzﬁAkf}n%_“ + vy, (B10)
g = Akin}~ [aTt +(1-— a)Ttl] (B11)
e 4 kiyr = Ak}~ — g + (1 — 68k, (B12)

From the Egs. (B2) — (B12) we can eliminate (;, ¢, and ;_; by substituting (B11),
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(B5) and (B6) at time t and ¢ + 1, so that Eqs. (B2) — (B12) be written as

2

;A —a
pace = 7 : ; + Béikiricit — Exe — Ghic(1 — 7)) Akin, * +1— 6" =0, (B13)
— It

(1= a)Akin a1 = D)+ &lort + (1= a)rt = 1) = 72 4 &(1 = r)a(l — ) Ak
(B14)
CiA 1 0 —l—a
_m — (1 — Ttl)za(l —a)Akin; 17 =0,
a— —a X M a— —a

ki (1 — Ttlj-l)a(a - 1)Ak3t+12n%+1 - Et + A (1 — Ttl+1)ﬂ_:a(1 - a)Akt+1lnt+1 (B15)

A ARSI T e (1 — D) 4 Efarf , + (1 —a)rl, — 2]+ xen (1 — 6%) =0

t+1 Tt [ Xt+1 y t+110T¢ 1 1T Xt+1 )

1 1= — 04

—(xe + ft);@tﬂ + B# + 57<Xt+1 +&41) =0, (B16)
ftnt — )\t% = 0, (Bl?)
pace — pi (1 —mny)(1 — a) Aking (1 — 1) = 0, (B18)
Buied| (1 — 781 a Ak ng T +1— 6" = pucpn, (B19)
(1 —86DQ + 67Q, — pAkin;~* + vAkIn] *[arF + (1 — a)7)] — Qup1 = 0, (B20)
e+ kpyr — Akl 1 —arf — (1 —a)7]] — (1 = 6"k, = 0. (B21)

In this way we have a system with nine equations in {c;, ns, kiy1, Quit, 75, 7 Ay Xy E6 1520
We linearize Eqs. (B13) — (B21) around the steady state to analyze the system’s behav-
ior. By using Taylor’s theorem we expand the functions of the system around the steady
state.

Eq. (B13) becomes

Fr(ees s ey €ty Frats Corts Xes &6 Ky TF) = frabe + frofie + Frehe + f1d€t+1 + f1ei€t+1 (B22)

+ 171 + figXe + flhét + flz']%t + flj%tk7
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where

2" )\*
1—n*

fla = flct(C*an*7/\*7£*7 k*7C*7X*a€*7k*7Tk*) - [:ul -

A(k*)a(n*)l—a +1— 5k]],
* 2)\*
flb = flnt(C*an*>)\*76*7k*ac*ax*ag*?k*77k*) = [_[ <C )

R (1= )1 = a) AR (n") 7],
(c)” .

1—n*
fra = fre. (1) = BE°C,
fre = fikea (1) = PE,
fip = freo (1) = BEKT,
fig = fi () = [= (),
fin = fie () = [=[Fe (1 = 7)) AR () 7 + 1 = 6¥]],
fi = fu () = [=€ 11 = T AR) (n7)' 7" + 1 = 0]
=€ (1 = ) Aa(k™)" ()7,

flj = fthk() — f*C*(l _ Tk*)A(k*)a+l(n*)1_a.

Jie = fut(') = [_

Eq. (B14) becomes

(1 —n*)?

(B23)

(B24)

(B25)

(B26)
(B27)
(B28)
(B29)
(B30)

(B31)

(B32)

Folke,rig, xos €0, T TE o, M) = foake + fanfe + focXe + foae + foeT) + fartt+ fogle + fone,
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where

Fau = s () = [0 = @)k ()0~ &) (B34)

™+ (1 a)r = 2 (1 - (- @) AR ()
N (L= )T (1 = @A) (7))
Fir = Fon() = [l = @) AGK) () [y (1 = &) (B35)
+lart+ (1= = 2 - e (= e - A )

_202*3;)?*> X (1 =) a1 = @) e+ DAR)" (1))

Foo = o) = (1 = AR )1 = &), (B36)

Far = o () = [(1 = a)AGK) () (B37)

[am™ + (1 — a)T" — %]] + (1 = ™)a(1 — a)A(E*)*(n*) ™7, (B38)

oo = o) = (1= ) ARV (n") 6", (B39)

for = fort() = [(1 = a)*A(K")*(n")°¢" = € a(1 — @) A(K")" (n") (B40)

FATEa(l = ) AR (n) )

2
A*
f2g - f2ct<'> - [_m], (B41)
fon = for, () = [—(1_0—71*)2 —(1— Tl*)%a(l —a)A(K")*(n*)" 1. (B42)

Eq. (B15) becomes

F3 (&t ke, Ty, M1, Xos At Toats Xer1) = faalert + favker1 + faeTliy + faafur (B43)

+f2eXe + fap a1 + fagTios + FanXert,
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where

Fia = fieean () = (1 = ™)afa — DAGE) ()~
2,
Fi = Fore () = [6(1 = 7)afa — 12 AGR) )
FAR(1— TZ*)%au — a2 ART) ()
Fala — DAR)™ () (1~ & -

—FCLA(k*)ail(n*)lia[aTk* + (1 _ a),/_l* o

fae = far () = [ A(K")* " (n") 7€ — Eala — AR (n")' 7],
fsa = fanin () = [=€ (1 = m)a(a — 12 A(K")* " (n") ™

N = a1 Ay )

Fa(l = QAR () D1 = D) 4 €ar + (1 - )t - )
o= Fo) =[5
for = Foaunn() = (1= 7) a(l = a) ()" ),
ﬁm=h¢J)=MO—aMMﬂ“%Wfﬂﬁ—A€?M%3k¥WY%
Fin = Forenn () = @AY ()40 = &) 1= ).

Eq. (B16) becomes

Ja(xe, &5 Qa1 Xew1, E41) = faaXe + f4bét + f4cQt+1 + fadaXe+1 + f4e€t+17
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)+ & ™ + (1 —a)r™ — )],

(B44)

(B45)

(B46)

(B4T)

(B48)
(B49)
(B50)

(B51)

(B52)



where

fuo = T () =%
fu= i) =2,
e = Jigua () = [0 +.¢92 - 20zl
fur = T () = 22
e = e () = 2~

Eq. (B17) becomes

Fs (& me, M) = foale + fspiie + foehe,

where

f5a = f5§t(') = n*a
f5b = f5nt(') = 5*7
fse = fon (1) = [_%]

Eq. (B18) becomes
fo(ce, nu, ktﬂ'tl) = o + fealty + f6bfft + f6c7ttl>
where

foa = fou () = (1 = ) A(K")* (") 7" (1 = 7)

+apn (1 —n")(1 = a)A(k*)*(n") "7} (1 = 7)),

foo = for () = [ (1 = n)(1 = @)aA(K")* (n") ™ (1 — )],

foo = font(-) = ma(1 = n*)(1 = a) A(K")" (") .
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(B53)
(B54)
(B55)

(B56)

(B57)

(B58)

(B59)
(B60)

(B61)

(B62)

(B63)

(B64)

(B65)



Eq. (B19) becomes

~ k 2 ~ ~
fr(ee, Ttk+1> K1, Mg, Cog1) = fraCe + f?th-i—l + frekir + fratuer + [— ],

where

fra = fre,(-) = Bua[(1 — Tk*)aA<k*>a71(n*)lfa +1- 5k]>
Joo = Joer () = [—=Buc aA(k") " (n)' 7],
fre = faren () = Buac* (1 — 7)a(a — 1) A(K*)* > (n*)' 7,

fra = fine, (1) = Buac™ (1 — ™)a(l — a)A(K*)*(n*) ™
Eq. (B20) becomes
Is(Q4, ke, e, Ttk7 Ttlv Q1) = 5th + fSaift + fapiie + fsﬁtk + fsdﬁl - Qt+1>

where

Foa = Futn () = [=0aA (k) (0°)1 = v Aa(k' ) () for™ + (1= 07"
oo = find(5) = [20(1 = @VA()"(0") " + v(1 = @) A(R)*(0")
[ + (1 — a)7™]],
fre = furp () = VAR ("),

fsa = fs () = vA(R) (n") (1 — a).
Eq. (B21) becomes

. 7 . K ]
f9(Ct, k’t+1, ke, ny, Ttk> Ttl) =+ k’t+1 + foake + fortu + f907_t + f9th>
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(B66)

(B67)
(B68)
(B69)

(B70)

(BT1)

(B72)

(B73)

(B74)

(B75)

(B76)



where

fou = for, () = [=aA(k")* () (1 — ar™ = (1 — a)7"] + (1 = 8]}, (B77)
foo = fon, () = [FA(L = a)(k")*(n")"*[L — a7™ — (1 — a)7"]], (B78)

foo = forp () = A(K)" (") ", (B79)

foa = fori () = A(K")*(n")7*(1 — a). (B80)

We observe that the three of the equations in the system are static. We substitute
these equations into the other six equations of the system. More specifically, we solve fs,

fs and, fs with respect to 7%, fi;, and 7! respectively:
fa(key ey Xy &4, 7, 74 €0, M) = 0
f5(&,me, M) =0
fo(ce,ne, ke, ) =0
B (- ) G B St nty |\ (b Sip S )
+(—4) + Ct(ﬁf pa — 122)
iy = [—% 216+ [— fsa])\t

| T} = —pialy — fﬁbkt + f6a£_*§t + foa ’;55 At
Therefore, the system becomes

fir fie 00 0 fia] |G fu —fis 0 —fis —fu —fe| | &
fs fiz 0 fz fa fa| | ken 0 0O 0 0 —fse O Jet
0 0 fie 0 fuo fae| [Qua| [0 0 0 0 —fi —fu||Q
fs fr 0 fis fu fe| | Ao —fra 00 0 0 0 M
0 0 1 0 0 0] X fes fss 07 fs2o faao fs | | Xu
01 0 0 0 0]|&n Joo Jm 0 fouo S fos | &

o DXy = EX, & X = ED'X, & X, = FX,.

By using the parameter values in the paper of Angelopoulos, Economides, and Philip-
popoulos (2013), we find that the three eigenvalues of F' have absolute value smaller
than one, while the other three have absolute value larger than one. The Blanchard-Kahn
conditions are satisfied and the model is stable. The steady state of the system is a saddle

path, therefore it has a unique equilibrium.
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