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General Introduction

Climate change has shifted from a fringe issue to a worldwide emergency. Our under-
standing of the phenomenon and our willingness to act have developed significantly, in
part paralleling the ways in which climate change is being experienced around the globe.
It has become a hot topic where academics, industry, and lay people alike are finding com-
mon ground. As such, growing academic awareness is leading to important literature in
the domain. The implementation of a strategy for the substantial reduction of greenhouse
gases (GHG) at the global level has become a major priority. Since the Rio Conference in
1992, a debate has raged in academic and political circles over the growth-environmental
trade-off. Discussions focus on the means by which economic activities could align with
environmental concerns instead of being hindered by assumed mutual exclusivity.

The Intergovernmental Panel on Climate Change (IPCC), which is an international
body of scientists established by the United Nations to assess the science related to climate
change, periodically produces assessment reports that provide a comprehensive summary of
the current state of scientific knowledge on climate change. The most recent IPCC report,
released in 2021, provides projections of future climate change under different scenarios of
greenhouse gas emissions. The report finds that human activities, particularly the burning
of fossil fuels, are causing global temperatures to rise and that this is causing a wide range
of impacts on natural systems and human societies. The report projects that under all
emissions scenarios, global temperatures will continue to rise in the coming decades, lead-

ing to more frequent and severe heat waves, droughts, and extreme precipitation events.



General Introduction

Sea levels are also projected to rise, with potentially devastating impacts on coastal com-
munities and infrastructure. The report finds that limiting global warming to 1.5 degrees
Celsius above pre-industrial levels (a target agreed upon in the Paris Agreement) would
require rapid and deep reductions in greenhouse gas emissions. Even if emissions were to
reach net-zero by around 2050, some level of global warming is already locked in due to
past emissions, and the impacts of climate change will continue to be felt for many decades
to come. The IPCC projections highlight the urgent need for ambitious action to reduce
greenhouse gas emissions and adapt to the impacts of climate change. Failure to do so will
result in significant and potentially irreversible impacts on natural systems and human
societies.

In practice, especially in the short and medium terms, however, financial and economic
activity on one side, and environmental policy on the other, are in tension. A need for both
medium/long and short-term policies aimed at bridging the gap between environmental
sustainability and economic efficiency, as well as addressing financial stability and distribu-
tional impacts, are in dire need, in order to foster economic transition. Of special concern
are climate actions that may strongly impact macroeconomic activity, given the potentially
high added cost of GHG offsetting. With the substantial effects of climate actions on the
overall economy, a growing body of research from the field of macroeconomics (including
distributional macroeconomics) and macro-finance, among others, are now tackling these
issues.

In recent years, financial policy makers have also become increasingly concerned by the
challenges posed by climate change. As a step toward more actions, the ECB decided,
as part of its financial stability and monetary policy strategy review, to monitor more
closely climate risk and the consequences it could have on financial stability. For the time
being, however, fiscal policy has been the main instrument to mitigate present and future
damages from climate change.

As such, a successful green transition by 2050 would require substantial understanding

of the social science (e.g. macroeconomic, financial, distributional) and natural science



General Introduction

(e.g. mnatural resources and energy availability) challenges that could be posed by both
the environmental externality and policy. While the major focus of environmental and
climate economists over the last decade as summarized in the literature review conducted
by Schubert [2018] has been the pricing of the environmental externality and the global
macroeconomic impacts of climate change, not much research investigating environmental
externality and policy and their interlinks with the macro-finance and the inclusion of
heterogeneity of agents have been conducted.

First, the potential linkages between i) environmental externality and policy and ii)
financial markets could be of major concerns especially if shown that physical and miti-
gation climate related risks could cause significant distress on financial markets. Where
carbon pricing could be used as mitigation risk for the climate physical risk, the design of
carbon markets could entail potential market inefficiencies, which would hinder financial
stability.

Second, as carbon prices reach historical heights (Figure 0.1), one of the major concerns
with the 2050 net-zero emissions target lies in its potential distributional impacts. The
example of the Yellow Vest Crisis (Les Gilets Jaunes) in France and Canada, to name
only two instances of carbon-tax induced social upheaval, highlights the importance of
accounting for distributional impacts when setting a carbon price, impacts of which may
otherwise impede its implementation. The political economy of environmental policies
could then become a major hurdle in achieving the net-zero policy and keeping temper-
atures below 1.5 or 2 degrees Celsius above pre-industrial levels. Thus, understanding
the set of policies (e.g. finding ways to steer green innovation without solely relying on
increasing carbon pricing), which could be used is crucial to avoid failing to achieve the

2050 net-zero objective.
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FIGURE 0.1. Carbon Prices In the World’s Major Cap-and-Trade Markets
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Note: The figure presents the carbon prices in major cap-and-trade world markets and is constructed using data from

the International Carbon Action Partnership: https://icapcarbonaction.com.

In the following paragraphs of the general introduction, we present the objectives of
this thesis (where we investigate the three literature gaps identified in this introduction,
namely: i) the interactions of environmental externality and policy with financial market,
ii) the potential distributional impacts of net-zero policy, and iii) the set of policies which
could be used to steer green innovation), the main results, a snapshot of the related liter-
ature (which is later developed within each chapter), as well as the main contributions of

the thesis.

The objective of this thesis is to provide a framework to address the implications of
the green transition that are aimed at combating physical and transition risks associated
with climate change on the macroeconomy. To do so: i) in the first chapter, we explore the
implications of setting a market of carbon permits (such as the European Union Emissions
Trading Scheme) on macro-financial stability; then ii) we expand the framework in chapter

two to study the implications of the net-zero policy (which aims for carbon neutrality by
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General Introduction

2050) on household welfare by relying on recent advances in distributional macro theorys;
finally iii) in chapter three, we study the role that green innovation could play in the

transition period and investigate which policies could be useful to steer green research and

development (R&D).

The main results of the chapters of this thesis are as follows:

In the first chapter, we provide a macro-finance framework that includes financial inter-
mediaries, heterogeneous firms, and the climate externality. We rely on this framework to
investigate the impacts of market-based climate policy on financial stability and macroe-
conomic costs. We first show that as the cap policy diverges from the optimal social cost
of carbon (SCC), the loss on welfare increases, whereas, in the short term, the ETS market
design induces volatility in the carbon price, which distorts risk premia. We then propose
tools to mitigate these inefficiencies. We find that: i) sectoral risk-weight (i.e. climate
risk-weight) macroprudential policy is able to both reduce the wedge gap and mitigate
financial stability risk related to climate change, and ii) short-term monetary policy in-

struments (i.e QE rules) are able to restore the equilibrium in the financial markets.

In the second chapter, we focus on the distributional impacts related to the net-zero
emissions target. We build on the recent distributional macroeconomic literature to which
we cast a full-fledged climate dynamics framework and investigate the impacts of the green
transition on household income and wealth joint distribution. We show that carbon price
generates distributional impacts both in the short-run and the long-run. We also show that
targeted redistribution of carbon revenues could be a major tool in government strategies to
mitigate the distributional cost of the net-zero target. We note that, while fiscal transfers
are able to offset some of the distributional impacts of carbon pricing, cheaper abatement

technologies are paramount over the long-run.
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In the third chapter, we investigate the role financial loans and fiscal policy could play
in fostering green transition and steering green R&D. We start by empirically showing
that both long-term loans and carbon price postively impact green innovation as measured
by patent numbers. Then relying on a dynamic general equilibrium model we show that
macro-financial policies could play a similar role to fiscal subsidies in steering green inno-

vation and curving down the implicit carbon price.

The related literature (in a nutshell) of this thesis builds on both the macro-
finance and macro-environmental economics literatures.

From macroeconomic business cycles models to distributional macroeconomics, passing

through macro-finance: Since the first business cycle micro-founded framework of Lucas

[1978] and Kydland and Prescott [1982], the last forty years witnessed major develop-
ments in the macro/business cycle literature. With an objective to better micro-found and
estimate macro models using empirical data, the dynamic stochastic general equilibrium
(DSGE) models became the state of the art framework used by central banks and policy
institutions, especially with the canonical contributions of Smets and Wouters [2003] and
Christiano et al. [2005], who estblished procedures to estimate large models using empirical
macro data, thus allowing for many policy counterfactual analyses.

However, the 2007 financial crisis, showed some weaknesses and shortcomings of DSGE
models, especially as these models were unable to make significant /robust predictions nor
were they well suited to analyse the policy spectrum during recent financial distresses.
These DSGE models lacked important financial components. Considerable research has
since been conducted and models of financial intermediation were brought back to the
forefront with their key mechanisms incorporated into state of the art DSGE models (e.g.
Gertler and Karadi [2011]).

Recently, and building on the above advances of the literature and ground-breaking
work in applied mathematics such as the field of “Mean Field Games” (MFG) introduced

by [Lasry and Lions, 2007] (always with an objective to better micro-found the models),
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[Achdou et al., 2022] among others, expanded the scope of DSGE models to new strand
of literature referred to as distributional-macro. The main strength of this new literature
is the inclusion of higher levels of heterogeneity within economic agents, which allows to
increase the scope of economic and policy analysis.

From Integrated Assessment Models (IAMs) to environmental-macro E-DSGE: Since

the early work of William Nordhaus, who aimed to incorporate geophysical and climate
change dynamics within standard long-run macroeconomic models (where he developped
IAM frameworks, e.g. Nordhaus [1992]), most of the research focused on the social cost of
carbon, building on his framework and did not investigate the linkages with macro-finance
and business cycles implications.

While TAMs offer a framework that features both climate dynamics and economic
growth, it usually features a stylized representation of agent behaviors. In recent years, a
body of research began incorporating climate dynamics within the more standard business
cycle macro models (e.g. Heutel [2012], Golosov et al. [2014]), thus allowing for the birth
of the new environmental-macro literature: E-DSGE models.

In the main body of this thesis, I build on all these recent macro-finance and distributional-

macro literatures as well as environmental-macro literature!.

The main contributions of the thesis with respect to the literature, can be sum-

marized as follows:

i) Theoretically, this thesis offers four main contributions. First (and most generally),
we propose a general equilibrium macro-finance and climate change frameworks that allows
for studying the impacts of environmental policy on: a) financial markets, b) household
income and wealth distributions, and c¢) green innovation. For the second theoretical contri-
bution, the first chapter presents a framework that paves the way for a more comprehensive

approach which allows for highlighting the role of the financial sector in the transition to

L An extensive literature review is included in each chapter.
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a low carbon economy and depicts the risks associated with climate transition policy and
physical risk. For the third contribution, chapter two develops a novel and flexible hetero-
geneous climate macroeconomic framework that accounts for climate dynamics and allows
for studying the distributional impacts along the transition to the net-zero emissions target
and shows how accounting for heterogeneity is crucial for understanding climate policy im-
plications in the long-run. Finally, the third chapter presents a new model of endogenous
green growth that is able to account for the development of new sustainable technologies

that lower abatement costs.

ii) Methodologically, we show how to cast non-stationary climate dynamics within the
standard incomplete market model pioneered by [Imrohoroglu, 1989] and [Aiyagari, 1994],
in continuous time following [Achdou et al., 2022] and retrieve stationary wealth distribu-
tions. The thesis proposes another methodological contribution, which involves computing
pathways that are consistent with the transition to a low carbon economy. These pathways
include both deterministic trends and stochastic processes, and they are derived using the
extended path algorithm of Adjemian and Juillard [2013]. The resulting transition path-

ways exhibit some level of uncertainty at the business cycle frequency.

In the following, we present the three chapters of the thesis and then conclude.



Chapter 1

Policy Interaction and the Transition

to Clean Technology

This chapter was presented at the Climate Risk Workshop of the Federal Reserve Bank
of San Francisco, the Annual Meetings of the AEA, CEBRA and EAERE, the Annual
Conference of the MIT Golub Center for Finance and Policy, the Annual Conference of
the Money Macro and Finance Society, the 1st Sustainable Macro Conference, as well as
the Paris-Dauphine Economics Ph.D. Workshop and Economic Department Seminar. It
has also been published as a working paper at the Grantham Research Institute (LSE).



Chapter 1: Policy Interaction and the Transition to Clean Technology

1.1 Introduction

In this paper, we study the implication of setting a market for carbon permits to
meet the net-zero target (in the European Union (EU), this corresponds to an emission
reduction objective of 55 percent by 2030 compared to the 1990 level). To de-carbonize the
economy, the price of carbon is expected to rise sharply, as the welfare maximizing optimal
policy is shown to not be sufficient ([Golosov et al., 2014] and [Hassler et al., 2020]). This
could potentially lead to both welfare distortions in the long run and financial disruptions
in the short run (depending on the market structure and price volatility). A framework
seeking a better integration of macro-finance and environment would allow, on one hand,
for a better understanding of carbon mitigation pricing policies as well as their impacts on
different macro aggregates including consumer welfare, which is shown to be significantly
impacted and differs depending on the carbon pricing policy market design in place ([Sager,
2019]). On the other hand, this framework would also allow for investigating the linkages
and impacts of the climate externality on financial aggregates such as the natural rate of
interest and the risk premium ([Benmir et al., 2020] and [Bauer and Rudebusch, 2021]).
In our quantitative analysis, we take the EU net-zero policy as given and investigate how
macro-financial policies could interact with it.

This paper is tightly linked to three strands of literature that address macro-environmental
issues and the role of macro-financial authorities.

The first strand focuses on long-term analysis of the nexus between climate policies and
the macroeconomy and can be traced back to the early work of [Nordhaus, 1991]. A wide
range of literature of integrated assessment models (IAMs) extended the framework devel-
oped by Nordhaus to account for uncertainty in climate dynamics and damages (see [Stern,
2008], [Weitzman, 2012], and [Dietz and Stern, 2015], among others). [Golosov et al., 2014]
use a dynamic stochastic general equilibrium (DSGE) model to show that the optimal car-

bon price is not impacted by future uncertainty. They also find that following the optimal
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Chapter 1: Policy Interaction and the Transition to Clean Technology

policy would not allow for global warming to be kept well below 2°C over a 50 years horizon.
This is consistent with our simulations, which show that the price of carbon needs to rise
well above its optimal counterpart to set the Euro Area (EA) on the net-zero path. While
[Golosov et al., 2014] compute transition pathways resulting from the implementation of
an optimal carbon price policy, we instead consider the carbon price resulting from the
European Trading System (ETS) cap policy. In the same spirit of our work, [Hassler et al.,
2020] investigate several sub-optimal policy scenarios using a multi-country IAM. These
scenarios, however, are not designed to represent current carbon policies in the European
Union (EU) and IAMs do not feature a role for the financial system. In a recent paper,
[Van der Ploeg et al., 2020] study the financial consequences of climate risk with respect
to portfolio choices. Although our article shares similar components with the latter, we
differ by explicitly modeling financial intermediaries. [Carattini et al., 2021] and [Diluiso
et al., 2021] also build environmental DSGE (E-DSGE) models with financial frictions,
yet they do not account for trend growth and uncertainty around the level of TFP and
carbon price in their long-term simulations, both of which are featured in our analysis.
Furthermore, they both simulate transition pathways as a response to exogenous shocks,
rather than using deterministic simulations. However, similar to [Carattini et al., 2021],
we consider macroprudential policy as a long-term tool that can be used to shape banks’
balance sheets in order to contain climate risk rather than a short-term tool to address
financial shocks ([Diluiso et al., 2021]). With respect to the literature on long-term tran-
sition pathways, our simulations feature both deterministic trends and uncertainty on the
level of TFP, as well as on the carbon price. While [Cai and Lontzek, 2019] also perform
long-term transitions with uncertainty around the trend of TFP and climate damages, we
focus on TFP and the price of carbon as we consider a shorter horizon. In addition, we
use a Newton-based method to compute the solution where [Cai and Lontzek, 2019] use
value function iteration. We also provide a dynamic analysis of welfare, which allows us
to study the benefits of macroprudential policy along the transition to the net-zero target.

The second strand of literature relevant to our work focuses on business cycle impli-

11



Chapter 1: Policy Interaction and the Transition to Clean Technology

cations of environmental policies. [Angelopoulos et al., 2010], [Fischer and Springborn,
2011], [Heutel, 2012], among others,? paved the way for business cycle analysis under an
environmental externality. The main focus of these papers is to assess the efficiency of
different environmental policies. In recent months, papers such as [Diluiso et al., 2021] or
[Carattini et al., 2021] incorporated a financial sector in order to study the role of mon-
etary and macroprudential policies in the fight against climate change. Our short-term
analysis is tangentially related to these two papers. In our framework, however, the mon-
etary authority intervenes to correct a distortion in risk premia stemming from carbon
price volatility, which we estimate based on observed ETS futures price data. The role of
the central bank thus arises endogenously from the transmission of carbon price shocks to
financial variables through the marginal cost of firms, while [Diluiso et al., 2021] explore
the benefits of both monetary and macroprudential policies in response to an exogenous
shock to the quality of brown assets.

Finally, this paper is also linked to a strand of literature assessing central banks’ large-
scale asset purchases (LSAP) programs, and especially the so-called green quantitative
easing (green QE). In the wake of the Great Financial Crisis, [Gertler and Karadi, 2011]
provided a framework to study the impact of central banks’ LSAP programs in response
to a shock to the quality of capital. With respect to green QE, [Ferrari and Nispi Landi,
2021] investigate the impact of a series of positive unexpected shocks to the central bank’s
holdings of green bonds to simulate an assets purchase program. We differ by consider-
ing that LSAP programs are expected by agents, as central banks communicate about
them beforehand. We also consider two types of green LSAP programs (transitory and
permanent) and the interaction between them and pre-announced macroprudential policy.

Our modeling device borrows components from several macroeconomic types of models.

We first build on the canonical versions of New Keynesian (NK) models such as [Woodford,

2E.g. [Bosetti et al., 2014], [Annicchiarico and Di Dio, 2015], and [Dissou and Karnizova, 2016]. For
an extensive literature review distinguishing between the long-term and business cycle environmental
macroeconomics, respectively, please refer to [Schubert, 2018].

12



Chapter 1: Policy Interaction and the Transition to Clean Technology

2003], [Smets and Wouters, 2003] or [Christiano et al., 2005] to derive the core of our
economy.® Second, we add environmental components as in [Nordhaus, 2008], [Heutel,
2012], and [Dietz and Venmans, 2019], which allow for the analysis of the dynamics of the
economy under the presence of the CO, externality. However, as opposed to [Heutel, 2012,
we differentiate between green and brown firms instead of using one sole representation
for firms, thus borrowing from the multi-sector literature ([Carvalho and Nechio, 2016]
among others?). Finally, we include balance sheet constrained financial intermediaries as
in [Gertler and Karadi, 2011]. Given that we introduce a macroprudential authority that
can alter this constraint, we also draw on [Pietrunti, 2017].

As we will consider monetary policy, we only focus on the EA. We perform medium /long-
term simulations both for transition pathways to meet the net-zero target and for LSAP
programs along the transition to net-zero. As for business cycle simulations, we rely on
second order impulse responses to analyze the impact of the ETS carbon price shock on
macro-financial aggregates. The novelty of our approach is that our transition pathways
feature both long-run deterministic growth rates (i.e. labor augmenting technology and
carbon cap policy) and stochastic components around these trends. This allows us to
compute confidence intervals for our variables of interest using Monte-Carlo simulations.
Furthermore, we rely on the simulated method of moments (SMM) to estimate key struc-
tural parameters and match the EA macroeconomic, financial, and environmental empirical
data.

Our main theoretical result highlights the inefficiencies stemming from the EU ETS
design. In the long term we show that, as the cap policy diverges from the optimal social
cost of carbon (SCC), the loss on welfare increases, whereas, in the short term the ETS

market design induces volatility in the carbon price that distorts risk premia.

3Note that for simplicity we abstract from wages rigidities and labor disutility.

4We note that a substantial literature referred to as “directed technical progress” uses two sectors
(green and dirty) to investigate the transition to a green economy and impacts of different environmental
policies. See, for example, [Smulders and De Nooij, 2003], [Grimaud and Rouge, 2008], [Di Maria and
Valente, 2008], [Acemoglu et al., 2012], [Aghion et al., 2016], [Acemoglu et al., 2019].

13
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On applied grounds, our contribution is to propose tools to mitigate these inefficiencies.
Using numerical simulations, we find that an instrument that deviates from the optimal
policy (SCC), such as the ETS, is needed to meet the net-zero target. However, this induces
a substantial cost in terms of welfare (3 percent consumption equivalent). To ease the wel-
fare burden, we show that a sectoral risk-weight (i.e. climate risk-weight) macroprudential
policy is able to reduce the wedge gap, without imposing infeasible regulatory weights on
assets held by financial intermediaries and jeopardizing financial stability. In particular,
a sectoral macroprudential policy favorable to the green sector boosts green capital and
output, inducing a gain in welfare, compared to the sub-optimal policy economy without
macroprudential policy, as the green sector is less sensitive to the rise in carbon price.
With respect to the distortion on risk premia, we show that short-term monetary policy
instruments (i.e QE rules) are able to restore the equilibrium in the financial markets.
Thus, macroprudential and monetary policies could play an important role in offsetting
the negative effects stemming from the implementation of a market for carbon permits.
Finally, we investigate the role of asset purchase programs over the net-zero transition and
find that central banks would have an incentive to tilt their portfolio of assets toward the
green sector when macroprudential policy takes into account climate risk. More generally,
we show that QE rules could be used as a short-term countercyclical tool, while sectoral
macroprudential policy could play a more structural role, allowing for a smooth transition
toward net-zero emissions.

Our actual findings could be further reinforced if we were to see an increase in the share
of the green sector, as illustrated in our simulated transition in figure 1.2 and figure 1.3,
and as argued in the work of [Acemoglu et al., 2016], where the focus is on the long-term
transition strategies.

This paper is organized as follows: section 2 presents the model, section 3 explains the

solution method, section 4 discusses the results, and section 5 concludes.
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Chapter 1: Policy Interaction and the Transition to Clean Technology

1.2 The Model

Using the NK-DSGE framework as a foundation, the present paper investigates the
potential role of fiscal policy, central bank unconventional monetary policy, and macro-
prudential policy, in mitigating climate change impacts on macroeconomic and financial
aggregates. We first model our two-sector economy following [Carvalho and Nechio, 2016].
Then, we incorporate the environmental component following [Nordhaus, 2008], [Heutel,
2012], and [Dietz and Venmans, 2019], among others. Finally, we model financial interme-
diaries drawing on [Gertler and Karadi, 2011].

In a nutshell, the economy modeled is described using a discrete set up with time
t € (0,1,2,...00). The production sectors produce two goods (final and intermediate
goods) using labor and capital. Households consume, offer labor services, and rent out
capital to firms via financial intermediaries. Public authorities decide on the fiscal and
environmental policy, the central bank decides on the monetary policy, and the financial

authority sets the macroprudential policy.

1.2.1 The Household

At each period, the representative household supplies labor inelastically to the two
sectors of our economy (i.e green and brown sectors denoted by k € {g,b}°), while they
also consume and save. Households can either lend their money to the government or to
financial intermediaries, who will in turn leverage and finance firms. In each household
there are bankers and workers. Each banker manages a financial intermediary and transfers
profits to the household. Nevertheless, households cannot lend their money to a financial
intermediary owned by one of their members. Household members who are workers supply
labor and return their salaries to the household to which they belong.

Agents can switch between the two occupations over time. There is a fraction f of

5Where ‘g’ refers to the green sector and ‘b’ to the brown sector.

15



Chapter 1: Policy Interaction and the Transition to Clean Technology

agents who are bankers and a probability #p that a banker remains a banker in the next
period. Thus, (1 — f)fp bankers become workers every period and vice versa, which
keeps the relative proportions constant. Exiting bankers give their retained earnings to
households, which will use them as start-up funds for new bankers.

Households solve the following maximization problem:

i [(Cri = hCyyin) 0
max F ! 1.1
{C¢,Bi41} t; P l l1—0 ( )
s.t.
Ct + Bt+1 = Zg(%) (Wt,kLth —|— Ht,k)) + Hf —l— Tt + RtBt7 (12)
k

where 8 € (0, 1) is the discount factor and ¢ shapes the utility function of the representative
household associated with risk consumption C;. The consumption index C} is subject to
external habits with degree h € [0;1). Labor supply L; ;% in each sector is remunerated at
nominal wage W, ;. Note that the sector share for the green g is g(») = » and (1 — )
for the brown sector b. I, are profits from the ownership of firms, while TI] are profits
from the ownership of financial intermediaries and capital producing firms. 7} is lump sum
taxes. As we assume that intermediaries deposits and government bonds are one period
bonds, R;B, is interest received on bonds held and B;.; is bonds acquired.

Solving the first order conditions and denoting g; as the marginal utility of consumption,

the consumption/saving equations are:

Ot = (Ct — hC’t,l)_a — 5hEt {(Ct+1 — th)_a} N (13)
1= BEtAt,t—i-lRt-i-la (1-4)

6As the main focus of the paper is on medium run transitions, we impose inelastic labour supply to
ease computational burden (without a loss of generality, as most of the effects will captured by the wages).
We note that inelastic labor Ly ; = Ly, where Ly, is the steady state level of labor in each sector.
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with A1, = inl the expected variation in the marginal utility of consumption.

1.2.2 The Firms

1.2.2.1 The Final Firms

Using the multi-sector framework from [Carvalho and Nechio, 2016], and under non-
perfect competition, we assume that production comprises two sectors. Our representative
final firms produce a final good Y}, in these two competitive sectors. Using no more than
capital and labor to produce the intermediate good Yj, (where j € (0, 1) is the continuum
of intermediate goods firms), intermediate firms supply the final sectors. In other words,
the “bundling” of intermediate goods within the two sectors leads to a final good. The

final economy good is a constant elasticity of substitution aggregate of the two sectors:

1.,1-1 1 ,1-1 ﬁ
Vo= (50, T+ (1= )37 7) 7 (1.5)

with 6 € (1, 00) the elasticity of substitution between the two sectors, and s the weight of
each sector. The final firms in the model are looking for profit maximization (in nominal
terms), at a given price P, subject to the intermediate goods j in each of the two sectors

k at prices Pj:

1 1
max 17" = Py, — 5 / P Yt di — (1 — 3) / PjiyYiendj, (1.6)
0 0

Yt

where the aggregation of green and brown firms reads as:

}/t,k_ Y;'t,k . (]_7)
0

However, while we assume a constant elasticity of substitution between the final sectors,
we consider a different elasticity of substitution 6, between differentiated intermediate

goods within each sector. As the goods of the two sectors entail different costs, a different
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elasticity of substitution is considered. This assumption, which shapes the marginal cost
structure, is based both on theoretical work of [Tucker, 2010] as well as on the empirical
findings of [Chan et al., 2013] and [Chegut et al., 2019], where it is found that green
projects entail higher marginal cost (7-13 percent higher costs for green projects in the
construction industry compared to non green projects depending on the ’greenness’ of the
project, and 5-7 percent higher costs in the cement and iron & steel sectors, respectively).

The first order condition for the final firm profit maximization problem yields:

P\ ™" (Pir\ ™"
Yir = =22 — Y. 1.8
" (Pt,k) F) 49
Under perfect competition and free entry, the price of the final good is denoted F;,
while the price P, is the price index of sector-k intermediate goods. Finally, the price

Pj; 1, is the price charged by firm j from sector k.

Prices of final aggregate goods and for each sector are given by:

P = (%Pl + (1= )P ™ (19)

! 1-6 ﬁ
P ([ Pta) (110
0

1.2.2.2 The Intermediate Firms

Our economy is composed of two categories of firms: i) green firms, which are
environmentally-friendly and ii) brown firms with a higher emission intensity. The rep-
resentative firms j in each sector k of the modeled economy uses capital K;j and labor
Ly, to produce the intermediate good. In our framework, firms’ productivity is subject
to climate dynamics. As presented in [Golosov et al., 2014] real business cycle model, the
environmental externality constrains the Cobb-Douglas production function of the firms,
where the negative externality deteriorates the environment and alters production possi-

bilities for firms. However, we differ from [Golosov et al., 2014] by incorporating damages
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from the stock of emissions through the level of temperature as follows:
Yok = d(T0)KS (T Lyes) ™, o € (0,1), (1.11)

where I'; is the economy growth trend and d(7?) a convex function relating the tem-
perature level to a deterioration in output (d(77) = ae_#Ttﬂ), with (a,b)€ER?, which is
borrowed from [Nordhaus and Moffat, 2017]. As highlighted by [Benhabib et al., 1991],
[Jaimovich and Rebelo, 2009], and [Queralto, 2020], the business cycle literature typically
features preferences and/or production functions with T'; = 1 for all t. Within a business
cycle framework, we usually assume no long-run growth. However, as we are also inter-
ested in the transition pathways, our economy features a growth trend I'; different than
1 in hours worked. Therefore, we introduce I';? to the damage sensitivity parameter b,

_LTtOQ . .
such that d(T?) = ae @ ' . The goal is to ensure the existence of a balanced growth

path without a loss of generality, as over the studied period d(7}) = aeiéTtD2 ~ ae VT
In addition, the growth rate of I';, which determines the growth rate of economy, is set
exogenously to v¥ where I'y = 4¥T',_;. Furthermore, « is the standard elasticity of output
with respect to capital, and 5;4 * is a sector-specific technology shock that follows an AR(1)
process: €1 = pa it + oa,ni*, with 5 ~ N (0,1).

Global temperature 7Y is linearly proportional to the level of the emission stock, which

in turn is proportional to cumulative emissions as argued by [Dietz and Venmans, 2019]:"-®

7 = (0g X = T20) + T, (1.12)

"To allow for convergence in the auto-regressive law of motion for the stock of emissions process (shown
in equation (1.13)) we slightly depart from the transient climate response to cumulative carbon emissions
theory and set 74 # 0. However, we choose 4 sufficiently low such that X; ~ Xg + ZE:O(Ei + EY).

8We note that while differences on climate dynamics and damages modeling over the long horizon
(whether a la [Golosov et al., 2014], & la [Nordhaus, 2017], or & la [Dietz and Venmans, 2019], among
others) induce consequent impacts on macroeconomic aggregate equilibriums, over the business cycle
horizon (and under equivalent calibrations), these modeling specifications do not induce significant impacts
on macroeconomic aggregate equilibriums.
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with v§ and v§ chosen following [Dietz and Venmans, 2019].

Furthermore, the carbon emissions stock X; follows a law of motion:
Xt = (1 _’Yd)Xt—l +Et+E:, (].].3)

where E, = ), g(x) fol E; dj is the aggregate flow of emissions from both the green and
brown firms at time ¢ and v, is the decay rate. E; = E*I'; represents the rest of the world
emissions and is used to pin down the actual steady state level of the stock of emission in
the atmosphere.” We assume that the rest of the world’s emissions grow at the same rate
as the domestic GDP over the period studied.

The emissions level is shaped by a non-linear abatement technology p;, . that allows

firms to reduce their emissions inflows:

Ejtr = (1 — e x) 0x Yt k- (1.14)

Emissions Fj; ;, at firm level are proportional to the production Y}, with ¢y, the fraction

0

of emissions to output in each sector.! Also, emissions could be reduced at the firm

level through an abatement effort ji;, . The firms are allowed to invest in an abatement
technology, but it represents an extra cost.

We model the direct abatement effort costs as follows:

th,k = f(th,k)Y}'t,m (1'15)

where

fijer) = 91,k/~¢5§,’£, 01 >0, 0, > 1, (1.16)

with 6, ; and s, the cost efficiency of abatement parameters for each sector.

9n order to retrieve a balanced growth path, we assume that the rest of the world’s emissions grow at
the rate of the Euro Zone.

0Contrary to [Cai and Lontzek, 2019], we consider ¢; ; = ) constant overtime and calibrate it using
Euro Area emissions to GDP data, as we focus on shorter time horizons (less than 50 years).
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Thus, profits of our representative intermediate firms in each sector II;; , will be im-
pacted by the presence of the environmental externality. Revenues are the value of inter-
mediate goods Yj,;, while costs arise from: i) wages Wy, (paid to the labor force Lj; ),
i) rents RfY, (on capital Kjy ), iii) abatement investments f (i), and iv) the cost of re-
leasing carbon in the atmosphere 7.,y Ej; 5 (i.e. the carbon price paid to the government).
Pi k.

B
Pijt

=|—=—=—MCyy | Yitr,
< Pt t,k Jt.k

As firms are not free to update prices each period, they first choose inputs so as to

K 02,k
I ) = Yitk = WenLjip — B EKjer — Oty n Yok — TetpEjtk

(1.17)

minimize costs, given a price, subject to the demand constraint.
The cost-minimization problem yields the marginal cost, which can be expressed fol-
lowing the first-order conditions with respect to the firm’s optimal choice of capital, labor,

abatement, and production level, respectively:

Y.
RE = U, 25 (1.18)
’ K1,
Y.
Wh=(0- a)\lfjt,k—L?i’z, (1.19)
jt,
011025 0, ,—
Tetk = 17:;:’]9 Nji’]i 17 (1'2())
02
MCjip = MCip = Wy p + 91,k/lt,k’k + Tet k(1 — pek) Pr, (1.21)

where Wj,, = \Iltkn

is the marginal cost component related to the same capital-labor
ratio all firms from each sector choose. This marginal cost component is common to all
intermediate firms, but differs across sectors.

Equation (1.20) is the optimal condition on abatement: abating COq emissions is op-

timal when its marginal gain equals its marginal cost. This equation highlights the key

a
11y, . _ _ 1 1 1-a K
qj]t,k - \I/t,k — av(l—a)i-« E?’kd(T[’) (Wt,k) (Rt,k> .
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role of the carbon price in shaping firms’ decisions. In addition, abatement efforts p
are common to all firms of the same sector, as the environmental cost is also common to
all firms of the same sector. Furthermore, as the impact of the environmental externality
is not internalize by firms (i.e. they take X; and T} as given), the shadow value of the
environmental externality is zero.

The total marginal cost captures both abatement and emissions costs as shown above
in equation (1.21). Note that in the case of the laissez-faire scenario, MC}y = W, , as the
firms are not subject to emissions and abatement constraints.

2

In addition, monopolistic firms engage in a price setting & la Rotemberg.!? Price

2
update is subject to an adjustment cost given by Aﬁk = % (% — 1) . Thus, profit

maximization subject to the demand from final firms reads as follows:

Pje k

P\ % /P N\
()" (5)

where Ay = ﬁi% is the real stochastic discount factor, or as commonly called in the

maXEtZBiAt7t+i (HjtJri,k - Aﬁf-‘,—i,k}/tJri) (122)
=0

macro-finance literature, the pricing kernel.

The NK Philips Curve pricing equation for each sector is as follows:

P Pix\ "’ (P
0w p(mep—1) = ’ —(1=0) + O MCyp | +Er § Mypiq

Y,
?t P, ttl 9P7Tt+1,k(7Tt+1,k: - 1)} )

Y,
(1.23)

with sectoral inflation 7 = Prg/Pi—1 -

12As a robustness exercise we set price stickiness & la Calvo (Appendix section 1.C.3) and find similar
results.
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The aggregate inflation 7; = Pi - reads as:
P P, 7
_1 o 1 1—+
™= (xét—l’%jgﬂ (1= s)r 1"’7rjb0> " (1.24)
Py Py ®

In addition, please note that the j-index referring to our intermediate firms collapses as
all firms for each sector, which are capable of setting their price optimally at ¢, will make

the same decisions.

1.2.2.3 Capital Producing Firms

We assume that households own capital producing firms and receive profits. Capital
producing firms buy specific types of capital from intermediate goods firms at the end of
period t, repair depreciated capital, and create new capital. They then sell both the new
and re-furbished capital. The relative price of a unit of capital is Q;, for green and Q)
for brown. We suppose that there are flow adjustment costs associated with producing
new capital as in [Jermann, 1998]. Accordingly, capital producing firms face the following

maximization problem:

glaé}f Ey Z B Ntres {(Quase = Dlirsge = Ji() L)} (1.25)
bk s=0
with ‘[Z’,Lk == It,k - 5Kt,k7 (126)
Kiin = Ko + Iy, (1.27)
T 2
and  fi() = 2 (t—"f - 91> , (1.28)
2 \ L1

where I}, and I;; are net and gross capital created, respectively. 0Ky is the quantity of

re-furbished capital, and 7; the inverse elasticity of net investment to the price of capital.

13The term 6! is set such that the over the balanced growth path (fy ( L.k ) = 0), where i, is the

-1,k
de-trended net investment.
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Thus, we get the following value for Q) :

Quie =1+ fi() + fi() (;;) — BE, {At,tﬂf,g(,) (ftlzk) } , (1.29)

1.2.3 Financial Intermediaries

We augment the setup of [Gertler and Karadi, 2011] to allow financial intermediaries to
invest in both green and carbon-intensive firms. We also modify the incentive constraint
to provide a realistic implementation of macroprudential policy through regulatory risk-
weights on loans.

A representative bank’s balance sheet can be depicted as:
QtgStg + QrpStp = Ny + By, (1.30)

where S;, and S;; are financial claims on green and brown firms and @, and Q) their
respective relative price. Note that S;; = K, as firms from both sectors do not face
frictions when requesting financing. On the liability side, N; is the banks’ net worth and

B; is debt to households. Over time, the banks’ equity capital evolves as follows:

Ny = Ry Q11,9519 + RepQi—165—1p — Ri By, (1.31)
Ny = (Riy— R)Qi-1451-14+ (Rep — R)Q1—1651-16 + RiNi—1, (1.32)
K _(O, . —
where R, = W denotes the gross rate of return on a unit of the bank’s assets

from t — 1 to t for sector k.

The goal of a financial intermediary is to maximize its equity over time. Thus, we can

4 Note that the depreciated capital has a value of one as adjustment costs only apply to net investment.

24



Chapter 1: Policy Interaction and the Transition to Clean Technology

write the following objective function:

V= {fjmmw(l - eBw;rle} , (1.33)

i=1

with (1 — @p) the exogenous probability of going out of business for a banker and A a

5 We introduce a

parameter accounting for the subjective discount factor of bankers.!
regulator in charge of the supervision of financial intermediaries. Drawing on [Pietrunti,
2017], we assume that the regulator requires that the discounted value of the bankers’ net
worth should be greater than or equal to the current value of assets, weighted by their

relative risk:

Vi 2 MAgQrgStg + MQipStp), (1.34)

with A the risk-weight on loans and A, and A, sectoral specific weights that can be applied
to loans for green and/or brown firms. The regulator can modify these weights, altering
the constraint weighing on banks and thus the allocation of loans between sectors. In our
baseline version of the model, however, we consider the case where A\, and A\, are both
equal to one, and we calibrate A and other banks-related parameters to match the capital
ratio of banks in the Euro Area as well as risk premia levels. We guess that the value

function is linear of the form V; = T2 N; so we can rewrite V; as:

‘/;5 = Imnax Et {A/BAt,t—f—th-i—th-f—l}; (135)

St,g:5t,b

where ; = 1 -0 +60pI'2. Maximization subject to the regulatory constraint (1.34) yields

the following first order and slackness conditions:
AﬁEt {At,t+1Qt+1(Rt+1,k — Rt+1)} = I/t)\k>\, (136)

Ve [TPN: — MAgQr.gStg + MQipSes)] =0, (1.37)

15This parameter allows us to perfectly match the steady state financial aggregates for the EA.
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where v, is the multiplier for constraint (1.34). One interesting result is that we get:

Ny > Z1(AgQrgStg + MQipStp), (1.38)

where Z;, = \/T'P is the regulatory capital requirement for banks and A, and ), represent
potential rewards or penalties on the weights required by the regulator on green and brown

loans, respectively.!® Finally, we rewrite the value function to find I';:

Vi = A(NgQrgStg + AaQupSip) + ABE { Ny 111 41 Riy1 Ni }
PPNy = D Ny + ABE { A1 Q1 Ry Ny} (1.39)
1
FtB = ﬁAﬁEt {At,t+1Qt+1Rt+1} .
—

We close this part of the model with the aggregate law of motion for the net worth of

bankers:

Ny =0p[(Rty — R)Qi—145t-149 + (Rip — Rt)Qr—1St-1] + (O R + w) N1, (1.40)

with w € [0;1) the proportion of funds transferred to entering bankers.

1.2.4 Public Authorities
1.2.4.1 Central Bank
The central bank follows a simple [Taylor, 1993] rule to set the interest rate:

it — 7= po (i1 — 1) + (L= po) [pe (w0 — 7) + 6, (¥ — Vi), (L.41)

16For instance, if Ag < Ap banks will need to hold less capital for loans they grant to green firms compared
to brown firms. Note that the actual capital ratio thus also depends on the risk-weights assigned to each
asset, consistent with Basel III framework.
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where 7 is the steady state of the nominal rate i;, p. € [0, 1) is the smoothing coefficient,
¢~ > 1 is the inflation stance penalizing deviations of inflation from the steady state, ¢, is
the output gap stance penalizing deviations of output from its previous period level Y;_;.
Moreover, the relationship between the nominal and the real interest is modeled through
the Fisherian equation:

it = RtEt {7Tt+1} . (142)

We match the observed level of nominal interest rate using the simulated method of
moments with the German 10-year Bund as an observable.!” The estimation leads to a
steady sate value of about 1% annually over the sample period.

In addition to setting the nominal interest rate, the central bank conducts open market
operations. Within our framework, it will be able to buy and sell assets that are otherwise
held by financial intermediaries. We will explain in section 1.2.7 how public financial

intermediation (i.e. QE) works in this model.

1.2.4.2 Government

The government sets a budget constraint according to the following rule:
Ty 4 Tt BBy + RP g0 g Ky g + RP, gy Ky = Gy, (1.43)

with public expenditure G, finding its source from taxes T}, revenues from the price of
carbon 7 F; and from public financial intermediation on both green and brown firms
RP, jiy oK, and RP; iy Ky (with RP,j the spread between each sector’s risky rate and
the riskless rate, also referred to as risk premia). Government spending is also assumed to
be a fixed proportion of the GDP:

G, = th. (1.44)

17 At the steady state, inflation is normalized to 1, so that i, = R;.
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1.2.5 Normalization and Aggregation

Factors and goods markets clear as follows. First, the market-clearing conditions for ag-
gregate capital and investment in the two sector economy read as: K; =Y, g(s fo kg
and I, = >, g( fo jt.kdj, respectively. Second, global aggregate emissions and aggre-
gate emissions cost are two weighted sums of sectoral emissions £, =, g(s fo kg,
and sectoral emissions cost Z, = >, g(s fo jtkdy, respectively. Finally, the resource

constraint of the economy features capital adjustment and abatement costs:

Ct+Gt+It+Zg )(Ier)] —i—Zg ALY + Z,. (1.45)

1.2.6 Climate Externality and Financial-Economics Inefficiencies

Retrieving the optimal allocation where the environmental cost is internalized by the
central planner requires setting the carbon price in the decentralized equilibrium equals
to the social cost of carbon found in the centralized problem. To keep the framework
tractable and without a loss of generality, we solve the centralized problem for households
and firms, given an allocation of investment, capital, financial intermediaries net worth

and deposit as these do not enter the social cost of carbon derivation.'®

1.2.6.1 Competitive Equilibrium

To pin down the optimal carbon policy, we solve for the Competitive Equilibrium

(CE*). The CE* in this economy is defined as follows:

Definition 1.2.1 A competitive equilibrium consists of an allocation {Ct, Kt k., Ey g, Xt, TP},
a set of prices { Py, Pk, Ry, Rﬁk, Wik} and a set of policies {Tet s, Ty, Bi41} such that:

e the allocation solves the consumers’ and firms’ problems given prices and policies,

8We can easily show that adding financial intermediaries as well as capital producing firms to the
constraints of the centralized problem does not change change the SCC derivation.
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e the government budget constraint is satisfied in every period,
e temperature change satisfies the carbon cycle constraint in every period, and

e markets clear.

Result 1 The optimal solution sets the carbon price policy Terr as an optimal policy 77 .,

which maximizes total welfare in equation (1.1):*9

Totk = g(3)SCC. (1.46)
with SCCy the social cost of carbon:
A 0 oy a ML T
SCC, = =L SCCrus + (v08) 8L, (1.47)
t t

and with

o oA 3d(T°)
§tT =(1- Ul)ﬁ%&?—i—l - zk: \Ijt,k5£47k ath

;‘k(FtLtk)l‘o‘. (1.48)

1.2.6.2 Departing from the Competitive Equilibrium to Meet Climate Goals

Definition 1.2.2 Public authorities, however, do not optimally set the carbon price as
highlighted in definition 2. In the EU, public authorities target a level of emissions that
is consistent with their objective of a 55% emissions reduction by 2030. In practice, this
means gradually increasing the cost of carbon through the reduction of emissions quotas
distributed to firms within specific sectors. We model this situation by assuming that the
cap set by the fiscal authority follows a decreasing trend, implying a growing price of carbon.
The resulting carbon price can then be hit by exogenous shocks, to account in a ‘stylized’

way for price fluctuations on the ETS market:

E, = Cap, (1.49)

The full derivation of the CE* can be found in the technical appendix
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with Cap, = Cap/ Ftc ?_ Equivalently, a cap on emissions translates to a price of carbon
such that:
Ter, = Carbon Pricey, (1.50)

where Carbon Price; = e7TI™ Carbon Price. In this case, [T is a trend on the car-
bon price that is proportional to the trend on the cap Ftc P and 1is consistent with the
desired emissions reduction implemented through the cap policy. €] represents the ETS

price shock.?"

This stylized representation of the implementation of a permit market allows us to find

theoretical fiscal pathways consistent with the EU climate objectives.

1.2.6.3 Welfare Distortion

Definition 1.2.3 The welfare distortion arises when there is a difference between the op-

timal environmental policy and the targeted policy consistent with the EU objectives:

Terk 7 Tetk (1.51)
When Tep 1, moves away from 7}y, the loss in welfare grows:'
A(r—ry Welfare < 0 (1.52)
where the welfare could be decomposed as follows:

Wedgec, oc(1 = g)ei ™" (D} L) (d(TY) K7y, — d(T7) Kgy") = (f (Kew) = F(Kix))

- ((P%iaf/k%(da}O)Ktofkf(Nt,k) - d(Tto)*) tak*f(utk)*)

20Tn our setup, carbon prices variations at the business cycle frequency are mainly driven by exogenous
market forces. While sudden changes in abatement efficiency (i.e. the abatement cost) could in theory
be a source of carbon price volatility, we abstract from considering this mechanism as there is a lack of
empirical evidence and data availability (at the business cycle frequency) on abatement costs.

2LA full decomposition of the welfare effect is presented in appendix section 1.C.5.
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Proposition 1.2.1 Macroprudential climate risk-weights loosening the constraint on bank
lending to the green sector can reduce the welfare loss on consumption, while addressing

climate-related financial risk.??

Implementing a higher policy rate compared to an optimal policy clearly decreases
damages from temperature to production d(77?) < d(T?)". However, abatement is costlier
under the higher policy rate. This results in a loss of welfare, but prevents potential climate
risks in the future that are not internalized by firms. The climate risk-weights macropru-
dential policy, which will lower (increase) the capital requirement for green (brown) assets,
will in turn trigger a rise (decrease) in green (brown) firms’ capital. As green firms are
less subject to the carbon price, the increase in the relative size of the green sector in total

output will lead to a welfare gain.

1.2.6.4 Risk Premium Wedge

Volatility in risk premia RP;j, defined as the difference between expected returns on
risky assets ;) and the return on the riskless asset [%;, could alter monetary policy

transmission ([Doh et al., 2015]).

Definition 1.2.4 When the carbon price is set through a market for carbon permits, it
induces price uncertainty that is detrimental to firms. Ultimately, it affects the marginal
cost of firms as well as the price of capital, and leads to movements in risk premia. In the

case of a positive carbon price shock, the marginal cost of firms increases as they are now

subject to higher COy prices. This in turn could raise the risk premium:3

R.Pt’k - Rak - Rt (153)

= f(Wek, Yigo Kok, Qi) — By (1.54)

22 As detailed in section 1.2.7 and shown in figure 1.4, macroprudential policy arises as a tool to mitigate
climate risk to the financial sector. While primarily intended to ensure financial stability, it also dampens
the welfare effect of an increasing carbon price.

23The impact is symmetric in the case of a negative carbon price shock. Furthermore, whether the shock
is positive or negative, it implies higher volatility for the marginal cost and the risk premium.
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Proposition 1.2.2 Volatility in risk premia stemming from carbon price fluctuations could
potentially distort the functioning of monetary policy operations. Short-term monetary poli-
cies (QF rules that react to changes in risk premia) can prevent this situation and ensure

financial stability.

The risky rate reacts to changes coming both from the firms’ side and the financial side.
In this case, the goal is to cut the link between the rise of the marginal cost (triggered
by an increase in the carbon price) and the impact on the risk premium. One way to do
so is to act on the financial side to compress the risk premium. Similar to models where
a rise in risk premia comes from an exogenous shock on the quality of capital (e.g. crisis
simulation in [Gertler and Karadi, 2011}), the central bank is able to offset this effect by

intervening in the loan market.

1.2.7 Set of Policies

Environmental Policy

When acting optimally, the decentralized planner would set the environmental policy
as shown in result 1 (77, is set equal to the social cost of carbon g(»2)SCC} ;). However,
as highlighted in the previous section, the EU authorities deviate from the optimal policy
and set the environmental policy to be consistent with their net-zero emissions reduction

objective (Terr # 70 1)-

Sectoral Macroprudential Weights

There is a macroprudential authority with the ability to alter the regulatory constraint
weighing on banks (equation (1.34)) by modifying risk-weights on loans.

Environmental, social, and corporate governance (ESG) criteria are increasingly valued
by both investors and authorities. As these criteria are also gaining importance in firms’

credit ratings ([Escrig-Olmedo et al., 2019] and [Carbone et al., 2021]), it will likely im-
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pact banks’ portfolio allocation. On the regulatory side, macroprudential authorities are
starting to assess how they could consider climate risk within their frameworks. Recently,
the [Basel Committee, 2021] issued a press release stating that “The Committee is tak-
ing a holistic approach to addressing climate-related financial risks to the global banking
system. This includes the assessment and consideration of disclosure, supervisory and reg-
ulatory measures.” Within our framework, this would mean that firms with a low carbon
intensity would carry a lower risk-weight in the RWA methodology, while carbon-intensive
firms would carry a higher risk-weight. In our view, there are two means by which this
could materialize. Either ESG criteria would become so important in standard credit rat-
ings such that it could lead to environmentally friendly firms getting a higher rating, and
thus a lower risk-weight in banks’ regulatory constraint. For instance, a green firm could
see its rating upgraded from BBB+ to A-, implying a 25 percent drop in the risk-weight
associated with this firm in banks’ regulatory capital constraint. On the other hand, a
carbon-intensive firm could see its rating downgraded from BBB- to BB+, implying a 25
percent increase in the risk-weight associated with this firm.?* In this case, this change in
the importance of ESG criteria in credit ratings would endogenously transmit to macro-
prudential policy, and ultimately to banks’ portfolio allocation. Another possibility would
be that macroprudential authorities apply an additional risk-weight related to the carbon
intensity of firms. It could for instance multiply the risk-weight related to the credit rating
of a firm by a climate risk-weight related to the environmental performance of a firm. In our
setup, implementing climate risk-weights in the spirit of Basel III, would mean decreasing
A, by 25 percent (i.e. A, = 0.75) and increasing A\, by 25 percent (i.e. A\, = 1.25).%% This
will loosen (tighten) the regulatory constraint on banks with respect to the green (brown)

sector, triggering an increase (decrease) in loans to green (brown) firms. In addition to

24Please refer to the high-level summary of Basel III reforms ([Basel Committee, 2017]) for a detailed
description of the RWA methodology.

25We consider this to be our baseline scenario, where both green and brown bonds held by financial
intermediaries are mainly at the lower rank of investment grade bonds (i.e. BBB+ to BBB-). We also
investigate other cases in our robustness exercises, where climate risk-weights applied are higher.
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addressing climate-related financial risk, it would also support the transition to a greener

economy.

Quantitative Easing

QE in this model can be both a short-term or a medium/long-term instrument. In the
short term, the central bank can purchase or sell bonds as part of open market operations
to ensure the smooth transmission of monetary policy. In this case, we model it as a QE
rule, in the spirit of [Gertler and Karadi, 2011]. We will show quantitatively how QE rules
targeting risk premia can offset the inefficiency stemming from the uncertainty over the
carbon price. In the long term, the central bank can also implement LSAP programs,
where it decides to buy a predefined portion of assets over a determined period of time.
Much like the Corporate Sector Purchase Program in the EA, the central bank has the
ability to finance non-financial firms in order to reduce corporate spread, steer private
investment, and ultimately keep inflation within range of its target. In a complementary
exercise, we will assess how green LSAP programs differ from conventional brown LSAP
programs.

Then for each type of firm k we now have:

QukSte = QurrSptk + QereSgt ks (1.55)

with Q¢ Sgr the total real value of loans to firms of type & held by the central bank.
Q1 1:Sptx 1s the total real value of loans to firms of type k held by financial intermediaries,
as defined in section 1.2.3. As in [Gertler and Karadi, 2011], we model this intervention
by assuming that the central bank holds a portion 1, ; of total loans to non-financial firms
belonging to each sector:?

QuxSgtk = Ve Qe Stk (1.56)

26For simplicity, we abstract from monitoring costs.

34



Chapter 1: Policy Interaction and the Transition to Clean Technology

To address the inefficiency stemming from carbon price uncertainty, we will assume
that, for each sector, the central bank follows a counter-cyclical credit policy rule that
reacts to the variations in the expected spread (Ei{RP:i1 1} = Ei{Ri11 4 — Rey1}) in order

to decide the share of assets 1 it holds. This rule is defined as follows:

Vi = Op(E{RPy1 1} — RP}). (1.57)

Note that in our baseline model v, ;, = 0 so that the central bank allows financial interme-

diaries to be the sole source of financing for firms.

1.3 Solution Method

1.3.1 Balanced Growth Path

In our economy, the labor-augmenting technology grows at rate I';. As a number of
variables (e.g. output, emissions, investment, ...) will not be stationary, we need to de-
trend the model.?” In the appendix subsection 3.B.6 we present the de-trended economy,
where all variables are stationary along an existing balanced growth path. The variables of
our economy growing at the same rate I'; include: output per capita Y}, investment per
capita I, consumption per capita Cy, government spending G, lump sum taxes 7}, capital
per capita Ky, emissions £}, abatement costs Z,, stock of emissions X;, temperature

T?, debt to households By, net worth N;, and the banks’ value function V;5.

1.3.2 Model Solving and Methods

To solve for the medium/long-run pathway scenarios, we use the extended path algo-
rithm, which allows us to integrate both deterministic trends and stochastic shocks. This

approach maintains the ability of deterministic methods to provide accurate accounts of

2"This is also necessary to estimate our key structural parameters using the SMM.
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non-linearities, while usual local approximation techniques do not perform as well under the
presence of such non-linearities ([Adjemian and Juillard, 2013]). Furthermore, we account
for uncertainty and compute confidence intervals along the net-zero transition pathways.
We rely on the Monte Carlo method and simulate 2000 series for both stochastic shocks (i.e
labor-augmenting technology and carbon price shocks) around their deterministic trends.
As for addressing short-term business cycle implications of the ETS price volatility, we
use second-order perturbation methods as they are usually performed in the macro-finance

literature to retrieve impulse response functions.

1.3.3 Data and Fitting Strategy

As we will study the role of the central bank and macroprudential authority, we calibrate
and estimate the model on the EA, even though the environmental ETS policy is set at the
EU level. This is without a loss of generality, since all countries in the EA are members of
the EU.

In order to best fit our model to real data,?® we rely on the SMM ([Duffie and Singleton,
1993]) to estimate key structural parameters of our economy (table 1.4). In the spirit of
[Jermann, 1998] we match the first and second moments of: output growth, investment
growth, and consumption to output growth. As we are also interested in the financial and
environmental sectors, we match the first moments of the real riskless and risky rates, the
capital ratio of banks, the emission to output ratio, the global stock of carbon, and the ETS
price level (at the beginning of 2021), as well as the difference between green and brown

firms’ marginal costs. We estimate the following key structural parameters: {na,, pa,.

[N

5 o> B, vy, h, a, 9, 0, 04, E*, ¢, Carbon Price, A\, w}, using the Metropolis-Hastings

algorithm for the Markov Chain Monte Carlo over 5 chains of 2000 draws. The remaining

parameters are calibrated and their values are reported in table 3.3, table 3.4, and table 3.5.

Z8For macro-finance data, we match first and second moments using EA data between 2000 and 2020.
All data sources are summarized in table 1.5.
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1.3.3.1 Calibration

For parameters related to business cycle theory, their calibration is standard: the share
of hours worked per day is set at one third in each sector and the coefficient of relative
risk aversion o in the CRRA utility function is set at 2, as argued by [Stern, 2008] and
[Weitzman, 2007].

Regarding environmental components, we calibrate the damage function according to
[Nordhaus and Moffat, 2017].? The global temperature parameters v¢ and vg are set
following [Dietz and Venmans, 2019] to pin down the ‘initial pulse-adjustment timescale’
of the climate system.?® We use sectoral data made available by the Transition Pathway
Initiative to set the share of the green sector s at 30 percent.®® Abatement parameters
Op1, Op2, and 0,9, which pin down the abatement costs for each sector, are set as in
[Heutel, 2012]. We then proceed to set 6,1 to match the drop in emissions induced by the
introduction of the carbon price policy in the EA. More precisely, we retrieve the value
of 0,1 in such a way so as to be consistent with a reduction of emissions of 14.3 percent
between 2009 and 2020,3? which is associated with an increase in the carbon price from 0
to 30 euro (the price of ETS at the end of 2020). In our model, this leads to a value of 6, ;
of 0.02, which means that the abatement technology is cheaper in the green sector. The
decay rate of emissions J, is set at 0.21 percent as in [Heutel, 2012].

As for the financial parameters, we set the probability of remaining a banker 0 at
0.98, meaning that 2 percent of bankers default every quarter, which is slightly less than
in [Gertler and Karadi, 2011]. A is a parameter that introduces a different discount factor
in the bankers’ objective function relative to households and is set to 0.99. This implies

that bankers are slightly more impatient than households. Finally, the monetary rule

29We perform a sensitivity analysis using values from [Dietz and Stern, 2015] and [Weitzman, 2012] in
the next section.

30We also perform a sensitivity analysis for v§.

31'What we consider green in our model is a sector with a carbon performance that allows for an emission
target aligned with the Paris Agreement of 2 degrees Celsius or below.

32We remove the first and last years of data.
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parameters are set as in [Smets and Wouters, 2003].
Regarding the carbon price shock, we calibrate the standard deviation using ETS data

(futures prices). We find a standard deviation of about 0.18 on a quarterly basis.

1.3.3.2 Estimation

Parameters estimated through the SMM are reported in table 1.4, while the empirical
moments matched are reported in table 1.5. Although we only rely on a shock to the
labor-augmenting technology, the model is able to match empirical moments for the EA.

More precisely, the depreciation rate of physical capital is estimated at 2.5 percent in
quarterly terms, the government spending to GDP ratio at 28 percent, and the capital
intensity in the production function « at 0.33. All these estimates are quite standard
within the macroeconomic literature. The inverse elasticity of net investment to the price
of capital 7; is estimated at 1.7354, in line with the value chosen by [Gertler and Karadi,
2011]. The parameter b, which allows us to pin down the discount factor, is set at 0.02.
This ensures that we match the steady state real interest rate of about 1 percent (the mean
rate of 10-year German Bund over the sampled period). Habits in consumption are found
to be rather low (0.22) compared to the estimated value of [Smets and Wouters, 2003].

To replicate the global level of carbon stock in the atmosphere (i.e. 840 gigatons), the
level of the rest of the world’s emissions E* is estimated at 3.37. Furthermore, as argued
by [De Haas and Popov, 2019], CO, emissions intensity differs largely between sectors and
industries. We use carbon intensity parameters ¢, and ¢, to match the observed ratio
of emissions to output for the EA, which is at 21 percent.®® Assuming that the carbon
intensity in the green sector is approximately one third of what it is in the brown sector,
we find that ¢, = 0.29 and ¢, = 0.09.

The value of 6, the brown firms’ marginal cost parameter, is set as in [Smets and

Wouters, 2003] to replicate the mean markup and marginal cost levels observed in the

33We compute this value as the number of kCo2 per dollar of GDP using emissions data from the Global
Carbon Project and GDP data from Eurostat.
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economy. On the other hand, 6, is estimated to match the green marginal cost, which
is—as argued by [Chan et al., 2013] and [Chegut et al., 2019]—6 percent higher than the
brown firms’ marginal cost.

The parameter shaping the leverage of banks A is estimated at 0.0176 to generate a
spread of 80 basis points between risky and riskless assets, consistent with [Fender et al.,
2019]. The authors also find that the spread between green and brown bonds recently

34 The proportional

disappeared. Thus, we target the same steady state for R, and Rjy.
transfer to entering bankers w is found to be around 0.006, allowing us to match a capital
ratio of approximately 14.4 percent in the EA.

Finally, for the TFP shock, standard deviation and persistence are estimated at 0.006

and 0.78, which are both in line with previous estimates of [Smets and Wouters, 2003] for

the EA.

1.4 Quantitative Analysis

In the EU, the carbon price resulting from the ETS cap policy is subject to high
volatility. We use ETS futures weekly prices to retrieve the mean standard deviation over
the period, before converting it to a quarterly level. We then set the standard deviation
of the ETS carbon price ogrs to this value for all pathway simulations and exercises we
conduct.

With respect to the long-term inefficiency (i.e. the welfare loss), we perform stochastic
transition pathway simulations,®® where we include stochastic shocks on both the price
of carbon and the TFP around their respective deterministic growth rate. We perform
2000 Monte Carlo simulations to construct 95 percent confidence intervals around the

deterministic trends for both the output and the carbon price needed to achieve the net-

34This is also in line with recent findings of [Flammer, 2021] with respect to the so called “Greenium”
puzzle (i.e. Ry < Rq). In this paper, she finds no evidence for the existence of a Greenium.

35We compare two scenarios: a) the carbon policy is consistent with the net-zero objective and b) the
carbon policy is consistent with the optimal social cost of carbon.
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zero pledge. We then investigate the role that green macroprudential policy—which favors
the green sector over the brown sector—could play in mitigating the welfare wedge, while
ensuring financial stability.

Turning to the short-term inefficiency (i.e. risk premia distortion), we perform stochas-
tic simulations to investigate the impulse responses to a shock to the price of carbon on
risk premia and inflation, and highlight how the central bank could take into account this

type of transition risk within its framework.

1.4.1 Fiscal Environmental Policy Scenario

The goal of this section is to present and analyze theoretical fiscal pathways consistent
with the EU objective for 2030.36 We first find the trajectory of the carbon price that
leads to the desired reduction in emissions (i.e. a 55 percent emissions reduction relative
to the 1990 level, which corresponds to a 33 percent reduction relative to the 2020 level).

We then highlight the impact of sub-optimal carbon pricing policies on welfare.

1.4.1.1 Growth, carbon price, and the EU objectives

Figure 1.5 shows carbon price trajectories (according to two different growth scenarios)
consistent with being on track for achieving the net-zero objective in the EU. The blue
dashed line is the central scenario with a growth trend of 0.8 percent, corresponding to the
average real growth rate per capita in the EA from 2000 to 2020. The orange dotted line
is a scenario with a more optimistic growth trend of 1.2 percent. We also add stochastic
components drawn from random disturbances to the TFP and the carbon price. The
shaded blue and orange areas are 95 percent confidence intervals retrieved over the 2000
Monte Carlo draws. This allows us to account for uncertainty in output growth and the

carbon pricing trajectory.?” Depending on the growth scenario, reducing emissions by

36Tn this section, as the main focus is long-term transition pathways, we do not consider nominal rigidities
in prices.

3"Where trend growth in output and carbon prices are anticipated, but shocks can distort these deter-
ministic processes in the short run.
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55 percent compared to 1990 level would require a mean carbon price between 350€ and
375€ per ton of CO,. Accounting for uncertainty, the price is found to fluctuate between
200€ and 500€ , meaning that the target could be either undershot or overshot. Note that
this large confidence interval is computed assuming that future volatility can be inferred
from past volatility. However, EU countries are considering measures to reduce price

t,3% which could lead to a lower standard deviation in the

fluctuations in the ETS marke
future. This exercise provides evidence that such measures are needed if the EU authorities
want to improve their ability to meet their emission reduction objective. Furthermore, we
also find that the price of carbon needs to follow the growth of output to be able to shrink
the flow of emissions to the desired level. It is worth noting, however, that our model takes
the abatement technology as given. With improvements in technology, the EU could reach
the same target with a lower carbon price, but the mechanisms to trigger this improvement
in the abatement technology are left for further research.

Figure 1.6 uses the central growth scenario (i.e. 0.8 percent growth rate) to compare
the net-zero trajectory with a carbon market that exhibits uncertainty (blue solid line and
shaded area) and a market that yields a completely deterministic carbon price (purple
dotted line and shaded area). This is similar to comparing a cap policy with a tax policy.
We find that a carbon tax like system, where volatility is controlled, would allow for
reaching the net-zero objective with certainty. However, a cap and trade policy ensures
that emissions reduction take place efficiently, as firms are able to trade permits while a
tax system imposes a fixed reduction in emissions to all firms. In addition, [Karp and
Traeger, 2018] show that, when considering a stock pollutant, a cap market guarantees
efficiency gains (compared to a tax system) when the economy is subject to technology
shocks that shift the marginal abatement cost curve and the social cost of carbon.

The ambitious net-zero goal would have several implications on output and consump-

38 A carbon price floor has been implemented in the Netherlands and is currently under consideration in
Germany. The EU Market Stability Reserve was also introduced to regain some control over the carbon
price.
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tion alike. In figure 1.7, we show that uncertainty in carbon pricing does not significantly
alter consumption pathways and therefore does not alter the welfare, as shown in the case
of the certainty equivalence in [Golosov et al., 2014]. Carbon price shocks do not propa-
gate to the households as, on one hand, the stochastic discount factor—which is the central
part in asset pricing and consumption smoothing mechanisms—is not directly impacted
by the carbon pricing, and, on the other hand, the relative risk aversion is set different to
1 (the log utility case). In our setup, climate risk is not directly captured within the utility
function, restraining the carbon price shock from propagating to consumption and wel-
fare.?® As such, we run deterministic transition pathway simulations instead of stochastic

transition pathway simulations for the remaining welfare analysis.

1.4.1.2 Welfare implications

The first two plots in figure 1.8 display the trajectory of the environmental policy
consistent with the EU objective compared to the optimal environmental policy for both
output and emissions. The optimal policy (i.e. setting the carbon price equals to the
SCC) trajectory is not able to meet the net-zero pledge. The carbon price needed to
achieve net-zero is found to be significantly higher than the SCC, thus altering the welfare
pathway. Several key factors are in play. First, the fact that the environmental externality
is a slow moving variable pushes the social planner to further its intervention at a late
stage when the stock of carbon has significantly accumulated, and has become a major
threat. Second, the absence of tipping points, which would force the social planner to
account for uncertainty over the climate damages, would obligate the social planner to
increase its actions by increasing the SCC ([Dietz et al., 2021]). Third, the household
utility objective function does not capture the effects of climate change directly, which

would impact the SCC ([Barrage, 2020] and [Benmir et al., 2020]).%° Finally, in recent

39While integrating climate risk as a dis-utility would allow for carbon price shocks to propagate to the
welfare, we do not model it in this paper and leave it for future research.

40[Benmir et al., 2020] show that the SCC increases when households account for the externality within
their utility function (ug. # 0).

42



Chapter 1: Policy Interaction and the Transition to Clean Technology

work, [Cai and Lontzek, 2019], [Traeger, 2021], and [Van den Bremer and Van der Ploeg,
2021] both show that accounting for uncertainty in climate dynamics could increase the
inherent level of the SCC. This increase in the carbon price, which would be welfare
enhancing in our framework, is still, however, not sufficient to meet the net-zero emissions
reduction goal. We show that the price difference between the optimal SCC and the net-
zero ETS induced carbon price needed to reach the target (the “Extra Carbon Price”) is
about 300€ higher by the end of 2030. While we do not explicitly model tipping points
in the damage function, we perform a sensitivity analysis both on the climate damages
specification and climate dynamics.

As reported in our sensitivity analysis (table 1.6), the optimal price of carbon depends
on the specification of damages. We find carbon prices between 31.2€ to 144.1€ for different
calibrations found within the literature. Furthermore, in the spirit of [Traeger, 2021], we
perform a sensitivity analysis over the parameter v§, which drives the climate dynamics
for temperature. We show that for a higher value of v, temperature by 2030 could double,
but the implied SCC (under both Nordhaus and Dietz damage specifications) would still
be insufficient to obtain the desired emission reduction to be on track for net-zero by 2030.
Under the Weitzman specification, we find that setting the carbon price equals to the
SCC would lead to a 45 percent emissions reduction by 2030, which is higher than the
EU objective. However, the carbon price that would be able to achieve such an objective
is significantly high (846.65 €), thus suggesting major issues in terms of implementation.
Therefore, for the remainder of the paper, we set the climate damage parameter “b” a la
Nordhaus and v§ to the baseline value as in [Dietz and Venmans, 2019], as these are the
closest to the ETS price at the start of January 2021 for all three estimates.

The two red plots in figure 1.8 show that the welfare loss increases over time as the
extra carbon price continues to rise to about 300€. This deviation of the ETS carbon
price from the SCC introduces a distortion with respect to the optimal allocation. By
2030, the household looses about 3 percent in consumption equivalent (CE) compared to

the optimal case. We will see in the next section that this effect can be partially offset by
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sectoral macroprudential risk-weights.

1.4.1.3 Introducing Macroprudential Policy

To reduce the welfare gap induced by the sub-optimal policy, we investigate the role
macroprudential policy could play. We present transition pathway scenarios where the
macroprudential authority varies regulatory risk-weights on loans granted to the green
and the brown sectors by banks. While there is not yet such a policy in the EU, regulators
are increasingly taking into account climate risk (see section 1.2.7).

In figure 1.9, we present two net-zero emissions reduction scenarios: i) the scenario
where macroprudential policy is neutral (i.e. A\, = 1 and A\, = 1) in blue, and ii) the
scenario where a green macroprudential policy is implemented by the regulator in green
(ie. Ay +acho 0.75 linearly, while A, o 1.25). We show that favoring the green sector
over the brown sector in banks’ regulatory constraint leads to an increase in the green
capital (8.3 percent) and a decrease in the brown capital (4.8 percent) by the end of 2030,
with respect to the scenario where risk-weights are left unchanged. The implementation of
green macroprudential policy thus amplifies the rise (drop) in green (brown) capital induced
by the rising carbon price along the transition. Compared to the neutral macroprudential
policy case, increasing the capital stock in the green sector reduces the welfare loss (of
about 1 percent CE). Intuitively, the increasing carbon price triggers a substitution between
brown and green production, as the green sector is less emission intensive. Favoring the
green sector in the RWA policy reinforces this substitution effect by tilting investments
toward the green sector, leading to an increase in output.

In figure 1.10, we investigate the case where the macroprudential authority favors the
brown sector over the green sector to avoid a disorderly transition. The goal would be to
attenuate the impact of the rising carbon price on the brown sector, as the current share of
the brown sector is higher than the share of green sector (70 and 30 percent respectively).

The brown macroprudential policy is displayed in brown (i.e. A, acho 1.25 linearly, while
_>
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Ap . _7050 0.75). With sectoral shares held constant, this policy would lead to a lower welfare
loss by the end of 2030 than in the case of the green macroprudential policy. The RWA
policy reduces the substitution effect stemming from the environmental fiscal policy. At the
aggregate level, the need for investment is lower, as the substitution effect is weaker than
when macroprudential policy favors the green sector. Although output decreases relative
to the green macroprudential policy scenario, welfare improves as investment spending is
proportionally lower.

In figure 1.11, we compare green and brown macroprudential policies, while assuming
that the share of the green sector in the economy increases from 30 percent to 50 percent
by the end of 2030. With an increasing share of the green sector,*? both types of macro-
prudential policies induce a substitution effect between the two sectors, which otherwise
would not arise in the case of brown macroprudential policy (as shown previously in fig-
ure 1.10). In this case, green macroprudential policy is able to close the welfare wedge
by the end of 2030. Two main factors are at play. First, as the share of the green sector
grows, required investments in abatement decrease, thus increasing consumption. Second,
green macroprudential policy induces lower investment costs in green capital, which at
the aggregate level boosts consumption. Along the transition to a greener economy, fa-
voring green firms in banks’ capital requirements rules would ease the welfare burden on
households, by lowering transition costs for firms. However, the main challenge would be
to identify green firms in practice. As highlighted in [Ehlers et al., 2020], there is a need
for a ‘green label” at the firm-level for companies committed to the net-zero transition, as
opposed to the current project-based green labels.

As a robustness exercise, we also report in table 1.7 the steady state impacts of various
macroprudential policy settings. We investigate several risk-weights combinations, where

macroprudential policy is conducted as a one off. We consider a carbon price of about

41 These results are further reinforced if the increase in the share of the green sector is greater than 50
percent.

42Tn this setting, we exogenously change the share of the green sector over the 10 year transition period.
One could endogenously model this shift in the share of the green sector. We leave this for future work.
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300€ (the net-zero implied price by 2030). We then compare three scenarios: i) the model
following the optimal policy ii) the model with a carbon price consistent with the net-zero
target and no macroprudential policy iii) the model with a carbon price consistent with the
net-zero target and various macroprudential policies. The robustness exercise shows that,
the more the macroprudential authority decreases the risk-weight on green loans (while
increasing the risk-weight on brown loans), the smaller the consumption loss is compared
to the optimal. It would be possible to completely offset the consumption loss, but it

would require drastic changes in risk-weight, which could threaten financial stability.

1.4.2 Risk Premia Stabilization

To offset the distortion of risk premia stemming from carbon price volatility, we assess
the effectiveness of short-term QE rules set by the central bank.

The simulation reported in figure 1.12 presents the responses of risk premia to a positive
shock to the carbon price level. We first show how risk premia react to the volatility in
the ETS market. As the EU decided to implement its environmental fiscal policy through
carbon permits, there is an inherent variance in the price of carbon.*® Estimating the
standard deviation of the shock on the ETS series and simulating the model allow us
to analyze how these unexpected variations in the carbon price could affect firms and
banks. The blue line shows the reaction of risk premia in both the green and brown
sectors following a positive shock on the carbon price. The shock leads to an increase
in risk premia of about 10 basis points annually. This rise in risk premia could lead to
financial instability and thus distortion in the transmission of monetary policy. To restore
the equilibrium in risk premia, monetary policy could rely on quantitative easing rules (as
a ‘fire-fighting’ tool), which would react to changes in the level of the risk premium. As
such, the central bank would have the ability to substitute to financial intermediaries in

financing either green or brown firms. This intervention will lead to a temporary increase

43Table 1.8 displays the moments of risk premia, marginal costs, and inflation for both sectors following
a positive shock on carbon prices.
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in the central bank balance sheet.

More specifically, we compare two scenarios: i) a model where the central bank does not
implement QE rules, ii) a model where the central bank implements QE rules with various
degrees of reaction. We show that the increase in spreads could be offset by an increase
in asset purchases, where the intensity of the reaction of the central bank is represented
by the parameter ¢f. For instance, asset purchases of about 0.23 percent (annually) of
total assets within each sector (i.e. ¢; = 0.5) are sufficient to almost completely offset
the induced distortion in risk premia.** The mechanism at play here is the same as in
the case of exogenous financial shocks on risk premia, except that the initial rise in risk
premia is triggered by the shock on the carbon price and its subsequent effect on firms’
marginal costs. Compared to the financial crisis simulation in [Gertler and Karadi, 2011],
our carbon price shock triggers a reaction of risk premia that is smaller, but the magnitude
of the intervention of the central bank is proportionally similar. By stepping in to directly
lend to firms, the central bank is able to restore the equilibrium on the loans market and
avoid potential negative effects coming from the rise of spreads. Table 1.8 confirms that
the variance of risk premia is significantly reduced in the presence of QE rules. With
respect to sectoral inflation, we find that central bank intervention increases inflation,
though the magnitude is very small (less than 0.02 percent annually). Thus, a trade-off
appears between financial stabilization and inflation control. However, in our framework,
the benefits of mitigating the impact of the carbon price shock on risk premia seem to

outweigh the inflationary consequences of asset purchases.

1.5 Asset Purchase Program Scenario — LSAP

To shed some light on the interest of tilting central banks portfolio toward green bonds,

we simulate both transitory and permanent LSAP programs run by the central bank under

44We also plot the case where ¢f = 5 and ¢; = 0.05. We show that when the central bank purchases
about 0.27 percent of both green and brown assets annually, it is able to completely offset the rise in risk
premia, while a purchase of about 0.15 percent annually reduces the impact on risk premia by about half.
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two macroprudential policy scenarios. In the first case, the macroprudential authority
implements climate-risk weights along the transition, while in the second case risk-weights

are held constant.

1.5.1 Transitory LSAP

The first scenario studied is a transitory LSAP program where the central bank grad-
ually increases the size of its balance sheet to hold around 8 percent of either green or
brown total assets by 2028. Asset purchases are then reversed and holdings return to zero
in approximately two years. As LSAP programs are announced by central banks before
being implemented, we rely on perfect foresight simulations.

Figure 1.13 shows the impact of both green and brown transitory LSAP programs along
the transition.*® The main result is that there is no incentive for a central bank to purchase
green rather than brown bonds as part of a LSAP program, since both programs lead to
the exact same results. The reason is that green and brown bonds are seen as perfectly
substitutable by banks. In this case, if the central bank favors one of the sectors in its asset
purchases, the effect is completely offset by the reaction of financial intermediaries. An
interesting point to note is that both green and brown transitory LSAP programs allow
central banks to postpone the impact of the rising carbon price on brown capital and
output by loosening the constraint on banks. If the transition to a low-carbon economy
were to take place in a disorderly fashion, such LSAP programs could delay the potential
negative impacts the transition might have on stranded assets.

Figure 1.14 shows how a transitory LSAP program focused on green bonds would
interact with a sectoral macroprudential policy favoring the green sector. In this exercise,
asset purchases are similar to those in the previous exercise, but the risk-weight on green
loans is lowered along the transition, while the risk-weight on brown loans is gradually

increased. Breaking the perfect substitution between green and brown assets allows to

45 As in the previous section, the carbon price is assumed to increase to reach the EU climate goals and
trend growth is assumed to be 0.8 percent annually.
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boost green sector capital and output compared to when macroprudential policy stays
neutral over the period studied.*® Overall, this leads to a positive effect on aggregate capital
and output that disappears at the end of the simulation, as the central bank unwinds its
asset purchases. Thus, a transitory green LSAP program coupled with a macroprudential
policy favoring the green sector exacerbates the effect of the transition induced by the rise

in the carbon price, which leads to a slightly better emission to output ratio.

1.5.2 Permanent LSAP

The second scenario studied is a permanent LSAP program where the central bank
gradually increases the size of its balance sheet to hold around 8 percent of either green or
brown total assets by 2028 and keeps this proportion constant from 2028 on.

Figure 1.15 displays the reaction of selected variables to both green and brown perma-
nent LSAP programs along the transition. The results are quantitatively similar to the
case of a transitory LSAP, except at the end of the simulation, where brown permanent
LSAP seem to be more effective than transitory LSAP to mitigate the loss in brown capital
and output associated with a decarbonization of the economy.

Figure 1.16 shows how a permanent LSAP program focused on green bonds would
interact with a sectoral macroprudential policy favoring the green sector. The interaction
of the two policies gives the best results in terms of accompanying the transition to a greener
economy. Compared to the case where asset purchases were transitory, a permanent LSAP
program yields an effect on capital, output, and emissions that is long-lasting. Overall,
the emission to output ratio is lower, since green output rises sharply while brown output
decreases over the period studied. It is also important to keep in mind that results presented
in this section could be further reinforced if we were to witness an increase in the share of

the green sector over the transition, as exemplified in the previous section.

46Similarly, [Ferrari and Nispi Landi, 2021] break the perfect substitutability by introducing a quadratic
cost related to the holding of green bonds by banks.
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1.6 Conclusion

We develop a DSGE model with both endogenously-constrained financial intermediaries
and heterogeneous firms. We then use the model to assess the implications of setting an
environmental policy consistent with the net-zero target using a cap system.

We find that a price of about 350€ per ton of carbon is needed to be aligned with the
net-zero target. However, the actual implementation of this price induces two inefficien-
cies. The first inefficiency is linked to the need of an increasingly higher price of carbon
(compared to the optimal SCC) to meet the EU targets. This decoupling generates a grow-
ing welfare loss. To address this wedge, we show that a RWA policy favoring the green
sector (i.e. green macroprudential policy) is efficient in partially offsetting the welfare loss
while reaching the emissions target. Furthermore, green macroprudential would allow the
regulator to address climate-related financial risk.

The second inefficiency is related to the market design of the environmental fiscal policy
in the EU area. The present volatility in the ETS is shown to affect firms’ marginal costs
and thus to alter risk premia. We find that QE rules that react to changes in risk premia are
able to completely offset movements in spread levels and volatility, allowing for a smooth
transmission of monetary policy, while not significantly impacting inflation.

Turning to LSAP programs, we find that macroprudential policy is needed to provide
an incentive to central banks to engage in both transitory and permanent green QE.
However, permanent LSAP programs yields an effect on capital, output, and emissions
that is long-lasting compared to transitory LSAP programs.

More generally, we show that QE rules could be used as a short-term countercyclical
tool, while sectoral macroprudential policy could play a more structural role, allowing for
a smooth transition toward net-zero.

In particular, we find that green macroprudential policy strengthen the substitution

effect between the two sectors, which is triggered by the environmental fiscal policy. While
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this result is obtained with a constant share of the green sector (), increasing s along
the transition reinforces our findings. Intuitively, making the green sector predominant
(figure 1.2 and figure 1.3), would not only decrease substantially emissions, which in turn
decreases the environmental policy cost (i.e. the carbon price), it would also help achieve
the sought-after decoupling of emissions and output. The emissions to output ratio Fy =
E/Y falls almost linearly with an increase in the green sector share and leads to lower
level of carbon price.

Many extensions could be conducted using our framework. In particular, we think
that further research could be devoted to the impact of non-linearities within the financial
sector on the dynamics of the model and to the role that endogenous TFP could play in
fostering the emergence of greener output growth. We also believe it could be fruitful to
examine how to capture the environmental quality on the welfare of households in more

direct ways than in existing models.
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Appendices

1.A Appendix: Tables

TABLE 1.1
Calibrated parameter values (quarterly basis)

Calibrated parameters Values
Standard Macro Parameters
o Risk aversion 2
» % of Green firms in the economy 30
0 Price elasticity )
1 Price stickiness (Calvo parameter) 2/3
6" Price stickiness (Rotemberg parameter) %
L Labor supply 1/3
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TABLE 1.2
Calibrated parameter values (quarterly basis)

Calibrated parameters Values
Environmental Parameters
Yd CO4 natural abatement 0.0021
01,4 Abatement cost parameter for sector G 0.02
02,4 Abatement cost parameter for sector G 2.7
01, Abatement cost parameter for sector B 0.05
025 Abatement cost parameter for sector B 2.7
vy Temperature parameter 0.5
v Temperature parameter 0.00125
a Damage function parameter 1.004
b Damage function parameter 0.02
TABLE 1.3

Calibrated parameter values (quarterly basis)

Calibrated parameters Values
Banking Parameters
A Parameter impacting the discount factor of bankers 0.99
Op Probability of staying a banker 0.98
Pe Smoothing monetary rule coefficient 0.8
Oy Output policy parameter 0.2
o Inflation policy parameter 1.5
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TABLE 1.4

Estimated Parameters

Estimation
Parameters Mean Standard Deviation

Standard Macro Parameters
T A, n Output shock standard deviation 0.0063361 7.2574e-06
PA; Output shock persistence 0.76907 8.3156e-06
g/y Public spending share in output 0.28503 1.9099e-05
;i Capital adjustment cost 1.7354 7.2439e-06
1/(1 +b/100) Discount factor 0.027254 6.4961e-06
1+ vy /100 Economy growth rate 0.21907 3.0773e-07
h habits 0.22278 1.3859e-05
« Capital intensity 0.34202 4.8802e-07

Depreciation rate of capital 0.024995 1.5241e-07
04 Price elasticity in sector G 11 6.1805e-06
Oy Price elasticity in sector B 7.0206 4.3802e-06
Environmental Parameters
E* Rest of the world emissions 3.3666 3.0327e-06
Vb Emissions-to-output ratio in sector B 0.2849 1.5072e-06
Carbon Price  Carbon price level 0.0099078 4.5392e-06
Banking Parameters
A Risk weight on loans 0.17618 5.9887e-06
w Proportional transfer to the entering bankers  0.006353 2.4101e-06
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TABLE 1.5

Model moments compared to observed data (Euro Zone)

Target Model Data Source
Macro Aggregates:
Output Growth Volatility 0.0065  0.0066 Eurostat
Investment Growth Volatility 0.030 0.030 Eurostat
Consumption to output Growth Volatility 0.0047  0.0048 Eurostat
Mean Output Growth 0.0022  0.0023 Eurostat
Mean Investment Growth 0.0021  0.0023 Eurostat
Consumption to Output Ratio (%) 0.57 0.53 Eurostat
Government Spending to Output Ratio (%) 0.28 0.24 Eurostat
Marginal Cost of the Brown Sector (Normalized) 1 1 [Chegut et al., 2019]
Marginal Cost of the Green Sector (6% higher than 'B’) 1.06 1.06 [Chegut et al., 2019]
Financial Aggregates:
Risk-less Bond Mean Return (annualized) 1.07%  1.08% ECB
Green Bonds Risk Premium (annualized) 0.80%  0.80% [Fender et al., 2019]
Brown Bonds Risk Premium (annualized) 0.80%  0.80% [Fender et al., 2019]
Banks’ Capital Ratio (Equity as a % of RWA) 14.39%  14.40% ECB
Environmental Aggregates:
Global Level of Carbon Stock (GtC) 839 839 USDA
Emissions to Output Ratio (kCOgy per $ of output) 0.21 0.21 Global Carbon Project/FRED
ETS Price (January 2021) in € 30 30 Bloomberg
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TABLE 1.6
Sensitivity of the optimal carbon price to climate damages and dynamics

Nordhaus Dietz Weitzman
vy =0.00125 9 =0.0025 v§ =0.00125 v§=0.0025 v§=0.00125 v = 0.0025
Emissions Reduction (in%) - 15% 5% 28% 15% 45%
Social Cost of Carbon (in €) 31.2 144.12 65.94 333.53 144.12 846.65
Temperature 7 (in Celsius) 1.06 2.07 1.05 2.04 1.03 2

Notes: The figures reported in the table show the sensitivity of the optimal price of carbon, temperature, and net-zero

goal of 55 percent emissions reduction by 2030, to different levels of calibration of: i) the damage function (parameter

anda 11 e climate namics arameter v . 1 respec (o] € damage runction = U. corresponds to
“b”), and ii) the climate dynamics (p ter “v3”). With respect to the damage function, b = 0.01 ponds t

[Nordhaus and Moffat, 2017], b = 0.02 corresponds to [Dietz and Stern, 2015], and b = 0.04 corresponds to [Weitzman,

2012]. For the climate dynamics, v§ = 0.00125 corresponds to baseline case with T° < 1.1C by 2030, and v§ = 0.0025
corresponds to case with 7° < 2.1C' by 2030.
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TABLE 1.7
Steady state values

Optimal Policy ETS Policy ETS and Macropru
Ag=0.75 XA;=05 X;=025
=125 XN=15 N=175

(1) (2) (3) (4) (5)

Consumption 1.2419 1.2372 1.2387 1.2402 1.2418
Aggregate Output 2.1139 2.1029 2.1019 2.1013 2.1011
Green Output 1.0937 1.0937 1.1012 1.1111 1.1213
Brown Output 1.06 1.0515 1.0425 1.0337 1.0251
Emissions to Output 0.2183 0.1569 0.1569 0.1569 0.1569
Green Sector Emissions 0.1034 0.0747 0.0754 0.0760 0.0767
Brown Sector Emissions 0.2876 0.2049 0.2032 0.2014 0.1998
Green Capital Stock 11.4318 11.3383 11.6359  11.9468 12.2717
Brown Capital Stock 10.4235 10.1552 9.9001 9.6554 9.4207
Green Real Rate 1.0045 1.0045 1.004 1.0035 1.003

Brown Real Rate 1.0045 1.0045 1.005 1.0055 1.006

ETS Price (in euros) 31.2 300 303 304 306

Carbon Cost as % of GDP in Green Sector 0.3278 0.5122 0.5122 0.5122 0.5122
Carbon Cost as % of GDP in Brown Sector 0.7650 1.4580 1.4580 1.4580 1.4580

Notes: The first column is the economy subject to an optimal carbon price. The second column is the economy
subject to a carbon price consistent with the EU climate goals for 2030 (i.e. ETS cap net-zero objective), and the
three last columns feature both a carbon price consistent with the EU climate goals for 2030 and an intervention of
the macroprudential authority. We show how the economy responds to different risk-weight requirements related to
climate risk exposure of firms. For instance the baseline scenario presents the case where an upgrade in the rating of
the green bonds of the asset class BBB+ to A- and the downgrade in the rating of the brown bonds of the asset class
BBB+ to BBB- (i.e. Ay = 0.75 and Ay = 1.25). The two other cases: i) with Ay = 0.5 and A\, = 1.5, and ii) with
Ag = 0.25 and A, = 1.75, represent a higher cut in the risk-weight associated with climate risk exposure (i.e. a higher

upgrade and downgrade in the ratings).
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TABLE 1.8
Risk premia volatility under the carbon price shock
Baseline Model Model with QE Rules (¢;=5)
Mean Standard Deviation Mean Standard Deviation
EP, 0.1989 0.02 0.1989 0.0003
EP, 0.1989 0.02 0.1989 0.0003
MC, 0.9091 0.0001 0.9091 0.0003
MCy 0.8571 0.0001 0.8571 0.0003
Qg 1.0000 0.0002 1.0000 0.0001
Qs 1.0000 0.0002 1.0000 0.0001
g 1.0000 0.0000 1.0000 0.0001
m 1.0000 0.0000 1.0000 0.0001

Notes: The figures reported in the table show the first and second moments of selected variables following a positive
carbon price shock. The baseline model refers to the model with the ETS carbon price. The model with QE rules

incorporates a reaction of the central bank to deviations in risk premia from their respective steady state.
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1.B Appendix: Figures

FIGURE 1.1. ETS Price in Euros per Ton of CO,

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Notes: The figure displays the spot price of carbon permits traded within the ETS in euros per ton of CO2. (Source:
Bloomberg)
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FIGURE 1.2. Share of the green sector, carbon intensity, and the environmental policy
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Notes: The graph on the left reports the interaction between emissions to output and the size of the green sector. The

right graph reports how a change in the weight of the green sector drives the carbon price, through a decrease in the

emissions to output ratio.

FIGURE 1.3. Share of the green sector, emission levels (normalized to one), and the

environmental policy
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FIGURE 1.4. Financial stability and climate risk
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Notes: The figure shows the effect of a 0.5°C increase in the level of temperature, with and without macroprudential
policy. In the baseline scenario, there is no sectoral macroprudential policy, which means A, = Ay = 1. To illustrate
the impact of green macroprudential policy on climate-related financial risk, we multiply/divide climate risk weights
by a factor of 2, which means A\ = 2 and Ay = 0.5. Green macroprudential policy reduces the impact of a temperature
increase on the global capital ratio by providing an incentive to banks to hold more green assets. The results are

presented as percentage deviations from the steady state over quarterly periods.
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FIGURE 1.5. Net-zero transition pathways with two different growth assumptions
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------ Transition Pathways — 1.2% Growth Trend (with 95% confidence intervals)

Notes: The figure reports the results of 2000 Monte Carlo simulation draws consistent with the net-zero target, according
to two different growth scenarios. The blue line corresponds to the average per capita real growth over the last 20
years in the EZ (0.8%), while the orange dotted line corresponds to a more optimistic scenario in line with long term

EZ trends (1.2%). The shaded blue and orange areas correspond to 95 percent confidence intervals for each scenario.

69



Chapter 1: Policy Interaction and the Transition to Clean Technology

FIGURE 1.6. Net-zero transition pathways with and without carbon price uncertainty

Output (normalized) Emissions (normalized)
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— Transition Pathways — TFP and Carbon Price Shocks (with 95% confidence intervals)
------ Transition Pathways — Only TFP Shocks (with 95% confidence intervals)

Notes: The figure reports the results of 2000 Monte Carlo simulation draws consistent with the net-zero target, according
to the 0.8% growth scenario, where the carbon price is subject to carbon price volatility (i.e. carbon price shocks) and
where the carbon price is not subject to carbon price volatility. The blue line corresponds to the average per capita
real growth over the last 20 years in the EZ (0.8%) where the carbon price is subject to uncertainty, while the purple
dotted line corresponds to the case where the carbon price is not subject to uncertainty. The shaded blue and purple
areas correspond to the 95 percent confidence intervals for each scenario. Please note that for both scenarios output is

subject to TFP shocks consistent with the past 20 years in the EZ.
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FIGURE 1.7. Consumption pathways and carbon price uncertainty
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—— Transition Pathways — TFP and Carbon Price Shocks (with 95% confidence intervals)
— Transition Pathways — Only TFP Shocks (with 95% confidence intervals)

Notes: The figure reports the results of 2000 Monte Carlo simulation draws consistent with the net-zero target, according
to the 0.8% growth scenario, where in one case the economy features carbon price volatility (i.e. carbon price shocks)
and where in the other case the price of carbon is not subject to carbon price volatility. The blue line corresponds
to the average per capita real growth over the last 20 years in the EZ (0.8%) where the carbon price is subject to
uncertainty, while the purple line corresponds to the case where carbon price is not subject to uncertainty. The shaded
blue and purple areas correspond to the 95 percent confidence intervals for each scenario. Please note that for both

scenarios output is subject to TFP shocks consistent with the past 20 years in the EZ.
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FIGURE 1.8. Transition pathways: optimal versus net-zero

Output (normalized) Emissions (normalized)
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—— Optimal versus Sub-Optimal Policy

Notes: The figure compares the pathway consistent with the optimal carbon price (the social cost of carbon) to the
net-zero ETS cap policy pathway. The blue line corresponds to the social planner choice, while the green dotted line
corresponds to a pathway consistent with a reduction of emissions of 33 percent by 2030 (55 percent compared to
1990 level). The red lines show both the difference in carbon price and the welfare loss, between the optimal and
sub-optimal policy (ETS inherent price). More specifically, the red graph on the left shows the trajectory of the extra
carbon price, which is the carbon price consistent with the net-zero ETS cap policy minus the optimal price of the
social planner. The graph on the right shows the welfare loss in consumption equivalent (CE), which is the difference
between the welfare implied by the pathway of the social planner and the welfare implied by the pathway consistent

with the net-zero objective.
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FIGURE 1.9. Transition pathways (net-zero) with and without green macroprudential
policy
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—— Sub-Optimal Policy = Sub-Optimal and Macro-Prudential Policy

Notes: The figure compares a pathway consistent with the net-zero objective where a macroprudential policy takes into
account climate risk and where it does not. The blue line corresponds to the case where no climate risk is considered (A\g = 1
and A\, = 1) and the green line corresponds to the case where the macroprudential authority considers climate risk with a

progressive change in sectoral risk-weights (Ay — 0.75 and A, — 1.25) .
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FIGURE 1.10. Transition pathways (net-zero) with and without brown macroprudential
policy
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Notes: As a robustness exercise, we compare a pathway consistent with the net-zero objective where a macroprudential
policy favors the brown sector over the green and where it stays neutral. The blue line corresponds to the neutral case
(A¢ =1 and A, = 1) and the brown line corresponds to the case where the macroprudential authority favors the brown

sector (Ag — 1.25 and A\, — 0.75).
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FIGURE 1.11. Transition pathways (net-zero) with macroprudential policy and an
increase in the green sector share
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—— Green Macroprudential Policy —— Brown Macroprudential Policy

Notes: The figure compares a pathway consistent with the net-zero objective where the share of the green sector increases
overtime (s — 50%) and where a macroprudential policy: i) takes into account climate risk, and ii) favors the brown sector
over the green. The brown line corresponds to the case where the brown sector is favored over the green (A\g = 1.25 and
Ap = 0.75) and the green line corresponds to the case where the macroprudential authority considers climate risk with a

progressive change in sectoral risk-weights (Ay — 0.75 and A, — 1.25) .
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FIGURE 1.12. Responses to a positive carbon price shock (¢]). (The Rotemberg Case)
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Notes: The figure shows the effect of a positive carbon price shock (e]) calibrated on the ETS data on selected variables,
with and without QE policy rules. The results are presented as percentage deviations from the steady state over quarterly

periods.
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FIGURE 1.13. Effect of transitory green and brown asset purchase programs
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Notes: The figure shows the effect of transitory green and brown asset purchase programs (of about 9% of total asset

in the economy) on a selection of variables, where the central bank stops purchasing bonds by 2028.
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FIGURE 1.14. Effect of a transitory green asset purchase program with and without
green macroprudential policy
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Notes: The figure shows the effect of transitory green asset purchase program (of about 9% of total asset in the economy)
on a selection of variables, where the central bank stops purchasing bonds by 2028. In blue, the macroprudential

authority sets a green macroprudential policy as presented in the previous section, while in red, it remains neutral.
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FIGURE 1.15. Effect of permanent green and brown asset purchase programs
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Notes: The figure shows the effect of permanent (where the central bank keeps the share of asset constant at about 9%

of total assets in the economy) green and brown asset purchase programs on a selection of variables.
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FIGURE 1.16. Effect of a permanent green asset purchase program with and without
green macroprudential policy
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Notes: The figure shows the effect of a permanent (where the central bank keeps the share of asset constant at about 9%
of total assets in the economy) green asset purchase program on a selection of variables. In blue, the macroprudential

authority sets a green macroprudential policy as presented in the previous section, while in red, it remains neutral.
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(Online Appendix)

1.C Appendix: Climate Externality and Inefficiencies

1.C.1 The Social Planner Equilibrium: Centralized Economy

The benevolent social planner optimal allocation and optimal plan would choose to
maximize welfare by choosing a sequence of allocations, for given initial conditions for the
endogenous state variables, that satisfies the economy constraints.*”

The planners’ social problem for the households reads as follows:*®

— h(, ) -

t t—1

max Fy Z B ( —

o < Z ( () WekLos + Htv’“) +1I} + T, + RB, — C, — Bt+1>
P,

+ N\ Z Gtk <LkYt r— Wi k:Lt k— Rt[,(th,k — f(ﬂt,k‘)y;t,k _ Ht,k)

t A Z\Ij”ﬂ kd (77) tk(FtLt k) =Yk

+ Noe(Er — Zg VE+ k)

+ >\t§iX(Xt — X1 — Ey)

+ )\t§f(Tto — vl (ve Xy = T2) =T} )

+ At Z §fk(Etk — (1 - Mt,k:)@kK;k))
2

where as we will show below the Social Cost of Carbon SCC; is the shadow value with

47This equilibrium will provide a benchmark solution, which we use to compare with the allocation
obtained in the decentralized economy for the carbon policy.

48The social planner optimizes in an economy without price/financial frictions. This frictionless economy
is the bare-bone model. In the following section, we present the decentralized economy, where we include
financial and price frictions.
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respect to the temperature damages §!. W, is the marginal cost component related to the

firm’s choice of labour and capital.

The first order conditions determining the SCC) are the ones with respect to T, X,

while the FOCs with respect to Ey i, t; , and 11, , determine the level of abatement needed:

4 0d(T7)
ary

M8 = BBl = v]) A8 — )\tZ‘I’tk A K{yp(TeLeg)'™

A = Etﬁ(vag))\t+1§t+1 + Etﬁﬁ)\t+1§t+1
M85, = g N8
/\tQt,kf/(Mt,k) = <Pk/\t§fk

A\t = /\tQt,k-

Rearranging these FOCs we obtain the following SC'C; and abatement level:

od
= B D = 3 et R K )

§X = Et(UfUS)At,t+1§t+1 + EtUAt,t+1§t+1
§sz = 9<%)§ix

F (k) = or8is
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1.C.2 The Decentralized Economy

The competitive equilibrium problem for the firms reads as follows:

s P,

max oy Z Lk Yir = WLk — RE Kok — f(peg)Yer — TeenBep — Mok
i=0 B 7

+ MW (T Ky (TeLog) ™ = Vi)

+ Atquk<Et,k - (1- Mt,k)QDkn,k))

The first order conditions determining the environmental policy 7. are the ones with

respect to Fy ; and fu

UE =14 (1.67)

F(k) = Vo (1.68)

Thus, from both the household and firm FOCs, we get*’:

Ul = Tetk (1.69)

v = §F, (1.70)

F(peg) = §eeen (1.71)

5 = (1= DAt - D v S Km0 )
k

§ = (UPUS) Avira8iiy + A8 (1.73)

§ox = 9(>)8 (1.74)

The competitive equilibrium problem for the capital producing firms and financial

intermediaries remains the same as the one presented in the financial intermediaries section.

49Since g, = 1 (as showed above), we retrieve that the input shadow cost \I/Ek in the firms optimization
problem is equal to §/.

83



Chapter 1: Policy Interaction and the Transition to Clean Technology

In the next section we present the Calvo problem for price frictions.*

1.C.3 The New Keynesian Phillips Curve a la Calvo

When monopolistic firms engage in infrequent price setting a la Calvo, we assume that
intermediate goods producers for each sector re-optimize their prices Pj; ;, only when a price
change signal is received. The probability (density) of receiving such a signal h periods
from today is assumed to be independent from the last time the firm received the signal.
A number of firms £ will receive the price-change signal per unit of time. All other firms
keep their old prices. Thus, the profit maximization of our intermediate firms reads as

follows:

Pt &

P\ " (Pp\ "’
() ()

and, Yo = d(T9){* K5 Ly

Jt.k =tk

maXEthiﬁiAt,HiHjHi,k (1-75)
i=0

where A1 = ﬁi% is the real stochastic discount factor as in the Rotemberg case.

The NK Philips Curve pricing equations are as follows:

pr 0 E:Y & B Nt 4 iMCii Stk
Poh =R T —1 & ’ (L
K E> & BN 14tk

1=0

50The Rotemberg case is presented in the core text.
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where

—0 —0
1 » Pt+z‘k 9

Strik = - PYiy

ek (Pt+z',k) (Pt+i Lo

3 oo [ Prvi\’
= Prin ) v (1.77)

or equivalently:

. P 0 S+ Tk

Prk = P _Qk—l Ok 7

with: Spp = P00, Y; + %wEmfﬂsm,k,
t

(1.78)

and: O, = Pf,’;_eY} + %ﬁﬂEthﬁl@tH,k;
¢

and: Top = P [Onails + ren(l = pup)on| Yi+ %wtwfﬂmk,
with inflation m, = P,/ P,_;.

The optimal pricing condition p* is obtained by equating the dynamic marginal revenues
to the dynamic marginal costs. As in each period a fraction £ of the intermediate firms of
each sector choose their optimal price P}, we can rewrite the final firms goods price P} as
a weighted average of the last period’s price level and the price set by firms adjusting in
the current period: P,; = ({Ptl__le,’; +(1— é)Ptf,i_e’“)ﬁ. In addition, please note that the
j-index referring to our intermediate firms collapses as all firms for each sector, which are
capable of setting their price optimally at ¢, will make the same decisions.

As presented in [Gali and Monacelli, 2008], the Calvo price dispersion D,y j is essentially
a measure of distortion introduced by dispersion in relative prices. Price dispersion is
bounded below at 1, where 1 would be the value in the case of flexible prices. Price

dispersion in our two-sector economy reads as:

1 L /P % /p N -0
/ th,kdj = / <L> (L> Y;e,kdj = Dpt,kY;‘qu <1'79)
0 0 Pt,k: Pt
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(1.80)
(1.81)

with D, the aggregate loss of efficiency induced by price dispersion of the interme-
(6, _
diate goods. In other words, it also reads as Dy = (1 — &) <PfT’t’“> (pi 1) 4
—0
P
(%) D
Furthermore, as outlined in [Annicchiarico and Di Dio, 2015], our two-sector environ-

mental components are impacted by the price dispersion as following:°!

Et,k = (1 - Mt,k)sokDpt,kY:‘,,k7
0
Zik = 01kt Dpt Yok

1.C.4 The Non-Stationnary Equilibrium Conditions

The following equations represent the model equilibrium conditions.

(1.82)

Households:
(1.83)

Ot = (Ot - th—l)_a — BhE; {(Ct+1 - th)_J} )

1= 5EtAt,t+1Rt+1a

(1.84)

Final firms:
1 1,1-7
Y, = %ey;i,g GY;f,b ’
5INote that, as in the canonical NK models, production and profits are also affected by the price

-1

e and Iy g = (1 = MCy Dyt 1) Yy -

dispersion Y; j, = d(TtO)€Z4kakatl_aD
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Intermediate firms:

Yo = d(TY)e * Ky LDy,

pt k>

—
oo
D

e N e e
—_
0]
3

~— ~—  ~— ~— =

TP = vp(0s Xy = T70) + Ty,

Xe =1 —7a)Xim1 + Ev + EY,

Eir = (1= pur)0eDptp Yok 1.88
Iy = 91,kﬁbf2k’k Dy 1Yo s 1.89
Yik
R =W 1.90
t.k tk7- Kt B ( )
Y,
Wik = (- a) b, (1.91)
tk
01 k02 k 0o p—1
g = D102k B2u—l 1.92
t,k on /’L]th ( )
MCyy =V + 91,kuf,2;;k + Ter k(1 — pek)or, (1.93)

New Phillips Curve equation (the Rotemberg case):

P, P, Y,
9P7Tt,k(7rt,k_1) = (;k> ( Lk (1—0;)+ 6, MC, k;) +E; {BAt,t—‘,—l P T (Tt — 1)}

Py Py Y,
(1.94)
New Phillips Curve equations (the Calvo case):
Py, O Ser+ Tix
L Lt 1.95
pt,k .F)t ek . 1 @t k I ( )
St,k = Ptej]]z_e‘l/nk}/; + th+1 fﬂEtﬂt+15t+1 ks (196)
O = pg;;—GYt Q;“gmztml Orrih: (1.97)
t
T = [91 k#t 2 A Tern (L — e ge)on } Y, + %gﬁEtﬂt+1Tt+l s (1.98)
P (0r—0) » P,

Dy = (1 =€) | = (i) (= Dy (1.99)

P B, ’
Py = (EP Sk + (1= &P )0, (1.100)
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Other NK equations:

Wt:Pt/Pt—la (1101)
Ttg = Prg/Fi-1,9; (1.102)
b = Pip/Pi1p, (1.103)
_1
P = (3P + (1= )P "), (1.104)
P, -1 P, o=t
Ty = (%%jﬂtyg +(1- %)P%;ﬂ't,g > : (1.105)
Capital producing firms:
ng - Iuk- - 5Kt7k‘7 (1106)
Kiigw = K + Iy, (1.107)
n I ?
7 t T
) == — — 40 1.108
_ / Lk , Ly )’

Qui =1+ fill) + Fi() — BE A fi() , (1.109)

Ii 1 g Iy,

Financial Intermediaries:

QtgStg + QepSty = Ny + By, (1.110)

Ny = 05[(Rig — R)Qi-1,4S1-14 + (Rep — R)Qi—105i-14) + (05R: + w) N1, (1.111)

Vi = A (Mg Qr.gSeg + NaQisSep) + ABE {11191 Ry N} (1.112)
PN, = v, TP N, + ABE { Ay 11191 RN, Y (1.113)
e = - _1Vt ABE {11191 Riva ) (1.114)
UM = ABE {11 (Risin — Reyr)} (1.115)
= v [T7Ne = Ay Qr9Stg + NQipSt)] (1.116)

RPyy = Ry — Ry, (1.117)
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Central Bank:?2

it = 1= pe(it-1 = 7) + (1 = pe) [0n (1 = T) + &y (v — ye—1)], (1.118)
it = RtEt {’/Tt_;,_l} y (1119)
Government:
Gy =T, + 1By + RP g0 g Ky g + RP; gy Ky p, (1.120)
G, =2y, (1.121)
Yy

Environmental Policy (when the policy is sub-optimal (F; =cap)):

E, = Cap,, (1.122)

Cap, = Cap/T*, (1.123)

Environmental Policy (when the policy is optimal (7., =social cost of carbon)):

Tet = 9(30)SCCy, (1.124)
A A
SCC: = nB=SCCL + (v7ug) B8, (1.125)
t t
oy 2 9d(TY) ;s —a
§ = (1—v))B :1 §tT+1 - ; ‘I’t,kgf’k (’)Tts Kt»k(FtLt,k)l ’ (1.126)

52To ensure stationarity over the BGP, the central bank sets its interest rates following the Taylor rule
in the spirit of [Smets and Wouters, 2003].
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Aggregate variables:

Aggregate resource constraint (price stickiness a la Rotemberg):

Y=Cit Gt L+ ) gG)fs(Merl + ) 9(ALY: + 2.
k k

Aggregate resource constraint (price stickiness a la Calvo):

Yi=Ci+Gi+ 1, + Zg(%)[fk()]tk] + Zy.
k

1.C.5 Welfare Distortion

(1.127)
(1.128)
(1.129)

(1.130)

(1.131)

(1.132)

When 7, moves away from 77, ., losses in household lifetime consumption and welfare

grow:

A7y Welfare < 0,

As in [Schmitt-Grohé and Uribe, 2007], we define welfare under the optimal policy,

conditional on the state of the economy in period ¢ = 0 being the non-stochastic steady

state associated with that regime and remaining under that regime forever, as Welfare[*.
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Similarly, Welfare; represents welfare under the sub-optimal policy:

oo

Welfare] = E, Y~ 8'U(CT") (1.133)
=0

Welfare] = E, Y~ B'U(CY) (1.134)
=0

where C7" and C7 denote the particular plans for consumption under the optimal regime
and sub-optimal regime, respectively.

Now, let Ay denote welfare costs associated with the sub-optimal fiscal policy in terms
of consumption. It is defined as the fraction of the optimal consumption process that a
household would be willing to give up to be as well off under the sub-optimal policy (7)

as under the optimal policy (7*).

(e 9]

Welfare] = E, Y U((1— Aw)C]) (1.135)
i=0
As the utility function is a CRRA, no closed form solution exists to characterize the loss
in welfare denoted \y. We perform a numerical exercise®® to compute the unconditional
Aw -

We can reduce the problem to the following expression:**

l1—0 l1—0

Wedgec — ((Ct+i - hOt"ri—l)liU . (C:—H - h :—‘y—i—l)l_U) x Ac’t

x AY, — AL — AG, — AZ,
x A(l—g)Y; — AL — AZ,

53Where we use policy functions approximated to the second order.

54First by using the fact that the utility function is strictly increasing. Then by using the economy
budget constraint (and abstracting from adding-without a loss of generality—the investment adjustment
costs as well as the price stickiness adjustment costs): Y; = Cy + I; + G + Z;, and that G; = gY;, and
Zy = f()Ye.
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Thus, the total effect on consumption reads as follows:
Wedgec oc (1 —g)(Y; =Y)") = (L = I}) = (Ze = Z)

As argued above, and without a loss of generality, we can focus on one sector and draw

the same conclusion for the model with both sectors:

Wedge, oc(1 = g)(ef"* Ty =L ) (d(T7) K7y, — d(T?) K7")
— (f(Kix) = f(Kek))
- ((524&11%7&[;17&)(da:to)ngf(Mt,k) - d(Tto>*ng*f(Nt,k>*)

Comparing now the impact of a higher carbon price to the optimal, we can first clearly
see that the damages from higher temperature will be lower under the higher carbon price
than under the optimal one d(T?) < d(T7)", as temperature is lower since emissions are
reduced at a higher rate. Similarly, abatement is higher under the higher carbon price.
As such, we propose a sectoral-maroprudential policy, which will loosen the regulatory
constraint on loans to the green sector. This policy will boost the relative share of the
green sector in total output, which will partially offset the welfare loss, as the green sector
is less carbon intensive®.

Similarly, the sectoral-maroprudential policy will decrease the wedge on the labor com-

ponent of welfare.

55Thus, abatement costs are less impacted by the rise in the carbon price in this sector.

92



Chapter 1: Policy Interaction and the Transition to Clean Technology

1.C.6 Premium Distortion
Risk premia are defined as:
EP, ;= Ry, — Ry

aL g U d(T) K = (Qui — 9)
Qt—l,k

— R

At the steady state, as we chose L, = L to march hours worked in the economy, the

previous expression simplifies to:

L= ™y, d(TOY KO — )
EPth — « Et t.k (Qt) ’: (Qt,k’ ) _ Rt
t—1,
Of\llt,k%i — (@t — )

- R
Qi-1,k :

Thus, relying on a market-based instrument such as the ETS implies sudden changes
and volatility in the carbon price. This uncertainty will generate fluctuations in the
marginal cost components and in the price of capital, that will translate to volatility

in risk premia. In the case of an increase in the carbon price:

e MC, ), which represents the maginal cost of firms would increase as a result of higher

abatement costs (MCt’k:\I/mk—l—Hl,k/Lf’z,;k+Tt,k(1 — Lt k) Pr)-
e Thus, firms’ investment decreases, leading to a lower price of capital ().

While a positive shock would trigger volatility in risk premia (as the price increase
impacts all component in R ), the direction of the change depends on the calibration. As

such two cases arise:

L aW g — (Qur — ) > 0.
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In this case, risk premia would increase following a positive shock on the carbon price.
Intuitively, the decrease in the price of capital is proportionally higher than the impact

the shock would have on output, capital, and capital /labor input cost.
2. AWyt — (Qur—08) <0
. t,k Kix t,k .

In this case, risk premia would decrease following a positive shock on the carbon price.
Intuitively, the decrease in the price of capital cost is proportionally smaller than the
impact the shock would have on output, capital, and capital/labor input cost.

In either case, it is possible to offset the level and volatility effect by acting on Q.
From the macro-finance literature, we know that QE rules reacting to deviations in risk
premia from their steady states are able to eliminate risk premia distortions. In our case,

the distortion arises from a shock to the carbon price and not to the quality of capital.

1.C.7 Balanced Growth Path Equilibrium

1.C.7.1 The Firms

In order to perform our structural parameters estimation through the simulated method
of moments, we first need to specify the de-trended economy over its balanced growth path.
The growth rate of I'; determines the growth rate of the economy along the balanced

growth path.?® This growth rate is denoted by +¥, where:

[, =~v"T (1.136)

Stationary variables are denoted by lower case letters, whereas variables that are grow-
ing are denoted by capital letters. For example, in the growing economy, output in each
sector is denoted by Y; ;. De-trended output is thus obtained by dividing output in the

growing economy by the level of growth progress:

56In our setup both sectors grow at the same rate I';.
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Y,
Yo = Fﬂ (1.137)
t

Sectoral emissions, which we denote by E,j, in the growing economy are given as

follows:

Eig = (1 — pur)prYerDpt, k (1.138)

Thus, in the de-trended economy, per sector emissions law of motion reads as follows:

erk = (1 — fie)oryex Dpt, b (1.139)
where:
Ei g
== 1.140
€tk T, ( )

and the price dispersion Dy, is a stationary variable®.

Therefore, the total flow of emissions reads as:

Ey
= = 1.141
“=F (1.141)
The abatement cost in the growing economy is:
Ziy = f(per)YerDpt, k (1.142)
Thus, in the de-trended economy, the abatement cost reads as follows:*®
zek = f(per)yerDpt, k (1.143)

°TIn the baseline case (i.e. the Rotemberg case), the term Dy, j collapses (i.e. Dy x = 1). Only when
relying on Calvo pricing that the dispersion appears.
8Please note that i x is stationary.
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The stock of emissions in the atmosphere is denoted by X;, while the temperature is

called T in the growing economy:

X, =1 —v)X,1+ E + E (1.144)

TP = (X — TP) + 17, (1.145)

The de-trended X; and 7Y read as follows:

1 _
Ty = @mt_l + e+ E (1.146)
f)/
Y = (Vw1 — )+t (1.147)
where:
X
== 1.148
Lt T, ( )
TO
)=+ 1.149
t Ft ( )

In the growing economy, with the above growth progress, the production function is as

follows:

Yip = eld(T?) gk(rtLt,k)l—aDpt, k (1.150)

where per sector labor L, ; and the technology shock 5;4 * are stationary variables. Further-

more, the climate damage function captures the growth rate I'; such that d(7}?) = ae_éTtDQ.

Capturing the growth rate of the economy within the damage function allows us to simplify

the de-trended form of the damage function without a loss of generality as over the studied
b 02

_7Tt °
period (a 10-15 year horizon) d(T?) = ae 7 ' ~ ae "T¢"

De-trending the production function gives the following:
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Yok = g;‘d(tg)kfjkL;;aDpt, k1 (1.151)

As for aggregate emissions, the de-trended aggregate output reads as:

Y,

= — 1.152
. (1.152)

Yt

The capital-accumulation equation for both the green and brown sectors in the growing

economy read as:

Kip=01-0)Ki1p+ L1 (1.153)

In the de-trended economy, we thus have:

kow =7 (1 = ) ke—1p + G- 1.4] (1.154)

with both capital and investment de-trended variables reading as: k;j = Kr;tk andiy j, = I;—‘t’“,

respectively.?”

1.C.7.2 The Economy Constraint (Rotemberg case)

The economy budget constraint reads as:

Yi=Ci+ L+ G+ Zi+ Y g6l + Y g()[AL]Y, (1.155)
k k
Thus,
yp=cet+itg+tut Z 9GO fi()iek] + ZQ(”)[AEIJ% (1.156)
k k
where: ¢; = %

59We note that both the return on capital Rf’k and wage Wy are stationary. This can be easily seen
by looking at the intermediate firms FOC.
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The calvo case reads as:

Yo =Ct g+ g+ 2+ Zg(%)[fk()"tk] (1.157)
P

1.C.7.3 Households

Under the presence of a labor-augmenting technology I';, the utility function reads as:

U(Cy) = Gt

l1—0o

Thus, the de-trended utility reads as:

> BU@) =D B <(Ct - (Vy)lhct‘l)”) (1.158)

1—0
t=0

where § = 1.

Turning to households, the equilibrium de-trended conditions read as:

or = (c: = h(y") 1) 7 = B(Y) TRE {(ciia — h(YY) )7} (1.159)
1 = BE A 41 R (1.160)
with Ay, = thjl the expected variation in the marginal utility of consumption.

1.C.7.4 The Firms Monetary Aggregates (NK related variables)

The presence of trend growth in output will impact the NK variables. Hence, the

stationarized New Phillips Curve reads as:

P\ " (P . Y,
07Tk (mep—1) = (%k) (%k(l —0k) + QkMCt,k> +E {’YY/QAM—H ;jlgpﬂt-i-l,k(ﬂt-&-l,k - 1)}
t t t

(1.161)

Turning now to the Calvo case, we stationarize S;x, Yix, and O, dividing these
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variables by the trend I';. The NK Philips Curve stationary equations are as follows:

_ Ot1 . 5
Stk = Pf,z’i H\I’t,kyt + VY;;lfﬁEtﬂerlstJrl,k) (1.162)
t
_ Ot+1 . 5 o
Ors = POy + WY;—HSﬁEﬂTleHHLk, (1.163)
t
_ 6 0 ~
Uy = Pf,’; ’ [91,k/tt,2;;k + Ter k(1 — Ht,k)‘pk] (e VY;—JrlfﬁEthHUtﬂ,k- (1.164)
t

1.C.7.5 Government

The lump sum taxes T; and government spending G grow at the growth rate of the
economy [%:

Gt = Uy + Teey, (1.165)

1.C.7.6 Capital Producing Firms

The de-trended tobin Q reads as:

U1, Ut

. . 2
Ou =14 fel) + £10) (VY—) —BEt{At,Hlfg(.) (’yy—) } (1.166)

1.C.7.7 Financial Intermediaries

All financial intermediary variables are made stationary by dividing aggregate variables
by the trend I';. The only equation that needs to be adjusted is the net worth of bankers.

Therefore, the stationary net worth of bankers reads as:

Ny = VYA (0B[(Rty — Ri)Qt-1,4St-1,9 + (Rea — R)Qt-1,45t-1,4] + (0pR: + w)Ni_1).
(1.167)
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1.D Appendix: Additional Figures

FIGURE 1.17. Implications of transition pathways (Net-Zero) Without and With Macro-
prudential Policy
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Notes: As a robustness exercise, we compare a pathway consistent with the net-zero objective where a macroprudential
policy takes into account climate risk and where it does not. The blue line corresponds to the case where no climate
risk is considered (Ag = 1 and A, = 1) and the green line corresponds to the case where the macroprudential authority

considers climate risk with a progressive change in sectoral risk-weights (Ag — 0.75 and A\, = 1) .
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FIGURE 1.18. Implications of transition
prudential Policy
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Notes: As a robustness exercise, we compare a pathway consistent with the net-zero objective where a macroprudential

policy takes into account climate risk and where it does not. The blue line corresponds to the case where no climate

risk is considered (Ag = 1 and A\, = 1) and the green line corresponds to the case where the macroprudential authority

considers climate risk with a progressive change in sectoral risk-weights (Ag — 0.65 and A\, = 1) .

102



Chapter 1: Policy Interaction and the Transition to Clean Technology

FIGURE 1.19. Implications of transition pathways (Net-Zero) Without and With Macro-
prudential Policy
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Notes: As a robustness exercise, we compare a pathway consistent with the net-zero objective where a macroprudential
policy takes into account climate risk and where it does not. The blue line corresponds to the case where no climate
risk is considered (Ag = 1 and A\, = 1) and the green line corresponds to the case where the macroprudential authority

considers climate risk with a progressive change in sectoral risk-weights (Ag — 0.45 and A\, = 1) .

103



Chapter 1: Policy Interaction and the Transition to Clean Technology

FIGURE 1.20. Responses to a positive carbon price shock (¢]). (The Calvo Case)
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Chapter 2

The Distributional Costs of Net-Zero:

A Heterogeneous Agent Perspective

This chapter is part of my Job Market Paper and was presented at the Board of the
Federal Reserve, the University of California Berkeley, Paris School of Economics, King’s
College, LSE Environment week, Leipzig University, IE University, Amsterdam School of
Economics, as well as the LSE Environmental Economics and Paris-Dauphine Economics
Ph.D. Workshop and Economic Department Seminar.
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2.1 Introduction

While a number of macroeconomic climate policy analyses include heterogeneity in the
production sector or in climate damages, the literature mostly relies on a representative
household sector and suffers from an absence of frameworks that include full household
heterogeneity. Little is known about the properties of consumption and saving behavior in
the presence of both: i) climate dynamics, and ii) income and wealth heterogeneity; and
even less is known about such behavior under the presence of borrowing constraints.

In this paper we investigate the distributional impacts of setting a net-zero carbon
policy by 2050 in the U.S. and elucidate the roles fiscal redistribution, inflation dynamics,
and green innovation play over the transition to net-zero. To this end, we develop a
heterogeneous agent macroeconomic model that accounts for climate dynamics and allows
for studying the distributional impacts of carbon net-zero policy. We first contrast carbon-
MIT shock simulations with empirical findings on the California cap-and-trade market to
ensure that the model responses are consistent with empirical findings. Then we compute
transition pathways toward the net-zero 2050 emissions target and investigate the impacts
of the environmental policy on the joint distribution of income and wealth.

Our main finding is that the net-zero emissions policy leads to contrasting short /medium-
run and long-run outcomes. In particular, we show that the net-zero policy is ultimately
welfare-enhancing over the long-run, while it increases distributional costs by asymmet-
rically decreasing households consumption (compared to the laissez-faire scenario) over
the transition period (i.e. 2022-2050). These welfare results are mainly driven by wealth
distribution dynamics shifting toward the borrowing constraint. We begin by showing the
important role climate dynamics play over the transition and how they shape the joint
distribution dynamics over the long run. We find that accounting for climate dynamics,
in a laissez-faire scenario, reduces asset holdings over the long run for all income and

wealth quantiles. In contrast, implementing a carbon policy that aims to achieve the

106



Chapter 2: The Distributional Costs of Net-Zero: A Heterogeneous Agent Perspective

net-zero target by 2050—which would allow for temperature to stay below 2°C over the
long run—destroys wealth over the transition (i.e. between 2022 and 2050). Households
engage in precautionary savings® as they expect carbon prices to significantly increase
over the transition, which mechanically raises capital holdings in the first few years. How-
ever, as carbon prices increase, more households join the borrowing constraint, ultimately
increasing by 6-10 percent the total number of households financially constrained when
compared to the laissez-faire scenario. Over the long run, the joint distribution of income
and wealth shifts to the right compared to the laissez-faire case (i.e. more households
move away from the borrowing constraint and hold higher levels of capital) as tempera-
ture damages are now offset. Therefore, our framework uncovers (and quantifies) a clear
trade-off between the long-run welfare benefits of carbon reduction policies and the short-
run welfare/distributional costs of the net-zero transition, which ought to be taken into
consideration when designing these policies. Quantitatively, we find that achieving net-
zero target by 2050 (compared to the laissez-faire scenario) implies a 0.54 percent welfare
gain (in terms of consumption equivalent (CE) variation) in the long run, while it induces
up to a 20 percent consumption loss for the poorest households in the short/medium run
given a medium-range abatement cost.

In the following, we highlight the four main results, which are related to: i) the impacts
of carbon prices on consumption, ii) the role of fiscal redistribution, iii) the interactions
between the net-zero transition and inflation, and iv) the role of green innovation.

Our first result is that carbon pricing impacts consumption via wages and rates of
return. To achieve this result, we decompose the effect on consumption into direct and
indirect effects. (In our framework we only have indirect effects.) In particular, we show
how asset returns, wages, profits, and transfers interact to determine the consumption
shift following a carbon price shock. While transfers contribute positively to consumption,

in contrast, wages and asset returns, which are the main drivers, decrease consumption

60This isn’t precautionary saving in the strict sense of the word, which is often linked to aggregate risk.
In our framework households increase their savings to be able to face the expected rise in carbon prices.
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at the aggregate level. As firms face carbon costs, they reallocate resources (capital and
labor costs), whereby the shadow input cost’! decreases, driving both capital returns and
labor wages down. We then subject the model results to the case of the California carbon
market and find that the model is able to reproduce the same empirical findings. More
specifically, in the case of the cap-and-trade market in California, we show that the carbon
price shock diffuses through the economy via the energy sector aggregates and then impacts
consumers via a drop in wages and asset returns. Using U.S. climate sentiment data
provided by [Ardia et al., 2020], we construct a climate news instrument. Our high-
frequency instrument allows us to capture a wide range of events (e.g. regulatory, disaster,
and green technological innovations). We then use the climate news instrument to identify
carbon shocks, before using the carbon shocks series in an instrumental variable structural
vector auto-regressive framework (IV-SVAR) ([Gertler and Karadi, 2015], [Montiel Olea
et al., 2021], and [Kénzig, 2021]) to investigate the aforementioned impacts of carbon
pricing on household wages and asset returns.

Our second result addresses the importance of fiscal redistribution in smoothing the
distributional impacts both in the short run and over the transition to net-zero by 2050.
To this end, we decompose households into different wealth quantiles and income levels.
We find that transfers play a major part in smoothing the impact of the carbon price. For
instance, we find that an income-based tax rebate best smooths the carbon price shock, as
households with a low income level and within the bottom 25 percent wealth quantile—
who otherwise most suffer from the carbon tax shock—are able to keep the same level of
pre-carbon-shock consumption. Similar to the first exercise, we take the model to the data
once again and show how California carbon pricing asymmetrically impacts households,
depending on their level of income, and do so by using quarterly consumer survey data.
Of particular interest, we find that positive carbon price shocks within the California
cap-and-trade market tend to increase the price of energy, which in turn decreases net

energy consumption, resulting in lower wages and asset returns. The results are robust

61The marginal cost related to firms’ choice of capital return and labor wages.
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to both weak IV bootstrapping and Cholesky decomposition. In the case of California,
the bottom 50 percent income households see their consumption fall, while consumption
tends to temporarily increase for the top 50 percent, suggesting unequal consequences of
carbon pricing. We conduct a series of sensitivity checks, which indicate that the results
are robust along a number of dimensions including the selection of news, the estimation
technique, the model specification, and the sample period.

Our third result is that nominal rigidities are an important feature of the net-zero tran-
sition. We highlight the linkages between inflation and carbon pricing by considering the
case of sticky prices. We show that carbon pricing induces lower inflation over the transi-
tion period, while inflationary pressure manifests over the long run, which could represent
a challenge for monetary policy conduction in a world with high inflation. This is largely
due to the increasing total marginal cost that is driven by higher carbon prices. Although
firms decrease their shadow input cost by reallocating capital and labour resources, the
rising carbon prices and increasing abatement costs outweigh the decrease in the shadow
input cost and thus increase the total marginal cost. As such, inflationary pressures could
further deepen the distributional impacts discussed above.

Finally, our fourth result is that green innovation (represented by abatement cost in
our framework) plays a major role over the transition and could make the net-zero 2050
emissions target difficult to achieve if cheaper technologies are not developed rapidly. To
this extent, we investigate the case of abatement learning and show how fiscal redistribution
and green innovation decreases carbon prices and boosts consumption over the transition.
With green innovation decreasing abatement investment costs, the impacts on the joint
distribution of income and wealth are less pronounced and the net-zero transition is less
costly for households and firms alike.

As with the empirical component of our work, we perform a comprehensive series of
sensitivity checks, including different calibrations for abatement costs, climate dynamics,
climate damages, and policy trajectories.

In addition, we provide a methodological contribution, under which, climate dynamics
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are cast within the standard incomplete market model pioneered by [Imrohoroglu, 1989
and [Aiyagari, 1994], in continuous time following [Achdou et al., 2022]. Our methodologi-
cal contributions are twofold. First, we develop a novel and flexible heterogeneous climate
macroeconomic framework that accounts for climate dynamics and allows for studying the
distributional impacts along the transition to the net-zero emissions target. To this end,
we make use of heterogeneous agents models to expand the scope of literature on climate
macroeconomics by including household heterogeneity to contribute to the climate miti-
gation debate. One of our contributions is to integrate the heterogeneous agents climate
models into the framework provided by [Achdou et al., 2022] and more broadly into the
field of “Mean Field Games” (MFG) introduced by [Lasry and Lions, 2007]. Whereas, a
number of climate-macroeconomic empirical studies (e.g. [Dell et al., 2012], [Burke et al.,
2015], [Colacito et al., 2018]) and theoretical work such as [Rudik et al., 2021] focus on
heterogeneity of climate damages, we, on the other hand, focus on household heterogene-
ity in terms of income/wealth, and are able to contrast the distributional impacts of the
net-zero transition between the short/medium run and the long run, impacts that are not
due to environmental preferences or heterogeneous climate modeling choices. Second, we
show how the long-run steady states of the economy are solved under the presence of cli-
mate dynamics, as well as how transition dynamics are computed following the seminal
work of [Achdou et al., 2022]. Moreover, we highlight that under the presence of nominal
rigidities, relying on the system of equations method to solve the transition dynamics for
the marginal cost is necessary, as the updating iterative algorithm rule does not allow for
convergence when used to clear the New Phillips Curve.

Literature Review. Where an extensive part of the literature focuses on the optimal
price of carbon, also referred to as the social cost of carbon ‘SCC’ ([Nordhaus, 1991], [Stern,
2008], [Weitzman, 2012], and [Dietz and Stern, 2015, among many others), the macroeco-
nomic impacts of reaching net-zero emissions have received far less attention. These papers
focus on the level of the optimal cost of carbon in a representative agent model, where the

goal is to characterize the price level needed to offset carbon emissions. The uncertainty,
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however, around the optimal price ([Cai and Lontzek, 2019], [Van der Ploeg et al., 2020],
[Barnett et al., 2020], and [Traeger, 2021]) suggests difficulties regarding its implementa-
tion. In a recent paper, [Benmir and Roman, 2020] investigate the consequences of net-zero
emissions targets in the context of the EU. They show that following an optimal policy is
not sufficient, and, therefore, there is a need for sub-optimal policy (such as the European
Trading System (ETS)) to reach the net-zero target. This sub-optimal price level induces
welfare losses at the aggregate level and could dissimulate disparities at the household
level, suggesting potential negative impacts on the distribution. However, none of these
papers clearly identify the transition dynamics and its impacts over the distribution using
a fully heterogeneous agent model.

Another major part of the the literature focuses on the role of technological change and
innovation in climate change mitigation (e.g. [Smulders and De Nooij, 2003], [Grimaud and
Rouge, 2008], [Di Maria and Valente, 2008], [Acemoglu et al., 2012}, [Aghion et al., 2016],
and [Acemoglu et al., 2019]), where household heterogeneity is often overlooked. While
these papers shed light on the role of technology over the transition, they do not capture
the potential trade-off between: i) using carbon pricing revenue to steer green innovation,
and ii) smoothing the potential distributional costs linked to setting a carbon price.

However, recently, building on [Bosetti and Maffezzoli, 2013], who were the first to show
the importance of accounting for heterogeneity (in household income) when investigating
climate policy interaction with macroeconomic aggregates, [Cavalcanti et al., 2021] study
the distributional effects of climate change mitigation policies within and across countries.
Similarly, [Malafry and Brinca, 2022] assess how household heterogeneity implies different
levels of carbon price preferences. They, however, do not investigate the transition dynam-
ics with a joint household income/wealth distribution and endogenous energy sector where
energy prices are subject to demand and supply markets. Furthermore, [Fried et al., 2018]
and [Fried et al., 2021] use a heterogeneous life-cycle model to investigate the impact of
carbon taxes on future generations, while [Goulder et al., 2019] use a computable general

equilibrium model to assess the carbon tax’s negative distributional impacts. In addition,
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[Bakkensen and Barrage, 2021] investigate the impact of belief heterogeneity on coastal
housing markets, using a dynamic model. We contribute to this literature by providing a
framework: i) that allows for transition pathways, where energy is an endogenous input to
other sectors of economy; ii) that encompasses full climate dynamics; and iii) that captures
full household heterogeneity (in income and wealth); all of which, we argue are essential
components for understanding the full scope of the impacts of the net-zero emissions target.

These largely theoretical studies contrast with a number of empirical findings by, for
example, [Metcalf, 2019], [Shapiro and Metcalf, 2021], and [Bernard and Kichian, 2021],
who find no significant effect of carbon policy on macroeconomic aggregates. Our work
bolsters the findings of [Kénzig, 2021], who in contrast to the aforementioned empirical
papers, find a significant and negative impact of carbon pricing on macroeconomic ag-
gregates. Similar to [Kénzig, 2021], others, such as [Mansanet-Bataller and Pardo, 2009],
and [Bushnell et al., 2013], also use event study methodology to investigate the impacts
of regulatory carbon and energy news on prices. We contribute to this growing literature
by employing the Sentometrics index developed by [Ardia et al., 2020] in our study of the
California cap-and-trade carbon market.

While the heterogeneous macroeconomic literature proposes a set of methods (e.g. [Ahn
et al., 2018] and [Auclert, 2019]) to solve dynamic systems, we follow [Achdou et al., 2022]
and use the finite difference method developed by the authors for solving our heteroge-
neous agent model and for computing the Hamilton-Jacobi-Bellman (HJB) as well as for
the Kolmogorov Forward equations. As the main focus of our paper is the net-zero distri-
butional impacts, we rely on MIT shocks and do not focus on aggregate risk ([Den Haan,
1997], [Krusell and Smith, 1998], [Reiter, 2009], [Boppart et al., 2018], and [Auclert et al.,
2021], among others) in this paper.

For practical purposes, we will first present the empirical findings and then move to
the theoretical results, which are the core of the paper. Our empirical results are to be
considered in light of the theoretical model’s numerical exercises. The empirical exercises

serve to ensure that the results of the theoretical model are consistent with the carbon
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pricing propagation channels for the case of California, which is an imperfect but available
representation of what could happen at the U.S. level and is the only large carbon market
in the country.

Section 2 presents our empirical findings, while section 3 outlines our continuous-time
climate macroeconomic model of income and wealth distribution. Section 4 describes
our computational algorithm for both stationary and time-varying equilibria. Section 5
delineates our net-zero transition quantitative results. Section 6 highlights the impacts of

net-zero on inflation. Section 7 presents the case of learning by doing. Section 8 concludes.

2.2 Empirical Analysis

As the main objective of our paper is to investigate the net-zero distributional impacts
on households, understanding the channels through which carbon pricing propagates in the
economy is paramount. Our empirical study on the California cap-and-trade market sheds
some light on the ways by which carbon pricing impacts aggregate prices and different
consumers. We then use the empirical findings to discipline our theoretical framework and
ensure consistency of the channels through which carbon pricing impacts the economy at
large and households more specifically.

While our main study looks at U.S. net-zero distributional impacts, our choice of the
California carbon market is due to the absence of a generalized carbon market in the U.S.
(as is the case for the European Union). We, therefore, use California as a proxy for the
U.S. in terms of potential propagation channels when setting a carbon price.

To conduct our empirical analysis, we make use of the event studies found in the mon-
etary literature (e.g. [Kuttner, 2001], [Gertler and Karadi, 2015], and [Nakamura and
Steinsson, 2018]) that use news shock strategies to identify structural shock instruments,
which we then couple with a climate “Sentometric” index ([Ardia et al., 2020]) that sum-
marizes the climate sentiment (i.e. whether media report positive or negative news about

climate change) at a daily frequency in the U.S.
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2.2.1 The California Market at a Glance

The California carbon cap-and-trade program is considered to be one of the largest®
multi-sectoral emissions trading systems in the world, along with the EU ETS.

The program aims at a reduction of emissions by 40 percent below 1990 levels by 2030,
and has a goal of reaching carbon neutrality by 2045, which is a far more ambitious goal
than the U.S. net-zero recent pledges (carbon neutrality by 2050). California’s program
covers GHG sources responsible for approximately 85 percent of the state’s CO5 emissions.
It relies on two types of compliance instruments: i) allowances and ii) offsets, which are
traded on secondary markets (spot and futures markets).

Revenue from carbon pricing, which the regulator has amassed, comes to 5 billion
dollars of total revenue since the beginning of the program. The total revenue is used, on
one hand, for a Greenhouse Gas Reduction Fund (65 percent) to help implement programs
aiming at further reducing CO5 emissions, and, on the other hand, as a redistribution tool
for environmentally disadvantaged and low-income communities (35 percent).

In the following section, we investigate the linkages between the California cap-and-

trade system and different macroeconomic prices and aggregates.

2.2.2 The Carbon Policy Instrument

Building on the event study literature, we use the comprehensive Sentometric index®
by [Ardia et al., 2020], which lists all daily news on climate sentiment in the U.S. from
2003 to 2018. We then take the mean over the period of interest (2012 to 2018) and only
consider a news shock to be the days where a higher level of climate news was observed
compared to the mean. This reflects a movement in the sentiment and/or the regulatory

constraints, which we use as an event news shock to the California carbon price. As the

62Tt is the fourth largest in the world, following the cap-and-trade programs of China, the European
Union, and the Republic of Korea.

63All  index data are publicly shared by the authors: https://sentometrics-
research.com/download /mccc/.
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selection of events is a fundamental factor in event studies, we run a sensitivity analysis
with different thresholds to control for possible confounding noise in the data.
Sentometric index data are provided daily, which allows us to perform a high-frequency
analysis when constructing the carbon policy surprise series. Following [Gertler and
Shock

Karadi, 2015], we construct the carbon surprise series (7,"°%) as the change of carbon

prices (7°) between the event day® and the previous day as follows:

C C 1 T '
TtShOCk _ 7o — 1, If day,(Carbon Index) > % > . | Carbon Index;, 21)

0 otherwise.

A question that is usually of concern is the reverse causality. In our framework, we
are less subject to it as our measure of the price change is at a sufficiently high frequency
(daily news), which allows us to isolate the impact of the news sentiment confidently.

Furthermore, although we construct our carbon surprise series at a daily frequency, we
aggregate all data to a monthly level in order to fit with the other macro-aggregate data,
which are only available at a monthly frequency. In order to study the macroeconomic
impact of carbon policy we rely on four aggregates, namely: i) energy composite price, ii)
energy net generation, iii) weekly wages of the energy and utilities sector, iv) returns on
equity index, which are all taken at a monthly frequency (or aggregated to monthly for the

65 The sample

returns on equity index and energy prices), all for the state of California.
spans the period from April 2012 to April 2018, a period for which we have available data

on climate sentiment as well as for all the other variables.

64Where we use front contract on carbon allowances futures.
65For details on data sources, please refer to Appendix section 2.A.
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FIGURE 2.1. Carbon Prices and Climate Index
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Note: The left figure displays the COg2 future prices for the California cap-and-trade market between the 1st of May
2011 and the 27th of March 2018 at a daily frequency. The figure on the right, shows the climate sentiment index for

the same period.

To illustrate the data used to extract the policy instrument in figure 2.2, we present
the carbon price and climate sentiment index in figure 2.1. Relying then on the strategy
outlined above, we show the carbon policy surprise series for two cases: i) where we include
all days with zero news on climate, and ii) where we exclude all days with zero news on
climate. A ‘zero’ news day means that either we have no information or that sentiment
over climate change is positive.?® Excluding these zero news days shifts the mean of the
sentiment around climate change, which shifts movements over the policy price shock.

We can see that excluding days with no or zero news adds more variation (orange
dotted line) compared to our baseline case where we consider that the days with zero news

are days with positive sentiment over climate change.®”

66What is meant by positive, is a lack of negative news on climate change.
57In figure 2.22 and figure 2.21 we show that our results remain strong to this hypothesis.
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FIGURE 2.2. Carbon Price Policy Instrument
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Note: The figure presents the shock to futures contract carbon prices (price difference for relevant days) for the
California carbon market used as an external instrument in our study. We use the climate index daily data to
extract the shock from the carbon prices, which then we aggregate to monthly levels. Data are presented at a
monthly frequency for the period between the 1st of May 2011 and the 27th of March 2018. In dotted orange we
present the case where the aggregation of climate news events excludes all ‘zeros’ (i.e. days without any climate

news). Whereas, the purple solid line presents the aggregation of climate news events events where we includes

all zero news days.

2.2.3 Validity of the Carbon Policy Instrument

Following both [Ramey, 2016] and [Montiel Olea et al., 2021], we first investigate the
auto-correlation function and verify that our policy instrument is not explained by our
macroeconomic aggregate series. We do this by conducting a Granger causality test. We

find no auto-correlation (p-value of Q-stat for HO is 0.99) and no significance of the Granger

causality test.
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2.2.4 Impacts of Carbon Price Policy on Aggregate Macro-Variables:
IV-SVAR Model

While in our framework, we could use the constructed carbon policy surprise series as
a direct measure of our shock of interest,% we allow for some errors in our policy surprise
series, and thus use it as an instrument instead of a direct policy shock.

We use an SVAR to derive the impulse responses of the variables of interest following
our carbon policy shock. To set our VAR, we follow [Montiel Olea et al., 2021].

Let Y; be a 4 x 1 vector of observables (energy prices, net energy generation, wages,
equity index returns). We assume that the dynamics of the observables are described by

a system of linear simultaneous equations:

p
Vo= AYi+m, (22)
j=1
where 7, is a vector of reduced-form VAR innovations. We can re-write the reduced form

innovations as a vector of structural shocks ¢;:
ne = Te, (2.3)

where I' is a non-singular 4 x 4 matrix.

The method relies on two main assumptions: i) the invertability of the structural VAR
(i.e. VAR forecast errors at date t are a non-singular transformation of the structural
errors at date t) and ii) the structural shocks are assumed to be serially and mutually

uncorrelated:

E(e,) =0, (2.4)

E(e€)) = diag(o7, ..., 02). (2.5)

n

68We do that as robustness check, and find similar results. Please refer to Appendix section 2.A.
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Therefore, the covariance matrix for the reduced form innovations reads as:
E(nem,) = ¥ = Ddiag(ai, ..., o), (2.6)

In our research question, we are interested in the causal impact of the carbon policy
shock on the set of observables. In other words, we are interested in the structural impulse
response coefficient. In our framework this is the response of our observables to a one unit

change in the policy shock, which we denote as € :

)
aEl.t

= ) Cr(A)ley, (2.7)

where C} corresponds to the Wold decomposition of the VAR and emphasizes the de-
pendence of the MA coefficients on the AR structure coefficients in A, and e; is the first
column of the identity matrix.

Since we use the carbon policy as an instrument—which we denote as z,—instead of a
69)

direct measure,””), we require both the relevance and the exogeneity conditions to hold:

E(ze1,) =a #0, (2.8)
E(ze€j:) =0 for j # 0. (2.9)

Having outlined the instrumental variable SVAR framework, we estimate the impulse
responses function coefficients for the VAR in levels ([Sims et al., 1990]) where all variables
are taken in logs, using a Two-Stage Least Squares (2SLS) methodology. We conduct the
25LS using our instrument z; and regressing 7, on 7); ;. We rely on the bootstrap residual
moving block as in [Montiel Olea et al., 2021].

Furthermore, we use eight lags in our SVAR as suggested by the AIC criterion. We

also allow for twelve lags on the Newey-West standard errors in order to capture possible

59Tn the Appendix section 2.A we show the impulse responses when the policy shock is used as a direct
measure in the SVAR.

119



Chapter 2: The Distributional Costs of Net-Zero: A Heterogeneous Agent Perspective

auto-correlation within our monthly data.

Finally, we conduct both standard inference and weak IV inference as suggested by
[Montiel Olea et al., 2021], since the heteroskedasticity robust F-statistic in the first stage
of the IV-SVAR is less than the critical value of ten but higher than four.

2.2.5 Impacts of Carbon Price Policy on Aggregate Macro-Variables:
Results

Turning to the results of our IV-SVAR model, Figure 2.3 presents the standard inference
results. More precisely, it shows the impulse responses (IRFs) to the identified carbon
policy shock, normalized to increase the energy price by one percent on impact. The
solid black lines represent the estimated paths. The shaded blue areas are the 68 and 90
percent confidence bands, while the orange solid and dotted lines are the 68 and 90 percent

confidence bands computed using the bootstrapping procedure.
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FIGURE 2.3. IV-SVAR
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Note: The figure presents the cumulative impulse responses to California carbon price market shocks, where we nor-
malize the impact of the carbon shock to one percent on impact. In blue, we show the 68 and 90 percent confidence
bands, while in orange we present the 68 and 90 percent confidence bands using bootstrapping procedure. In this

exercise, the carbon shock is constructed excluding including all days with zero or no news.

Results show that a carbon policy shock leads to a persistent increase in energy prices,
which triggers a persistent decrease in net energy generation. This rise in energy price
and fall in energy generation induce a cost to firms and consumers. As firms input costs
increase with higher carbon prices, they engage in resource reallocation, which leads to a
persistent decrease in wages. With respect to equity returns, the fall does not manifest

immediately, but is observed seven periods following the shock.
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From both a statistical and economic perspective, the results are significant. As shown
by the confidence intervals, the directions of the effects are clearly identified. In terms of
magnitudes, the results are also economically significant. A carbon policy shock increasing
energy prices by 1 percent leads to a 1 percent decrease in net energy generation and to
about 0.6 percent decrease in wages paid to employees of the energy and utilities sector,
whereas returns on equity fall by about 2 percent by the end of the 15 months period.

When relying on the weak IV inference, the results turn out to be robust and simi-
lar in terms of magnitude, direction, and statistical significance, as shown in Figure 2.4.
Finally, the results from both: i) the instrument where we exclude zero day news and ii)
the standard Cholesky SVAR (where we use the external instrument as a direct internal

variable),”™ turn out to be very similar, which supports our overall results.

"0Refer to appendix section 2.A for more details.
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FIGURE 2.4. Weak [V-SVAR
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Note: The figure presents the cumulative impulse responses to California carbon price market shocks, where we nor-
malize the impact of the carbon shock to one percent on impact. In blue, we show the 68 and 90 percent confidence
bands, while in orange we present the 68 and 90 percent confidence bands using bootstrapping procedure. In this
exercise, the carbon shock is constructed excluding including all days with zero or no news. The inference is conducted

using weak IV robust bootstrapping procedure.

2.2.6 The Impacts of Energy Prices on Consumption Quantiles:

SVAR

As the main focus of this paper is to investigate the heterogeneous impacts of carbon

pricing on households, we use the quarterly Consumer Expenditure Surveys (CES), which
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provide detailed data on household consumption baskets and income levels. The CES
provide data on locations of participants, so we focus on California (as it is the main
carbon market in the U.S.) and expand the data to five years prior to the first future
carbon contracts in order to have sufficient data points to conduct our inferences (Q1-2006
to Q4-2019). The instrument values are set to zero for all quarters prior to 2012 (the time
at which futures carbon contracts are available) as argued by [Kénzig, 2021]. We follow
the same methodology as in the previous section to construct our carbon instrument, with
the only difference being that we aggregate Sentometric climate news over quarters and
not months for this exercise.

Figure 2.5 presents the standard inference results. More precisely, it shows the impulse
responses (IRFs) to the identified carbon policy shock, normalized to increase the energy
price by one percent on impact. The solid black lines represent the estimated paths.
The shaded blue areas are the 68 and 90 percent confidence bands, while the orange
solid and dotted lines are the 68 and 90 percent confidence bands using bootstrapping
procedures as was the case for the first IV-SVAR model presented above. The standard
errors are computed with Newey-West four lags to account for potential auto-correlation

within quarters. We also include two lags in the VAR.™

"I'The results are robust even when we include 4 lags.
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FIGURE 2.5. IV-SVAR Consumption Qunatiles
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Note: The figure presents the cumulative impulse responses of bottom 50 percent income household versus top 50
percent income household located in California to California carbon price market shocks, where we normalize the
impact of the carbon shock to one percent on impact. In blue, we show the 68 and 90 percent confidence bands, while
in orange we present the 68 and 90 percent confidence bands using bootstrapping procedure. In this exercise, the
carbon shock is constructed excluding including all days with zero or no news. The inference is conducted using robust

bootstrapping procedure. We conduct to IV-SVAR separate regressions for each income quantile.

Results show that a carbon policy shock leads to a persistent increase in energy prices,

which triggers an asymmetric consumption reaction. The bottom 50 percent income house-

holds see their consumption fall, while the top 50 percent income households experience a

rise in their consumption before it falls back to its steady state level.

Both from a statistical and economic perspective, the results are significant (at 68
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percent). As shown by the confidence intervals, the directions of the effects are clearly
identified. Two main reasons could explain the small magnitude of the results. First, Cal-
ifornia recycles its revenues from carbon pricing and redistributes a part of it (35 percent)
to low income households, which could smooth the carbon price shocks transmitted via
the energy price increase. However, as we do not have access to such fiscal data, we cannot
control for the impacts of the redistribution. Second, to conduct our inference, we included
a period of five years where there was no carbon pricing market in place. As mentioned
above, the instrument values are set to zero for all quarters prior to 2012. Under such
a framework, the carbon price instrument contains multiple zeros, which could result in

biasing estimates downward.

2.3 The Theoretical Model

Building on [Golosov et al., 2014], [Dietz and Venmans, 2019] and [Achdou et al.,
2022], we develop a heterogeneous agent climate model with two production sectors. Ac-
cordingly, where [McKay et al., 2016 and [Kaplan et al., 2018], among others, rely on MIT
shocks to analyze the responses of the economy to a monetary shock, we use the same
methodology to investigate a carbon price shock as environmental authorities plan far-
ahead changes to their tax regulations and/or emission cap system and leave little space
for uncertainty.

The modeled economy is characterized by continuous-time and an infinite horizon and
is comprised of two types of firms (energy producers and non-energy producers),” het-
erogeneous households, and a government. In this setup, production by firms induces an
environmental externality through CO, emissions. A damage function relates rising emis-
sions generated by firms’ production to a deterioration in global productivity.

We first present the climate dynamics of our economy, and then present the energy

firms followed by an explication of the non-energy firms’ intermediate and final goods. We

"2Both type of firms are infinitely lived and of measure one.
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thereafter present the household problem, and the government policy framework.

2.3.1 Climate Dynamics

As highlighted in the standard integrated assessment models (IAMs) (see [Nordhaus,
1991]), a large part of the accumulation of CO5 and other Greenhouse Gases (GHGs) in the
atmosphere results from the human activity of economic production. Following recent work
by [Dietz and Venmans, 2019], we describe the concentration process of Carbon Dioxide

X in the atmosphere as follows:
X, = E, + Efv, (2.10)

where Xsp20 = 840 is the initial value of emissions stock in GTons of COy and E; > 0 is
the inflow of Greenhouse Gases at time ¢, and E[*" is the inflow of the rest of the world’s
emissions.”

The total level of emissions flow is a sum of all emissions of its j firms of its s sectors:

1
B, =) E = Z/O el ,dj, (2.11)

with e}, being the emissions flow of firm j of sector s. In our framework, the total emissions

flow reads as:

1 1
E,=E!+ E; = / el dj +/ e5..dj, (2.12)
0 0

where e?;t are emissions from non-energy firms and €, are emissions from energy firms.

In addition, we define the relationship between the temperature vector 7} and the stock

BERow is assumed to evolve similarly to domestic emissions. This assumption implies international
cooperation and is important to achieve the climate target of staying below 2C degrees.
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of emissions in the atmosphere X; as follows: ™
Tto = ¢1(po Xy — 1Y), (2.13)

with ¢, and ¢ representing the climate sensitivity parameters.
The impact of global warming on the economy is reflected by a convex damage function

of temperature in the atmosphere. This is a standard feature of the IAMs family:
d(T?) = ae T, (2.14)
with a and b the two parameters shaping climate damages.

2.3.2 Non-Energy Firms

The non-energy production sector is comprised of final and intermediate firms. We

first present the final before turning to the intermediate firms.

2.3.2.1 The Final Firms

Our representative final firms produce a final good Y; in a competitive sector, which

is an aggregate of intermediate firms output y,, (where j € (0,1) is the continuum of

1 1 1
Y, :/ (ue?) (2.15)
0

where 6 € (1,00) is the elasticity of substitution between the intermediate goods. Final

intermediate firms):

firms in the model are looking for profit maximization (in nominal terms), at a given price

P,, subject to the intermediate goods j prices p;;. The first order condition for the final

™In our setup T? represents the atmospheric temperature level. As a robustness exercise we model
the climate following the three boxes framework as in [Cai and Lontzek, 2019] (please refer to Appendix
section 2.B for more details). The results remain similar to the [Dietz and Venmans, 2019] specification.
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firm profit maximization problem yields:

—6
Pjt

Under perfect competition and free entry, the price of the final good denoted as P, is

expressed with respect to the intermediate firm price p;:

1 =0
P, = ( / p]{fdj) . (2.17)
0

2.3.2.2 Intermediate Firms and Environmental Externality

Our intermediate representative firm j produces goods using a standard Cobb-Douglas
function with climate damages. It seeks profit maximization by making a trade-off between,
on one hand, the desired level of capital, labor, and energy, subject to climate damages,
and on the other hand, the price of energy paid to energy producers, capital and abatement
investment, as well as the cost implied by the environmental policy paid to the regulator.
The production function reads as:

Yie = Ad(TY) (k)™ (e7,)* (1) =7, (2.18)

Js

where a; and ay are the elasticities of output with respect to capital k?,t and energy e”,
A, is the TFP,™ k‘?’t the capital used by intermediate firms, €}, the level of energy de-
mand, and l;{t the effective units of labour input. In our framework, firms’ productivity
is subject to climate dynamics. As in the real business cycle model presented in [Golosov
et al., 2014], the environmental externality constrains the Cobb-Douglas production func-
tion of the firms, where the emissions feedback deteriorates the environment and alters

the production possibilities for firms. However, we differ from [Golosov et al., 2014] by

"5In the context of the net-zero quantitative simulations, A; = vA;_; where 7 is the exogenous growth
rate of the economy.
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incorporating damages from the stock of emissions through the level of temperature as
outlined in subsection 2.3.1.

Economic production results in emission flows of CO, which is modeled as follows:

ejr = (1= nf,) etyje. (2.19)

where e?,t represents the emissions flow generated by firm j, and 0 < Njy,t < 1 the fraction
of emissions abated by firms.

This functional form for emissions allows us to take into account the high-frequency
variations in COy emissions. The term ¢} denotes the total inflow of emissions resulting
from production, prior to abatement. In this expression, ¢} = @¥€); with @Y being the
carbon-intensity parameter that pins down the steady-state ratio of emissions-to-output,
while €0; represents a trend in the emissions intensity, which captures the decoupling of
emissions to output that results from technological improvements.

Furthermore, intermediate firm j incurs a cost F'(u;,) for every emission unit abated,
where p;,; is the abatement level. Following [Nordhaus, 2008], abatement costs read as

follows:

F(uf,) = f(ud)yje, (2.20)

where

f(uie) = 61(:“?,15)027 01 >0, 0, > 1, (2.21)

with #; and 0, shaping the cost of abatement for the non-energy sector.

The profits of the representative intermediate firm Hf . will thus be impacted by the
presence of the environmental externality. As the firm do not internalize its impacts,
the regulator then imposes an environmental policy, which forces the firm to engage in
abatement efforts, as otherwise it would pay a carbon price to the regulator with respect
to its emissions level. The revenue is the real value of intermediate goods y;, while the cost

arises from the following: energy needed €7, in the production cycle, the capital investment
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Y Y
level 4 it

1) wages w; paid to the labor force 1Y, abatement effort ,u?,t, and the environmental

carbon price 77. The profit equation reads as:

Pyt . e._n
Hft = %tyj,t - w%lé‘{t - Z?,t — D€ — f(ﬂ?,t)yj,t - Ttyejy',t

(2.22)

= (@ - mC't> Yjt

Dt )

subject to,

Ky =i, — Ok}, (2.23)
Yie = Ad(T7)(K],)™ (e5,) (1)~ 7, (2.24)

with py the price paid to the energy firms for energy supplied.

Given a price, and subject to the demand constraint, the cost-minimization problem
yields the real marginal cost, which can be expressed following the first-order conditions
with respect to the firm’s optimal choice of energy, capital investment, labour, and abate-

ment investment, respectively:

P = dlas (2.25)
€y
Y
= dloiy 0, (2.26)
t
YV (1 — o — ) 2.27
wy = 0} ( e%1 042>lya (2.27)
t
Yy !
T = f(u;) , (2.28)
12

where Qﬁ{t = o} is the marginal cost component related to the same capital demand all firms

choose. This price component is common to all intermediate firms as they are identical.
Equation (2.28) is the optimal condition on abatement: abating CO5 emissions is opti-

mal when its marginal gain equals its marginal cost. As in [Benmir and Roman, 2020], this

equation highlights the key role of the carbon price in shaping firms’ decisions. In addition,
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abatement efforts uf are common to all firms of the same sector, as the environmental cost
is also common to all firms of the same sector. Furthermore, as the impact of the envi-
ronmental externality is not internalized by firms (i.e. they take X; and T} as given), the
shadow value of the environmental externality is zero under the laissez-faire. This means
firms will have no incentive to engage in abatement effort and emission reduction.

In addition, we can express the total marginal cost as the sum of input cost, abatement

cost, and net abatement carbon price:
meje =mey = of + f(u) + o7 (1 — pi), (2.29)

When prices are flexible (i.e monetary neutrality),”, the only distortion in our frame-
work arises from monopolistic competition. Using equation (2.22) as well as equation (2.16),

we can write the marginal cost and firm’s profit as follows: "

-1
mey = QT, (2.30)

I = (1 — me)Y,. (2.31)

2.3.3 The Energy Producers

Energy producers provide energy resources €7, to the intermediate firms y;, by rely-
ing on physical capital £7;, and labour [7;. They produce energy using a Cobb-Douglas
production function:

ej = Ay (k7 ) (15,) =0, (2.32)

with «,, the elasticity of energy production to capital k7

7, and 7, the fraction of labour

used by the energy sector.

Producing energy generates a level of emissions, which if not abated (i.e. made greener),

6In section 2.6 we investigate the case where prices are sticky (i.e. the New Keynesian Heterogeneous
Agent framework-HANK).
"TRefer to appendix section 2.C.2 for full derivations.
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is costly for the energy producers. The emissions level is modeled by a nonlinear technology
similar to the one used by the intermediate non-energy firms that allows for reducing the

inflow of emissions. The emission flow of CO; from energy producers (ef,) reads as:

€50 = (1= pj) piels. (2.33)

As is the case for the intermediate firms, 0 < pf < 1 is the fraction of emissions abated
by energy firms. The energy firm will face an abatement investment technology similar
to the non-energy firms F(u!',) = 61(u},)? for every emission unit abated,”™ where 7, is
the abatement level of the energy firm. ¢} is the carbon-intensity function for the energy
sector and follows a similar law of motion as the non-energy firms. Similarly, the trend in
the carbon-intensity process of non-energy firms allows us to match the empirical sectoral
decoupling in the U.S.

Again, similar to non-energy firms, the profits of the representative energy firm Hft will

be impacted by the presence of the environmental policy. In this case, revenues are the

n

real value of energy production €7,

while the costs arise from investment ¢, in physical

capital k7

71, wages wy' paid to the labor force [7;, and the abatement investment u7,, as

J7t’

well as the environmental carbon price 7;*. The profit equation reads as:

n E—
j?t

E .
Hj,t = pfe}ft —wy'l Z;'l,t - f(:u?,t)e?,t - Ttn@?,ta (2.34)

where

Kjy = i, — Ok}, (2.35)
e?,t = A?(k’;’ft)an (l?,t)l_an- (2.36)

"8We assume both sectors use the same abatement technology (i.e. the same abatement cost function).
While abatement cost functions are assumed to be the same across sectors, the total abatement cost will
be different across the two sectors.
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Subject to the demand constraint, the cost-minimization problem yields the real marginal
cost, which can be expressed following the first-order conditions with respect to the energy
firm’s optimal choice of energy prices, capital, abatement investments, and the environ-

mental policy cost, as well as the energy firm’s optimal choice of labour, respectively:

Py = 0f + fu) + i (1— pf), (2.37)
ry = Qfane—’; — 4, (2.38)
ki
n \/
= LU (2.39)
Pt
er

wy = 07 (1 — a,) (2.40)

Ea
where 05, = gf is the marginal cost component related to the same capital demand of all
energy firms.

Equation (2.39) is the optimal condition for abatement in the energy sector: abating
COg emissions is optimal when marginal gain equals marginal cost. In addition, abatement

effort p}' is common to all energy firms as highlighted in the previous section.

2.3.4 Households

The household problem is approached using a CRRA utility function,” whereby
households that are heterogeneous in their wealth a and income y, choose consumption
expenditures ¢;.

max EO/ e Pu(cy)dt, (2.41)
0

{ee}
where p € [0,1] is the time discount factor.

The household budget constraint reads:

Y
. a n.n z
ap = ria; +wiz +wiz + EtHf + 1T, — ¢, (2.42)
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where a; is the households’ choice of asset with r{ the interest rate. z{ is the vector of labour
productivity for households working for non-energy firms, while 2" is the corresponding
vector of labour productivity for household working for energy firms. For simplicity, income
is assumed to have two states z; € {z1, 25} for each sector s € (y,n) and to follow similar
Poisson processes with intensities A(j5'),%°, while w} and w? are wages for both non-energy
and energy labour (I and [}'), which is supplied inelastically by households. Finally, profits
from monopolistic intermediate firms are transferred to households proportional to their
income productivity levels 2/ as in [Ahn et al., 2018], where 7 is the average productivity.5!
Individuals also face a borrowing constraint:

(o > a, (243)

where —oc0 < a < 0.
Given this model setup, individual consumption—saving decisions and the evolution of
the joint distribution of their income and wealth can be summarized with two differential

equations: a HJB equation and a Kolmogorov Forward (or Fokker—Planck) equation:

y
27
pu(a, 2!, 2} t) =maxu(c) + dgv(a, 2%, 2, 1) (r(t)"a + w(t)" 2] +w(t)z) + LI} + T —c)
c z
+ Z Ajiv(a, zé.’,, 25, t) + Opl(a, 23, 27, 1), (2.44)
]'/
and
0ug(a, 24, 2} ,t) = =0a[s(a, 2, 2}, )gla, 21, 21 0] + > Ayjala, 21, 27, 1). (2.45)
j/

with the first order condition yielding the optimal consumption sequence c(a, , 2%, 27" t) =

R R )
w' " (D,v(a, 2], 27, 1)).

80Tn our setup j = 1,2. As in [Ahn et al., 2018] we adopt the convention that j = 1 and j’ = 2.
81This is meant to minimize the redistribution implied by cyclical fluctuations in profits.
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2.3.5 Public Authorities

The public authority could set a carbon price (equation (2.46)) to meet the net-zero

objectives as follows:

77 = Carbon Price;, (2.46)

where Carbon Price; is the price level for the energy and non-energy sectors s € {y,n}
that the public authority sets.
Or alternatively /equivalently,®* the public authority could chose to follow an emission

cap system, where it sets an emission cap as follows:
E} = Carbon Capy, (2.47)

with Carbon Cap;_, the actual emission level and Carbon Cap;_,s, the net-zero objective
(i.e. Carbon Cap;_,g5, = 0). This cap then implies a price for carbon, depending on the
level of production, the abatement cost, and carbon intensity.

The government uses the environmental policy revenues 7;°E} to finance exogenous
expenditures G; and transfers to households 7T;. The public authority budget constraint
reads as:

G+ T, = E 7 E;, (2.48)
3 S S 1 e n e y
with Y 77 Ef = fo (s eg’t + 7ies ) dj.-

2.3.6 No Arbitrage

Households hold all assets in the economy and thus are subject to a unique asset

return r{. Both the no-arbitrage condition and the share of capital between sectors yield

82Under an equivalent calibration.
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the capital level invested in each sector (i.e. the energy and non-energy sectors):
r{=r{ =rf, (2.49)

and

K, = K! + KI', (2.50)

where K/ and K' are the aggregate capital stock in each sector.

2.3.7 Equilibrium and Market Clearing

An equilibrium in this framework is defined as pathways for individual household and
firm decisions {ay, ¢;, If, 1", €], ki }i>0, input prices {w}, w}', p¢ }i>0, returns on assets {r¢};>o,
fiscal variables {7}, G, Tt }+>0, measures {v;}:>0, and aggregate quantities such that, at
every time ¢: (i) households and both types of firms maximize their objective functions
taking as given equilibrium prices, taxes, and transfers; (ii) the sequence of distributions
satisfies aggregate consistency conditions; (iii) the government budget constraint holds;
and (iv) all markets clear. There are three markets in our economy: the market for capital
of energy and non-energy firms (that can be glossed as a single asset), the labor market,
and the goods market.

The asset market clears when physical capital K; equals households’ holdings of assets
Ay = [ adw,

K, = A,. (2.51)

The labor market clears as follows:
Lf = /zslf(a, 2Y, 2" dwy, (2.52)

where s represents our two sector (i.e. energy and non-energy).
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The goods market clearing condition reads as:
Yt:Ct‘i‘[t‘FGt‘i‘ZF(ﬂf)a (2.53)

where Y; is the aggregate output, C; is total consumption expenditure, I; = I/ + I*
aggregate investment in total capital K,. F(.) = fol f(.)dj is the aggregate abatement cost

for each sector s.

2.4 Solution Method

In this section, we describe the general solution framework necessary to solve our model.
We then detail the custom MATLAB algorithm we developed to address specific issues

related to having climate dynamics in the model.

2.4.1 Method

To solve our heterogeneous-agent model, the first step is to find a stationary equilib-
rium. The consumer’s problem is solved on a grid using finite differences a la [Achdou
et al., 2022]. We discretize time in addition to wealth and income. The income process
follows a two state Poisson and we construct a linearly-spaced asset grid with 201 points.
The dynamic programming problem is then solved by evaluating the value function using

an upwind scheme finite difference method.®?
Stationary equilibrium:

A stationary recursive competitive equilibrium is defined as:

1. Value and policy functions: v(a, 2%, 2"), c(a, 2¥,2"), and s(a, z¥, 2™)

83For further details about the method, please refer to [Achdou et al., 2022].
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2. Factor demands: K and L®
3. Distribution of household wealth: g(a, z¥, 2™)

4. Prices: r*, p°, wY, and w"
such that:

1. Given a set of prices r*, w¥, and w", the value function v(a, z¥, z") solves the house-

hold problem, thus satisfying the HJB equation:

pv(a, 24, 2}) =

2
max, u(c) +gv(a, 27, 27') (r(t) a+ w2} +wVz! + 2+ T —c) + 37, Njv(a, 25, 2%)

on (a,00) and for j € (1,2), which implies policy and saving functions:
cla,2¥,2") = (W) (Ov(a, 2%, 2")) and s(a, 2%, 2") = (1 +r%)a + w’z¥ + w"2" + T +

nE cla,z¥,2™)
E )

2. Given the prices r%, p¢, wY, and w", the factor demands K and L*, solve the inter-

mediate and energy firms first order conditions,

3. Given the saving policy function s(a, z¥, 2"™), the distribution g(a, 2¥, 2™) satisfies the

stationary Kolmogorov Forward equation:

0 = _aa[s(av Z;‘/a Z?)g(aa Z?? Z]n)] + Zj’ Aj/jg(a’ Zé/’ Z‘?)

on (a,00) and for j € (1,2),

4. Given the distribution g(a, z, 2"*), the markets for capital and labor clear:

Zj fg ag(a Y Zﬂ)da = K and Zj Z; ]{s: LS.

R

Transition dynamics:

Turning now to the transition dynamics, we define the time-dependent recursive com-

petitive equilibrium as:
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1. Value and policy functions: v(a, 2¥, 2", t), c(a, 2¥, 2", t), and s(a, 2¥, 2™, t)
2. Factor demands: K (t) and L(t)®

3. Distribution of household wealth: g(a, z¥, 2™, t)

4. Prices: r%(t), p(t)¢, w(t)Y, and w(t)"

such that:

n

1. Given a set of prices r(t)*, w(t)Y, and w(t)", as well as a terminal condition for

the value function v (a, 2§, 2}), the value function v(a, 2%, 2", t) solves the dynamic

household problem, and satisfies the HJB equation:

2
pv(a, 2, 27, t) = max, u(c)+0,v(a, 23, 2, t) (r(t)*a+w(t)" 2} +w(t)! 2+ L1 +T,—c)

L I R

+ 2 Ajjrola, z?,, 25, t) + Ow(a, 2, 27, t)

with the terminal condition limy v (a, 2], 27, T) = v(a, 27, 27)

2. Given the prices r(t)*, p(t)¢, w(t)¥, and w(t)", the factor demands K(¢) and L(t)*

solve the intermediate and energy firms first order conditions,

3. Given the saving policy function s(a, 2%, 2", t) and the initial distribution go(a, 27, 2J),

the distribution g(a, z¥, 2™, t) satisfies the dynamic Kolmogorov Forward equation:

atg<a7 2?7 Z;‘LJ t) - _aa[s(a’v Z]yu Z?a t)g(a7 Z]ya Z?, t)] + Zj’ )\j/jg(a’ Z]y’ Z.?’ t)

with an initial condition on the distribution g(a, z¥, 2%, t) = go(a, 2¥, 27),

Lt R ) it R

4. Given the distribution g(a, 2¥, 2", t), the markets for capital and labor clear:

> f; ag(a, 2§, 27, t)da = K(t) and >, 23 f7 = L(t)°.
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2.4.2 Solution Algorithm under Climate Dynamics

Contrary to standard models with idiosyncratic income risk, climate dynamics in our
model imply different methods for finding the initial and final steady states. With the ini-
tial and final steady states in hand, we proceed to compute transition pathways following
MIT shocks. In what follows, we rely on [Achdou et al., 2022] for solving the HJB and
Kolmogorov Forward equations and adapt their method to our [Aiyagari, 1994] framework

with two production sectors and an environmental externality.

Initial state

For the initial steady state, the procedure is fairly standard, as emissions and tempera-
ture are fixed at the current level. Compared to the [Aiyagari, 1994] framework, however,
our model features two types of capital. While looping over values for aggregate capital,
we exploit the no-arbitrage condition and build an inner loop where we guess a share of
aggregate capital going to the energy sector. We then use firms’ first order conditions to
ensure that returns on capital in both sectors are equal (i.e. the share of capital guessed
clear the no-arbitrage condition), before aggregating household wealth and checking that

our market clearing conditions hold.

Final state

For the final state, the presence of climate dynamics complicates the search for a fixed
point (i.e. the final steady state level of temperature and stock). To understand why,

consider equation (2.13) evaluated at the steady state:®!

T° = ¢ X. (2.54)

8477 and X represent the steady state values.

141



Chapter 2: The Distributional Costs of Net-Zero: A Heterogeneous Agent Perspective

While the parameter ¢; does not appear in the steady state equation, it plays an important
role in temperature dynamics over the transition. It is also not possible to know the termi-
nal value of X without knowing the path of emissions over the period studied. To address
these issues, we compute a synthetic path for emissions consistent with the Representative
Concentration Pathway (RCP) 8.5 scenario,® which allows us to get the terminal value of
X and T. With the value of temperature at the final state, we are then able to compute
the remaining terminal values within the inner loop used to find the level of capital in each

sector.

Transition dynamics

For transition dynamics, we rely on the same method developed for finding the final
state of the economy. The only difference is that we now need to find the full path of all
the endogenous variables. To do so, we use a vector of synthetic emissions fitted to the
studied scenario to retrieve the complete path of temperature. We then derive the vector

of output subject to climate damages. The remaining part of the procedure is standard.

2.4.3 Calibration

The model is calibrated on U.S. data. While we do not have two assets (liquid and
illiquid as in [Kaplan et al., 2018]), which would otherwise allow for a refined representation
of U.S. households portfolios, we calibrate income shocks to retrieve a realistic distribution
of wealth.8® The wide range of assets found in the economy is represented in our model
as a generic productive asset that households hold and are allowed to borrow. We set the
borrowing constraint a to a value corresponding to roughly one year of average wages. For

simplicity, the income process within each sector follows a two-state Poisson, representing

85In RCP 8.5 emissions continue to rise throughout the 21st century.
86The scope of our paper being the transition to net-zero, we are more interested in the dynamics of the
distribution rather than the initial steady state.
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high and low income realizations. The productivity of high earners compared to low earners
is proportional across sectors.

For parameters related to standard macroeconomic theory, their calibration is in line
with the literature: the share of hours worked is set at one third in each sector and the
coefficient of relative risk aversion ¢ in the CRRA utility function is set at 2. Discount rate
p is set at 5 percent to target an interest rate of about 4 percent annually. The depreciation
rate of capital ¢ is calibrated at 5 percent annually. Turning to the production sector, the
elasticity of substitution 6 is set at 6, leading to a markup of around 17 percent. The
non-energy sector relies on three inputs. We set a; and a5 to target an energy production
to total output ratio of 4-5 percent. The share of labour in production for non-energy
firms is set at 0.66, while the share of capital a; is set at 0.19, and the share of energy as
at 0.15. We use sectoral data on the U.S. to set the share of the energy sector a,, at two
thirds, which allows us to recover the share of wages from the energy sector with respect
to the non-energy sector, and to account for large investment needed in this sector. These
calibrations lead to an average labor share of 57 percent and an average capital and profit
share of 26 percent.

Regarding environmental components, we calibrate the damage function according to
[Dietz and Stern, 2015]. The global temperature parameters ¢ and ¢9 are set following
[Dietz and Venmans, 2019] to pin down the ‘initial pulse-adjustment timescale’ of the
climate system.®” Abatement parameters §; and 65, which represent the abatement costs
for each sector, are borrowed from [Nordhaus, 2008].%® To match the U.S. level share of
emissions from each sector (25 percent of total emissions generated by the energy sector),
we calibrate the emission-to-sectoral-production ratio ¢¥ and ¢" to 2 and 0.3 respectively.

Finally, the decoupling rate of emissions is calibrated to 1 percent to match U.S. Energy

8TWe perform a sensitivity analysis on the damage function using values from [Nordhaus and Moffat,
2017] and [Weitzman, 2012], in the next section. We also perform a robustness analysis on climate
sensitivity using various values of ¢5.

88We assume that firms from both sectors have access to the same abatement technology. We also
perform sensitivity analysis on the efficiency of abatement technology in the next section.
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Information Administration (EIA) data.

TABLE 2.1
Model Matching Moments

Target Model Data Source
Macro Aggregates:
Labor Share 0.567 0.597 FRED (2019)
Capital Share 0.260 0.311 BEA (2020)

Environmental Aggregates:

Global Level of Carbon Stock (GtC) 840 840  USDA (2020)

Temperature "C (in excess to pre-industrial level) — 1.15 1.19 NOAA (2020)

Share of Emissions from Energy 0.25 0.25 EIA (2020)
Share of Emissions from Non-Energy 0.75 0.75 EIA (2020)
Emissions Decoupling Rate 0.01 0.01 EIA

2.5 Net-Zero Transition Results

2.5.1 Understanding the Impact of Carbon Pricing under Het-

erogeneous Agents

In this section we will investigate the impact of putting a price on carbon in an economy
with idiosyncratic income risk. Using our model, we compute the transition following an
MIT shock under three different scenarios that all trigger a 25-percent reduction in total

89

emissions.®” Our main scenario relies on carbon taxation on both the energy and the

non-energy firms. We also assess how solely taxing either energy firms or non-energy firms

89We conduct this exercise by setting the carbon price 77 = & following a bounded Ornstein-Uhlenbeck
process: def = 0%(é° — €5)dt 4+ 0°dB;. By is a Fy-adapted idiosyncratic Brownian motion and 6%, &%, and

o are positive constants. s € {n,y} represents the energy and non-energy sectors.
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would change the outcome of the policy. We then disentangle theoretically and compute
numerically how pricing carbon on the firm side ultimately affects household consumption

according to level of income and wealth.

2.5.1.1 Energy Sector, Carbon Pricing, and Macroeconomic Drivers

We first focus on how carbon price shocks, when set at the energy sector level, prop-
agate through the economy and impact macroeconomic prices and aggregates. When the
regulator sets a carbon price, energy firms are forced to engage in abatement efforts and to
pay a carbon price. In doing so, the demand for energy decreases, which increases energy
prices and decreases wages and returns. This result holds as long as the drop in energy

generation is higher than the total environmental cost. Otherwise, energy prices fall on

impact:
Yt
¢ — me — Y — 7/ (e? as— (2.55
Dy ( i f (i) 7 (ef [ur) ) 26? ( )
Energy Price Total Marginal Cost ~ Abatement Investment  Emission Intensity Carbon Price
NS v
Total Enviro;lrmontal Costs
et
g=C oo - ) - ) -6 (250)
~—~ —— —— f
Energy Price  Abatement Investment Emission Intensity Carbon Price
Total Enviro?fmental Costs
ef
n e n n(, e/ n
wi = p; - f(ud) - ' (ef/er) )1 — an)_n (2.57)
~~ — —_—— H
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N 7

TV
Total Environmental Costs

As shown in figure 2.6, following a carbon price shock that aims at reducing emissions
by 25 percent, energy prices increase, whereas energy generation, as well as wages and

returns, decrease. These results are consistent with our empirical findings for the case of
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California outlined in the previous empirical section. Energy firms decide to reallocate
resources by lowering their capital investment level and decreasing labor wages. Firms
then increase energy prices to recover profit loss. This increase in energy prices decreases
the intermediate firms’ demand for energy and thus decreases the total energy generation

level.

FIGURE 2.6. Energy Sector Carbon Pricing and Macroeconomic Aggregates
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Note: The figure plots the impulse responses to a carbon shock leading to an initial 25% reduction in total emissions

in the energy sector as deviation from a normalized steady state.

In the next exercise, we explore three scenarios where the public authority sets carbon
pricing within: i) the energy sector only, ii) the non-energy sector only, and iii) both the
energy and non-energy sectors at the same time. These scenarios allow us to understand

the implications of different policy design.
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2.5.1.2 Carbon Price and Macroeconomic Dynamics

Figure 2.25 displays the reaction of the economy to an introduction of a carbon price
that engenders a 25 percent emissions reduction, under our three scenarios. In the case
where the price on carbon is only applied to the non-energy sector (dotted red line), this
implies cutting emissions in this sector by approximately one third. Whereas, when the
price on carbon is only applied to the energy sector (dashed blue line), this represents a
reduction of almost all emissions in the energy sector. Since both sectors rely on the same
abatement technology, the difference in response is due to the specific role each sector
plays in the economy. The energy sector being a small part of the economy, taxing it does
not greatly impact the dynamics of the interest rate nor the capital stock, compared to
other scenarios. However, as energy producers provide an input for the non-energy sector,
implementing a carbon pricing scheme targeted to energy firms still leads to a gradual
decline in the capital stock and output, since firms have to bear a higher input cost for
energy.

When taxing energy firms as opposed to taxing non-energy firms (and vise versa), the
impacts on energy prices are found to be widely different. Our simulations show that
when taxing energy firms, on one hand, the increasing cost related to carbon triggers an
immediate drop in energy production, implying in turn an increase in the relative price of
energy. On the other hand, taxing only non-energy firms reduces the demand for energy
and its relative price. Energy producers thus gradually lower their production and the
price returns to its initial steady state. The situation on the market for labor also depends
on the type of policy implemented. Although both non-energy and energy sector wages fall
regardless of the policy implemented, the effect is comparable across scenarios in the energy
sector but different in the non-energy sector. Concretely, this means that taxing non-energy
firms’ carbon emissions transmits to both sectors wages, when a policy implemented only
in the energy sector minimally affects wages in the non-energy sector. Overall, the analysis

of aggregate variables suggests that implementing a carbon fiscal policy on energy firms
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before targeting other firms (as is the case in Californian and European cap-and-trade

schemes) is efficient, since it is less costly to first abate emissions from energy production.

2.5.1.3 Carbon Price Transmission Mechanism

When a regulator plans to implement carbon pricing, it is important to understand
beforehand how it is going to impact household consumption according to income and
wealth level. To uncover the heterogeneous effects of taxing firms’ emissions on household
consumption, we start by detailing direct and indirect drivers of consumption. This allow
us to later tie these drivers of consumption to the empirical findings in section 2.2.

We first decompose the response at time zero of consumption with respect to its main

components:

Ci({T'i}iz0) = /Ct(072y72n; {Li}is0)dvy (2.58)

Here ¢;(a, 2¥, 2™; {T'; }4>0) is the household consumption policy function and vy (da, dz; {I's };>0)
is the joint distribution of illiquid assets and idiosyncratic income.
Following [Kaplan et al., 2018],°Y by total differentiation, we can decompose the con-

sumption response at t = 0 as:

oco
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In our framework, and opposite to [Kaplan et al., 2018], we only have indirect effects of
carbon price shocks to consumption, as the carbon pricing scheme studied in this paper only
affects firms directly. The implementation of a carbon price will impact consumers through
five channels: asset returns, both types of wages, profits, and transfers. Note that we do
not consider redistributing proceeds from the carbon tax until section section 2.5.3, which
means that at present transfers will not impact consumption. Intuitively, and consistent

with our empirical findings in section 2.2, a positive shock to the price of carbon should lead

9 A similar exercise can be found in [Auclert, 2019].
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to lower asset returns, wages, and profits, as putting a higher price on carbon implies an
additional input cost for firms. These effects should transmit to households and ultimately

reduce consumption.

2.5.1.4 Distributional Effects of Carbon Pricing

Figure 2.7 shows the impact on consumption decomposed into various indirect effects,
by income, and by wealth for our three carbon pricing scenarios. To decompose the effect,
we mute all but the component of interest by setting them to their respective steady
state values over the transition. Consistent with our findings on aggregate variables, the
first column shows that taxing the energy sector only is the less costly policy in terms of
aggregated consumption. The reason is that most of the effect goes through wages in the
sector concerned by the price on carbon. Since wages from the energy sector only account
for a small part of total wages, their reduction is less detrimental to consumption than a
reduction of non-energy wages. As expected, changes in the interest rates put pressure on
household revenues from capital, which also induces lower consumption. In the same spirit,
[Malafry and Brinca, 2022] use a two-period heterogeneous agent model to disentangle the
effect of setting a carbon price on household aggregate welfare.”! In their setup, however,
implementing a tax on carbon always benefits consumption, even without redistributing

carbon revenues.

91The three channels they use are consumption, redistribution, and risk.
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FIGURE 2.7. Carbon Price Shock and Consumption Responses
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Note: The figure plots the reaction of consumption according to three different scenarios leading to an initial 25%
reduction in emissions. The first row corresponds to the case where the tax is implemented in both sectors. The
second row corresponds to the case where only the energy sector is taxed. And the last row corresponds to the case
where only the non-energy sector is taxed. The first column plots the reaction of consumption as well as its four
components. The second column plots the reaction of consumption according to the realization of income. And the

last column plots the reaction of consumption according to the realization of income and the level of wealth.

Columns two and three display the distributional impact for our three scenarios. We

find that taxing the energy sector only generates less distributional costs than other poli-

cies. Not only the aggregate impact on consumption is smaller, but the consumption

reaction for low/high income and low/high wealth is quite homogeneous compared to the

other two scenarios. In the case where only the non-energy sector is subject to the carbon

price, the loss in consumption for low income households that are also at the lower end
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of the wealth distribution is twice the loss households at the upper end of the wealth dis-
tribution experience. This suggests that policy makers should pay particular attention to
distributional effects throughout the transition to net-zero. It is especially true for coun-
tries that plan to move from taxing only emissions generated in the energy sector to taxing

emissions generated in all sectors.

2.5.2 Net-Zero Transition and Wealth Dynamics

Turning now to net-zero transition dynamics, we present and analyze various scenarios.
We first highlight how incorporating climate dynamics and accounting for climate damages
have a significant impact on the long-term equilibrium of the model. We also investigate
the role that climate sensitivity, damage uncertainty, and abatement efficiency play on
laissez-faire and net-zero emissions transitions, respectively. Finally, we show that the
speed at which carbon policy is implemented matters for transition dynamics.

The baseline scenario features a trend growth rate of 2 percent annually over the period
2022 to 2100. The growth process is then stopped and we let the model converge to the
new steady state. Although we use an average calibration (i.e. consistent with interme-
diate values found in the literature) for parameters related to climate sensitivity, climate
damages, and abatement efficiency, we also provide in the appendix a detailed sensitivity

analysis for each of the exercises we perform.

2.5.2.1 Why climate dynamics matters

In this section, we investigate how climate feedback shapes long-term dynamics, both
at the aggregate level and at the household level. We compare the simulations of our model
to a counterfactual model where we remove the link between temperature and production.
The objective is to assess whether ignoring climate dynamics leads to an erroneous view
of what might happen to the economy and wealth distribution in the future if no action is

taken.
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Climate damages and laissez-faire transition pathways

Figure 2.26 and figure 2.27 display transition pathways from our baseline model (with
climate damages — green solid line) and from the counterfactual model (without climate
damages — brown dashed line). As argued by [Cai and Lontzek, 2019], [Traeger, 2021],
and [Van den Bremer and Van der Ploeg, 2021] among others, uncertainty over climate
dynamics plays a significant role in shaping macroeconomic dynamic responses. As such, we
provide transition dynamics taking into account a range of values for ¢,, which corresponds
to the uncertainty over climate dynamics in our framework.

In both scenarios, economic activity increases the flow and stock of emissions (as firms
do not internalize the climate externality), yielding a temperature level Ty, € (2.8°C -
3.5°C) by 2100.2 The simulations in figure 2.26 show that, when taking into account
the effect of climate change on productivity, output and capital start to decline rapidly
once the growth process is over. Thus, failing to account for climate change leads to
overestimating GDP and consumption in the long run. As output decreases compared to
the case where temperature does not impact productivity, energy demand falls and wages
in both sectors are reduced (figure 2.27). Interestingly, the energy relative price is also
lower in this case, since demand for energy plummets. In addition, as households expect
sustained long-run economic growth, they increase their consumption, substituting away
from capital savings in the first few periods, which increase the return on capital firms have
to pay. As the growth process stops in 2100, households anticipate and start smoothing
their consumption, bringing the interest rate back to a level close to its initial steady state.

Similarly, uncertainty over climate damages (figure 2.28 and figure 2.29) plays an im-
portant role over the transition. While there appears to be less uncertainty about damages
compared to climate sensitivity, the range of economic losses remains large enough to mo-

tivate aggressive mitigation policies.

92We choose the range of ¢ to match the latest IPCC RCP scenarios.
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Overall, the sensitivity analysis on climate and damages shows that accounting for cli-
mate dynamics and uncertainty is crucial to derive credible long-term scenarios. Therefore,
models that do not include this type of mechanism are likely to yield biased results and
lead to myopic policy recommendations. An interesting additional question concerns the

consequences of ignoring climate dynamics on the study of the distribution over time.

Implications for the distribution of wealth

Figure 2.8 displays initial and final stationary distributions from our baseline model
(with climate damages) and our counterfactual model (without climate damages). One can
see that what was true for aggregate variables is even more relevant for distributional costs.
When ignoring the negative feedback from temperature to productivity, the distribution of
wealth flattens and drastically shifts to the right, which means that the average household
becomes significantly wealthier. However, correcting for the impact of climate paints a
completely different picture. In this more realistic case, the decrease in distributional costs
is marginal, despite 80 years of sustained economic growth. In other words, when global
warming goes unchecked, it has the ability to destroy gains from increased productivity.
This fact, along with the other findings in this section, motivates our choice to include cli-
mate damages and take uncertainty into account when studying the distributional impacts

of carbon policy during the transition to net-zero.
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FIGURE 2.8. Distribution Impacts With and Without Climate Damages
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Note: The figure compares initial and final stationary distributions computed using a model without climate damages

(dashed brown line) to transitions computed using a model with climate damages (solid green line).

2.5.2.2 Meeting the Net-Zero Target

We now investigate the transition pathways over the net-zero emission target scenario.
We first start by showing how abatement technologies play a pivotal role in shaping the
transition pathways as well as the wealth distribution along the transition. More precisely,
we analyze how different levels of abatement costs for firms lead to more or less signifi-

cantly different macroeconomic responses and severe distributional impacts from a rising

carbon price.

Net-zero objective transition pathways

154



Chapter 2: The Distributional Costs of Net-Zero: A Heterogeneous Agent Perspective

A large part of the literature focuses on the optimal path of carbon pricing (e.g.
[Golosov et al., 2014], [Dietz and Venmans, 2019], [Cai and Lontzek, 2019], among many
others). The main question then is whether the optimal carbon price is able to achieve
net-zero emissions by 2050. When accounting for different levels of uncertainty (e.g. cli-
mate damages, climate sensitivity, and abatement technology efficiency, among others),
achieving such a target is severely hindered. [Benmir and Roman, 2020] show how optimal
policy is not sufficient and investigate, using a representative agent (RA) macro model,
the implication of gradually setting the carbon cap to meet a net-zero objective by 2050.
However, [Benmir and Roman, 2020] do not specifically model energy sectors and focus
on green and brown sectors. Including energy producers allows for investigating sequential
policy setting and the implications on the macroeconomy.

In figure 2.9 we compare the laissez-faire scenario to a cap policy leading to net-zero
emissions by 2050. We show how under a 2 percent growth rate, a laissez-faire scenario
clearly overshoots the Paris Agreement objective of keeping temperature below 2°C with
temperature rising to a level above 2.5°C. In contrast, a net-zero strategy where emissions
are reduced linearly and gradually across sectors as is the case for most cap-and-trade
regimes (in our case, the cap first targets the energy sector before spanning all non-energy
sectors 15 years later), allows for maintaining a temperature below 2.2°C. Furthermore,
the cap policy induces a loss in the capital used to produce energy, leading to both a
consumption and output loss for the net-zero case. During the transition this also means
greater distributional and welfare (as it will be highlighted in the next section) costs.
However, this effect does not hold in the long run. As the effects of global warming
start materializing, output deteriorates in the laissez-faire case and the gains from not

transitioning to net-zero are quickly reversed.
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FIGURE 2.9. Net-Zero Emission Target and Laissez-faire Economy — Macro Aggregates
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Note: This figure compares the net-zero scenario to a laissez-faire scenario under a 2 percent growth rate over the
period 2022 t0 2100. We perform a sensitivity analysis (blue shaded area) over abatement efficiency (i.e. abatement

cost parameter 61).

Turning now to prices as shown in figure 2.10, our HA model under the net-zero policy
induces a rise in carbon prices, energy price, and interest rate over the first cap period
where only the energy sector is subject to the environmental policy. When the regulator
generalizes the cap policy to all other sectors, the interest rate, the energy price, and
wages in all sectors decrease to levels significantly lower then in the laissez-faire scenario.
Intuitively, there are two trusts in play. First, growth expectations trigger higher levels
of consumption within households as they expect higher income in the near future, which
reduces investment levels (i.e. substitution effect is higher than income effect in this case).
Second, future carbon policy expectations cool down the heat generated by the growth
expectations, as when the cap hits all non-energy sectors, the continuously higher levels
of carbon prices reduce profits and capital demanded, which in turns decreases wages and

other aforementioned factor prices.
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FIGURE 2.10. Net-Zero Emission Target and Laissez-faire Economy — Prices
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Note: This figure compares the net-zero scenario to a laissez-faire scenario under a 2 percent growth rate over the
period 2022 t0 2100. We perform a sensitivity analysis (blue shaded area) over abatement efficiency (i.e. abatement

cost parameter 61).

Welfare Costs: Laissez-faire versus Net-zero

We summarize the welfare effects of 2050 net-zero policy in table 2.2. We use a standard
consumption-equivalent welfare metric (CE), that is, the percentage change in consumption
one would have to give individuals in the laissez-faire equilibrium each year to make them
as well off as under the net-zero policy (see section 2.C.4 for details).

Our first finding, is that implementing a net-zero policy by 2050 is welfare enhancing
compared to the case of the laissez-faire (as shown in table 2.2) where no environmental
policy is enforced by the regulator (whether we account or not for heterogeneity in income
and wealth). However, accounting for heterogeneity in households’ income and wealth
appears to be highly important in the analysis of welfare costs of climate and environmental
policy. When ignoring heterogeneity in households income and wealth, the RA framework

is found to over estimate the welfare gains from the 2050 net-zero policy by a factor of
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1/4 (i.e. 25 percent in the baseline case)’® compared to the Heterogeneous Agent (HA)
Climate analogous framework, as the agents saving and investment behaviors change the
level of aggregate capital holding, which in turn have significant impacts on the welfare
cost. In particular, the net-zero emission target allows for temperature to remain below
2.2°C in the long-run. Keeping temperature below 2.2°C reduces the damages related to
increasing temperatures, which in the case of the laissez-faire have increasing impacts on
productivity and capital holdings, forcing firms to relocate resources across the economy,
therefore driving wages and returns down.

In quantitative terms, we find that the net-zero policy (for the baseline case), increases
the combined welfare of households by 0.54 percent and 0.72 percent, respectively for
the HA and RA climate frameworks in consumption-equivalent units. That is, the welfare
increase from this policy is equivalent to the effect of a 0.54 percent increase in consumption
in every period for every agent in the economy in the case of the HA model. Our results are
similar in terms of magnitude to those of the optimal labour policies studied in [Itskhoki
and Moll, 2019], and are at least one order of magnitude larger than those from eliminating

the business cycle, which are typically on the order of 0.01 percent (see, e.g., [Lucas Jr,

2003]).

TABLE 2.2
Welfare: Net-zero versus Laissez-faire

HA-Climate RA-Climate

Low Abatement Cost 0.84% 1.05%
Welfare gains (in CE) Moderate Abatement Cost (baseline case) 0.54% 0.72%
High Abatement Cost 0.13% 0.26%

Note: This table compares the welfare gains in consumption equivalent terms (CE) from a 2050 net-zero scenario to a
laissez-faire scenario under a 2 percent growth rate over the period 2022 to 2100 from our HA-Climate Model to the

RA-Climate analogous model.

9The factor goes up to 1/2 in the case of high abatement cost.
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Net-zero long-run distributional impacts

One main strength and advantage of our framework is its ability to investigate the social
impacts of public policies such as a net-zero climate policy over the transition, which is
not possible with RA models and not investigated with the climate carbon pricing HA
models developed up to date ([Bosetti and Maffezzoli, 2013, [Fried et al., 2018], [Goulder
et al., 2019], [Cavalcanti et al., 2021], [Fried et al., 2021}, [Kénzig, 2021], and [Malafry and
Brinca, 2022]). These models do not feature distributional long-run transition pathways
and mainly focus on steady state analysis or impulse responses.

When comparing the initial and final steady state value of the stationary distributions
of wealth for high and low income households shown in figure 2.11, engaging in a net-zero
path reduces the distributional costs at the end of the transition in the economy as the
distribution of wealth for both low and high earners shifts to the right (i.e. all household
quantiles become wealthier compared to those in the laissez-faire scenario). This is largely
due to the net-zero policy keeping temperature at levels below 2.2°C, which ensures that
temperature rise induced damages are not increasing overtime, which is otherwise the
case under the laissez-faire scenario. Climate damages under the laissez-faire scenario rise
to high levels following significant increases in temperature, which thus destroys capital
and output, and in turn lowers the future realization of labour income and decreases
consumption, leading to a higher level of distributional and welfare costs than with the

net-zero case.
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FIGURE 2.11. Distributional Impacts of the Net-Zero Compared to the Laissez-faire
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Note: This figure compares the net-zero scenario to a laissez-faire scenario at the initial and final steady state stationary

wealth distributions for both low and high income households.

Net-zero short and medium-run distributional impacts

Focusing on a steady state analysis, however, is problematic when carbon prices are

expected to rise over the transition to reach the net-zero objective. The political economy

aspect of carbon pricing should not be underestimated when formulating public policy

aimed at addressing the climate externality, as seen for example during the social upheaval

in France with the Gilets Jaunes, whose extended protests were initially a reaction to a

change in the carbon tax policy.

Looking at the Gini coefficients for both income and wealth® over the transition (2022-

2050) as shown in figure 2.12; we find that inequalities decrease in the first 15 years of the

94As the Gini coefficient is often used as standard measure of inequalities.
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transition by almost 1% and 2% for income and wealth, respectively, and that inequalities
continue to be lower than 0 for the remaining 13 years of the transition (i.e. net-zero is

equality enhancing compared to the laissez-faire scenario).

FIGURE 2.12. Income and Wealth Gini Coeflicient Overtime: Net-Zero versus Laissez-
faire
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Note: This figure compares the net-zero scenario to a laissez-faire scenario for both the income and wealth Gini over

the transition period.

One could be tempted to conclude that net-zero policy is able to improve the inequalities
in income and wealth. However, when we turn to the household joint distributions of
income and wealth, the picture is much more nuanced.

In figure 2.13 we present the wealth distribution transition pathways over the transi-
tion period 2022-2100. The left figure (a) shows how the distribution of wealth for low
income is impacted over the transition to net-zero compared to the laissez-faire scenario,
while figure (b) displays the results for high income earners.” At the beginning of the
transition households expect higher output due to the announced 2 percent growth rate
but also expect higher carbon prices as the government initializes the cap policy. As men-
tioned above, the growth expectation leads to an increase in consumption as household

expect higher income in the future. Furthermore, environmental policy sectoral targeting

95We take the difference of the wealth distribution pathways between the net-zero and the laissez-faire
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(starting with the energy sector) allows for a decrease capital losses during the period in
which only the energy sector is emission caped. Intuitively, as the energy sector is smaller
than the non-energy sectors in our economy, the growth expectation dynamics are stronger
than the impacts of the rising carbon price expectation for the first 15-20 years. However,
as soon the second phase of the cap policy is launched (in 2037), the percentage of house-
holds financially constraint wealth starts to rise (a considerable spike of about 5 percent
and 3 percent in the case of moderate abatement costs in a period of less than 20 years
is noted within low and high income earners, respectively)’® as consumption is now di-
rectly impacted by the high carbon price that spans all economic sectors. Where the level
impact of the carbon net-zero cap by 2050 is comparable between low and high income
households with respect to the laissez-faire scenario (about 2 percent increase), the low
income households remain the most impacted on aggregate. By substantially substituting
toward higher consumption levels at the beginning of the transition, low income earners
compared to high income earners, are of particular carbon prices rise concern.

For the remaining analysis, we will mainly focus on the joint distributions of income
and wealth, rather than on the Gini coefficients, as the Gini suggests an improvement in
inequalities, while the joint distributions show that all households are getting poorer (less

wealthy) over the transition.

9In figure 2.33, figure 2.34, and figure 2.35, we present different transition of the wealth distribution
for three levels of abatement efficiency cost. In the case of inefficient abatement scenario, the percentage
of households financially constrained increase by about 10 percent when economic sectors are subject to
emission cap.
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FIGURE 2.13. Net-Zero versus Laissez-faire with Moderate Abatement

N \\““"
\tttt“‘:“ 0.02 ' \\\\ AN “\
‘:i:\::\:\\:\\:s\ 0015 \kk\\\kx\“ ‘:“ e
0.01 \\\\ \\\

0.005

Density f(a,t)
Density f(a,t)

-0.005

-0.01
-0.03

10 80 10 80
20 w 20 o o
30 20 30 20
Wealth, a 40 Time, ¢ Wealth, a 40 Time, t
(a) Low Income (b) High Income

Note: This figure compares the net-zero scenario to a laissez-faire scenario over the transition for the wealth distribution.
Figure (a) show the household wealth pathway between 2022 and 2100 for low income households, while figure (b)
displays the results for high income households. When a point is below zero that means the distribution of wealth

across households has improved under the net-zero compared to laissez-faire and vice versa.

2.5.2.3 Net-Zero Transition Speed

Net-zero speed and transition pathways

As discussed above, the lion’s share of the climate literature focuses on the drivers and
the level of social cost of carbon, which, in a decentralized equilibrium, corresponds to the
optimal carbon price level. In an HA framework, defining the optimal carbon pricing (i.e.
the social cost of carbon) is not straightforward, as it falls within the sphere of normativity.
The level of optimal carbon pricing in an HA model will depend on the weight applied
to the different agents’ utilities. There is therefore a real need to identify a normative
framework to be able to beging to answer the important question: what is the optimal
carbon price in an HA framework?"”

While identifying the optimal social cost of carbon requires first an agreement over

the normative framework to be used, we investigate four different trajectories (concave

97 Adrien Auclert (2022) discussion at the FED of New York.
https://libertystreeteconomics.newyorkfed.org/2022/01 /the-effect-of-inequality-on-the-transmission-of-
monetary-and-fiscal-policy /.
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and convex) in addition to our baseline linear carbon cap scenario. The four additional
trajectories, which we refer to as fast, very fast, slow, and very slow allow us to attain a
wide range of possible transition scenarios to net-zero.

FIGURE 2.14. Net-Zero Emission Target Trajectories — Macro Aggregates
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Note: This figure compares five different net-zero trajectories: i) linear (baseline case), ii) fast cap, iii) very fast cap,

iv) slow cap, and v) very slow cap.

Figure 2.14 presents the transition pathways for our economy’s macro-aggregates. Act-
ing promptly with aggressive environmental policies or, in contrast, delaying the inter-
vention until the last minute, has little impact on the output over the transition period
(2022-2100). However, acting today to reduce emissions to zero as opposed to acting 28
years from now would have consequences on the temperature level. While over the tran-
sition, the temperature variation is of a small magnitude, the inertia over the long-run
would mean a small deviation today would lead to significant difference over the long-run
(as we demonstrate and discuss above figure 2.26). The impact on consumption during
the transition follows the pathway of capital movements. When the regulator decides to
act fast, agents expect a sharp decrease in emissions, which requires major investment by

firms. This triggers capital investment relocation toward higher investment in abatement

164



N

Chapter 2: The Distributional Costs of Net-Zero: A Heterogeneous Agent Perspective

costs. This substitution toward abatement investment is costly and thus leads to a lower

level of capital (in the case of a fast cap compared to a slow cap), which in turn leads to a

lower level of consumption and a rise in wealth losses (as shown in figure 2.44, figure 2.45,

figure 2.41, and figure 2.42).

FIGURE 2.15. Net-Zero Emission Target Trajectories — Prices
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Note: This figure compares five different net-zero trajectories: i) linear (baseline case), ii) fast cap, iii) very fast cap,

iv) slow cap, and v) very slow cap.

With respect to prices, figure 2.15 shows how the interest rate, energy price, and carbon

prices, as well as wages are impacted following our four plus one (linear) policy speeds.

Policy speed is shown to have a significant impact on the interest rate and the energy price,

where the dips at the start of the environmental policy are rather strong compared to the

case where the environmental cap is set linearly. This suggests potential volatility issues

within financial markets that could lead to further consumption drops. Conducting a slow

versus a fast cap has a significant impact on labor income (about 25-30 percent decrease

when policy is conducted following a fast cap versus a slow cap). This is due to the sudden

needs of abatement investment and reallocation of factors of production.
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2.5.3 Redistribution of Carbon Revenues

As argued above, implementing carbon pricing consistent with the net-zero target is
not a free lunch and leads to a rise in financially constrained and poor households over the
transition period. In the following section we show how redistributing the carbon fiscal

revenues could help smooth the net-zero transition and offset some of the negative effect.

2.5.3.1 Carbon Policy and Transfers

Figure 2.16 shows the impact on consumption decomposed into various indirect effects,
by income and by wealth (as in section 2.5.1.4), according to the use made of carbon
revenues. In the case where no transfer scheme is implemented by the government (first row
in figure 2.16), the proceeds from carbon taxation are used for unproductive government

spending and this scenario corresponds to the first row in figure 2.7.
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FIGURE 2.16. Fiscal Transfers and Consumption Drivers
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Note: The figure plots the reaction of consumption according to three different fiscal transfer scenarios. The first row
corresponds to the case with no fiscal transfers. The second row corresponds to the case with uniform fiscal transfers.
And the last row corresponds to the case with per income fiscal transfers. The first column plots the reaction of
consumption as well as its four components. The second column plots the reaction of consumption according to the
realization of income. And the last column plots the reaction of consumption according to the realization of income

and the level of wealth.

When the government decides to redistribute revenues uniformly (second row), it is
able to completely offset the negative impact on consumption, for both low-income and
high-income households. Moreover, uniform redistribution particularly benefits low-income
households with little wealth. The reason is that these households do not earn much
return on capital and/or profits, which implies that transfers represent a high share of

their disposable income compared to other types of households. Therefore, low-income
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households with low wealth actually increase their consumption when the carbon price
shock is combined with uniform redistribution of revenues. This result is consistent with
[Goulder et al., 2019], who show that recycling carbon proceeds can benefit lower income
households and induce a progressive effect overall. Although this result may seem very
promising, one should keep in mind that distorting the trade-off between consumption and
savings may reduce the potential for future growth. If this type of redistribution policy
prevents households from accumulating wealth, the long-run impact could ultimately be
regressive. In that sense, income-based redistribution of carbon revenues is an attractive
alternative, as it generates less volatility in consumption across income/wealth groups of
households, while still offsetting the negative effect of carbon pricing exhibited in figure 2.7.

Analysis of various recycling policies following an MIT carbon price shock shows that
revenue redistributions, whether uniform or income-based, can offset most of the negative
impact on consumption, and thus on welfare. These findings are in line with [Malafry and
Brinca, 2022], who show that the optimal price of carbon is higher when the government
engages in revenue redistribution. Keeping a long-run perspective in mind, however, this
exercise implies that recycling carbon revenues by income would be less distortionary. To
confirm this intuition, we now turn to the analysis of the distribution during the transition

to net-zero.

2.5.3.2 Net-Zero Distributional Impacts and Transfers

Figure 2.17 and figure 2.18 compare the net-zero scenario distributed fiscal transfers
(uniformly and by income) with the net-zero scenario without fiscal transfers, over the
transition for the wealth distribution. When the density value is positive, this means that
we have a negative impact on the wealth distribution and vice versa. In other words,
when the density function is positive at a given point, this means that the distribution of
households shifted toward the right.

Over the net-zero transition, redistributing carbon fiscal revenues to households, both
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uniformly and by income, allows for decreasing disparities between different household
and over 2043 and 2050 (that is, when the second phase of the cap policy is engaged,
which includes all other non-energy sectors). Focusing, however, on the first 20 years of
the transition period, and as highlighted in the case of distributional impacts over the
transition with no fiscal transfers (i.e. figure 2.13 results), both uniform and per income
fiscal transfers allow household to engage in less precautionary savings to face the future
impacts of the rising carbon costs, and thus achieve a higher consumption level. In other
words, fiscal redistribution acts as a smoothing mechanism that reduces household saving
incentives during the first 20 years, and boosts their consumption, which as shown allows
for reducing the impacts on the wealth distribution (and welfare) compared to the case
with no fiscal transfers between 2043 and 2050.

Between uniform and per income fiscal transfer, it appears (as it is also the case in the
previous section) that per income transfers allow for the fewest spikes and the least change
overtime.

We note that, although, fiscal transfers are able to offset some of the unequal impacts
of carbon pricing, the medium/long run effect cannot be addressed solely by redistributing
carbon revenues. Carbon proceeds after 2050 are equal to zero (1 E; = 0), and firms still
engage in abatement investments to maintain emissions at zero. The distribution density
function in figure 2.17 and figure 2.18 which is between 40 and 80 (and corresponds to
2060 and 2102) is almost equal to zero (flat plane). This means that there is no difference
between net-zero with or without fiscal transfers. In contrast, for example in figure 2.13
(which represents the net-zero scenario with no fiscal transfers compared to the laissez-faire
scenario), we see that for the same period overall poverty (i.e. losses in capital holdings)
rises. Thus, under fiscal transfers, distributional costs still rises. This last result is of
special importance and suggests the need to investigate the ways by which abatement

costs can be made cheaper.
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FIGURE 2.17. Net-Zero with Uniform Fiscal Transfers versus without Transfers —
Medium Abatement Efficiency
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Note: This figure compares the net-zero scenario with uniformly distributed fiscal transfers to the net-zero scenario
without fiscal transfers scenario over the transition for the wealth distribution. Figure (a) show the household wealth
pathway between 2022 and 2100 for low income households, while figure (b) and figure (c) displays the results for
average and high income households, respectively. When a point is below zero that means the distribution of wealth

across households has improved under the net-zero with uniformly distributed fiscal transfers compared to net-zero

without fiscal transfers and vice versa.

FIGURE 2.18. Net-Zero with Fiscal Transfers (by Income) versus without Transfers —
Medium Abatement Efficiency
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Note: This figure compares the net-zero scenario with per income distributed fiscal transfers to the net-zero scenario
without fiscal transfers scenario over the transition for the wealth distribution. Figure (a) show the household wealth
pathway between 2022 and 2100 for low income households, while figure (b) and figure (c) displays the results for
average and high income households, respectively. When a point is below zero that means the distribution of wealth

across households has improved under the net-zero with per income distributed fiscal transfers compared to net-zero

without fiscal transfers and vice versa.
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2.6 What About Inflation And Carbon Pricing?

2.6.1 Case of Sticky Prices (HANK): Model Changes

Firms

In the case of sticky prices, monopolistic non-energy firms engage in a price setting a la
[Rotemberg, 1982]. Price update is subject to a quadratic adjustment in the rate of price
change and is expressed as a fraction of aggregate output:

0P /5.2
AP =T <]ﬁ> Y, (2.60)
’ 2 \pjt
For the ease of reading and as firms are identical, we suppress notational dependence on j.

Thus, profit maximization subject to the demand from final firms yields the New Philips

Curve®:
Y 0
(rf - é) T = H—P(mct —mc") + 7y (2.61)
where, mc* = %, and m, is the inflation rate.

The flow profits before price adjustment is similar to the RBC case, as such the flow

profits in the case of sticky prices will include the price adjustment costs:

eP
I = (1 —me)Y; — 7@21@. (2.62)

The Monetary Authority

Under the presence of price stickiness (i.e. the non-neutrality of monetary policy), the

98The full derivation can be found in the appendix section 2.C.2.
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central bank follows a simple [Taylor, 1993] rule to set the nominal interest rates i.:

it =T+ ¢pm; + Oy (Y; = Y) (2.63)

where 7 is the steady state of real rate and ¢, > 1 is the inflation stance. Y is the steady
state level of output, while ¢y is the central bank reaction to output gap.

In addition, the relationship between the nominal and the real interest is modeled
through the Fisherian equation:

it =7rd+ (2.64)

2.6.2 Solution Method

In the presence of price stickiness, the updating iterative algorithm rule does not allow
for convergence when used to clear the New Phillips Curve. We instead rely on the system

of equations method to solve the transition dynamics for the marginal cost:
MC(k7, ... ky) =0 (2.65)
where MC: RY — IRY denotes the N-period excess marginal cost function.

2.6.3 Results

Under the presence of price rigidities, the marginal cost for firms is subject to fluctua-
tions. To understand the implications of the net-zero emissions target and its interaction
with inflation, we simulate a transition pathway consistent with the net-zero emissions
target under a linear cap, and with by income fiscal transfers and no TFP growth. Fig-
ure 2.19 shows the cases both of sticky prices (in blue) and flexible prices (in red) where
inflation has no role.

Over the net-zero transition (i.e. 2022-2050), the high cost of offsetting carbon emis-

sions pushes firms to decrease wages, which in turn pushes the input shadow costs down-
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ward, thus decreasing inflationary pressures. This, however, is not the case in the first few
years (i.e. until 2038), whereby households perfectly foresee the high cost of the environ-
mental transition and engage in precautionary savings. This response allows for the level
of capital to remain close to that of the case of flexible prices, and ultimately keeps infla-
tion stable, as the shadow input costs and marginal costs remain stable. Thereafter (once
the transition to net-zero has been accomplished, i.e. after 2050), inflationary pressures
kick in, as both wages and rates of return rise given that the tax revenue becomes zero,
which increases the shadow input costs. While inflation could be less of a concern over the
transition, the long-run consequences could see inflation rise to over 5 percent by 2080.
This could be of major concern to the conduction of monetary policy. However, we rec-
ognize that modeling choices are paramount to these results, and further research should
investigate the inflationary pressures over the transition, using a full two asset modeling

framework a la [Kaplan et al., 2018].

FIGURE 2.19. Inflation and Net-Zero Target Interactions
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Note: The figure plots the reaction of relevant macro-aggregates and prices according to two modeling choices: i) in
blue the presence of price stickiness, and ii) in red under the assumption of flexible prices. In both cases, we plot the

net-zero trajectory under no TFP growth.
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2.7 Learning By Doing and Abatement Efficiency

2.7.1 Model Changes

In this section we highlight the role of green innovation. The cost function of abatement
is now steered by endogenous green innovations:

Af

03
f(uf>:(0 f(u?,t)"lsdj> , (2.66)

Thus,
Fg) = 01(5) ™ (A9 ™ (2.67)

where 03 > 0 is the elasticity of green innovations” and s the two sectors in our economy
(i..e energy and non-energy sectors).

Where one could model green innovations Ay with an endogenous growth process as
in [Benmir and Roman, 2021], we use abatement level yu; as a learning indicator. This
reduced form allow for capturing the learning by doing, without necessarily worrying about

the sources of green innovation funding. As such, the abatement cost function reads as:

Fug) = 0n(p5) =" (2.68)

2.7.2 Results

Figure 2.19 shows how accounting for learning by doing within abatement costs, allows
for a smoother transition as carbon price costs decrease over the transition, thus allowing
for higher wages and rates of returns. This in turn stimulates the economy and would
decrease distributional impacts stemming from the net-zero transition.

Intuitively, with green innovation decreasing abatement investment costs, firms do not

99We conduct sensitivity analysis over different values of 6.
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need to engage in costly resource reallocation, where they decrease both their capital
holdings and labor wages. Instead, firms are able to make cheap investments in abatement
technologies as the cost is low, which ultimately maintains the shadow input cost levels
close to the laissez-faire scenario. In such a case, the impacts on the distribution are less
pronounced and the net-zero transition is less costly for households and firms alike, as both

capital holdings and wages remain high in the economy.

FIGURE 2.20. Abatement Learning By Doing and Macro Prices
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Note: The figure plots the relevant macro-prices according to two modeling choices: i) in tick blue the baseline
abatement intensity, and ii) in shaded blue a range of values for learning intensity. In both cases, we plot the net-zero

trajectory under 2 percent TFP growth.

2.8 Conclusion

In this paper, we provide a framework to study the effects of the transition to a low-
carbon economy on household income and wealth distribution.

We first conduct an empirical analysis of the California carbon cap-and-trade market
to investigate the propagation channels and impacts of carbon price shocks on Californian

households, and do so using U.S. climate Sentometric data. We show how California
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carbon pricing shocks increase energy prices and decrease net-energy generation, which
decreases wages and momentarily increases equity returns before the latter decreases over
time. Furthermore, when focusing on household bottom and top income quantiles, the
carbon price shock is found to impact households asymmetrically depending on their level
of income. In particular, we find that the bottom 50 percent income level households see
their consumption fall, while a positive shock on the price of carbon tends to momentarily
increase consumption for the top 50 percent income level households. We conduct a series of
sensitivity checks, which indicate that the results are robust along a number of dimensions
including the selection of news, the estimation technique, the model specification, and the
sample period.

We then develop a heterogeneous household model with two production sectors: i) an
energy sector and ii) a non-energy sector. We first use the model to decompose the effect
of a carbon price shock on households, before assessing the impact of the net-zero target on
aggregate variables and the distribution. Much of the transmission of a shock on the price
of carbon goes through wages and the interest rate. As such, implementing carbon taxation
in the energy sector or in the non-energy sector leads to different outcomes. We find that
it is overall less costly to first abate emissions in the energy sector, consistent with policies
implemented in the EU and in California. Furthermore, putting a price on carbon in the
non-energy sector has higher impacts in terms of distributional costs on consumption and
wealth. These findings are confirmed by the study of the transition dynamics to net-zero.
Although we show that acting to lower emissions is required to avoid major economic losses
on a long-run horizon, distributional and welfare costs are expected to rise in the short
run. To mitigate the rapid changes in the distribution of wealth over the transition, we
investigate the role of transfers. Income-based redistribution of carbon revenues proves to
be the most effective in smoothing household consumption and savings decisions during
the uncertain emissions reduction period.

Overall, the findings of this paper suggest that while the transition to net-zero is a

necessary step toward a long-run sustainable economy, it induces changes in the distribu-
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tion of income and wealth that could potentially lead to social unrest. Public authorities
need to anticipate and monitor the impact of large-scale environmental policies on different
types of households (especially financially-constrained households) if the transition is to
be successful. In this perspective, targeted redistribution of carbon revenues could be a
major tool in government strategies. We note that, although fiscal transfers are able to
offset some of the unequal impacts of carbon pricing, the medium/long run effect cannot
be addressed solely by redistributing carbon revenues. Additionally, the need for cheaper
abatement technologies is paramount. To this extent, we consider the case of abatement
learning and show how fiscal redistribution and green innovation decreases carbon prices
and boosts consumption over the transition. Finally, turning to the linkages between in-
flation and carbon pricing, we show that net-zero carbon pricing costs induce inflationary
pressure over the long run, thus suggesting a potential challenge for monetary policy in so

far as keeping inflation under the desired target.
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Appendices

2.A Appendix: A

2.A.1 Data

The data used!® in this section were obtained from following sources:

e U.S. climate sentiment data were extracted from the Sentometric data source, ([Ardia

et al., 2020]),

e California carbon futures prices data are obtained from Climate Policy Initiative

database,

e (California daily energy prices are taken from California Independent System Operator

(California ISO) database,

e California net energy generation monthly data are taken from U.S. Energy Informa-

tion Administration (EIA) database,

e (California monthly data wages are obtained from the U.S. Bureau of Labor Statistics

(BLS) database,
e California monthly equity returns index is received from Bloomberg,

e (alifornia quarterly consumption data by income quartile are constructed using CES

collected by BLS,

e All other U.S. macro data (mainly used for model Calibration purposes) are obtained

through Fred database.

100 A]] data used were either for the heterogenous impact of carbon pricing on households (i.e. second IV-
SVAR on consumption qunatiles) were extracted directly on a quarterly basis (CES data) or transformed
from a daily frequency to a quarterly frequency (california energy composite prices and sentometric data).
Similarly for all the other empirical regression, data were extracted on a monthly basis except data on
energy prices and sentometric data.
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2.A.2 TIV-SVAR Robustness

Figure 2.21 presents the results when we exclude all days with no news. The results
remain robust to including no climate news days (i.e. days with zero or unknown news

about climate).

FIGURE 2.21. IV-SVAR
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Note: The figure presents the cumulative impulse responses to California carbon price market shocks, where we nor-
malize the impact of the carbon shock to one percent on impact. In blue, we show the 68 and 90 percent confidence
bands, while in orange we present the 68 and 90 percent confidence bands using bootstrapping procedure. In this

robustness exercise, the carbon shock is constructed excluding all days with zero or no news.
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Figure 2.22 presents the results when we exclude all days with no news under weak
IV robust inference specification. The results remain robust to including no climate news

days (i.e. days with zero or unknown news about climate).

FIGURE 2.22. Weak [V-SVAR
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Note: The figure presents the cumulative impulse responses to California carbon price market shocks, where we normal-
ize the impact of the carbon shock to one percent on impact. In blue, we show the 68 and 90 percent confidence bands,
while in orange we present the 68 and 90 percent confidence bands using bootstrapping procedure. In this robustness
exercise, the carbon shock is constructed excluding all days with zero or no news. The inference is conducted using

weak IV robust bootstrapping.
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2.A.3 SVAR Model

In this section we present the structural vector auto-regressive model (SVAR), where

the policy shock is used as a direct measure. The estimated SVAR reads as:

4
AY,; =) B.Y,_ + Ce (2.69)

s=1
where variables are ranked in the following order and the following imposed restriction on

the structural matrix A:

e Carbon Price Shock

P Energy Prices
Yi=|E™| = Energy Cons

Wi Wages

Ry Equity Return

aiq 0 0 0
as axp 0 0

A= as; asp asz 0

o o o o

aq1 Q42 Q43 Q44

as51 Qs A53 As4 (55
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2.A.4 SVAR Results

Similarly, to the IV-SVAR results presented in the main empirical section of the paper,
on impact energy prices increase, which lead to a decrease in energy net-generation, and

thereafter a fall in wages and an increase in equity return. The Cholesky IRF results are

aligned to the IV-SVAR results.

FIGURE 2.23. SVAR with Cholesky Decomposition
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Note: The figure presents a 1 lagged SVAR where the carbon policy instrument (with all zero news days are included)
is used as an internal instrument. We rely on the Cholesky decomposition to compute the impulse responses at both

90 percent and 68 percent confidence intervals.

189



Chapter 2: The Distributional Costs of Net-Zero: A Heterogeneous Agent Perspective

Figure 2.24 presents the results of the Cholesky IRFs where we exclude days of zero
news. The results remain robust to the main specification (i.e. where days with no news

are included in the sample).

FIGURE 2.24. SVAR with Cholesky Decomposition
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Note: The figure presents a 1 lagged SVAR where the carbon policy instrument (with all zero news days are excluded)
is used as an internal instrument. We rely on the Cholesky decomposition to compute the impulse responses at both

90percent and 68 percent confidence intervals.
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2.B Appendix: B

2.B.1 Appendix: Calibration

TABLE 2.3

Calibrated parameter values (annually)

Standard Macro Parameters

Oél

2

Q

Q
3

NI ™ 9 o>

Environmental Parameters
enfet = p"
v/ =Y

01

02

03

o
1

o
2

a
b

NK Parameters
9P
o™
Py

Calibrated parameters Values
Capital intensity for non-energy firms 0.19
Elasticity of energy to non-energy production 0.15
Capital intensity for energy firms 2/3
Depreciation rate of capital 0.05
Risk aversion 2
Discount rate 5%
Price elasticity 6
Labor supply 1/3
Emissions-to-output ratio in energy sectors 0.3
Emissions-to-output ratio in non-energy sectors 2
Abatement cost parameter 0.1
Abatement cost parameter 2.7
Abatement learning elasticity € (0,1)
Temperature parameter 0.5
Temperature parameter 0.00125
Damage function parameter 1.004
Damage function parameter 0.02
Rotemberg quadratic cost parameter 100
Inflation stance 1.5
Output gap reaction parameter 0.1
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FIGURE 2.25. Carbon Pricing and Macroeconomic Aggregates
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Note: The figure plots three different scenarios leading to an initial 25% reduction in total emissions. The dotted red

line corresponds to the case where only the non-energy sector is taxed. The dashed blue line corresponds to the case

where only the energy sector is taxed. The solid green line corresponds to the case where the tax is implemented in

both sectors.
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FIGURE 2.26. Climate Uncertainty and Macroeconomic Dynamics — Macro Aggregates
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Note: The figure compares transitions computed using a model without climate damages (dashed brown line) to
transitions computed using a model with climate damages (solid green line). Brown and green confidence ranges

represent confidence range for values of ¢2 in line with IPCC scenarios.

FIGURE 2.27. Climate Uncertainty and Macroeconomic Dynamics — Prices
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Note: The figure compares transitions computed using a model without climate damages (dashed brown line) to
transitions computed using a model with climate damages (solid green line). Brown and green confidence ranges

represent confidence range for values of ¢2 in line with IPCC scenarios.
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FIGURE 2.28. Sensitivity To Climate Damages — Macro Aggregates
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Note: The figure compares transitions computed using a model without climate damages (dashed brown line) to
transitions computed using a model with climate damages (solid green line). Brown and green confidence ranges

represent confidence range for values of climate damages parameter b as argues by Nordhaus, Dietz, and Weitzman.

FIGURE 2.29. Sensitivity To Climate Damages — Prices
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Note: The figure compares transitions computed using a model without climate damages (dashed brown line) to
transitions computed using a model with climate damages (solid green line). Brown and green confidence ranges

represent confidence range for values of climate damages parameter b as argues by Nordhaus, Dietz, and Weitzman.
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FIGURE 2.30. Net-Zero Emission Target and Abatement Efficiency — Macro Aggregates
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Note: The figure compares transitions under 2 percent growth rate computed using three different abatement cost effi-
ciency levels: i) efficient abatement in green, ii) moderate abatement cost in dashed blue, and iii) inefficient abatement

technology with high cost in dotted red.

FIGURE 2.31. Net-Zero Emission Target and Abatement Efficiency — Price
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Note: The figure compares transitions under 2 percent growth rate computed using three different abatement cost effi-
ciency levels: i) efficient abatement in green, ii) moderate abatement cost in dashed blue, and iii) inefficient abatement

technology with high cost in dotted red.
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FIGURE 2.32. Distributional Impacts of the Net-Zero For Different Abatement Effi-
ciencies
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Note: The figure compares initial and final stationary distributions computed using a model with three different
abatement cost efficiency levels: i) efficient abatement in green, ii) moderate abatement cost in dashed blue, and iii)

inefficient abatement technology with high cost in dotted red.
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FIGURE 2.33. Net-Zero versus Laissez-faire with Efficient Abatement
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FIGURE 2.34. Net-Zero versus Laissez-faire with Medium Abatement Efficiency
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FIGURE 2.35. Net-Zero versus Laissez-faire with Inefficient Abatement
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Note: This figure compares the net-zero scenario to a laissez-faire scenario over the transition for the wealth distribution
for three different abatement efficiency levels. For example the first row displays the results for efficient abatement
costs where figure (a) show the household wealth pathway between 2022 and 2100 for low income households, figure
(b) displays the results for average income households, while figure (b) displays the results for high income households.

When a point is below zero that means the distribution of wealth across households has improved under the net-zero

compared to laissez-faire and vice versa.
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FIGURE 2.36. Net-Zero with Uniform Fiscal Transfers versus without Transfers — Effi-
cient Abatement
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FIGURE 2.37. Net-Zero with Uniform Fiscal Transfers versus without Transfers — Inef-
ficient Abatement
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Note: This figure compares the net-zero scenario with uniformly distributed fiscal transfers to the net-zero scenario
without fiscal transfers scenario over the transition for the wealth distribution for two different abatement efficiency.
For example, in the first row, figure (a) shows the household wealth pathway between 2022 and 2100 for low income
households, while figure (b) and figure (c) displays the results for average and high income households, respectively.
When a point is below zero that means the distribution of wealth across households has improved under the net-zero

with per income distributed fiscal transfers compared to net-zero without fiscal transfers and vice versa.
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FIGURE 2.38. Net-Zero with Fiscal Transfers (by Income) versus without Transfers —

Efficient Abatement
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FIGURE 2.39. Net-Zero with Fiscal Transfers (by Income) versus without Transfers —
Inefficient Abatement
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Note: This figure compares the net-zero scenario with per income distributed fiscal transfers to the net-zero scenario

without fiscal transfers scenario over the transition for the wealth distribution for two different abatement efficiency.

For example, in the first row, figure (a) shows the household wealth pathway between 2022 and 2100 for low income

households, while figure (b) and figure (c) displays the results for average and high income households, respectively.

When a point is below zero that means the distribution of wealth across households has improved under the net-zero

with per income distributed fiscal transfers compared to net-zero without fiscal transfers and vice versa.
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FIGURE 2.40. Net-Zero versus Laissez-faire with A Linear Trajectory
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FIGURE 2.41. Net-Zero versus Laissez-faire with A Slow Trajectory
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FIGURE 2.42. Net-Zero versus Laissez-faire with A Very Slow Trajectory
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Note: This figure compares the net-zero scenario to a laissez-faire scenario over the transition for the wealth distribution
for three different emission cap trajectories (linear, slow, and very slow). For example the first row displays the results
for a linear cap trajectory costs where figure (a) show the household wealth pathway between 2022 and 2100 for low
income households, figure (b) displays the results for average income households, while figure (b) displays the results

for high income households. When a point is below zero that means the distribution of wealth across households has

improved under the net-zero compared to laissez-faire and vice versa.
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FIGURE 2.43. Net-Zero versus Laissez-faire with A Linear Trajectory
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FIGURE 2.44. Net-Zero versus Laissez-faire with A Fast Trajectory
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FIGURE 2.45. Net-Zero versus Laissez-faire with A Very Fast Trajectory
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Note: This figure compares the net-zero scenario to a laissez-faire scenario over the transition for the wealth distribution
for three different emission cap trajectories (linear, fast, and very fast). For example the first row displays the results
for a linear cap trajectory costs where figure (a) show the household wealth pathway between 2022 and 2100 for low
income households, figure (b) displays the results for average income households, while figure (b) displays the results

for high income households. When a point is below zero that means the distribution of wealth across households has

improved under the net-zero compared to laissez-faire and vice versa.

201



Chapter 2: The Distributional Costs of Net-Zero: A Heterogeneous Agent Perspective
2.C Appendix: C

2.C.1 The Three Box Climate Model

The three box climate dynamics is modeled following [Cai and Lontzek, 2019] specifi-

cation. First, the carbon emissions stock M; law of motion reads:
M, = (®y — I)M, + b E, (2.70)

with M, = (MAT, MUC, MFO)T the three-dimensional vector describing the masses of
carbon concentrations in the atmosphere, and upper and lower levels of the ocean. E; =
> fol e;;+dj is the total current concentration of carbon dioxide in the atmosphere with
e; ;¢ the intermediate firm emissions j and sector i and b, = (1,0, O)T. The matrix ®,,
summarizes the relationship between the actual stocks of emissions and the pre-industrial
equilibrium states of the carbon cycle system.

In addition, we define the relationship (as seen in the DICE model) between the tem-
perature vector T¢ (i.e. both the atmosphere and ocean temperatures) and the stock of

emissions in the atmosphere MAT as following:
TP = (& — I)T? + byRF(M/T) (2.71)

with T = (7247, T°99)T and the matrix ®p represents the heat diffusion process between
ocean and air. by = (&7,0)T with & the climate sensitivity parameter. Furthermore,
atmospheric temperature is affected by radiative forcing, RF(.), which is the interaction

between radiation and atmospheric CO, as following:

AT

M,
RF(MAT) = nplog, (W) + RFF= (2.72)
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where RFF*° represents the exogenous radiative forcing dynamic and reads as:

. —0.06 + 0.0036¢, for t< 100
RFF = (2.73)

0.3 otherwise

The impact of global warming on the economy is reflected by the same convex damage

function of temperature in the atmosphere presented in the paper:

AT = ae T’ (2.74)

2.C.2 The Non-Energy Firm Problem

The non-energy intermediate firm seeks profit maximization:

v(kY,t) =  max / e~ Ji ridu ¥ (2.75)
t

D,Y,1Y, 1Y, e

subject to

by = iy — Ok, (2.76)
Yo = Ad(TP)KY, el 220870, (2.77)
—0
DPijt
Yit = (ﬁ) Y. (2.78)
with profits:
p~7 N e n
=B e = bl = i = pie = P s = (L= i)l
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To solve the problem above, first we solve the cost minimization problem of choosing

production inputs to minimize total cost subject to producing at least y;:

iyzlyuu‘yven

o0
. _ [5xY
min / e~ Ji rhduCogtt
t

subject to
Y Y 1Y
kje =150 = Okj
o\1.Y @1 n azjy l—ar1—az
Atd(Tt)kj,t €t lj,t 2 Yjt-
where,

Cost™ = wild, + i, +pief, + F(1d Jyie + 7 (1 — 1) ol yj-

The optimality conditions are:

A =1
- Y
FOVEDVES alk—igi’ — M,
t
e Y yt
= (8% —,
Dy Oy 26?’
Y
wy =0 (1 —ag — a2)l—§,
t
Flud)
= 1),

(2.79)

(2.80)
(2.81)

(2.82)

(2.83)
(2.84)

(2.85)

(2.86)

(2.87)

where N/ is the co-state, while the o} is the shadow value of input costs. In addition, the

transversality condition reads:

. —[tyy
lim kY, \e Joradu < )
t—oo ¥

Using these first order conditions and the expression of profits (ITf" = (%’: —

(2.88)

mct> Yjt) We

can then retrieve the expression of the total marginal cost me, = of + f(uf)+ 7 0f (1 —pf).
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Furthermore, using equation (2.22) as well as equation (2.16), we can derive the
marginal cost and profit of the firms by solving the firms maximization problem:

Case of flexible prices (i.e. Real Business Cycles)

v(pj,t) = max/ e Ji rhdu ¥ (2.89)
pj t
s.t.
Pjt -
Y = <%t> Y, (2.90)
where,
" = (]ﬁ — mct> Yjt (2.91)
P, ’

The first order condition yields the price level p; as firms are all identical (i.e. pj; = p;)

Dbt 0
—_ = 2.92
P 9_1mct (2.92)

Using the symmetric equilibrium condition where P; = p;, we can rewrite the marginal

cost and profits as follows:

0—1

I = (1 —me)Y; (2.94)

Case of sticky prices (i.e. New-Keynesian)

v(pj,t) = max/ e~ Ji ridu (f[F — AP> (2.95)
- Jt

Pj
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where,
I, = (%: —mct) <#) Y}, (2.96)
0" (B
AP = ([Z2) vy 2.97
L= () (297

The Hamiltonian of this problem (where we drop j for ease for writing as all firms are

subject to same input costs) reads as:
H(p,p, ¥, t) = I — A + Xy (2.98)

The first order condition yields:

e P
AP = ngﬁ_ty;h (2.99)
Pt Dt
A=t - <1_e>ﬁn+e%(&)9mep(ﬁ)25m . (2.100)
B pe \ P ) D

where A} is the co-state.
Using the symmetric equilibrium condition once again (P, = p;) and setting inflation

= %, we can rewrite the optimality conditions as follows:

N = 0P Y, (2.101)

M= YA — <(1 —0)Y, + Q%Yt + 0%31@) . (2.102)
t
Differentiating the first optimality condition with respect to time, we get:

07, Y, + 0m Y, = AP, (2.103)
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Finally we substitute this last equation into the equation for co-state and rearrange to get:

Y, 0
(rf — —t) T = —(me; — me*) + 1y (2.104)

-1

where, mc* = ==

Finally, firms profit after price adjustment costs read as follows:

QP
I = (1 —me)Y; — 7wt2Yt. (2.105)

2.C.3 The Energy Firm Problem

Similar to the non-energy intermediate firms, the energy firms problem reads as:

v(k",t) = max / e Jiridu B (2.106)
Z‘n’knln’“n ‘
subject to
k=i, — Ok, (2.107)
and where:
T, =pf AR o — wlly, — 7, (2.108)

n nin anin l—an n n n nin anin l—apy
- f(:uj,t)At kj,t lj,t — T ¥ (1 = [y )At kj,t lj,t
The Hamiltonian of this problem reads as:

H(, A" t) =TI 4\ (i — 0k (2.109)
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The optimality conditions are:

AT =1 (2.110)
PN = 3 = g 0 = ) = 7 (1= ) = 8, (2.111)
wp = (1= ) 0 = ) = 72 (1= ), (2.112)
T = %‘?I (2.113)
and the transversality condition:
lim k7 e Jyradu < (2.114)

We can then note that of = pf — f(u}) — 777 (1 — p7t) is the energy production input

cost.

2.C.4 Welfare Analysis

We measure the welfare gain of the net-zero policy compared to the the laissez-faire
equilibrium, using a standard consumption-equivalent welfare metric, which we denote by
A. Denoting the equilibrium allocation under laissez-faire with ‘LF’ and Net-Zero by ‘NZ’,

A solves:

Ey (/ e”tu(<1+A>ch)dt!(ao,zg,zz:):<a,zy,zn>)dg§F<a,zy,zn> (2.115)
0

=E, (/ e Py (ciVZ) dt|(ag, 25, z5) = (a, 2", z”)) dgévz(a,zy,z") (2.116)
0
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with

o (a, 24, 22, 1)) = By ( / et (7 dtl(ag, 28, ) = (a, 2, z">) dgh%(a, 2, 2")

(2.117)

Using the functional form of the utility function u ((14 A)cF) = (1 + A)'7u(cf") we

can simplify the above equation as follows:

(1+A) 7t =) (2.118)
1
'UNZ 1o
A= (;ﬁ) -1 (2.119)
0
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Endogenous Abatement Technology

This chapter was presented in the poster session of the Annual AEA Meeting.
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3.1 Introduction

While carbon pricing is the major tool used in climate mitigation policies nowadays,
this policy is not a free lunch as it induces unintended effects. In Europe, Canada, and
California (US), as well as elsewhere, governments have opted for a market cap-and-trade
system instead of a targeted price, where carbon permits are traded, which facilitates
the attainment of desired emission level reductions. As, this market design is not set
optimally from a welfare perspective and is subject to market volatility and business cycle
fluctuations, a number of inefficiencies arise (e.g. financial transition risk, welfare losses,
net-zero distributional costs, and risk premium distortions as highlighted in [Benmir and
Roman, 2020] and [Benmir and Roman, 2022]). In order to address the inefficiencies
induced by such a carbon market design, finding ways to steer green innovation without
solely relying on increasing carbon pricing becomes a major priority.

The goal of this paper is explore the role of financial instiutions and macro-financial
policy in steering green innovation. First, we seek to empirically investigate the different
linkages between green innovation, fiscal and financial carbon policies. Second, we show on
how fiscal and /or financial policies could help steer some of the main drivers that contribute
to the next zero carbon emissions transition. To do so, we build a quantitative model to
address the evidence and provide a framework that allows for analyzing the role of various
green innovation policies in the transition to a low carbon economy.

With respect to the first part, we rely on empirical data on the Euro Zone (EZ), the US,
and a panel of the 19 EZ countries. We find that, macro-financial factors (e.g. long-term
loans) contribute to higher levels of green innovation as it is the case for carbon pricing.

Regarding the second part of the paper, the model introduces two modifications to the
standard real business cycle economy: 1) it explicitly accounts for the process of endogenous
green innovation by lowering the cost of abatement; ii) it includes an agency friction

in financial markets that may disrupt the financing of investments in innovation a la
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[Queralto, 2020]). Endogenous green innovation financed by the banking sector allow for
the substantial emissions reduction by triggering higher levels of abatement, and without
subsequently relying on increasingly higher levels of carbon pricing.

In the spirit of [Romer, 1990], [Acemoglu et al., 2012], and [Anzoategui et al., 2019],
we introduce sustained growth in green R&D arising from an endogenously expanding
variety of green technologies. Green entrepreneurs invest in projects that could lead to
an improvement of the green technology, but lacks the funds to finance the necessary
expenditures. When it is successful, the green technology allows firms to abate at a cheaper
cost, which in turn lower emissions. To obtain funds, our green firms borrow from banks.
The outcome from green innovation efforts consists of novel varieties of intermediate goods,
which are then used in final abatement efforts.

The main quantitative application of our model is to explore the EZ net-zero transi-
tion pathways, under the presence of green innovation boosting policies (i.e. fiscal and
financial). Three main reasons are behind the focus on the EZ. First, the ETS (Euro-
pean Trading System) carbon pricing market is the most advanced environmental fiscal
policy in the world. Second, the European Union (EU) global strategy in emissions re-
duction is moving toward finding ways in which green innovation could be steered more
efficiently. Finally, the availability of data allows for running both empirical exercises and
counterfactual scenarios.

Using a macro-financial framework as a foundation, the present paper builds on [Heutel,
2012], [Fischer and Springborn, 2011], and [Golosov et al., 2014], among others, to account
for the effect of the environmental externality on the economy, while also following [Gertler
and Karadi, 2011] to model financial intermediaries. The novelty of the model is that we
introduce green innovators in the spirit of [Romer, 1990], [Comin and Gertler, 2006], and
[Acemoglu et al., 2012]. The main divergences of our paper with this literature are that:
i) endogenous growth in green R&D directly impacts the abatement technology by making
it cheaper, thus triggering higher abatement levels, ii) green innovators need to obtain

funds from financial intermediaries to set up projects as in [Anzoategui et al., 2019] and
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[Queralto, 2020], and iii) we estimate the model trends and endogenous growth structural
parameters using data on R&D and green innovation patents expenditure.

The paper is divided into three main sections: i) an empirical analysis on the linkages
between green R&D, and macro-financial factors; and ii) an analysis of output and green
innovation trends as well as net-zero pathways, using a full fledged estimated model with

both financial intermediaries and an endogenously-determined abatement technology.

3.2 Motivational Evidence: Emission, Carbon Pric-

ing, and Green Innovation

3.2.1 Data

Data used!! in this section were obtained from the ECB Statistical Data Warehouse,
Eurostat database, FRED, and European Patent Office (EPO) database.'%?

The data set includes series from all 19 EZ countries with data spanning from the first
quarter (Q1) of year 2000 to the last quarter (Q4) of year 2019.

Table 3.2 presents the descriptive statistics for the data set we use in our empirical
analysis (i.e. the Panel OLS on the EZ 19 countries). We use green patents, ETS futures
prices, long-term loans granted by the financial sector to domestic non-financial corpora-
tions, and macro aggregates (e.g. output), which are end of the date quarterly, and in
millions of currency. We focus on the 19 EZ countries. We add lags (4, 8, and 12) to the
ETS carbon price and to the long-term loans, as this represents the time for both the fiscal

and financial policies to impact green innovation.

101 A1l data were either extracted directly on a quarterly basis or transformed from a monthly frequency
to a quarterly frequency.
102For a detailed list of data used and treatment, please refer to the appendix, subsection 3.A.1.
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3.2.2 Green Innovation: EZ Panel OLS Analysis

To the assessment of the impacts of both fiscal and macro-financial variables on green
innovation (i.e. green patents), we use a pool of panel data from the 19 EZ countries. The
focus of our analysis is on the fiscal (ETS carbon pricing) and financial (long-term credits
to non-financial firms) impacts on green innovation. Unfortunately, due to scarcity of data
on green subsidies for the EZ, we are unable to clearly show the impact of such policies on
green patenting. However, different studies (e.g. [Bai et al., 2019]) show the positive and
significant impact of such fiscal tools in facilitating green innovation.

Previous papers—such as [Acemoglu et al., 2012] and [Aghion et al., 2016], which (using
panel data) assess the impacts of carbon policies (via subsidies or taxes) on fuel prices and
clean innovation, or such as [Acemoglu et al., 2019], which rely on diff-in-diff between
the US and the EU to assess shell gas discovery and its impact on patents and green
innovation—fail to capture the impacts of macro-financial variables on R&D. As such, we
focus on investigating both fiscal and macro-financial drivers of green innovation.

Understanding the role macro-financial variables could play in steering green innovation
could become a major tool in mitigating climate change and efficiently reducing emissions.
In this empirical assessment, we conduct a panel regression analysis to investigate the role
financial loans could play in boosting green patents. We start our analysis from Q1 of
2008 to Q4 of 2019 in order to have a balanced panel sample for all the EZ 19 countries, as
data on the ETS carbon pricing are only available from 2008. Then to assess the drivers of
green innovations, which we proxy through green patents, we regress the green patents for
each of the EZ countries on both the ETS prices and macro-financial indicators, namely
the long-term loans, as well as on a number of macro controls, time fixed and country fixed

effects:

GreenPatent;; = b1 ETS;+ + B2 F' 1 + Z BiXi+ + T + State; + €;4 (3.1)
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Table 3.1 results suggest both a significant and positive role of the ETS price system
as well as the long term credit trends for boosting green innovation. The results are
consistently significant as we run robustness checks with different timing lags for both
the ETS carbon price and for long-term loans, and they underscore the importance of
conducting more R&D.

Output is found to play an important role, suggesting that the stronger the economic
growth, the higher the levels of green innovation. This is inline with the finding of [Song

et al., 2015], where green innovation benefits from the positive spillovers of economic

growth.
TABLE 3.1
Green Innovation Drivers: Panel OLS Regression

Green R&D (1) (2) (3)
ETS Price Level (1 year lag) 22.65%

(12.92)
Long-term Loan (1 year lag)  0.0801***

(0.0149)
ETS Price Level (2 years lag) 7.882%

(4.167)
Long-term Loan (2 years lag) 0.0990%***
(0.0140)
ETS Price Level (3 years lag) 7.761%*
(3.724)
Long-term Loan (3 years lag) 0.112%**
(0.0140)

GDP per capita 1.502%HF 1. 474%F* 1 .442%%*

(0.290)  (0.350)  (0.422)
Constant STT2.8%F  _392.9%Fk  _3R9 4K

(339.0)  (119.8)  (119.9)
Observations 772 700 628
R-squared 0.969 0.970 0.968
Time fixed effect Y Y Y
Country fixed effect Y Y Y

Robust standard errors in parentheses
ik p<0.01, ** p<0.05, * p<0.1

Notes: The regression features both time and countries fixed effects that are not reported for simplicity.
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3.3 General Framework

In this section we present a standard endogenous growth model enhanced with an en-
vironmental externality & la [Dietz and Venmans, 2019] and the possibility of emission
abatement for firms. We assume that this abatement technology can be improved exoge-
nously. The goal is to check whether the model is able to replicate the empirical finding
presented above, and perform a forecast simulation for the EZ. In the next section, we will
show how it is possible to endogenize the cost and efficiency of the abatement technology.

In a nutshell, the economy modeled is described using a discrete set up with time
t € (0,1,2,...00). The production sector produces two goods (final and intermediate
goods) using labor and capital. Households consume, offer labor services, and rent out

capital to firms. Public authorities decide on the fiscal and environmental policy.

3.3.1 The Household

The economy is populated by a continuum of measure one of households, and each
household has a unit measure of members. Households make decisions on consumption,
labor supply, investment in physical capital and saving through a risk-free one-period
international bond. A fraction of the workers are specialized workers L, who supply labor
inelastically to entrepreneurs. Regular workers in a household are monopolistic suppliers
of a differentiated specific labor type, used to produce intermediate goods. Both types of
labor return wages to the family. Profits made by firms are paid to entrepreneurs for their
innovative ideas.

We note that, as it is highlighted by [Benhabib et al., 1991], [Jaimovich and Rebelo,
2009], and [Queralto, 2020], the business cycle literature typically features preferences with
['; =1 for all t. These business cycle frameworks assume no long-run growth. However, as
we are also interested in the transition pathways, I'; cannot be considered as constant for

the long-run simulations. Thus, it is important to consider trend growth in hours worked.

216



Chapter 3: Endogenous Abatement Technology

In addition, the presence of '} 7719 ensures a balanced growth path with constant hours.

Furthermore, as long as the volatility of the growth rate (y¥)'~7 is small, fluctuations in
'} 7 will have a small impact on labor supply at medium frequencies, consistent with the
usual formulation of GHH preferences.

The household maximization problem reads:

— i [ (Crai = hCiyi1)'™° X pl-ogl+
E ' — I, L7 3.2
{Ct,ft,KIE?,}zt,BtJrl} ! ; & |: l—-0o 14+ ! e ( )
s.t.
Ct -+ Bt+1 + It + f(Kta It) = WtLt + W$t7SIJ_SS + T;g + RtBt + Rtl(Kt (33)
Kt+1 - (1 - 5)Kt + -[t (34)

where € (0,1) is the discount factor, parameters o, ¢ > 0 shape the utility function
of the representative household associated with risk consumption C;, and labor L;. The
consumption index C} is subject to external habits with degree h € [0;1) while x > 0
is a shift parameter allowing us to pin down the steady state amount of hours worked.
Labor supply L, is remunerated at real wage W;. As we assume that government bonds
are one period bonds, R;B; is interest received on bonds held and B, is bonds acquired.
Households also choose the level of investment [; and lend capital K; at a return rate RtK .

Adjustment costs f(Ky, ;) = (4 —6)*I, allow for capital building time, as in [Christiano

I
K
et al., 2005]. Ls” is the inelastic labor supply to the R&D sector remunerated at real wage
W s, s. Note that firms do not reverse profits back to households. These profits will instead

be revenues for entrepreneurs, as shown in the next section.

The first order conditions read!%*:

103We adjust the growth rate with 1 — o as we consider a separable dis-utility of labour.
104We note of and ¢ the Lagrange multipliers associated with budget and capital constraints, respec-
tively.
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0f = (Cy = hCi1)™7 = BhE {(Cria — hCy) 7}, (3.5)

o = 36
1= BE{ A1 R}, (3.7)
o o

of = T+ f1() (3.8)

of = BEA(1 = 08)ofts + of (R, — fx())}, (3.9)

where the stochastic discount factor (i.e. the expected variation in marginal utility of

C
consumption) reads as follows A;_1; = Q@Cf .
t—1

3.3.2 R&D Entrepreneurs

As in [Comin and Gertler, 2006] entrepreneurs are an unbounded mass of prospective
innovators with the ability to introduce new varieties of intermediates in each period. Each
entrepreneur use resources to create a new project RD, ;. Both new projects RD,, and
existing varieties A; s face the risk of an exogenous exit shock (1 — ¢gp ). This process
is meant to capture in a simple way the life-cycle dynamics of firms. Note that we also
consider that entrepreneurs are not using energy heavy output, thus emitting zero COq

emissions. The evolution of the aggregate stock of innovations A; ; reads as follows:

A1 = Orps(Ars + RDy ), (3.10)

Entrepreneurs are able to produce new varieties by employing materials and skilled

workers as inputs, according to the following production function:

RDt,s = Ngg(At,sLSt,s)l_n7 Ns € (07 1)7 (311>
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where N, is the amount of materials used (in units of final output) and Ls; s is the number
of skilled workers hired. Once the variety created, entrepreneurs lend it to monopolist firms
in exchange for patent exclusivity. The monopolists then manufacture the new good and
reverse profits II; (as shown in ??) back to the entrepreneurs. Furthermore, as in [Romer,
1990], in order to generate endogenous growth, the entrepreneurs production function
captures the externality of the aggregate level of knowledge A; ;.

The entrepreneurs problem will read as follows:

ax E E: "Npgri [ILRDyyi s — (Nigis + Wi Lsiyi s 3.12
{RDt,sI,INlt,S,Lst,S} t 2 B' Nt pyi I RDy i s — (Nis, tisLStiis))] (3.12)
s.t.

RDt+i,s = Ntn.f_i75(At—l-i,sLSt—‘ri,s)l_n' (313)

The first order conditions read:

1= MC™*n, N (AysLsy)' ™ (3.14)
Wst,s - MOtRD’S(l - ns)At,sNg; (At,sLSt,s)_nS; (315)
I, = MGy, (3.16)

where M CtR D5 the Lagrange multiplier associated to the production constraint. En-
trepreneurs equalize their marginal cost to the profit they receive form the the firms and

are subject to the inelastic supply of skilled labor Ls, s = Ls").
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3.3.3 The Firms

3.3.3.1 Energy Producers

Ent = An,tht (317)

)

The emissions level is modeled by a nonlinear technology (i.e. abatement technology

i) that allows for reducing the inflow of emissions:

Et = (1 — ,ut)ﬁEn,t' (318)

The emissions £, at firm level are proportional to the production Yj; with ¢ the carbon
intensity parameter. Contrary to [Lontzek et al., 2015], we consider ¢, = o constant
overtime and calibrate it using Euro Area emission to energy output levels, as in our
model, we capture the effects of green R&D directly through the abatement cost.

Furthermore, we allow the energy producer to reduce emissions through an abatement
effort ;. This can be thought as the cost to transition from carbon-intensive to clean energy

sources. When energy producers decide on abatement efforts, they incur a technology cost:

Zy = [ () Eng, (3.19)
where
Flue) = g(0})uf?, 62> 1, (3.20)
and
01
0 = ——, 6, >0, 3.21
g( t) F?E?l 1 ( )

with 6; and 6, representing the cost efficiency of abatement parameters. In this section,

we assume that the cost function of abatement g(6}) follows an exogenous trend I'?" and
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. 0 105 . .
can be hit by a random shock €;". The goal is to capture exogenously the impact of

improvments in green technology that we will concretely model in the next section. This
will result in a decrease in abatement costs that will allow for substantially higher levels
of abatement ji.

A decrease in g(0}) triggers a drop in the marginal cost of abatement, which we define
as:

MC, = S ) (3.22)

Mt

Thus, the profits of our representative energy producers 1I,,; will be affected by the
presence of the environmental externality. The revenues are the total value of energy
production P, .F, ;, while the costs arise from wages W, ; (paid to the labor force L, ),

abatement p;, and the price of emissions E; associated with the environmental policy 7.:

Hn,t = Pn,tEn,t - Wn,th,t - 9(9151),“?2 nt TetEt (323)

The cost-minimization problem yields the input costs, which can be expressed following
the first-order conditions with respect to the firm’s optimal choice of labor and abatement,

respectively:

Wn,t - An,t (Pn,t - g(gtl)u?) - Tet(l - ,ut)ﬁa (324)
Byg(H1) 21
T = 2t (1927)Mt L (3.25)

capturing the CO, externalityn firms face an additional tradde-off (equation (2.28))
between paying the environmental policy 7; or incurring abatement cost related to the
abatement levels they chose y,.1% This last optimality condition highlights the key role of

the carbon price dynamics in shaping the abatement level of firms.

105691 follows an AR(1) shock process: log(?) = pg, log(e?" ) + o, 7P, with nf* ~ N (0,1).
1061 addition, both the environmental policy 7, and abatement effort j; are common to all firms, as the
environmental cost, which firms are subject to, is constant.
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3.3.3.2 The Final Firms

The final good is produced by a competitive sector, which uses the different varieties
of intermediates produced by entrepreneurs as inputs, yielding the following production

function:
At,s 1—1 1%
yt:/ <th 9dj> B (3.26)
0

Final firms are looking for profit maximization at a given price F;, subject to the interme-

diate goods j with prices Pj:

At,s ﬁ
p = ( / let_edj) . (3.27)
0

The first order condition for the final firm profit maximization problem yields:
P\’
Y, = (F) i (3.28)

3.3.3.3 Intermediate Firms

Contrary to the standard RBC framework, representative firms (indexed by j) of the
modeled economy face a trade-off between the desired level of abatement level and the
environmental policy level, in addition to the usual capital and labor trade-off.

As the environmental externality is a global phenomena, firms do not internalize its
impacts, thus, they incur the externality costs as the social planner or government imposes
an environmental policy in order to fix the market failure. Setting an environmental policy
then pushes firms to optimally choose a level of abatement to maximize their profit. Fol-
lowing [Heutel, 2012], the environmental externality enters the Cobb-Douglas production
function of the firms, through a damage function linked to the level of temperature a la
[Nordhaus and Moffat, 2017] as follows:

Vi = e, d(T)) K Eg2, Ly 7% on +as € (0,1), (3.29)

n,jt
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where E, j; is the energy composite used in production by firm j and d(7Y) is a convex
polynomial function of order 2 displaying the temperature level (d(T?) = ae_($T52)),
with (a,b) € R? which is borrowed from [Nordhaus and Moffat, 2017]. As in the case
of the disutility of labour, we introduce I';? to the damage sensitivity parameter b, such
that d(TY) = ae_éTtOQ. The goal is to allow for the existence of the balance growth path
without a loss of generality, as over the business cycle or for a period of less than 30 years
d(T?) = aeiéTtg2 ~ ae PTPP107 4§ an exogenous technology shock that follows an AR(1)
shock process: log(ef') = palog(elt,) + oan, with n* ~ N (0,1).

As argued by [Dietz and Venmans, 2019], global temperature d(7}) is assumed to be

linearly proportional to the level of cumulative emissions:
TP =v{(vs Xy — T2 ) + T 4. (3.30)
Furthermore, the carbon emissions stock X; follows a law of motion:
Xi=1—v)Xi1+ E + E, (3.31)

where E, is the aggregate flow of emissions at time ¢ and v, is the decay rate. E; represents
the rest of the world emissions and is used to pin down the actual steady state level of the
stock of emission in the atmosphere.'®8

The cost-minimization problem yields the real marginal cost, which can be expressed

following the first-order conditions with respect to the firm’s optimal choice of capital,

107This point is further discussed in the Balanced Growth Path section.
108For simplicity we assume that the rest of the world emissions follow the same growth rate of our closed
economy: Ef = E*T';.
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labor, as well as the energy consumption, respectively:

Y
RE = al%tK_]j’ (3.32)
Y
Wt = (1 — Qo — O./Q)\I/jt—, (333)
Lj,
Y.
Pnt = OéQ‘Ifjt ] . (334)
’ Enjt

The first two equation equation Equation (3.32) and (3.33) are the standard optimal
choice of capital and labor. When using energy as an input, firms face an additional cost
(3.34). Wy = ¥, = MC/' is the marginal cost of the representative firms, as they all
choose the same level of capital, labor, and energy inputs.

The aggregate production function of the intermediate firms will now features the
measure A;. Using both the Cobb-Douglas production form (3.29) and the final firms

production equation (3.26), we can rewrite the production function as following:
Vi = ALd(TY) KLy (3.35)

The firm profit maximization with respect to output and prices, yields the following
pricing rule:!°

Mo === (3.36)

Each intermediate producer sets its price equals to a constant markup over the marginal
cost. Finally, the profits equation will also capture the measure A; ; and can be presented

as following: 1!
1Y,
AL

109YWe can rewrite the firm problem as follows:IL;; = (%‘ — Mth) Y, where MC’]J; = MC’tf = U,;.

1T

(3.37)

HOWith P%t =1, as we abstract from price stickiness.

UlFor the full mathematical derivations please refer to the appendix.
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3.3.4 Government

Government levies a lump sum tax and sets an environmental policy to finance its

spending as following:

T, + 1 By = Gy, (3.38)

with the public expenditure G, taxes T;, and revenue from emissions tax 7.F;. The

government spending is also assumed to be a fixed proportion of the GDP:

G, =2y, (3.39)
J

3.3.5 The environmental policy
Competitive Equilibrium

To pin down the optimal policy,'*? we solve for the Competitive Equilibrium (“CE”).
The CE in this economy is defined as follows:

Definition 3.3.1 A competitive equilibrium consists of an allocation
{Ct, Ly, Ky, By, X0, TY Y, a set of prices { P, Ry, Rf, Wi} and a set of policies {1;, Ty, By11}
such that

e the allocations solve the consumers’, firms’ problems given prices and policies,
e the government budget constraint is satisfied in every period,
e temperature change satisfies the carbon cycle constraint in every period, and

e markets clear.

Definition 3.3.2 The optimal solution sets the carbon price 7, as an optimal policy T/,

H2Ag we consider a closed economy, we assume that cooperation takes place in such a way to avoid
free-riding and potential carbon leakages. This is achieved by setting £* to a constant.
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which maximizes the total welfare in equation (3.2):

T = SCC,. (3.40)
with SCCy the social cost of carbon:
SCC, = 5“1 SCCh1 + (0 2)5&1 8.1, (3.41)
and with,
§ = (1— >5At“§t+1 Z Uie Aaﬁfp e 11 (3.42)

Departing from the Competitive Equilibrium to Meet Climate Goals

Definition 3.3.3 The public authorities, however, do not always optimally set the carbon
policy. For instance, in the EU area, public authorities target an emissions level that is
consistent with their objective of a 55% emissions reduction by 2030. As in [Benmir and
Roman, 2020] we model this situation by assuming that the cap on emissions implies a
specific carbon price that can be hit by exogenous shocks and which also incorporates an
endogenous trend:

= I'] Carbon Price.!'? (3.43)

where I'] = ~Te[I']_, is the stochastic growth rate of the tax which allows to reduce emis-
sions to be aligned with the cap policy, and where €] the stochastic AR(1) shock on tax that
represents the market volatility of the ETS system.

This stylized representation of the implementation of a permit market allows us to
find theoretical fiscal pathways consistent with the EU climate objectives. That said, the

targeted COs level /price is assumed to be constant at the business cycle frequency.

113 Although the policy used in the EU is E; = Cap Policy, it is analogous to set 7; = Carbon Price that
would allow for decreasing emissions to match the cap.
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3.3.6 Normalization and Aggregation

In equilibrium, factors and goods markets clear as shown below. First, the market-
clearing conditions for aggregate capital, investment, labor, and wages, read as: A;K; =
fol Kjdj, I = fol Iydj, ALy = fol Ldj, and W, = fol Wjidj. Similarly, global aggregate
emissions and aggregate emissions cost reads as: E; = fol Ejdj, and emissions cost Z; =

fol Zjidg, respectively. Finally, the resource constraint of the economy reads as follows:

}/t — Ct + Gt + It + Nt78 + f()]t + Zt' (344)

3.3.7 Transition Pathways with Exogenous Abatement Technol-
ogy
3.3.7.1 Calibration

Calibrated parameters for the standard endogenous growth model are reported in Ta-
ble 3.3 and Table 3.4. For parameters related to business cycle theory, their calibration is
standard: the depreciation rate of physical capital is set at 2.5 percent in quarterly terms,
the government spending to GDP ratio at 40 percent,!'* the share of hours worked per
day at 0.33 for firms and 0.15 for entrepreneurs, and the capital share in the production
function a at 0.3. The inverse elasticity of net investment to the price of capital v is set
at 1.728 as in [Gertler and Karadi, 2011] and the coefficient of relative risk aversion ¢ in
the utility function at 2, as argued by [Stern, 2008] and [Weitzman, 2007]. We set the
discount factor at 0.9975 to get a steady state real interest rate of 1 percent. This choice
is motivated by the low interest rate environment witnessed in recent years.

Regarding the environmental part, we calibrate the damage function according to [Dietz
and Stern, 2015]. The global temperature parameters v§ and v§ are set following [Dietz

and Venmans, 2019] to pin down the ‘initial pulse-adjustment timescale’ of the climate

14We match the level of the Euro Area.
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system. The level of the remainder of the world’s emissions E* is set at 1.59 in order to
replicate the global level of carbon in the atmosphere of 840 gigatons. We use the carbon
intensity parameter ¥ to match the observed ratio of emissions to output for the Euro
Area (EA) at 21%.""5 The abatement parameters §; and 6 are taken from [Heutel, 2012].
The decay rate of emissions ¢, is set at 0.21 percent. Finally, the firms’ marginal cost

parameter 6 is set to 11.

3.3.7.2 Transition Pathways Simulations

In order to solve for the medium/long-run pathways scenarios, we use the extended path
algorithm ([Adjemian and Juillard, 2013]), which allows for both integrating deterministic
trends and stochastic shocks, as it is shown in [Benmir and Roman, 2020].

The goal of this section is to find and analyze a theoretical pathway consistent with
the objective of the EU for 2030 under the presence of i) a targeted carbon price policy,
ii) an exogenously growing green technology, and iii) an optimal policy coupled with an
exogenously growing green technology.

We thus find the trajectory of the output, the marginal cost of abatement, and the
carbon price, that leads to a desired reduction in emissions (55 percent relative to the level
of 1990). We then highlight the main differences between relying solely on a carbon policy
or solely on an abatement technology, versus using an optimal policy which maximizes the
welfare (but would alone fails to attain the 55 percent emissions reduction desired) coupled
with an abatement technology that is increasing over time.

Figure 3.1 shows what carbon price and/or reduction in abatement costs trajectories
would be needed to be on track for achieving the net-zero target in the EZ, assuming
a growth trend of 0.8 percent.'' We also add a stochastic shock process to TFP, that

we calibrate according to the estimation in [Smets and Wouters, 2003]. This allows us to

15We compute the emissions to output ratio as the number of kCo2 per dollar of GDP using emissions
data from the Global Carbon Project and GDP data from FRED.
116 The average real growth rate per capita in the EZ area from 2000 to 2020
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simulate a realistic transition scenario, where the trend in growth is anticipated, but shocks
can distort this deterministic process in the short run. The blue dashed line is a scenario
where we build a counterfactual highlighting the pathway if an optimal policy is set and
coupled with decreasing marginal abatement costs. The green solid line is a scenario where
green technology—coupled with a fixed tax rate—is the only long-run driver of emissions
reduction. Finally the dotted red line corresponds to the scenario where the targeted
environmental policy (e.g. EU ETS cap system) is the only instrument used to mitigate
the climate externality and keeps the economy on track for achieving the desired level of
emissions reduction. Relying on a targeted tax alone, requires high levels of carbon price
to be on target for net-zero by 2050, and induces a higher output loss than both other
scenarios where green innovation is boosted to allow for lower marginal cost of abatement,
which in turn triggers higher abatement levels. We find that either fixing the environmental
policy at a targeted level and allowing for green innovation to boost abatement levels, or
using an optimal fiscal policy coupled with green innovation are more efficient in keeping
higher levels of output than just relying on a carbon fiscal policy alone. It suggests that
an optimal policy with green innovation boosting is the optimal choice from a welfare
perspective.

This results comforts our empirical finding where both a fiscal environmental policy
and green innovation growth which we characterized in the empirical section via increasing
numbers of green patents (i.e. lower costs of abatement as new technology are efficient and
thus allow for abating at lower costs) are both major contributors to significant emissions
reduction. In addition, higher fiscal carbon prices are also shown to negatively impacts
the costs of abatement where green patents tends to decrease following spikes in carbon

prices.
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FIGURE 3.1. Net-Zero Transition Pathways - 2030

Output (base 100) Marginal Cost of Abatement (base 100)

Emissions (GTons of COy) Carbon Price (in €)

— Net-Zero pathway through a rise in abatement technology
--- Net-Zero counterfactual pathway through a rise in abatement technology following an optimal fiscal policy
Net-Zero pathway through a rise in carbon permits price

3.4 Introducing Endogenous Green Technology

In this section, we introduce green entrepreneurs who produce innovations in the abate-
ment technology. An improvement in green technologies will, in turn, reduce the cost of
abatement for firms. However, green innovators will need to rely on loans from banks to
start new projects. Thus, we also show how financial intermediaries are modeled. Finally,
we propose a set of policies that could help fostering green innovations. The goal is to

show how public policies could ultimately impact the abatement efficiency.

3.4.1 Household

In this new setup, households are populated of both workers and bankers, with measures
1 — f and f respectively. In addition, a new specialized green R&D worker force Ls, join

the global R&D skilled labour Ls, as well as the unspecialized labour force L; are now
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either specialized in who supply labor inelastically to entrepreneurs. Bankers manage a
financial intermediary that uses borrowed funds to make loans to green innovators. There
is perfect consumption insurance among family members.

There is random turnover between bankers and workers: a banker becomes a worker
with probability 1—6pg at which time he or she transfers accumulated earnings to the family.

Workers become bankers with probability (1 — 65)—L= so there is a measure (1 — 6p)f of

1-f
new bankers each period. This allows for offsetting the number that exit. The household
transfers a small amount of resources to new bankers so they are able to start operations.
Banker exit is introduced as a device to ensure that the financial imperfection will remain
relevant—otherwise banks might reach a point where internal resources are enough to
finance all desired lending.
The budget constraint of households is modified to display wages for skilled labor

employed by green entrepreneurs, as well as profits from the ownership of financial inter-

mediaries.
Ci4 Bior+ 1+ f(Ky, 1) = WLy + Wy g Ls” + Wsy Ls" +T1 + T, + REK, + R, B; (3.45)

where Ls? is the inelastic labor supply to green entrepreneurs associated with wage Ws g,

and I1I'7 are the profit from the financial intermediaries.*!”

3.4.2 Green Innovators

Similarly to the R&D entrepreneurs presented in subsection 3.3.2, we follow [Comin
and Gertler, 2006] and introduce an unbounded mass of prospective green innovators with
the ability to improve the abatement technology. However, we differ from their set up in-
sofar as we consider that the innovators are green R&D creators that allows for improving

the abatement efficiency via a reduction in abatement costs (g(6})). Each green innovator

17These changes to the household budget constrain do not have any impact on the first order conditions
presented in subsection 3.3.1.
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use resources to create a new project RD;,. Both new projects RD,, and existing tech-
nologies A;, face the risk of an exogenous exit shock (1 — ¢pp,4). Similarly to the R&D
entrepreneurs, we assume that green innovators do not emit COy while developing new
technologies.

Our innovators or research and development centers need to obtain funding from banks
to finance entry. Here the idea is that financial intermediaries are the economic entities
with the expertise and knowledge when evaluating and monitoring green entrepreneurial
projects.

The total number of green technologies in operation at any given time ¢ is denoted
by A g4, while the green projects RD;, are the number of new technologies in process in
period ¢. Accordingly, the evolution of the aggregate stock of green innovations, A, is

given by:

At_J,_Lg - (bRD,g(At,g + RDt,g)a (346)

To be more specific, each green innovator can produce a new potential technology by
employing materials and skilled workers as inputs, according to the following production
function:

RDy 4 = N(ApgLsig) ™", ny € (0,1), (3.47)

where N, is the amount of materials used (in units of final output) and Ls; , is the number
of skilled workers hired. A;, denotes the aggregate green technological level of the econ-
omy, which as explained below is equal to the total number of technologies in operation.
Similarly to the R&D entrepreneurs, the innovators production function captures the ex-
ternality of the aggregate level of knowledge A ,, which allows for generating endogenous
growth.!®

Once the technology created, entrepreneurs lend it to monopolist firms in exchange for

H8For simplicity, we consider that spillovers on the green innovation only originate from the green
technological level A; 4.
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patent exclusivity. The monopolists then use these technologies to lower their abatement
cost and pay a rent Z; corresponding to abatement costs to the green innovators.

As in [Queralto, 2020], we assume that green entrepreneurs can borrow to face the entry
cost without any friction. More specifically, when seeking funding, our innovators can emit
a financial intermediaries security which is perfectly contingent on the success of the green
project. However, as in [Gertler and Karadi, 2011], banks do face frictions relative to
their leverage ratio, as we will show in the next section. As long as the innovation does
not become obsolete, the underlying securities pay in each future period. If the innovation
becomes obsolete, then the payoff is zero. We denote the price of one unit of these securities
Q.

The green innovators optimize over the revenues from selling securities subject to the
inherent costs of developing the innovation by using materials /V; and paying wages W's;

to the skilled labor Ls;. The maximization problem reads as follows:

max E ’LA i l'eRD ig — N, i + Ws Z’LS i 3.48
(o, X t;ﬁ’ titi [QurieRDivig — (Niyig tigLSttig))] (3.48)

s.t.
RDyyiyg = N g(AvrigLsirig) ™™ (3.49)

The first order condition reads (denoting M C’tR D9 the Lagrange multiplier associated

to the production constraint):

1= MO, N~ (A gLy )™, (3.50)
Wseg = MOIPI(1 —ny) Ay g N (A gLy )™, (3.51)
Qre = MCFP. (3.52)
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Using these first order conditions'! and equation (3.47), we can rewrite the price of the

inherent security Q;. in terms of the marginal cost components as following:'?

-
1/ 1\ 7% (RD}\ ™

L= MCFP9 = — [ b 3.53
Que = MCI = (5) ( ) (353)

Contrary to the previous section, where the cost of abatement was driven by an exoge-
nous process, the cost function of abatement is now steered by endogenous green techno-
logical changes. Thus, green innovators projects will ultimately lead to higher abatement

and lower emissions. The equation (3.21) now reads:

Atg

Flu) = ( f(ujm?dj)GB (3.54)

0

Thus,
g(0}) = 0,A7%, 6, > 0 and 65 > 0, (3.55)

t,g >

where 3 is now the elasticity of the cost of abatement with respect to the green tech-

nology.

3.4.3 Financial Intermediaries

A representative financial intermediary make use of deposits from households as well
as its own net worth to leverage and invest in green entrepreneurs. We model this part
following [Gertler and Karadi, 2011]. We can write the representative bank’s balance sheet

as:

QteSte = Ny + By, (3.56)

11947 _1-mg _ Nig
With Ws; 4 = e AraLers

120We also use the market clearing condition for skilled labor: Ls; , = Ls’.
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where S; . are financial claims on green innovators and @), . their relative price. Note that
market clearing implies that S;, = A, ; + RD, 4, as assets held by banks must match the
total number of existing green technologies. On the liability side, IV; is the banks’ net

worth and B, is debt to households. Over time, banks’ retained earnings evolve as follows:
Nt = Rt,thfl,eStfl,e - RtBtflv (357>

Ny = (Rie — R)Q—1,6Si-1,c + RNy, (3.58)

where R, . denotes the gross rate of return on a unit of the bank’s claims on green innova-

tors:
_ ¢rp,(Zi + Q)

Ry =
“ Qt—Le

Financial intermediaries will maximize equity on an infinite horizon, yielding the following

. (3.59)

objective function:

VtB = Ey {Z 5i/\t,t+i(1 - QB)%_INtHH} ; (3.60)

=1

where 0p is the probability of a bank exiting the market. The constraint on banks arise
from the existence of a supervisory regulator. Drawing on [Pietrunti, 2017], we assume
that this regulator requires that the discounted value of the bankers’ net worth should be

greater than or equal to the current value of assets, weighted by their relative risk:
VB > NQioSie. (3.61)

In this simplified setup, banks only hold one asset, so the regulator will set a value for A in
order to target a specific capital ratio for banks. By modifying this parameter, the financial
authority will be able to tighten or relax the constraint on banks, which will impact the

number of entrepreneurial projects the financial sector can fund. In our baseline model,
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we will calibrate A to match the capital ratio of European banks at the steady state. We

guess that the value function is linear of the form V; = T2 N, so we can rewrite V;? as:
V,? = max B, {BA1+1Q1 Nia } (3.62)
t,e

where ; = 1 — 0p + 0pI'?. Maximization subject to constraint (3.61) yields the following

first order and slackness conditions:

BE, {At,t+1Qt+1(Rt+1,e - Rt+1)} = U, (3-63)

v [TPN; — AQeSie| =0, (3.64)

where 1, is the multiplier for constraint (3.61). We can thus write the capital ratio as

= = A/T'Z. Finally, we rewrite the value function to find T'?:
V;B = UAQreSte + BE { N 141041 Rip1 Ni }

TEN, = TP N, + BE {11 RN} (3.65)

1
Fig = iﬁEt {At,t+1Qt+1Rt+1}-
— Ut

We close this part of the model with the aggregate law of motion for the net worth of
bankers:

Ny =0p(Rie — R)Qi—1,Si-1,e + (0pR + w)N;_1, (3.66)

with w € [0;1) the proportion of funds transferred to entering bankers.

3.4.4 Carbon Policy and Green Innovation

As argued in the section above on the model equilibrium, many economies rely on
a permit-market-based instrument instead of an optimal carbon price (e.g. the ETS in

the EU and the carbon permit markets in Canada in California (US)). Thus, in order
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to reach the Paris Agreement objective of the net-zero emissions by 2050, such carbon
pricing strategy requires carbon prices to constantly increase, which in turn incentivizes
firms to engage in continuously higher abatement efforts. However, investing in abatement
technologies is costly and has a number of consequences such as welfare losses as shown in
[Benmir and Roman, 2020]. Steering green innovation via other tools besides carbon pricing
would be less welfare distortionary. Incentivizing green innovation that lowers the cost of
abatement, however, might prove difficult if the price of carbon increases substantially and

in places where no green abatement technology is yet available.

Definition 3.4.1 A government, when relying on a carbon permit market solely to tackle

the climate externality, sets a carbon cap:
E, = Cap, (3.67)
which inherently determines a carbon price level Ty :
Tet = Carbon Price;. (3.68)

where Capy is the path of the cap on emissions consistent with the net-zero objective, and
Carbon Price; the inherent carbon price associated with this objective. To reach the net-
zero target, the price is expected to steadily increase in order to match the expected decrease

in the cap.

However, under the presence of endogenous green innovation that contributes to lowering
the cost of abatement, the social planner is not limited anymore in terms of tools it could

use, and is able to rely on both a carbon price 7.; and the green technologies A; ,:
Definition 3.4.2 To decrease emissions, firms engage in higher abatement efforts:

B Capy
vYy
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with A (%) < 0. Otherwise, the optimal social cost of carbon presented in the initial
exogenous framework would be able to achieve the target. Therefore, the carbon price, as
defined in equation (3.25), is driven by two instruments, namely, i) the environmental cap

Cap, and 1) the green technologies A; ,:

(1 B C'apt>02_1
’UYVt 793

Carbon Price, = 0,0, (3.70)
v

Effectively, when Cap, = vY; = E,*?! (i.e. a laissez-faire economy)

min( Carbon Price;) =0 (3.71)
And when Capy =0 = p; =1 (i.e. a net-zero objective)
: L
max(Carbon Price;) = 010—A; ° (3.72)
U bl

Corollary 3.4.1 ACap, < 0= AZ, >0= AR, >0=ARD,,>0

An increase in the carbon price (i.e. a decrease in the cap), triggers more abatement, which
in turn increases the cost of abatement Z, = f(u:)Y:, as firms would equate their marginal
benefit from investing in abatement to the carbon price. This increase in Z; imply a higher
rate of return on entrepreneurs equity R., as entrepreneurs’ profits are reversed to banks.
The higher the profatibility of entrepreneurs, the more banks would direct investment toward

green projects, which would spur green innovation A, ,.

Proposition 3.4.1 To ensure we meet the net-zero target with a deacreasing cap on emis-
sions, while trying to mitigate the effect on welfare of a rising carbon price, we investigate
three macro-financial tools that could foster green innovation: i) the fiscal authority uses
revenues from carbon pricing policy to subsidize green innovators; ii) the macroprudential

authority adapt its capital requirement to give an incentive to financial intermediaries to

121 B, the steady state level of emissions at each period ¢
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invest in green entrepreneurs’ equity, thus generating a greater number of successful green
technologies; and iii) the central bank engages in an asset purchase program aiming to ease

funding conditions for the green innovation sector.

i) Fiscal Policy

As presented in the model section, the government finances its government spending

as follows:

7—;5 + (1 - g)TtEt == Gt, (373)

with the public expenditure G; finding its source from taxes 7; and revenues from the
carbon tax 7 F;.

In this setting we will consider the possibility for the government to divert part 5 or
all of the environmental policy revenues back to the green innovators (if 5 = 0 no subsidy
is diverted to the green innovators). In this case, subsidies would raise profits of green

entrepreneurs and ultimately be reversed to banks as interest:

R ®rp(Zy + Qe + 5T EY)
el —

7 Or e . (3.74)

ii) Financial Policy

As detailed in section 3.4.3, the financial authority imposes a capital constraint on
banks modeled through the parameter A that pins down the steady state capital ratio. In
a more sophisticated model, claims on green entrepreneurs could be one of several assets
held by banks. In this case, different weights could be applied to different assets, and the
regulator could favor a specific sector.!??> OQur setup is without loss of generality, since
modifying A in our model is similar to modifying the weight on loans to entrepreneurs in

a model with several assets, keeping all other weights constant.

122Gee [Benmir and Roman, 2020].
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3.4.5 Normalization and Aggregation

When introducing green innovators, the resource constraint of the economy is modified
as follows:

Y; - Ct"_Gt_'_[t+Nt,g+Nt,s+f(-)It- (375)

3.5 The Balanced Growth Path

From the empirical data on global patents, green patents, and output, both green
investment N, , and global R&D investments N; ; are found to have higher trend growth
than output. This empirical finding requires us to balance the growth rates of the green
and global R&D investments on the supply side of the resource constraint of our economy
to ensure balanced growth. Thus, to allow for a balanced growth path, we introduce
investment-specific trends a la [Greenwood et al., 1997] that we denote as V; , = 7;/‘/},179
and V,; = 7Y Vi_1,s, where 4" and 4} are constant growth rates. These investment goods

Ni 4 and N are produced from final goods by means of a linear technology, whereby %g

1
Vi,s

123

and units of final goods yield one unit of investment goods, respectively.

Furthermore, the non-linear climate damages within the production function does not
allow for a balanced growth path when considered as the following: d(7?) = ae 1%, To
allow for a balanced growth path trajectory, we show that over the period horizon we

consider for our estimation (2000-2020), the low growth rate I'; had a small to no effect

_ b T02 o
on the damage function dynamics d(77) = ae 7 & et Capturing the growth rate

of the economy within the damage function allows for simplifying the de-trended form of
the damage function without a loss of generality, given that over the period sample of our
estimation, climate damages that are corrected for the economy growth rate I'; are not
significantly different from climate damages that are not corrected for the economy growth

rate. In addition, given that both climate is defined as the average change over the past

123The slope of this investment-specific trend crucially appears in the measurement equation of the model
and is estimated.
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30 years, and that the stock of emissions is a slow moving variable, our 20 year sample
period allows us to consider the damage function as a de-trended equation, which allows
for reconciling the balanced growth path.

Our economy presents three sources of permanent growth: i) an endogenous source of
growth A, , ii) two exogenous sources of growth V; ; and V; ;, and iii) a fourth endogenous
source of green innovation growth A;, which impacts the efficiency of abatement. Having
these different sources of growth requires that we de-trend our model as a number of
variables (e.g. output, emissions, investment, ...) will not be stationary. In the appendix
section subsection 3.B.6 we present the de-trended economy. The aggregate variables of our
economy,?* include: output per capita Y;, investment per capita I;, consumption per capita
C}, government spending Gy, lump sum taxes T}, capital per capita K; i, emissions Fj,
abatement costs Z;/V; 4, green investment expenditures N, ,/V; ,, global R&D investment
expenditures N; ;/V; s, stock of emissions X;, Temperature T2, R&D varieties per capita
RD, s, and green innovation varieties per capita RD,,, wages W;, skilled labour wages
W, s, relative price of financial claims Q) ., debt to households B;, net worth Vi, and the

banks value function V;Z, and all grow at the same rate I';, which reads as the following:

T, = AL D0 (3.76)

At,s
At—l,s )

where Ty = 7/ T;_1, the stock growth of R&D A,  is Al = and the stock growth of

: : . A A
green innovation A;, is v, ¢ = ﬁ
—1,9

124 Along the balanced growth path.
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3.6 Quantitative Analysis

3.6.1 Calibration and Estimation

3.6.1.1 Data and Measurement Equations

The model is estimated using Bayesian methods and EZ quarterly data over the sample
time period 2000Q1 to 2019Q4. Data are taken from both Eurostat and the European
Patent Office. We focus on the period between 2000 and 2019, as the decoupling between
emissions and output started to be more significant in the 2000s. Furthermore, empirical
data also support this strategy, since investment in decarbonized technologies started to
exhibit a trend at the same time.

In order to estimate the key shocks and parameters of our model, we start by making
our four series (output, emissions, R&D and green innovation expenditures, which we
proxy via patents numbers) stationnary. We first divide the sample by the working age
population. Second, data are taken in logs and we then use a first difference filtering to
obtain growth rates. Finally, we use the GDP price index to deflate all nominal variables.

To measure the empirical contribution of endogenous growth in green and standard
technologies, we follow [Vermandel, 2019] and use a cost-based approach. As there is no
data available for quarterly investment in both green technologies and global R&D, we use
the number of patents filed to proxy expenditures.

Measurement equations are given by:

Real Per Capita Output Growth log~) + Alog (4;)

Per Capita CO, Emissions Growth B log ) + Alog (&)

Real Per Capita R&D Expenditure Growth N log(7y /7Y) + Alog (7

Real Per Capita Green Innovation Expenditure Growth log(7)" /7y ) + Alog (72
(3.77
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where tilde denote de-trended variables.'?®

3.6.1.2 Calibration and Prior Distribution

As the main objective of our paper is to assess trends in R&D and green innovation
growth, all standard macro-finance and environmental parameters are calibrated from the
literature. The calibration values for the standard macro block and the environmental
components are reported in table 3.3 and table 3.4. Table 3.5 reports the calibration
of financial parameters related to the full model. We set the probability of remaining a
banker 65 at 0.972 as in [Gertler and Karadi, 2011]. We find the values of the proportional
transfer to the entering banker w and the regulatory parameter \ to approximately match
both the debt to equity ratio!?® and the capital ratio in the EA. Because we only model
loans to entrepreneurs, that are seen to carry a high level of risk, we assume that the
regulator applies a 150% weight!2” to such assets before multiplying it by the theoretical
capital requirement for banks of 10.5%. This yields an effective capital ratio of 15.75% in
our baseline model.

For the remaining set of parameters and shocks, we rely on Bayesian methods. In a
nutshell, a Bayesian approach can be followed by combining the likelihood function with
prior distributions for the parameters of the model to form the posterior density function.
The posterior distributions are drawn through the Metropolis-Hastings sampling method
(MCMC). In the following fit exercise, we solve the model using a linear approximation to
the policy function, and employ the Kalman filter to form the likelihood function. Table 3.6
summarizes the prior—as well as the posterior—distributions of the structural parameters
for the U.S. economy. As in [Smets and Wouters, 2003] the persistence of shocks follows a
beta distribution with a mean of 0.5 and a standard deviation of 0.2, while the standard

deviation of shocks follow an inverse gamma distribution with mean 0.001 and standard

125The balanced growth path of the model can be found in the appendix.

126We compute the debt to equity ratio by taking the sum of the debt to equity ratios of the 19 EZ
countries, weighted by their relative shares in total banks assets, using data from Eurostat and the ECB.

127Corresponding to the highest weight possible for corporate loans according to Basel III regulation.
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deviation of 0.005.

The output growth rate 7, and green innovation growth rate 4, are estimated using
a prior standard deviation of a gamma distribution with mean 0.05 and 0.01, respectively,
while we use a beta distribution with mean 0.125 and 0.15 for the investment share in R&D
ns and green innovations 7,. Finally, the exogenous R&D and green innovation investment
growth rates 7y, and 7y, are estimated using a normal distribution with means 1 and

standard deviations of 0.2.

3.6.1.3 Posterior Distribution

In addition to prior distributions, table 3.6 reports the means and the 5th and 95th
percentiles of the posterior distributions drawn from four parallel MCMC chains of 20,000
iterations each. The sampler employed to draw the posterior distributions is the Metropolis-
Hasting algorithm with a jump scale factor so as to match an average acceptance rate close
to 25-30 percent for each chain.

Results of the posterior distributions for each estimated parameter are listed in ta-
ble 3.6. It is clear from table 3.6 that the data were informative, as the shape of the
posterior distributions differs from the priors. Results for structural shocks parameters
that are common with [Smets and Wouters, 2003] are in line with the values they find.
Regarding investment elasticities 7, with k€{s, g}, our values are close to [Queralto, 2020].
As for the endogenous and exogenous trends, our estimates are consistent with the observed

empirical output and green innovation investment growth rates.

3.6.2 Endogenous Trends

In this section, we first discuss the results of our estimation of endogenous growth trends
in output and green innovation. We then perform a counterfactual exercise to assess the

relevance of policies aiming at boosting the growth trend in green innovation.
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3.6.2.1 Estimated Trends

Figure 3.2 and figure 3.3 display the estimated trends in output and green technology,
respectively. Those two trends are highly correlated,'?® but the trend on green innovation
is approximately twice as high as the trend on output. This can explain the decoupling
between emissions and output witnessed over the studied period. The trend on green
innovation also exhibits more volatility at the business cycle frequency, which is consistent

with the fact that the green technology sector is less mature than standard R&D.

3.6.3 Transition Pathways with Endogenous Abatement Tech-
nology

In this section, we characterize the dynamics of the economy when considering the
net-zero pathway consistent with the objective of the EU for 2050 (E; = Cap;) under the
presence of i) a fiscal subsidy scheme where 70% of the environmental revenues are reversed
to the financial intermediaries to incentive higher investments in green technologies, and ii)
a permanent financial policy, which lowers the capital constraint on financial intermediaries
by 30%, thus allowing them to increase investments in green entrepreneurs. We use the
estimated values of the structural parameters to replicate the growth rates in productivity
and green technologies of the EZ economy. Furthermore, as we are unable to estimate the
elasticity 05 of abatement costs f(j) to green technology A;, due to data unavailability,
we consider three different cases that corresponds to three different values of 03 € (0, 1).

Figure 3.4 shows the dynamics of our key variables (output, emissions, carbon price,
marginal abatement cost, green technology, and global R&D) under a net-zero scenario.
The carbon price is significantly driven by the elasticity 5. The scenario where 63 = 1
(the blue line) is the most optimal in terms of welfare, as the price of carbon is constantly

decreasing, which is not the case when 03 = .7 and ;3 = .3. With a higher theta, the output

128This is not surprising, since the model features a spillover effect from the global technology to the
green technology.
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growth rate is also higher as profits are less impacted negatively by the carbon price. This
impact on profits in turn lowers the global R&D investments and level. Turning to innova-
tion in green technologies, a higher elasticity lowers the marginal cost of abatement, which
leads to a lower carbon price to meet the emissions reduction goal. We note that a scenario
where 63 = 1 is highly unlikely as carbon prices are increasing nowadays, suggesting that
05 < 1.1%

Figure 3.5, figure 3.6, and figure 3.7 display the counterfactual exercises where the
public authorities implement either a fiscal or financial policy. Since the level of 03 is
highly uncertain, we show the transition paths for the 3 values considered above. Focusing,
however, on the the case where 65 = .3 (the most conservative case), a financial fiscal
subsidy, which reverses 70% of the carbon policy revenues to green innovators, is found to
be the most effective in steering both growth in green technologies as well as global R&D.
The financial policy act as carbon price stabilizers (a lower increase in the first half of the
30 years than the subsidy case). In all scenarios, the carbon price increases in the first 15
years, until the technology is mature enough to trigger higher abatement without having

to raise the price on carbon as explained in section 3.4.4.

3.7 Conclusion

In this article, we first conduct an empirical analysis to assess the impacts of fiscal
environmental policies and long-term bank lending on green innovation using a panel set
on the EZ. We find that both the environmental policy and the availability of funds play
an important and significant role in boosting green innovation.

Second, we develop a dynamic general equilibrium model based on the empirical evi-
dence to assess the role fiscal and macro-financial policies can play both in the long-run.

We use a reduced form model to get the long-run transition pathways toward the net-

129Fyrther research could be done to investigate the elasticity of 3 of abatement cost to green technologies
to better characterize the economy dynamics.
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zero transition and find that making abatement technology available and cheap coupled
with an optimal environmental policy is the most efficient tool (from a welfare perspective)
in achieving climate goals. Relying solely on a carbon price could reach the same target,
but comes with higher welfare costs.

Finally, we use a full fledged model incorporating both endogenous green innovation
growth and financial intermediaries to quantitatively estimate trends on output and green
innovation. We then assess the role fiscal subsidies and financial policy could play in
boosting green innovation. We show that these two policies differently affect the path
of the trend growth in green innovation. In addition, we show that fiscal subsidies are
more effective than financial policy in reaching the net-zero while ensuring a lower carbon
price over time. This leads us to conclude that policy makers could optimally foster
growth in projects that enable cheaper and more effective abatement by giving incentives
to financial intermediaries and entrepreneurs. In the context of the fight against climate
change, and keeping in mind the ambitious goals that it requires, these findings represent

both a glimmer of hope and a call for more action.
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Appendices

3.A Appendix: Empirical Part

3.A.1 Data Sources

The data used!" in this section were obtained from following sources:

e “Long-term loans granted by the financial sector to domestic non-financial corpora-

tion” were extracted from the ECB Statistical Data Warehouse.

All EZ macro data (e.g. output) were obtained from the Eurostat database.

EZ area and countires deflators are extracted from Fred database.

Quarterly population for all samples are obtained from the OECD database.

‘Green Patent’ data are extracted from the European Patent Office (EPO) database.?!

e ETS carbon price data are obtained from the European Environment Agency.

130A]] data used were either extracted directly on a quarterly basis or transformed from a monthly

frequency to a quarterly frequency.
131Data on green patents are selected through the new search filter introduced by the EPO: “cpc = y027,

which allows for identifying patents with green applicability.
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3.A.2 Empirical Results

TABLE 3.2
Descriptive Statistics EZ aggregate.

Variable Obs Mean Std. Dev. Min Max

The aggregate EZ

GDP in (Million of Currency) 864  140894.1  207878.3 1509.7 872335

Population in (Million) 856 19 233 600 24 911 430 486 000 83 145 000
ETS price in (Euro) 846  11.63263 6.868454 3.8696 27.13354
Deflator in (100 scale) 864  98.48927 5.351341  80.69107  115.0133
Green Patents in (number) 864  202.1134  485.9407 0 2672
Gross capital formation 864  29631.05 43870.17 80 189979
Long-term loans 862  196488.1 254660.6  2612.26 920094
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3.B Appendix: Model Part

3.B.1 Calibration

TABLE 3.3
Standard parameter values (quarterly basis)

Calibrated parameters Values
15} Discount factor 0.9975
« Capital share 0.33
) Depreciation rate of capital 0.025
h Habits formation parameter 0.8
o Risk aversion 2
% Disutility of labor 1
0 Price elasticity 11
L Labor supply 0.33
L, Labor supply 0.15
3/y Public spending share in output 0.4

254



Chapter 3: Endogenous Abatement Technology

TABLE 3.4

Environmental and Entrepreneurs parameter values (quarterly basis)

Calibrated parameters Values
n Material share 125
a Damage function parameter 1.004
b Damage function parameter 0.02
vy Temperature parameter 0.5
vy Temperature parameter 0.00125
E* Emissions from the rest of the world 1.59
9 Carbon intensity 0.287
O CO4 natural abatement 0.0021
0, Abatement cost parameter 0.05
0y Abatement cost parameter 2.7
05 Abatement cost parameter -0.6

TABLE 3.5

Financial parameter values (quarterly basis)

Calibrated parameters Values
00t Capital adjustment cost 1.728
w Proportional transfer to the entering bankers 0.008
A Steady state risk weight on loans 0.43
Op Probability of staying a banker 0.98
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TABLE 3.6

Prior and Posterior distributions of structural parameters

Shock processes:

Std. productivity oA
Std. emission 5
Std. R&D oA,
Std. green innovation o4,
AR(1) productivity PA
AR(1) emission PE
AR(1) R&D DA,
AR(1) green innovation pa,

Endogenous growth parameters:

Trend slope Yy — 1
Green innovation trend slope Ya, — 1
R&D investment exogenous trend W,
Green investment exogenous trend W,
R&D investment elasticity Mg
Green investment elasticity Ns

Prior distributions

Posterior distributions

Shape Mean Std. Mean [0.050;0.950]
ZG, 0.001 0.005 0.0061 [0.0050 ; 0.0071 ]
ZG, 0.001 0.005 0.0082 [0.0070 ; 0.0095]
ZG, 0.001 0.005 0.0352 [0.0307 ; 0.0401]
ZG, 0.001 0.005 0.0451 0.0392 ; 0.0512 ]
B 0.50  0.20 0.9641 [ 0.9349 ; 0.9934]
B 0.50 0.20 0.9796/0.9636 ; 0.9985]
B 0.50  0.20 0.5456 [0.3704 ; 0.7129 ]
B 0.50 0.20 0.9237 [ 0.8509 ; 0.9852 ]
g 0.005 0.001 0.0043/ 0.0029 ; 0.0058 ]
g 0.01 0.002 0.0100 [ 0.0067 ; 0.0152 ]
N 1 0.20 1.0020 [ 1.0011 ; 1.0027 ]
N 1 0.20 1.0097 [ 0.9951 ; 1.0276]
B 0.15  0.20 0.0721 [ 0.0001 ; 0.1501]
B 0.125 0.20 0.1088 [0.0001 ; 0.2170]

Log-marginal data density

666.668864
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TABLE 3.7

Steady state values

Baseline Financial Policy Fiscal Subsidies

Output 0.8318 0.8330 0.8401
Consumption 0.3776 0.3781 0.3813
Emissions 0.1749 0.1749 0.1750
Emissions to Output 0.2102 0.2100 0.2083
Overall Technology 1 1.0102 1.0720
Green Projects 0.1055 0.1065 0.1130
Abatement Cost 0.0536 0.0535 0.0523
Abatement Share 0.2675 0.2685 0.2742
Tax in Euros 28.50 28.50 28.50
Entrepreneurs’ Profits 0.0756 0.0750 0.0756
Entrepreneurs’ Risk Premium  0.0029 0.0020 0.0029
Banks’ Capital Ratio 0.1581 0.1107 0.1581
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3.B.2 Trend Figures

FIGURE 3.2. The Economy Trend Growth Rate (in %).
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FIGURE 3.3. The Green Innovation Trend Growth Rate (in %).
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3.B.3 Transition Pathways Figures

FIGURE 3.4. The Net-Zero Transition Pathway Under Different Abatement to Green
Technology Elasticities 63.
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FIGURE 3.5.
Policies (with 03 = 1).
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FIGURE 3.7. The Net-Zero Transition Pathway Under The Three Macro-Financial
Policies (with 03 = .3).
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3.B.4 Model Equilibrium

3.B.4.1 The Social Planner Solution

The planners social problem for the households reads as following!3?:

> i Ciri — hCigi_ I=o X e
maXEtZﬁ <( s 1_: V 1 +g0ri Lﬁf
i=0

+ A(WiLy + WELs" + W/Ls" + REK, + T, + T, + RyB; — Cy — I, — Byy1)
+ X0 (L =K+ 1, — Kiyy)

+ Mg (Ye = Wil — REK, — f () Y: — 11,)

+ N (A(TY) KLy = Yy)

+ ASK (X, — Xy — B, — EY)

+ A (17 — (V5 Xy = T7y) — Ty

+ A8 (B — (1 — Mt)‘Pth)>,

where the Social Cost of Carbon SCC} is §X, and ¥, the marginal cost component related
to the firms problem.

The first order conditions determining the SC'C} are the ones with respect to 17, X3, Ey, fu
and II;:

132PJease note that the social planner problem is not impacted by the financial intermediaries nor by the
R&D entrepreneurs or the green innovators.
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od(T?
A =B — v) A8l — Al (9(T§ )
t

A8 = B Ae18l 41 + B8
)\t§fk = g(%))‘t§tx

AtQt,kf’(Mt,k) = SOt,k)\t§Ek

K& L (3.78)

—~ —~ —~ —~
oo oo
— ]

~— ~— ~— ~—

At = AtQt,k-

Rearranging these FOCs we obtain the following SCC;:

oA(T) .

§ = (1— U?)At,t+l§f+1 - Z (% 8(T£ )KtaLtl (3.83)
k t

§% = (V7U)Arsa§iiy + A8 (3.84)

§7 = g(=)8" (3.85)

f'we) = o8¢ (3.86)

The competitive equilibrium problem for the firms reads as following:

maxFy » ((?’th ~ WiL; — REK, — f()Yy — 1By — Ht>
i=0 ¢

+ NUd(TY) K L™ = Y,)

+ A (B — (1 - Mt)@th)>

The first order conditions determining the tax rate 7; are the ones with respect to F; and
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Mt

§ =7 (3.87)

(i) = 8 o (3.88)

Thus, from both the household and firm FOCs, we get:

F=r (3.89)
§ =8 (3.90)
(1) = § 1 (3.91)
57 = (1= oDty - 02w e (3.92)
§° = (V709) Ay 8y + M1 80 (3.93)
§ = 8§ (3.94)

3.B.4.2 The Firms

The firm maximization of profits reads:

P
I, = max (—J; — Mc! ) Y, (3.95)
gttt
s.t. .
P\
Y, = (?) i (3.96)
t
The first order condition yields:
P; 0
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Now using the pricing equation P, = ( fOAt’S let_edj)ﬁ we get:
Dt _ ot
= =A" 3.98
Pt t,s ( )

Thus, we can rewrite the first order condition as:

%qu = Ag?. (3.99)

Therefore,
I = (% - Mth) Yji, (3.100)
= %Zﬁ (3.101)

Turning now to the Cobb-Douglas production function, we use the inputs market-
clearing conditions fOAt’S Ljdj = Ay 5Ly and fOAt‘S Kjdj = Ay K, to retrieve the final form
of the production function:

_1
Y, = AN d(TY )KLy (3.102)

The rest of the first order condition remains similar to the ones presented in the reduced

form model.

3.B.4.3 The Households, Innovators, and Financial intermediaries

For the household, the entrepreneurs, and the banking sector, all equilibrium equations

are presented in the core text.
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3.B.5 Carbon Cap and Green Innovation

By substituting the environmental cap policy equation (E; = Cap,) into the emissions

flow equation (E; = (1 — p;)vY;), we get:

Cap,
=1- 3.103
Ht VY, ( )
Using the FOC on abatement Equation 2.28:
1 Can)™
Carbon Price; = 0,6, - Al (3.104)
U 9,

We see that the carbon price could be steered by either Cap, and/or A, ,'33. It is then
clear that when:

AAffg > A <1 — %)02_1 = Carbon Price; decrease.

While when:

051
AA?,SQ < A (1 — C;{ﬁ:*) = Carbon Price; increase.

Turning now to the abatement cost, we have:

Cap,\?
P =61 (1= S) Al (3.105)

Likewise, when:

AAffg > A <1 — %)02 = the per unit abatement cost decrease.

While when:

AAffg <A (1 — %)92 = the per unit abatement cost increase.

As the total abatement cost Z; = f(u:)Y; enters the banks returns equation R;, =
SrDy (Zt+Qt,e)

o , a drop in Z; would reduce the returns R, ;. In turn, the decrease in R, ; gives

less incentives to financial intermediaries to finance green equity innovators, which end up

133The changes on Y; being very small over the business cycle with respect to climate damages, we don’t
focus on their effects on carbon prices.
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decreasing their overall number of innovations A ,.

3.B.6 Balanced Growth Path Equilibrium

The growth rate of I'; determines the growth rate of the economy along the balanced

growth path. This growth rate is denoted by ), where:

Py =% T (3.106)

Stationary variables are denoted by lower case letters, whereas variables that are grow-
ing are denoted by capital letters. For example, in the growing economy output is denoted
by Y;. De-trended output is thus obtained by dividing output in the growing economy by

the level of growth progress:

Y,

=2t 1
P (3.107)

Yt

Emissions, which we denote by F;, in the growing economy are given as follows:

Ey = (1 — )oYy (3.108)

where v the elasticity of emissions to output.

Thus, in the de-trended economy, emissions law of motion reads as following;:

er = (1 =)oy, (3.109)
where:
E
e = F—: (3.110)

The stock of emissions in the atmosphere is denoted by X;, while the temperature is
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called T in the growing economy:

Xt = (1 — ’}/d>Xt,1 + Et (3111)

TP = v (v Xe1 — TP ) + T 4, (3.112)

where (1 — 74) the decay rate.
The de-trended X; and Ty read as following:

1 _
2 = ﬂmt_l te (3.113)
Ve
w oty = v (vsre — 1) 17, (3.114)
where:
Xy
— 3.115
Tt T, ( )
TO
o =L 3.116
t Ft ( )

(3.117)

In the growing economy, with the above growth progress, the production function is as

follows:

_1
Y= ef AT A(TY) KR L (3.118)

where labour L; and the technology shock ¢ are stationary variables. Furthermore, the
climate damage function captures the growth rate I'; such that d(T?) = aeiéTtﬂ. Cap-
turing the growth rate of the economy within the damage function allows us to simplify
the de-trended form of the damage function without a loss of generality.

De-trending the production function, gives the following:
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Toye = et AL d(t0) Tk L~ (3.119)

Thus, the growth rate of the economy will satisfy:
_1
I, = ATy, (3.120)
with the de-trended production function:
_ A oNz.arT 1—a
Yt = & d(tt)kt Lt (3121)
Rewriting the Equation 3.120, we retrieve the growth rate of the economy:
1
Iy =A™ (3.122)
The capital-accumulation equation in the growing economy is:

K =(1—08)K,_1+1, (3.123)

In the de-trended economy, we thus have:

-1 )
ke =7 (1= 0)ki1 +ipa] (3.124)
with both capital and investment de-trended variables reading as: k; = llf—tt andi; = 1{_17

respectively. The wage as shown in the model section reads as following:

W, =(1—a)¥,- (3.125)
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The de-trended wages'* will therefore read as:

we = (1 — )T, 2L (3.126)
Ly

Wy

with the de-trended wage w; reads as w; = T,

Moving to the endogenous growth components of our economy, both A, ; and RD, , as

well as A, , and RD, , grow at similar rates A, ; and A, ,, respectively. The law of motion

for both the adjusted global R&D entrepreneurs (v4,, = Avs and RNDt,g = RD“) and

At—l g At,g
green innovators (7v4,, = A‘?ﬁ’f‘ and RD,, = RA[:Z’S) reads as:
Ya, = Orps(1+ RDy 1), (3.127)
Ya, = Orpg(1+ RDi 1), (3.128)

With these new forms of technology growth rates, we can derive the de-trended ex-
pression for initial investment N;s = nRD; M CtR P and skilled labour wages Wy, =

RD,s RD¢ s .
(1 - n)MOt Lg :

nt,s = nstt,sMCfD7s (3129)

Wy s = (]- - ns)MoﬁD75—7 (3130)

where Ny = ny Ay s and Wy g = wy s Ay .

To insure a balanced growth path within the economy, we added the two exogenous
growth rates V;, and V;,, which will impact the specific investment on green and R&D
expenditures, respectively, in order to ensure stationnarity. As explained in the balanced
growth path section in the core of this paper, the growth rates of green and global R&D

expenditures have been increasing faster than output. As such, to capture this trend in the

134We note, that W, the labour/capital share is a stationnary variable. The same can be noticed for the
returns on capital RF, the total marginal cost M Cy, abatement s, and the environmental policy 7.
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expenditure side of GDP and still satisfy the supply side ratios in output, we introduce the

. . : : %
common investment-specific trends V;; and V; ,'*°, which grow at gross rates 7} = 7
1.
Vi .
and 'y;/ = ﬁ Therefore, the economy’s resource constraint reads as:
—L9
Y = ¢ + 1 + gt + %7gnt’g + V;,snt’s (3131)
where the de-trended variables read as: consumption ¢; = %, investment 7; = é—tt, govern-
ment spending g, = 4t, and both n,, = 5= the initial investment overall technologies and
Ft ) 8 At,s
_ Nig
Nty = A,

Now that we have the expression for investment specific expenditures for the global
R&D sector, we can easily derive the de-trended expression for the aggregate firms’ profits

I1;, which will be subject to the same exogenous growth rate defined above:

MO =11, (3.132)
1Y,
I, = - 1
= (3.133)

As the marginal cost for R&D is stationnary, the profits would be as well. However, the
output over endogenous growth grows at a slightly different growth than the BGP growth

rate I';. We thus add the same exogenous growth rate V, ; as follows:

1
ILV, s = éyt (3.134)

135Using the fact that At s/Vis =Ty and Ay 4 /V; g = T’y we get the following economy investment specific
1— 1 _ 1
growth rate which satisfies the BGP V; s = A, , Cr=D=) and Vig = At,gAt’SwP*l)“*a).
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Similarly, the green innovation sector de-trending reads as the following:

Npg = NgRDy s MO (3.135)

RD
Wiy = (1 - ng)MCfD’g Lgt’g (3.136)
MCEP® = Q. (3.137)

VVlth7 Nt,g = nt,gAt,g and Wt,g = wt,gAtg.
The abatement cost Z;, which is impacted by the level of green innovation in the

economy A, reads as:

Zy = 0, A P ui?Y; (3.138)

When de-trended, it reads as:
ZiVis = 011y (3.139)

where V; , = Ag‘"’g /T'; is the exogenous growth rate which acts to correct for the balanced
growth path such that 7;/ = Vi./Vi—1,.. Notice that for 3 = 1, we retrieve the same BGP
exogenous correcting growth rate V, .

The lump sum taxes T; grow at the growth rate of the economy I';:
gt = ty + T¢€E¢ (3140)

Moving now to the household’s maximization of utility problem, the de-trended lifetime

welfare maximization reads:

i [(Ceicrrs — hTiy e 1)t ° X o1
EtZﬁ [ 1—o 1 n gOF'}H Ltif (3-141)
=0
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Thus, rewriting the above equation by denoting 5 = 8(77)' 7 and hy, = k(7)) ™! we get:

>N (Cii — hicriioa)' ™7 X 1+
E g ! — L7 3.142

Moving now to the financial intermediaries, the de-trended balance sheet reads as:

Qt,egt,e =ny + by (3.143)

where the net worth n, = A]\Z’f grows at I[';, the debt to households b, = ABtt grows at Ay g,
29 29

and assets held by the bank (S, = A;,+ RD,,) grow at A; , and satisfy S’t,e = Sie/Ary =
1+ RD,,.

The de-trended retained earnings reads as:

ng = (%‘,/g)_l(Rt,th—l,egt—l,e) — Ribi—1) (3.144)

The value function de-trended value V,” = vP A, , reads as'°:

vP = maxE, {Z B (1 — QB)QE_InHHi} (3.145)

=1

136We note that T'Z is both stationnary as V,? = '2N;. In addition, as T'? is stationnary, ;, and v; are
also stationnary.
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In this thesis, we examine the macro-financial and distributional impacts of net-zero
environmental policies that aim for carbon neutrality by 2050.

In the first chapter, we assesses the marco-financial implications of setting an environ-
mental policy consistent with the net-zero target using a cap system. We incorporate a
climate dynamics framework into the business cycle macro-finance framework. The model
includes both endogenously-constrained financial intermediaries, heterogeneous firms, and
climate dynamics. Using this framework, we examine the implications of setting a carbon
cap (i.e. a sub-optimal policy) with respect to the social cost of carbon (i.e. the first best).
We find that a price of about 350 euro per ton of carbon is needed to be aligned with
the net-zero target. However, such implicit carbon price induces two inefficiencies. The
first inefficiency is linked to the need for an increasingly higher price of carbon (compared
to the optimal price) in order to meet EU targets. This decoupling generates a growing
welfare loss. The second inefficiency is related to climate-related financial risk, which can
be addressed through a green macroprudential policy. To address these inefficiencies, we
propose a green macroprudential policy that favors the green sector. This policy is efficient
in partially offsetting the welfare loss while reaching emission targets and allows regulators
to address climate-related financial risk.

In the second chapter, we expand our investigation and look further at the welfare and
potential distributional impacts that households could be subjected to during the transi-

tion to a net-zero economy. To do so, we provide a macro framework with heterogeneous
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agents and climate dynamics in order to study the effects of the transition to a low-carbon
economy on household income and wealth distributions. We first show that carbon price
shocks impact households asymmetrically depending on their level of income. Specifically,
the bottom 50 percent income level households see their consumption fall, while a posi-
tive shock on the price of carbon tends to momentarily increase consumption for the top
50 percent income level households. The main finding of this paper suggest that while
the transition to net-zero is a necessary step toward a long-run sustainable economy, it
induces changes in the distribution of income and wealth that could potentially lead to
social unrest. Public authorities need to monitor the impact of large-scale environmental
policies on different types of households (especially financially-constrained households), if
the transition is to be successful. With this perspective, targeted redistribution of carbon
revenues could be a major tool in government strategies. We note that, although fiscal
transfers are able to offset some of the unequal impacts of carbon pricing, the medium/long
run effect cannot be addressed solely by redistributing carbon revenues. Additionally, the
need for cheaper abatement technologies remains key to a low (social) cost transtion.

In the third chapter, we study the impacts of fiscal environmental policies and long-
term bank lending on green innovation. After empirically establishing that both policies
play an important and significant role in boosting green innovation, we then develop a
dynamic general equilibrium model to assess the role fiscal and macro-financial policies
can play in the long-run. This model incorporates both endogenous green innovation
growth and financial intermediaries to quantitatively estimate trends on output and green
innovation. Using this framework, we estimate the macro trends on output and green
innovation, before turning to assessing the role fiscal subsidies and financial policy could
play in boosting green innovation. We show that these two policies positively contribute to
trend growth in green innovation. We show that financial policy aimed at boosting green
loans could achieve the same objective as fiscal subsidies, thus providing a more flexibly

to fiscal authorities in their revenue management (e.g. redistributing carbon revenues to

households).
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RESUME

Dans cette thése, nous fournissons des cadres théoriques pour étudier les implications de la transition verte sur la
macroéconomie et la stabilité financiére, les distributions de revenus/richesse, et I'innovation verte. Nous utilisons ces
cadres novateurs pour évaluer comment différentes politiques (par exemple fiscales, macro-financiéres) pourraient étre
utilisées dans les stratégies de mitigation du changement climatique.

Nous étudions d’abord les inefficacités du marché des permis carbone ou i) le niveau du prix du carbone requis pour
atteindre les objectifs climatiques implique une perte de bien-étre qui peut étre mitigée par la mise en place de pondéra-
tions sectorielles dans les exigences de fonds propres des banques favorables aux secteurs a mpins forte intensité de
carbone, ce qui atténue également le risque climatique physique dans I'économie, et ii) la conception d’'une politique
de plafonnement et d’échange implique une incertitude sur le prix du carbone qui entraine une volatilité des primes de
risque qui peut étre compensée suivant des régles d’assouplissement quantitatif. Deuxi€mement, nous étudions les im-
pacts distributifs de la mise en ceuvre de I'objectif de zéro émission aux Etats-Unis & I'horizon 2050. Nous modélisons
une économie de ménages hétérogene et montrons que la politique du net-zéro 2050 améliore le bien-étre a long terme,
mais induit des colts de distribution a court/moyen terme. Nous montrons ensuite comment la distribution des revenus
de la politique carbone pourrait partiellement compenser les pertes de consommation et faciliter la transition vers le zéro
carbone. Troisiemement, nous fournissons une motivation empirique sur le réle important que jouent le prix du carbone
et les préts financiers dans le pilotage de I'innovation verte. Nous montrons ensuite, a I'aide d’'un modele de croissance
endogéne, comment une politique macrofinanciére visant a augmenter les préts verts a long terme peut jouer un réle
similaire dans la stimulation de l'innovation verte (comme le font les subventions fiscales) et la baisse des prix du car-
bone, allégeant ainsi le fardeau des entreprises lié a la hausse du prix du carbone et permettant en méme temps plus de
flexibilité aux autorités fiscales dans leur gestion des revenus (par exemple, en redistribuant les revenus du carbone aux
ménages).
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ABSTRACT

In this dissertation, we provide frameworks to investigate the implications of the green transition on the macroeconomy
and financial stability, income/wealth distributions, and green innovation. We use these novel frameworks to assess how
different policies (e.g. fiscal, macro-financial) could be utilized in climate change mitigation strategies.

We first study the inefficiencies of a market for carbon permits where i) the level of carbon price required to achieve
climate goals imply a loss in welfare that can be mitigated through the implementation of sector-specific weights in the
capital requirements of banks favorable to less carbon intensive sectors, which also mitigates the climate physical risk
in the economy, and ii) the design of a cap and trade policy implies uncertainty on the price of carbon that leads to
volatility in risk premia that can be offset by means of quantitative easing rules. Second, we investigate the distributional
impacts of implementing the net-zero emissions target in the U.S. for the 2050 horizon. We model a heterogeneous
household economy and show that 2050 net-zero policy is welfare enhancing in the long run, but induces short/medium-
run distributional costs. We then show how distributing revenue from the carbon policy could partially offset consumption
losses and smooth the net-zero transition. Third, we provide empirical motivation on the significant role carbon price and
financial loans play in steering green innovation. We then show using an endogenous growth model how macro-financial
policy aiming to increase long-term green loans can play a similar role in boosting green innovation (as do fiscal subsidies)
and lowering carbon prices, thus easing the burden on firms related to the rise in the carbon price and providing more
flexibly to fiscal authorities in their revenue management (e.g. redistributing carbon revenues to households).
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