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1 Introduction

Economists have been forceful advocates of the use of economic instruments, such as environ-
mental taxes, to control the emission of greenhouse gasses in the atmosphere, see, for recent,
examples Stern (2007), International Monetary Fund (2008) and Fullerton et al. (2010). Pigou
(1920) taught us that the optimal tax on externality-generating goods should be equal to the
marginal external damage from the consumption of that good. However, the optimality of the
Pigouvian tax has been challenged by the analysis of second-best. In particular, setting the
corrective tax at the Pigouvian level is no longer guaranteed to be optimal in the presence of
distortionary taxes.!

The optimal corrective tax should be equal to the marginal external damage divided by the
marginal cost of public funds — as long as uniform commodity taxes are optimal in the absence
of externalities.? Providing a better environmental quality is more costly if larger public revenue
requirements result in greater labor-tax distortions. The reason is that, it is not optimal, from
a revenue-raising perspective, to distort the composition of consumption with pollution taxes,
even if tax revenues are recycled in the form of lower tax rates on labor income. By distorting
the composition of consumption, environmental taxes exacerbate pre-existing distortions of the
labor tax in the labor market. Bovenberg and de Mooij (1994) thus conclude “... In the presence
of preexisting distortionary taxes, the optimal pollution tax typically lies below the Pigouvian
tax, which fully internalizes the marginal social damage from pollution. Intuitively, the collective
good of environmental quality directly competes with other collective goods. Hence, the marginal
costs of environmental policy rise with the marginal cost of public funds” (p. 1085).

This paper argues that these second-best results are flawed. The main problem in the
literature is that second-best corrective taxes are analyzed in Ramsey-type models assuming a
representative agent. Some exceptions are discussed below. Only by artificially ruling out lump-
sum taxes does the optimal tax problem become second-best in nature. Often, this assumption
is justified by referring to distributional issues that are associated with levying lump-sum taxes.
If every agent is identical, however, there is no distributional problem and no economic reason
why lump-sum taxes should not be feasible in such settings.

The analysis in this paper explicitly incorporates redistributional concerns by allowing for
heterogenous agents. Agents differ in their earnings ability, which is private information. This
paper thereby extends the analyses of Mirrlees (1971) and Atkinson and Stiglitz (1976) with
externalities in the consumption of certain commodities. Individualized lump-sum taxes are
not feasible, as the government can observe neither individual earnings ability nor labor effort.

Informational constraints thus impose limits on the redistributive powers of the government.

'Research on environmental taxes in second-best settings is discussed and summarized in Goulder (1995),
Fullerton and Metcalf (1998), Bovenberg (1999), Sandmo (2000), Goulder and Bovenberg (2002), and Fullerton
et al. (2010).

2Commodity taxes should optimally be differentiated for non-environmental reasons if some commodities are
more complementary to leisure than others. Setting higher taxes on goods that are complementary to leisure
alleviates tax distortions on labor supply, cf. Corlett and Hague (1953) and Atkinson and Stiglitz (1976).
Sandmo (1975) and Bovenberg and van der Ploeg (1994b) demonstrate that for general utility functions the
optimal environmental tax is a weighted average of a Pigouvian term and a Corrlett—Hague term. With weak
separability of labor from other commodities in the utility function, and homothetic sub-utility over commodities,
optimal commodity taxes should not be differentiated for non-environmental reasons, so that the Corlett—Hague
term vanishes, see Bovenberg and van der Ploeg (1994b).



The government therefore needs to resort to taxing observable labor income and commodity
demand in order to achieve its redistributive goals. Tax distortions thus arise endogenously
from the redistributive preferences of the government. Nevertheless, the government can always
employ non-distortionary, non-individualized lump-sum taxes. Intuitively, non-individualized
lump-sum taxes are always incentive-compatible, and should therefore be part of the instrument
set of the government. Hence, in the absence of any distributional concerns, the government
relies exclusively on this non-distortionary source of finance to meet its revenue requirements.

This paper explores whether the optimal environmental tax should be modified in the second-
best compared to the first-best Pigouvian tax, which perfectly internalizes all externalities. It
also analyzes how the optimal provision of environmental quality deviates from its first-best
rule in second-best settings. The main result of this paper is that the rules for the optimal
second-best environmental tax and the optimal provision of environmental quality should not
be corrected for the marginal cost of public funds. Consequently, optimal corrective taxes
should not be lowered if public resources are scarcer due to a higher level of labor-income
taxation. In the optimal tax system, the marginal cost of public funds equals one also in the
second-best. Taxes are distortionary, but in the optimal tax system the deadweight losses are
exactly offset by the welfare gains of a more equal welfare distribution. The finding that the
marginal cost of public funds equals one is a statement about the optimality of the tax system.
At the optimum, the marginal unit of tax revenue should be valued equally by the government
and the private sector. Thus, a better environmental quality no longer competes with other
public goods. Consequently, models that assume a representative agent produce misleading
conclusions regarding the desirability of corrective taxes because they ignore the distributional
gains associated with distortionary taxes.

This analysis, furthermore, derives the optimal second-best corrective tax, — what is referred
to as the ‘modified Pigouvian tax’ — which contains some modifications in comparison with the
first-best Pigouvian corrective tax. By allowing for general preference structures, which would
imply differentiated commodity taxes in the absence of externalities, the analysis demonstrates
that if environmental taxes alleviate (exacerbate) labor-market distortions, then optimal envi-
ronmental taxes should be set higher (lower) for non-environmental concerns. Moreover, when
the income tax is restricted to be linear, the tax on polluting consumption should optimally be
used for redistributional reasons alongside the income tax. In particular, if the polluting com-
modity is consumed relatively more by the rich (poor), then the optimal tax on the polluting
commodity should be higher (lower). This redistributive role of environmental policy disappears
if the government has access to a non-linear income tax.?

Optimal non-linear pollution taxes are derived alongside the optimal non-linear income tax
so as to explore the conditions under which a flat-rate pollution tax is optimal. It is shown that
flat pollution taxes are indeed optimal and equal to the Pigouvian tax under two relatively mild
conditions. First, the social marginal damage of consuming one unit of the polluting consumption
good should be constant across individuals. And, second, preferences of individuals should be

weakly separable between commodities and labor supply.

3This result depends on the assumption that preferences are identical — an assumption that is made throughout
the paper. Saez (2002) shows that when there is preference heterogeneity in the demand for commodities, higher
taxes are levied on commodities for which the skilled have a higher marginal willingness to pay.



Finally, the analysis derives exact conditions on the utility structure that ensure that the
optimal second-best environmental tax equals the first-best Pigouvian tax. In particular, when
non-linear policy instruments are available, labor and commodities should be weakly separable in
utility. However, when only linear tax instruments are available, then not only weak separability
is required, but also linear Engel curves in the demand for dirty commodities (homotheticity
in utility over dirty and clean consumption goods), and the absence of income effects (quasi-
linearity of utility). This latter case most clearly demonstrates the importance of distributional
concerns to motivate tax distortions. While satisfying the conditions for the absence of Corlett—
Hague motives, the optimal corrective tax no longer contains a correction for the marginal cost
of public funds, as in Bovenberg and van der Ploeg (1994b), even though taxes are distortionary.

The rest of this paper is organized as follows. The next section discusses how this paper
relates to the literature. Section 3 describes the model. Section 4 derives the optimal tax system
under linear policy instruments. Section 5 does the same under non-linear instruments. Section
6 derives the policy implications from the analysis, and Section 7 concludes. The Appendix

contains some technical derivations.

2 Relation to the literature

This paper is related to three strands of literature. First, it is the optimal-tax complement to
Kaplow (2006), where the income tax is not necessarily optimized. Kaplow (2006) shows that
tax distortions arising from the income tax need not play a role in the second-best policy rule for
the optimal corrective tax if the government can design benefit-absorbing changes in the non-
linear income tax schedule that perfectly neutralize the distributional impact of environmental
taxes. By assuming weakly separable preferences between labor supply and other commodities,
such a benefit-absorbing tax change does not generate incentive effects on labor supply, see
also Laroque (2005), Gahvari (2006) and Jacobs (2009). Hence, the benefit-absorbing change
in the tax schedule perfectly imitates a pure benefit tax, so that neither labor tax distortions
nor distributional effects should affect the modified Pigouvian tax.* In contrast, this paper
derives explicit expressions for optimal environmental and income taxes. If preferences are
weakly separable, then the optimal second-best environmental tax is shown to correspond to the
Pigouvian tax, even without adjusting the tax schedule to neutralize the distributional impact
of the environmental tax. In addition, this paper derives the optimal tax structure under linear
instruments, which is not explored by Kaplow. Optimal environmental taxes and environmental
quality should then take into account also their impacts on the income distribution. Finally,
the nature of non-separabilities in preferences for optimal environmental policies in second-best
is analytically explored. With non-separable preferences, benefit-absorbing changes in the tax
schedule generally affect labor-supply incentives (see also Laroque (2005) and Jacobs (2009)).
It is shown that the optimal second-best environmental tax then deviates from the first-best
Pigouvian tax.

Second, this paper contributes to the analysis of Pirttila (2000). By adopting the private

“Kaplow (2006) is related to the arguments provided in Kaplow (1996), Kaplow (2004), Laroque (2005) and
Gauthier and Laroque (2009), who analyze distortionary taxation and optimal public goods provision (rather
than externalities).



marginal value of income as an approximation to the social marginal value of income, Pirttila
(2000) finds that the optimal environmental tax should be corrected for the marginal cost of
public funds. Following Jacobs (2010), this paper uses a different and economically more ap-
pealing definition for the marginal cost of public funds, which is based on the social marginal
value of income of Diamond (1975). It is demonstrated that the marginal cost of public funds
should not play a role in the optimal second-best policy rules for corrective taxes. Moreover,
this paper derives not only clear-cut analytical characterizations for optimal linear income and
corrective taxes are derived, but also the conditions are derived under which the optimal linear
corrective tax corresponds to the first-best Pigouvian tax in the second-best.

Third, the analysis of this paper generalizes Pirttila and Tuomala (1997), Cremer et al.
(1998), and Micheletto (2008). These authors also extend the analysis of Mirrlees (1971) and
Atkinson and Stiglitz (1976) with externalities by exploring the properties of optimal tax rules
with respect to the preferences of individuals.® However, these authors restrict the pollution tax
to be linear, whereas this paper allows for optimal non-linear pollution taxes. The extension to
non-linear pollution taxes requires that the government is able to verify individual consumption
levels of polluting goods. For many consumption goods this assumption could be difficult to
justify. However, for a number of important polluting goods it is, in fact, feasible to levy non-
linear taxes. A real-world example can be found in the Netherlands where the government levies
a non-linear energy tax based on individual energy consumption (i.e., electricity and gas).® It is
demonstrated that the optimal non-linear pollution tax is a flat-rate tax as long as preferences are
weakly separable between labor and consumption of polluting and non-polluting goods and the
marginal social damage of pollution is constant across individuals. These conditions appear to be
rather weak. Furthermore, Pirttild and Tuomala (1997), Cremer et al. (1998), and Micheletto
(2008) include all incentive compatibility constraints as separate constraints to the optimal
tax problem, which makes it rather difficult to analytically derive general properties of optimal
environmental tax schedules. In contrast, this paper obtains explicit and simple second-best non-
linear decision rules in terms of behavioral elasticities, which can be estimated from observed

behavior.

3 Model

This paper employs a static model that consists of heterogeneous individuals and a government.
Individuals maximize utility by supplying labor and consuming non-polluting (‘clean’) and pol-
luting (‘dirty’) commodities. The government maximizes social welfare by setting income and

commodity taxes on the dirty good. Without loss of generality, a partial equilibrium setting

SCremer et al. (1998) assume that environmental quality is separable from other commodities. This paper
allows environmental quality to directly enter utility functions without imposing any form of separability, like in
Pirttild and Tuomala (1997).

5In 2010, the Dutch government levies a graduated tax of 0.1629 euro/m® for gas use below 5000 m® per year
until 0.0116 euro/m3 for non-business users using more than 10,000,000 m® of gas per year. Similarly, there is
a tax of 0.1114 euro/kWh on electricity use below 10,000 kWh, which declines to 0.0010 euro for non-businesses
using more than 10,000,000 kWh per year. Moreover, there a tax credit of 318 euro for electricity, see Dutch
Ministry of Finance (2010).



is assumed in which prices are fixed.” The model is introduced under the assumption of linear
policy instruments. Formally, the informational assumptions for this instrument set are that
the government is able to observe aggregate labor incomes and aggregate consumption of dirty
goods. Later, this assumption is dropped by allowing for non-linear instruments, which require

observability of labor earnings and consumption of dirty goods at the individual level.

3.1 Households

There is a total mass of individuals equal to N. Individuals may differ by a one-dimensional
parameter n € N’ = [n,7]. n is used to denote the individual’s earning ability (‘skill level’). All
labor types are assumed to be perfect substitutes in aggregate production. As a result, the wage
rate per efficiency unit of skill is constant and normalized to unity. The density of individual
types with index n is denoted by f(n) and the cumulative distribution function by F(n). All
individual-specific variables are indexed with subscript n.

Each individual n derives utility from non-polluting commodities ¢,, polluting commodi-
ties gn, and a better environmental quality FE. In addition, the individual derives disutility
from supplying labor [,,. The utility function wu,, is strictly quasi-concave and identical across

individuals:
Up = u(cnuqnulnaE)v UC,Uq,—Ul,UE > 07 uc&”llu“qqa“EE < O) vn (]-)

The subscripts refer to the argument of differentiation, except where the subscript denotes ability
n. All goods are assumed to be non-inferior. It is assumed that the utility function satisfies the
single-crossing conditions, which are needed to implement non-linear taxes, see also section 5
and the Appendix. In addition, we assume that the marginal utility of income is decreasing.®
However, no further structure on the cross derivatives of the utility function is imposed. Hence,
this utility specification allows for general cross-substitution patterns between consumption of
clean and dirty goods, labor supply and environmental quality.

Households spend their net labor earnings and government transfers on consumption of clean
and dirty goods. Gross labor earnings nl,, are subject to tax rate ¢, polluting goods g,, are subject
to tax rate 7, and individuals receive a non-individualized lump-sum transfer 7". The individual

budget constraint therefore reads as follows:
ecn+(1+7)gn =1 —t)nl,+T, Vn. (2)

Given the presumed absence of non-labor incomes, the tax on the clean commodity is re-

dundant, and, therefore, set to zero.” Each individual maximizes utility subject to the budget

" Almost all of the papers in the literature fix the marginal rates of transformation between all commodities at
one. Hence, all prices are constant, and allowing for general equilibrium provides no additional insights, see e.g.,
Bovenberg and de Mooij (1994) and Bovenberg and van der Ploeg (1994b). Moreover, the partial equilibrium
results fully generalize to general equilibrium settings with non-constant prices, since optimal second-best tax
rules in general equilibrium are identical to the ones in partial equilibrium as long as there are constant returns
to scale in production and all labor types are perfect substitutes, see also Diamond and Mirrlees (1971).

8This requires the utility function to display decreasing returns to scale in all its arguments.

9Fullerton (1997) shows that the alternative normalization with a zero labor tax raises the optimal commodity
taxes on clean and dirty consumption in a uniform way (which is equivalent to an income tax).



constraint. Households take environmental quality E as given when deciding on their consump-
tion plans. Consumption of dirty commodities causes a classical negative externality in a manner
that is delineated below.

Optimal choices of labor and consumption are governed by the following first-order condi-

tions: 10
=1 —-tn, Vn, (3)
Uc
e R Y (4)
Uce

The marginal rate of substitution between labor and consumption in equation (3) equals the
net wage rate. A larger tax rate on labor earnings induces substitution towards leisure. This is
distortionary, since the tax drives a wedge between the social marginal benefit and the private
marginal benefit of an hour of work effort. According to equation (4), the individual optimally
decides upon the allocation of resources between dirty and clean consumption goods. A higher
tax on dirty goods harms non-environmental welfare by distorting the optimal composition of
consumption as a result of substitution towards the consumption of clean commodities.

The indirect utility function is designated by v, (T,t,7,E) = u (én,én,in,E>, Vn, where

hats denote optimized values of each commodity and labor supply. Application of Roy’s lemma

produces the following derivatives of the indirect utility function: %L:,’f = A\, %Lt" = —Apnly,
%LT" = —Anqn, and %L];l = An 3, Vn, where A, stands for the private marginal utility of income.

3.2 Environmental quality
Environmental quality (F) is modeled as a pure public good. In particular, environmental
quality is specified as a linear function of aggregate consumption of dirty goods:

EEEO—QN/ gndF(n), a>0, (5)
N

where E denotes the exogenously given initial stock of environmental quality. The linearity of
the specification for environmental quality is without loss of generality, since the utility function
features diminishing marginal utility of environmental quality. The latter assumption ensures
increasing social marginal damage from pollution. Alternatively, one can also interpret equation

(5) as the production technology of environmental quality.

3.3 Government

The government maximizes a Samuelson-Bergson social welfare function, which is a concave sum

of individual utilities:
N / U (uy) dF(n), O (un) >0, W (uy) <0, (6)
N

If ¥/ (uy,) = 1, the social welfare function is utilitarian. If ¥’ (u,) = 0, except for the lowest skill

level, the social welfare function is Rawlsian.

108trict quasi-concavity of the utility function ensures that second-order conditions for a maximum are fulfilled.



Total tax revenues from the labor income tax and the dirt tax should be equal to total
outlays on non-individualized transfers NT', and an exogenous revenue requirement to finance

public goods R:
N/ (tnly, + 7¢n) dF(n) = NT + R. (7)
N

4 Optimal linear taxation

The Lagrangian for maximizing social welfare is given by (where the whole expression has been

divided by the population size N to save on notation):

o £ = /N U (v, (T, 7, B)) dF(n) (8)
+7 (/N (tnly + 7g,) dF(n) — T — ff) — (E ;VEO + oz/NqndF(n)> ,

where the Lagrange multiplier 7 denotes the marginal social value of public resources and the

Lagrange multiplier p denotes the marginal social cost per capita (measured in social welfare
units) of providing a better environmental quality E.

The optimization program (8) is solved for the optimal linear taxes on labor income and the
optimal tax on polluting goods. Moreover, environmental quality E is employed as a separate

control variable for the government. The first-order conditions for an optimal allocation are

given by:
%: /N [\w 77~I—77tnng + (7 — ap) (z(i,?]dF (n) =0, ©)
‘Z:/N[ nl, W'\, + nnly, +77tn88l+(nT—au)8§:]dF(n)=07 (10)
gfz/j\/[ T W +nqn+ntngi+(n7—au) 88%} dF(n) =0, (1)
% =/ [szllll)\nu+77tnglE,+( T —ajp) gqg] dF(n) =0, (12)

where the derivatives of the indirect utility function are used in each expression.!!

In the rest of this section, the optimal income tax, the optimal environmental tax, and the
optimal provision of environmental quality are derived by employing the Slutsky equations for

labor supply, the demand for the dirty commodity, and the demand for environmental quality:

N _ Oy 1 Ol Oan _ O4n 1 Ogn Oy _ Oy _ [ Oy Oqn _ 94y _ , Oqn Oln _ Ol | up dly
ot — ot anaTv ot — ot ngry or — or Ior:or = or Inor: OE T 9E T w. 0T
and aq" = a‘% + 22 ‘9‘1” To compute the income effect of the change in environmental quality,

the property has been used that £ measures the marginal change in (virtual) income when

environmental quality improves by one unit, see Wildasin (1984).

1YWe always assume that the solution to the optimal tax problem is interior and that second-order conditions
are met.



4.1 Marginal cost of public funds

The marginal cost of public funds (M CF) is defined as the ratio between social marginal value of
one unit of public income (1) and the average of the social marginal value of one unit of private
income. The traditional literature on the marginal cost of public funds generally takes ¥')\,, as a
measure for the social marginal value of private income of individual n (see, for example, Pirttila
(2000)). Consequently, the traditional measure for the marginal cost of public funds is defined
as MCF =n/\, where \ = S W' AndF(n). Jacobs (2009) and Jacobs (2010) demonstrate that
this traditional definition of the marginal cost of public funds suffers from three major defects.

First, the traditional marginal cost of public funds for lump-sum taxes is generally not equal
to one. In particular, a higher lump-sum tax stimulates labor supply if leisure is a normal good.
Hence, if labor income is taxed at a positive rate, a larger lump-sum tax raises revenues from
the income tax. Consequently, under the standard definition, the marginal cost of public funds
for the lump-sum tax is smaller than one (cf. Wilson (1991) and Sandmo (1998)).

Second, the marginal cost of public funds for the distortionary labor income tax is not directly
related to the excess burden of the tax. The marginal cost of public funds measure increases in
the uncompensated wage elasticity of labor supply, which does not fully reflect the distortionary
impact of the tax, due to the presence of income effects. Indeed, the marginal cost of public
funds of the distortionary tax could even be smaller than one if there is a backward-bending
labor-supply curve, cf. Atkinson and Stern (1974) and Ballard and Fullerton (1992).

Third, the marginal cost of public funds is highly sensitive to the normalization of the tax
system. Jacobs (2010) shows that, for identical allocations, the marginal cost of public funds
for the lump-sum tax switches from a number smaller than one to a number larger than one
if consumption is taxed instead of income. The reason is that if consumption is a normal
good, a higher lump-sum tax reduces tax revenues from consumption taxes. Moreover, the
marginal cost of public funds for the consumption tax is unambiguously larger than one, since
the uncompensated elasticity of consumption demand is always negative. Intuitively, income and
substitution effects of consumption taxes reinforce each other. Thus, at identical allocations,
the marginal cost of public funds of a consumption tax is always larger than the marginal cost
of public funds of an income tax.

These findings point to a problematic concept of the marginal cost of public funds, which
renders its usefulness for both theory and applied analysis doubtful. Nevertheless, these problems
disappear if the income effects on taxed bases and environmental welfare are included in the
definition for the marginal social value of private income. Intuitively, the social value of a
marginal unit of private income should capture all effects of transferring a marginal unit of
resources from the public to the private sector. Thus, as Diamond (1975) proposes, the indirect
(income) effects of lump-sum taxes on taxed bases should be included in the social value of

private income, and not only the direct effect on private utility (¥/)\,,).

Definition 1 The social marginal value of transferring a marginal unit of income to individual

n is defined as
aly, Oqn
* p— / —_ — —_—
A, =UN, + 771511a + (nT — ap) T (13)

! gives the net increase in social welfare (measured in social utils) of transferring a marginal



unit of resources to person n. Note that A\’ consists of four elements. First, when the individual
receives a marginal unit of income his private welfare rises by A,, and social welfare thus increases
by W’'\,. This is the traditional measure of the social value of private income. Second, an
individual receiving a marginal unit of income reduces labor supply as long as leisure is a normal
good. If labor income is taxed (¢ > 0), lower labor supply reduces tax revenues. This results
in a reduction of social welfare by ntn%. Third, by receiving a marginal unit of income, the
individual will consume more dirty commodities if the dirty commodity is a normal good. If
dirty commodities are taxed (7 > 0), the government receives more revenues, and social welfare
expands by 7]7'%%’1. Finally, the social value of a unit of private income should subtract the
value of the larger environmental damage arising from a larger demand for dirty commodities,
as represented by a,u%iT”.

The definition of the marginal cost of public funds is thus given by the following:
Definition 2 MCF = n/X*, where \* = [\, XdF(n).

Armed with the Diamond (1975) definition of the social marginal value of income, the first

main result of the paper can be established:

Proposition 1 The marginal cost of public funds in the optimal linear tax system is equal to
one:

MCF =1. (14)

Proof. Substituting definition 2 for M CF in the first-order condition of the lump-sum transfer
in equation (9) yields the result. m

The government thus sets the average resource cost of the lump-sum transfer (unity) equal
to the average social welfare gain expressed in monetary units of the transfer: A\* /. This result
demonstrates that representative-agent models, which yield a marginal cost of public funds
larger than one, need reconsideration. Allowing for redistributional concerns has two important
consequences. First, at the margin, the government always has access to a non-distortionary
source of finance. This source of finance is arbitrarily ruled out in representative-agent models.
However, by allowing for a non-distortionary marginal source of finance, the marginal cost
of public funds for this instrument is one in the optimal tax system. Second, all other tax
instruments must then have a marginal cost of public funds equal to one as well, since an
optimal tax system equates the marginal cost of public funds across all instruments. As a result,
the marginal excess burden of distortionary taxes should be exactly compensated by the social

marginal benefits of redistribution or a higher environmental quality, see below.

4.2 Optimal income tax

To derive the optimal income tax from equation (10), the Feldstein (1972) distributional cha-

racteristic of the labor income tax base is introduced.

Definition 3 The distributional characteristic of labor income is

Sy AnnlndF(n)

G=1- I ModF(n) [y nlodF(n)

> 0. (15)

10



& corresponds to the normalized covariance of earnings of individual n (nl,), and the net
social welfare weight \¥ of individual n. & measures the marginal gain in social welfare (in
monetary equivalents), expressed as a percentage of taxed labor income, of raising revenue via
the tax on labor income. The distributional characteristic is positive because the covariance
between labor earnings and welfare weights is negative.'? Individuals with higher incomes fea-
ture lower welfare weights because of diminishing social marginal utility of income. This is
caused by diminishing private marginal utility of income and the concavity of the social welfare
function. A positive distributional characteristic & therefore implies that taxing labor income
yields distributional benefits. A stronger social preference for redistribution increases the distri-
butional characteristic. Similarly, more pre-tax inequality in labor earnings raises the demand
for redistribution. A zero distributional characteristic is obtained either if the government is not
interested in redistribution and attaches the same welfare weight A} to all n, or if taxable income
nl, is the same for all n so that there is no inequality. The distributional characteristic reaches
a maximum of one with the strongest possible distributional concerns, i.e., if the government
has Rawlsian social preferences.

The compensated elasticities of labor supply and dirty consumption with respect to the
labor tax rate are defined as ¢ = %Lfll—;t < 0 and e = %{1%. The direct tax elasticity
of labor supply €;; is unambiguously negative, i.e., higher taxes reduce labor supply due to
substituting leisure for consumption. The cross-tax elasticity of dirty consumption cannot be
signed unambiguously'®. If dirty consumption is complementary to leisure, higher income taxes

will stimulate dirty consumption, i.e., 4 > 0. If dirty consumption is a substitute for leisure,

income taxes will reduce dirty consumption, i.e., g4 < 0.'4 Further, v, = ((11:7)):[2 is defined
as the net expenditure share of dirty commodities in net labor income. Armed with these

definitions, the following proposition derives the optimal income tax.

Proposition 2 The optimal linear income tax satisfies

b= () + (H) () (16)

where €5 = UN 5xtnlndF(n)] U/\/ nlndF(n)]_1 is the income-weighted average of the elasticity

Ext, T =1,q.

Proof. Substituting the Slutsky equations and the distributional characteristic (15) into the
first-order condition for the income tax in equation (10), using the definitions for the elasticities
and rearranging the resulting equation yields the expression. m

% is the price of one unit of environmental quality. p is the social cost of reducing aggregate
dirty consumption by one unit. By dividing through 7, the marginal value of public resources,

this utility cost is converted into monetary equivalents. The ratio % can also be interpreted as

12Note that the covariance is negative only if the indirect income effect does not result in increasing welfare
weights Aj,. This possibility is assumed not to occur. At low tax rates, one can be sure that this holds true, see
also Kaplow (2008).

13The ambiguity in sign of this and all subsequently discussed cross-elasticities is formally derived in the
Appendix

14The text refers to Hicksian complements and substitutes, i.e., the signs of the cross-derivatives of the com-
pensated labor supply and consumption demand functions.
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the marginal rate of transformation of producing one unit of environmental quality per capita
(E/N). A reduction of aggregate dirty consumption by one unit improves the quality of the
environment by «. Hence, a% corresponds to the marginal external cost of one unit of aggregate
consumption of dirty commodities. The first-best Pigouvian tax thus equals a%.

The expression for the optimal linear income tax (16) demonstrates that the marginal dis-
tributional benefits of the income tax () are equated with the sum of the marginal deadweight

loss in labor supply —l%tsTt > 0 and the marginal deadweight loss in the demand for dirty

T—ak
%’ysqt. The labor tax rate increases with its redistributional benefits (larger &;).

goods —
It falls with the compensated labor supply elasticity (larger —zj;). If the demand for dirty goods
falls with a larger labor tax (74 < 0), the income tax helps to internalize the environmental
externality, and should be set higher as long as the dirt tax is below the Pigouvian tax (7 < a%).
However, if the dirt tax is above the Pigouvian tax (7 > a%), a higher income tax exacerbates
the non-environmental distortion in consumption and should be set lower as a result. If ¥, > 0,

the opposite reasoning holds.

4.3 Modified Pigouvian tax

To find the optimal tax on the externality-generating good, the first-order condition for the
dirt tax in equation (11) can be rewritten by introducing the Feldstein (1972)-distributional

characteristic of the dirty commodity:

Definition 4 The distributional characteristic of dirty goods consumption is

. f/\[ )‘ZQndFO?’)
f/\/’ ArdF fj\/ @ndF(n)’

& =1 (17)

Generally, this normalized covariance cannot be signed, since it depends on how the demand
for dirty commodities covaries with the social welfare weights. If individuals with a high ability
(low ability) consume relatively more from the dirty good, the distributional characteristic is
positive (negative), i.e., & > 0 (& < 0).

The compensated elasticities of labor supply and dirty commodities with respect to the
environmental tax are defined as ¢, = %% and g, = %1;—; < 0, respectively. Hence,
the direct tax elasticity of dirty consumption, €,4,, is unambiguously negative. However, the
cross-elasticity of labor supply cannot be signed unambiguously. If dirty consumption is com-
plementary to leisure, higher environmental taxes will encourage labor supply (g;; > 0), while if
dirty consumption is a substitute for leisure, environmental taxes will discourage labor supply

(517 < O).
Proposition 3 The optimal commodity tax satisfies

ot g (T_a%) Veqr
o (F) o () "

where § = U/\/ YnnlndF(n)] U/\/ nlndF(n)]fl, denotes the income-weighted average of vn, and

Eor = UN 5mnlndF(n)] UN nlndF(n)] U is the income-weighted average of the elasticity €.,
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r=1,q.

Proof. Substituting the Slutsky equations and the distributional characteristic (17) into the
first-order condition for the commodity tax in equation (11), using the definitions for the elas-
ticities and rearranging the resulting equation yields the expression. m

The expression for the optimal dirt tax in equation (18) equates the distributional benefits
of the dirt tax (&) on the left-hand side with the marginal deadweight losses of the dirt tax

on the right-hand side. The latter consist of the deadweight loss in labor supply ——ELTT and
—ak)
the deadweight loss in the demand of dirty goods w'yi‘” > (0. Hence, dirt taxes increase

if they serve well as a redistributive device, i.e., if dirty goods are mainly consumed by the
high-ability types (i.e., when &, is positive and large). Dirt taxes rise as well if the external cost
associated with environmental damage is large (i.e., oz% is large), and if the demand for dirty
consumption is not sensitive to the dirt tax (i.e., ¥é4r is small). The dirt tax may indirectly
affect labor supply, depending on the complementarity of dirty goods with leisure. Dirt taxes
should be set lower when dirty goods are complementary to work (—z;; > 0), but higher when
dirty goods are complementary to leisure (—&;; < 0). In analogy of the modified Samuelson rule
for the optimal provision of public goods Atkinson and Stern (1974), the optimal second-best

corrective tax from (18) is labeled as the modified Pigouvian tax.

4.4 Modified Samuelson rule for optimal environmental quality

Finally, the optimal provision of environmental quality is derived. The distributional characte-
ristic of the environmental quality E' is defined as the normalized covariance between the social

marginal value of private income A} and the marginal willingness to pay for the environment

Ug .
Ue *

Definition 5 The distributional characteristic of environmental quality is

[y “EX;dF (n)
[y “EdF(n) [y XydF(n)’

Se=1- (19)
If mainly high-ability (low-ability) types benefit from a better environmental quality, then
¢&r >0 ({g < 0). &g = 0 if environmental quality is distributionally neutral. In that case, social
welfare weights A} are equal across individuals, or all individuals share the same willingness to
pay for a better environment Z—f
The compensated cross-elasticities of labor supply and dirty consumption with respect to

. . 1 * . .
environmental quality are defined as gjp = gE"ZE and g,p = %LE”qE. If improvements in en-
n n

vironmental quality raise (reduce) compensated labor supply, ;g > 0 (g > 0) is obtained.
Similarly, if compensated demand for dirty commodities increases with a higher (lower) envi-

ronmental quality, e,z > 0 (¢4 > 0) is found.

Proposition 4 The modified Samuelson rule for the optimal provision of environmental quality

p ¢ T
(1—¢p) N/ “L4F(n nié Tt | g | e (20)

13

s given by




where § = (1 —t) [\, nlndF (n) /E measures the ratio of net labor income to environmental
quality, and e,5 = U/\/ smnlndF(n)] U/\/ nlndF(n)r1 denotes the income-weighted average of

the elasticity e,p, x =1,q.

Proof. Substituting the Slutsky equations and the distributional characteristic (19) into the
first-order condition for environmental quality in equation (12), using the definitions for the
elasticities and rearranging the resulting equation yields the expression. m

Equation (20) gives a modified Samuelson rule for the provision of the environmental public
good. The left-hand side of equation (20) indicates the benefits of a cleaner environment. It
is equal to the sum of the marginal rates of substitution between environmental quality and
consumption, i.e., the sum of the marginal willingness to pay for a cleaner environment. The
distributional characteristic of environmental quality deflates (inflates) the marginal benefits if
mainly the rich (poor) benefit from a better environmental quality, i.e., when {g > 0 ({g < 0).

The right-hand side of equation (20) gives the marginal cost of a cleaner environment. The
first term, %, can be interpreted as the marginal rate of transformation of producing one unit of
environmental quality. If environmental quality is more costly to produce in terms of reducing
the consumption of dirty goods, % increases. The second, and third terms on the right-hand
side of (20) reflect the direct impact of changes in the public good of environmental quality on,
respectively, labor supply and dirty consumption (cf. Atkinson and Stern (1974) and Jacobs
(2010) for ordinary public goods). If a better environmental quality reduces (increases) compen-
sated labor supply, i.e., &g < 0 (/g > 0), the marginal cost of providing a better environment
increases (decreases) as long as labor income is taxed. In that case, the government loses (gains)
tax revenues from the labor tax if the quality of the environment improves. Similarly, if a bet-
ter environment would reduce (increase) the compensated demand for dirty commodities, i.e.,
Yeqr < 0 (Fe4E > 0), the marginal cost of providing a better environment increases (decreases) if

environmental externalities are more (less) than fully internalized by the dirt tax, i.e., T—Oé% >0

(1 —al <0).

4.5 First-best

Note that in the absence of distributional concerns, the first-best policy rules for the environment

can be obtained.

Proposition 5 In the absence of distributional concerns, the marginal income tax rate is set to

zero (t =0). The optimal environmental tax T satisfies the first-best Pigouvian tax rate:
I
T=a-—. (21)
n
Moreover, the Pigouvian tax sustains a first-best level of environmental quality:

UE H
N [ —dF(n) =~—. 22
) = (22)

Proof. In the absence of distributional concerns, all distributional characteristics are zero
(& =& = &g = 0). Substitution in (16), (18) and (20) yields the results. m
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Equation (22) is the uncorrected Samuelson rule for environmental quality stating that the
sum of the marginal rates of substitution should be equal to the marginal rate of transformation
of providing a better environment. This proposition demonstrates most clearly that positive

marginal tax rates on labor income are introduced only to redistribute income.

4.6 Optimal tax structure

The optimal tax structure of income and environmental taxes can be solved as functions of the

elasticities and distributional terms.

Corollary 1 The optimal income tax and the optimal pollution tax are given by

Lo Cf) (23)
1-t —Eit — Veqt (_ET>
T—ak ”_qu*‘ﬁ(,%)
: 1= —<- (24)
T e - (ZE)
S
Proof. Solve equations (16) and (18) for % and Ha_r” .

Equations (23) and (24) give the optimal tax rates on labor and dirty consumption. The left-
hand side in equation (24) shows the environmental tax in deviation from its first-best Pigouvian
rate. Hence, the right-hand side of (24) reflects the non-environmental role of the environmental
tax.

To gain some intuition for these expressions, suppose that dirty consumption and labor are
neither relative substitutes nor relative complements, i.e., when compensated consumption de-
mand and labor supply are independent (74 = 0 and &; = 0). This requires a separable utility
function without income effects. In that case, the optimal tax rates are determined by the ratios
of a distributional term (respectively & and 4¢,;) and the compensated tax elasticity (respecti-
vely, —€;; and —7€4;). Thus, tax rates increase with distributional concerns and decrease with
the compensated elasticities. This is the standard trade-off between equity and efficiency, which
applies to both policy instruments.

The compensated cross-elasticities are generally not zero. This implies that two additional
terms determine optimal taxes. First, the second term in the denominators of both tax expres-

sions indicates whether the elasticity of the tax base of one tax instrument increases due to
=
—YEqr

between the demand for dirty commodities and labor supply. For example, ¥4 7iﬁ > 0 if

taxing dirty commodities reduces labor supply (g;; < 0), and taxing labor income reduces de-

employing the other tax instrument. —7gg ( ) in equation (23) captures the interaction

mand for dirty commodities (74 < 0). Therefore, the less distortionary dirt taxes for labor

supply are, the more the elasticity of the labor tax base decreases, and the higher optimal labor

taxes should be set. Similarly, —g;; (@) in equation (24) indicates whether the elasticity of

€t

the base of the dirt tax increases with labor-tax distortions. For example, g, (f%) > 0, if
the income tax lowers the demand for dirty commodities (7¢4 < 0), and the dirt tax reduces

labor supply (g, < 0), a higher dirt tax mitigates the distortion of the labor tax on dirty
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goods consumption, and dirt taxes should be set higher, accordingly. The signs of the cross-
elasticities are generally ambiguous. Consequently, cross-substitution effects could theoretically
either increase or decrease optimal tax rates on income or dirty consumption.

Second, the second term in the numerator of both tax expressions indicates whether one
tax instrument improves the equity-efficiency trade-off of employing the other tax instrument.
¢4
—Yeqr
the affluent (§, > 0), and income taxes reduce the demand of dirty commodities (74 < 0).

The term Y4 ( ) in equation (23) is negative if dirty commodities are consumed more by
Consequently, a higher labor tax worsens the trade-off between equity and efficiency of the dirt
tax. As a result, the dirt tax loses its redistributive power, and the income tax should be lowered.
The reverse reasoning holds for the case in which dirty commodities are consumed by the poor
(& < 0) or if income taxes increase the demand for dirty commodities (784 > 0). From the

numerator in equation (24) follows that dirt taxes improve the equity-efficiency trade-off for the
3

income tax if @7% > 0. If dirt taxes boost (reduce) labor supply, i.e., & > 0 (g7 < 0), then
it becomes more (less) attractive to fight inequality with the income tax.

Important to note is that in equation (24) there is no correction for the marginal cost of
public funds. The optimal second-best environmental tax requires a correction for distributional
concerns and interactions with labor supply, but not for pre-existing tax distortions. Intuitively,
in the optimal tax system, the deadweight loss of a distortionary labor tax is exactly offset by the
distributional gain of a more equal welfare distribution (or a better environmental quality). Since
the marginal cost of public funds equals one, the marginal unit of revenue is valued equally by the
government and the private sector. Hence, a better environmental quality no longer competes
with other public goods. This finding contrasts with models that assume a representative agent
(e.g. Sandmo (1975) and Bovenberg and van der Ploeg (1994b)). These models have emphasized
that the interactions of environmental taxes with preexisting tax distortions push the optimal
second-best pollution tax below its first-best level. This result also sheds a different light on
the findings by Pirttild (2000), who adopts the traditional concept for the social value of private
income. Using the Diamond measure for the social value of private income, the marginal cost of

public funds plays no role in the optimal rule for corrective taxes.

4.7 Conditions for first-best rules in second-best

A special case can be derived where the optimal environmental tax in the second-best equals

the first-best expression for the Pigouvian tax.

Proposition 6 If preferences are given by
Up =V (Cny qn) — b (ln) +T(E), v, Vg, h/a r'> 0,  Vee, Vgq, _h,/a I < 0, Vn, (25)

where v (.) denotes total real consumption from clean and dirty commodities, and v (.) is a linear

homogeneous sub-utility function over clean and dirty commodities, then the optimal income tax

_%t, the modified Pigouvian tax equals the first-best Pigouvian tax, T = a%,

is given by 14 =

and environmental quality follows the first-best Samuelson rule, Nf/\/ Z—de(n) = %

Proof. Marginal utility of income is constant, due to the homotheticity of v (.), which follows

%4 — 147 in the definition for \,, = u.. There-fore,

from substitution of the first-order condition -
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Z—f is constant, so that g = 0, cf. (19). Furthermore, ey = 7,61, which follows from totally
differentiating the first-order conditions (3), (4) and the utility function (1), and setting the
change in utility to zero in order to find the compensated elasticities. Finally, it can be derived
that [y, (1—A}) (11‘%;) gndF(n) = [, (1 = \) yanlp,dF(n), since (1(_1;5% is constant with
homothetic preferences and using the first-order condition for 7" from (9). Substitution of these
results in the first-order conditions — equations (16), (18) and (12) — proves the proposition. m

The preferences given in equation (25) are quasi-linear in total real consumption v (.), and in-
come effects in labor supply are absent. Due to the homotheticity of sub-utility v (.), taxing dirty
commodities has no distributional advantage over taxing labor income. Intuitively, consumption
of dirty commodities is proportional to labor income. Hence, taxing dirty goods at a higher rate
than the Pigouvian tax yields no distributional gains, but results in larger labor market distor-
tions by distorting the composition of consumption, thereby harming non-environmental welfare.
Hence, dirt taxes are not used for distributional reasons. Similarly, dirt taxes cannot be used to
alleviate the tax burden on labor, since both clean and dirty goods are equally complementary to
leisure. Thus, the consumption tax imposes the same distortions on labor supply as the income
tax, while it introduces additional distortions in the optimal composition of consumption. These
distortions can be avoided by not taxing dirty commodities at a different rate than the Pigouvian
rate.!® Naturally, optimal allocations differ between first-best and second-best settings.

This example most clearly illustrates why it is misleading to ignore distributional concerns in
second-best tax analysis. The assumptions on preferences in equation (25) are similar to those
in Bovenberg and van der Ploeg (1994b). They find that the optimal second-best Pigouvian
tax should be corrected for the marginal cost of funds. However, this paper shows that this

correction disappears in the presence of redistributional concerns.

5 Optimal non-linear environmental taxation

This section derives the optimal non-linear taxes on income and polluting consumption goods.
The government can observe only the total labor income of an individual, z, = nl,, but cannot
observe either labor supply [,,, or ability n. Therefore, individualized lump-sum taxes are ruled
out. Moreover, the government is assumed to be able to verify consumption of polluting goods
at the individual level. Hence, a non-linear commodity tax can be levied. The non-linear income
tax schedule is designated by T'(z,). The marginal tax rate is 7" (z,) = dT (z,) /dz,. The
non-linear tax on the dirty commodity is given by 7(g,), where 7/(¢,) = d7(¢,)/dg, stands
for the marginal commodity tax. The individual’s optimization problem is not affected, except
that non-linear marginal tax rates replace the linear ones in the first-order conditions for utility
maximization. The social welfare function remains identical as well.

To determine the non-linear policy schedules T'(.) and 7 (.), a standard mechanism-design
approach is employed. First, making use of the revelation principle, the optimal direct mecha-
nism is derived, which induces individuals to reveal their ability truthfully through self-selection.
This direct mechanism yields the optimal second-best allocation. Then, this allocation is de-

centralized as the outcome of a competitive equilibrium by employing the non-linear policy

15 A version of this utility function is employed by Jacobs and van der Ploeg (2010) in a dynamic framework
with stochastic environmental damages and the optimal setting of environmental and income taxes.
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instruments.
Any second-best allocation must satisfy the resource- and incentive-compatibility constraints.

The economy’s resource constraint is

N/N (z2n — € — qn) dF(n) = R. (26)

If the government maximizes social welfare subject to the resource constraint, and all individuals
respect their budget constraints, the government budget constraint is automatically satisfied by
Walras’ law.

Since n is not observable by the government, every bundle {¢;, gn, 2, } for individual n must
be such that individual n does not want to have another bundle {c;,Gm, 2} intended for
individual m # n. If utility is written as u(cn, qn, ln, E) = u(cn, @n, 2=, E) = U(cn, @n, 2n, £, 1),

then incentive compatibility requires
U(Cm(JmZnuEan) Z U(Cqum7zm7E7n)7 vm EN,V” GN (27>

By adopting the first-order approach, these incentive constraints can be replaced by a differential

equation on utility:1©
du(cnaQnalTnE) _ 7lnul(cn7QTL7lnaE) (28)
dn n ’

After integrating the incentive-compatibility constraint by parts, the Lagrangian for maximizing

social welfare can be formulated as
R
max L = / (\IJ (upn) +1n (nln —Cn— Qn — )) f(n)dn (29)
N N

{l'ru(Iny'Ufn»E}
E—E, In dby,
- U (0 + a/ qndF(n)> —i—/ <9nul — un> dn + Ozum — O, Uy,
N N N n dn -

where 6, is the Lagrangian multiplier associated with the differential equation for utility (28).
Intuitively, 6,, equals the marginal increase in social welfare of redistributing one unit of income
from individuals above n to individuals below n. 7 is the Lagrangian multiplier on the economy’s
resource constraint. As before, n measures the marginal social value of public resources. The

transversality conditions for this control problem are given by

lim 6, =0, lim 6, =0. (30)

n—n n—n

16This is a valid procedure only if second-order conditions for utility maximisation are fulfilled at the optimum
d=U=/Ue) g HUq/Ue)
dn ’ dn

decreasing gross incomes and consumption of dirty goods with skill n at the optimal allocation (% >0, cfiq—; >0),
see Appendix for a formal proof. In the remainder it is assumed that these conditions are always met.

allocation. This requires single-crossing of the utility function ( > 0) and strictly non-
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5.1 Optimal redistribution

Proposition 7 The optimal non-linear income tax is given by

"(z é nn
Ty - Wef (31)
1 n / Up, m suge (.
- <;;<;3>“”(')A (g~ e |-l smam, o

-1 -1
where €, = (M — M) = (%W) > 0 is the compensated labor-supply elasticity.

uy Uc

Proof. The first-order condition of (29) with respect to I, is

oL de, 0,y loug  lpue dep
— S — 1 ETH
o, 77(” dl,, quE> fm =2\ T i,

=0, Vn. (32)
q,u,E

Totally differentiating the utility function at constant dirty goods consumption, utility and

environmental quality, and substituting the result in the first-order condition for labor supply

: de 7]
ields S$» ===
Y din a5 Ue

= (1 — T")n. Substitution of this result and some simplification yield

e () o

= Vn. 33
= TG) ~ nf) g %)
The first-order condition for u, is given by
oL de Ol de deé
=[O0 ()y=—p 2 2R e —= - —2=0, Vn. 34
aun ( ( ) n dun q7l7E) f(n) + n uj d N qj"E dn ; n ( )

Note that 4cn

dun

B is equal to %() This equation is a first-order differential equation in 6,,.
3l o
Using a transversality condition from (30), the equation can be integrated to find:

A (u:(.) - S”) o Um ‘ZZZZ(.')) dS] f(m)dm, - ¥n. (35)

Substitution of (35) in (33) yields (31). m

This expression is identical to Mirrlees (1971). At each point in the income distribution,

the government trades off imposing the distortions of a higher marginal tax rate against its
distributional gains. If the compensated labor supply elasticity €, is larger, the optimal tax rate
should be lower. This conforms to standard Ramsey intuition. If the taxed labor base is larger,
nf(n) is higher, and the welfare losses increase, because more individuals or individuals with
higher wages are affected by higher marginal tax rates. The marginal tax rates should be higher
if the marginal value of redistribution (expressed in money units) % increases. The marginal
value of redistribution 6,, is zero at the end points of the skill distribution. In the absence of
bunching at zero labor effort, the marginal tax rate is zero at the bottom of the skill distribution.

The intuition is that it is not optimal to distort the labor supply for the lowest-skilled person if
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there is no one below that person who benefits from redistribution. If there is bunching at zero
labor supply, the marginal tax rate at the bottom is positive, see Seade (1977) and Ebert (1992).
Positive marginal tax rates then help to redistribute income from individuals with positive labor
supply to individuals with zero labor earnings. Similarly, if the skill distribution is bounded,
the marginal tax rate at the top should be zero. Intuitively, it makes no sense to distort labor
supply of the highest-skilled individual, since there will be no one contributing to redistribution
above him, cf. Sadka (1976) and Seade (1977). However, if the skill distribution is Pareto, then
the top rate does not converge to zero, see also Diamond (1998), and Saez (2001). The reader
is referred to Mirrlees (1971), Seade (1977), Tuomala (1984), Diamond (1998), and Saez (2001)
for further discussion of the optimal non-linear income tax. Note that the expression for the
optimal non-linear income tax does not depend on the presence of the externality.

The non-linear income tax does not provide a direct measure for the marginal cost of public
funds. To determine the marginal cost of public funds, the welfare effect of a unit-increase in
the intercept —7" (0) of the tax function is analyzed. In particular, each tax payer is provided
with one unit of extra income. This is equivalent to an increase in the lump-sum transfer of one
unit of income under the linear tax schedule. This method is also employed by Saez (2001) and
Jacquet et al. (2010).

Proposition 8 The marginal cost of public funds in the optimal non-linear tax system is equal

to one:

MCF = ~ i - =1.  (36)
S (9 4 00T (20) %55 + (17 (an) — o) %75 ) AF (n)

Proof. Raising —7" (0) by one unit has the following three effects. First, the government loses N
units of resources. Second, this policy mechanically raises social welfare — measured in monetary
equivalents — for each individual by % Third, a larger —7T (0) generates behavioral changes in
labor supply and demand for polluting commodities. Since marginal tax rates are unaffected by
this policy reform, substitution effects are zero and only the income effects matter. The income
effect in labor supply changes tax revenues by T" (z,) % =T (zn) n%. Moreover, a
larger lump-sum transfer generates an income effect on the demand for polluting goods, which

both raises tax revenues by 7/ (¢g,) and lowers environmental welfare by a% per unit of polluting

consumption. The combined effect is <T’ (gn) — a%) %. The total change in welfare should

be zero when the intercept of the tax function is optimized, i.e., when

N/N (‘P;j” +nT (2n) 8(_84”(0)) + (7" (qn) — oz':> (%) dF (n) = N.

Rewriting yields the desired result. m

At the optimum, the marginal cost of public funds for all tax instruments must be equali-
zed. Since —T (0) is equivalent to a non-distortionary non-individualized lump-sum tax, at the
optimum the marginal cost of public funds for all other tax rates must be equal to the marginal
cost of public funds of —7"(0). Thus, at each point in the income distribution, tax distortions

should be equal to distributional and/or environmental gains for all marginal tax rates.
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5.2 Modified Pigouvian tax

Proposition 9 The optimal non-linear tax on polluting commodities is given by

(37)

- olnl,

T/(Qn)_a% _ucbn/n (O0ln (ug/uc)
L+7'(qn) nf(n)( > o

Proof. The first-order condition for ¢, is

aE dcn enln dcn
— = -1-— f(n) — paf(n) + Uje — +ug, | =0, Vn. 38
O ( dgn z‘,a,E> " W, “danliap o
Totally differentiate the utility function at constant I, u,, and F, to obtain % i —Z—q.
n 7,&, C

Use this result and the individual first-order condition (Z—Z =1+ 7" (¢y)) to find the desired
result. m

Again, the optimal corrective tax does not depend on measures for the marginal cost of
public funds. Environmental taxes could be useful for non-environmental reasons, i.e., to reduce
labor market distortions. The environmental tax optimally deviates from the Pigouvian level if
this helps to relax the incentive-compatibility constraint associated with income redistribution.
If %"/ﬂuc) > 0 (< 0), then the marginal willingness to pay for the dirty commodity increases
(decreases) with labor supply. Consequently, individuals with a higher ability are less tempted
to mimic those with lower ability, since the commodity tax boosts labor supply. Hence, the
optimal environmental tax in second-best is lower (higher) than the Pigouvian tax, 7/(g,) < a%
(7' (qn) > a%). Thus, the environmental tax alleviates some of the tax-induced distortions of
the income tax on labor supply.

In contrast to linear taxes, environmental taxes are not directly used for redistributional rea-
sons. If there are no other sources of heterogeneity than in skills, the non-linear income tax is the
informationally most efficient instrument to redistribute income, which renders indirect instru-
ments for redistribution redundant. Intuitively, indirect instruments cannot redistribute more
income than the income tax, but introduce additional distortions by distorting the composition
of consumption demands.'”

The following proposition states the condition under which Pigouvian, flat rate pollution

taxes are optimal.

Proposition 10 If the utility function is weakly separable between labor and private commodi-
ties, i.e., u (h(cn,qn) ,ln, E), then the optimal marginal environmental tax in second-best equals
the first-best Pigouvian tax:

7 =a~. (39)

Oln(ug/uc)

Proof. If u(h(cn,qn),ln, E), it is immediately established that omi—— = 0. Hence, the

right-hand side of (37) is zero. ®

"However, this result disappears if there is also preference heterogeneity, see also Saez (2002). If the willingness
to pay for dirty commodities (i.e., the marginal rate of substitution of dirty and clean commodities) correlates
with skills, dirt taxes (or subsidies) should also be employed for redistributional reasons.
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Thus, with the relatively weak assumption that consumption of both commodities is weakly
separable from leisure, the optimal second-best policy rule for environmental taxation is identical
to the optimal first-best policy rule. The intuition is that environmental taxes are used neither
for redistribution nor to improve efficiency only to internalize the environmental externality.!®
Moreover, the optimal marginal environmental tax is constant, i.e., flat, in the case in which labor
supply is weakly separable from clean and dirty commodities — even though the environmental
tax is allowed to be non-linear. The intuition is twofold. First, the marginal social damage of
the pollution from consuming one unit of the dirty commodity, «, is constant across skill types.
Second, differentiated commodity taxes do not help to raise social welfare by indirectly reducing
the distortions of the labor income tax.

The term % can be rewritten to relate the modified Pigouvian tax to empirically

observable elasticities of consumer behavior:

~ 0ln (ug/ uc)
_— — 40
a ln l (pql pcl) ( )
where w; = =42 > 0 is the utility share of labor supply and py = = ud“ are Hicks’

partial elastlcltles of complementarity between labor and dlrty or clean gooda in the utility

function. Alternatively, one can write

0ln (ug/uc)
- =—(0,y—0 41
6 h,l ln ( ql Cl) 9 ( )
where 0, = 37‘1 l’; and 0, = g}‘c In denote the elasticities of the marginal utility of dirty and

clean goods with respect to labor supply. Empirical estimation of the parameters of the utility
function therefore makes it possible to test whether environmental taxes should be set above or

below the Pigouvian level.

5.3 Modified Samuelson rule environmental quality

Proposition 11 The modified Samuelson rule for environmental quality is given by

/N (W) dF(n) = - /N Z?Z{? (81113(551 UC)) dF (n). (42)

Proof. The first-order condition for optimal environmental quality E is:

oL 1% dcn gnln dcn
_ = _— - . 4
OE [y K N~ "TaE|,, )ﬂnH n <“1E+“lc dE z‘,q,u>] dn =0 (43)

Totally differentiating utility at constant labor, dirty goods consumption and utility, yields

den
dE

4G = _17 Substitution in the first-order condition yields the desired result. =
NYE _ @

Iy < ug ”) dF'(n) can be interpreted as the ‘virtual tax’ on the provision of environmen-

NuE

Uc

8 Browning and Meghir (1991) and Crawford et al. (2010) empirically reject weak separability for the UK.
Some externality-generating goods are found to be leisure complements (domestic fuels), while others are leisure
substitutes (motor fuels). Pirttild and Suoniemi (2010) find that a joint expenditure category of housing and
energy consumption is a leisure complement in Finland.
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tal quality relative to the first-best policy rule. That is, environmental quality is overprovided

compared to the first-best rule, N [\, 72dF(n) < %, if the willingness to pay for a cleaner
environment rises with labor supply: %Eli"c) > 0. Similarly, environmental quality is un-

derprovided compared to the first-best rule, N |, IN; Z—’de (n) > £, if the individual’s marginal

willingness to pay for a cleaner environment falls with his/her lanbor effort, i.e., %Eliu") < 0.
Intuitively, in the second-best with labor market distortions, the government employs environ-
mental quality to indirectly alleviate these distortions by underproviding leisure complements or
overproviding leisure substitutes — relative to the first-best policy rule. Again, a higher (lower)
environmental quality can help to relax the incentive constraints, if a higher (lower) environmen-
tal quality boosts labor supply. In that case, individuals with a higher ability are less tempted
to mimic those with lower ability by boosting their labor supply.

Note that the ordinary Samuelson rule for the optimal provision of environmental quality

results if the marginal willingness to pay for the environment does not depend on labor supply,

. Oln(ug/uc) _ (.
l1.e., W =0:

Ug 1%
N —dF(n) = *~. 44
| AR = (44)

That is, the sum of the marginal rates of substitution of better environmental quality should be
equal to the marginal rate of transformation of better environmental quality. Hence, with the
relatively weak assumption that consumption and environmental quality are weakly separable
from leisure, the optimal second-best policy rule for environmental quality is identical to the
optimal first-best policy rule. The intuition is again that the provision of environmental quality

neither is useful to redistribute more income nor to alleviate income tax distortions on labor

supply.

5.4 First-best Pigouvian tax and environmental quality in second-best

The findings of this paper reveal that if environmental taxes are set at the Pigouvian level, see
(39), this does not automatically imply that the optimal level of environmental quality follows the
standard first-best decision rule in (42). Similarly, if environmental quality follows the first-best
Samuelson rule, as in (44), this does not automatically imply that the optimal environmental tax
coincides with the first-best Pigouvian tax, see (37). Whether they coincide or not depends on
the preference structure of individuals. In the second-best, indirect policies are employed if they
help to reduce tax distortions on labor supply. However, it can be derived that the first-best
rules for environmental taxes and environmental quality are applicable in second-best settings
if the utility function is weakly separable between labor and all other commodities (including

environmental quality).

Proposition 12 If utility can be written as u (h (¢, qn, E) ,15,), the optimal modified Pigouvian
tax equals the first-best Pigouvian tax, and environmental quality follows the first-best Samuelson

rule:

' =al = anN u—EdF(n) (45)

n N Uc

Proof. If u (h (cn, qn, E) , 1) it is immediately derived that 2 “g;gflﬁ“c) — alfg;;lql/nuc) = 0. Substi-
tution in (37) and (42) yields the result. m
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6 Policy implications

The results of this paper have important policy implications. In particular, if the marginal cost
of public funds is equal to one, public resources are equally as scarce as private resources are. Ac-
cordingly, the modified Pigouvian tax and the optimal provision of environmental quality should
not depend on the marginal cost of public funds in the second-best. Therefore, environmental
taxes should mainly be levied for their impact on environmental welfare.'®

Another implication is that, in the optimal tax system, the revenue-raising capacity of envi-
ronmental policy instruments does not make them superior compared to revenue-neutral instru-
ments (such as regulation) or revenue-reducing instruments (such as subsidies on non-polluting
commodities). Intuitively, the optimal second-best allocation is independent of the way in which
this allocation is implemented. Price instruments, such as environmental taxes, can sustain the
second-best allocation equally as well as quantity controls, regulation or auctions. The reason
is that the fundamental informational constraint — ability is private information — cannot be
relaxed by simply adopting a different policy instrument. Only if one policy instrument has ad-
ditional costs or benefits over another instrument, can one discriminate between the desirability
of various instruments. Thus, one needs to include additional constraints in the analysis in order
to assess the desirability of various environmental policy instruments.?’

As a corollary, the findings of this paper also cast a new light on the ‘double-dividend’ hypo-
thesis pioneered by Oates (1991) and Pearce (1991). These authors argued that environmental
taxes could both improve the environment and allow for a reduction in distortionary labor taxes.
Subsequently, a large literature emerged exploring the conditions under which such a double di-
vidend would indeed be feasible.?! However, if the marginal cost of public funds equals one in
the optimal tax system, then it is irrelevant whether environmental taxes raise revenue to cut
labor taxes. Hence, the issue of the double dividend of environmental taxes has become moot.

If markets or governments fail, it is no longer guaranteed that the marginal cost of funds
is one. The extensive environmental tax literature has demonstrated that if governments fail
to set optimal taxes (e.g. by letting fixed factors go untaxed or by setting sub-optimal non-
environmental taxes/subsidies), it is no longer clear in which direction optimal second-best en-
vironmental taxes should be modified compared to the first-best Pigouvian tax, see, for example,
Bovenberg and van der Ploeg (1994a), de Mooij and Bovenberg (1998), and Ligthart and van der
Ploeg (1999). The literature also provides examples in which markets fail (e.g. due to involun-
tary unemployment), see also Bovenberg and van der Ploeg (1996), Koskela and Schéb (1999)
and Holmlund and Kolm (2000). Also in this case, the marginal cost of public funds differs from
unity, and the implications for how the modified Pigouvian tax should be set are ambiguous. See
also Goulder (1995), Fullerton and Metcalf (1998), Bovenberg (1999), Sandmo (2000), Goulder

9Naturally, under non-separable preferences, modified Pigouvian taxes and the modified Samuelson rule for
environmental quality should take into account the relative complementarity of dirty consumption goods and
environmental quality with leisure.

20Fyllerton and Metcalf (2001) demonstrate that environmental policies can create scarcity rents. The go-
vernment can skim off these rents without distortions by using either revenue-raising instruments (e.g. a tax or
auctioning permits) or a profit tax. As long as a pure profit tax is available, instrument equivalence is obtained.
In our model, environmental policy does not give rise to scarcity rents.

218ee for surveys of this literature, e.g., Goulder (1995), Fullerton and Metcalf (1998), Bovenberg (1999),
Sandmo (2000), Goulder and Bovenberg (2002), and Fullerton et al. (2010)
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and Bovenberg (2002) and Fullerton et al. (2010) for extensive discussions of these arguments.

In order to analyze the impact of government or market failures on optimal environmental
taxes, one should explicitly model these government and market failures from first principles, and
not impose them in an ad hoc fashion. This paper reveals that restricting the initial tax code,
for reasons that do not originate endogenously from technological or informational constraints,
can have profound effects on optimal policy rules in the second-best. This should be true in
more general settings as well. Once government and market failures are explicitly modeled, the
marginal cost of public funds should probably not differ from one at an optimal tax system,

since otherwise the tax system would not have been optimal.

7 Conclusions

This paper shows that it is erroneous to adjust the optimal second-best policy rule for internali-
zing environmental externalities for the marginal cost of public funds. The optimal second-best
environmental tax does generally depend on the complementarity of labor with dirty commo-
dities and with environmental quality. When linear taxes are employed, second-best pollution
taxes also depend on the distributional impact of the dirt tax. Under non-linear commodity and
income taxation, however, the optimal second-best commodity tax is independent of distributio-
nal concerns. If utility is weakly separable between consumption and labor, and the government
can levy non-linear income and environmental taxes, then the second-best environmental tax
is equal to the Pigouvian tax. When linear instruments are considered, sub-utility over dirty
consumption goods and leisure needs to be homothetic, and income effects need to be absent in

individual choices in order to obtain the optimal Pigouvian tax in the second-best.

Appendix

Second-order incentive compatibility

This appendix derives the conditions under which the first-order approach yields an allocation
that respects second-order conditions for an optimal allocation, see also Fudenberg and Ti-
role (1991). Define the net utility € (m,n) of an n-type mimicking an m-type as 2 (m,n) =
U(em, @ms 2ms E,n) — U(cn, qn, 2n, E,n). Under the direct mechanism, each individual reports
an ability type to the government. Each report m is associated with a commodity bundle
{¢m, @m, zm}. The optimal utility-maximizing report m by agent n follows from the first-order

condition dﬂ((i?fl’") = U, %ﬁj@” + Uqc(liq—;; + U, ‘il"fn’; = 0. The second-order condition for this utility

% < 0. This second-order condition can be simplified in a number
2 2
of steps. Totally differentiating the first-order condition yields 2 gfgﬁ’") 49 E%Tg;zn) = 0. Differen-

Cots " : o 2Q(min) U deyy | OUq dgm | 9U. dzp,
tiating the first-order condition with respect to n gives = 52=r = Sgcfom 4 Sod Sim | Coz S,

maximization problem is

The second-order condition for incentive compatibility — evaluated at n = m — thus requires

et g+ 5 =2 0. Substitute the first-order condition o= T dn 7 to

U
, d( +#L
8Uq Uq ouU, d(In oU. U, 90U, dz 3 3 Uq U. : (UC> —
find (67 - a;) ar tTE - T on ) dn > (. Differentiate T and T to obtain o =

d( Y=
U% (% — g—i%) and % = ULC <% — %%) Substitute these results to find the final

25



() 4 4(5 U")

dn dn
patibility are: % > 0

condition:

(if; > 0. Sufficient conditions for second-order incentive com-
% < 0, %’L‘ > 0, and ‘31% > 0. Thus, in the optimal
mechanism both z, and ¢, should be non-decreasing in n, and two Spence-Mirrlees conditions

on the marginal rates of substitution for goods and for labor supply are required.

Compensated elasticities

This appendix formally derives the compensated elasticities under alternative specifications for
the utility function. It demonstrates that the compensated cross-elasticities of the utility function
are generally ambiguous.

This appendix starts from a general specification of utility. For notational simplicity, the
ability-indices n are omitted and environmental quality is suppressed in the utility function as

it remains constant for the individual:
u(C, q,v),  Ue, Ug, Uy >0,  Uce, Uggs Upy < 0. (46)

The time endowment equals one so that [ = 1 — v denotes labor supply. For later reference,

= 1/v is defined as the labor-leisure ratio. The individual budget constraint is given by:

+(1+7)g=(1—-t)n(l—v). (47)

Maximization of utility gives the following first-order conditions (FOC’s): #* = (1 —{)n and
Zq =147

The model is log-linearized around an initial equilibrium. A tilde (7) designates a relative

Change for example, ¢ = dc/ec, except for the relative changes in taxes that are defined as:

and t = dt . To find the compensated elasticities, the utility function is log-linearized

T =
at a fli—}i;;d level of utlhty (2 = 0). For the general form of the utility function, the linearized first-
order conditions can be written as: (pey + pec) We€ — (Poo + Pev) Wo¥ + (Pug — Peq) Wed = —t, and
(Peq + Pec) We€ + (Pog — Pev) WoD — (Pgq + Peq) Wqd = T, Where w, = “¢, w, = % and w, = “*
are the utility shares of clean consumption, dirty consumption and leisure, respectively. p.. =

“;g“, Paq = —“Z‘éu, Pov = —“Zg“, Pev = 4, Peg = 4 uq, UUZZ designate Hick’s partial

elasticities of complementarity. Together with the linearized utility function w.é+wqG+w,v = 0,
these three equations can be solved in terms of the changes in the policy variables only (not
shown). It is then established that the compensated ‘own’ price elasticities are always negative
and the compensated cross-elasticities are ambiguous in sign. For three different CES nestings

the remainder of this appendix explicitly derives the signs of the elasticities.

Nested CES I: u (z(c,q),v)

Assume that utility is a nested CES function according to u (x(c,¢q),v), where u(.) and z(.)
are linear homogeneous (and therefore homothetic) functions exhibiting a constant elasticity

of substitution equal to p and 0, respectively. Log-linearize the utility function to keep utility

fixed yields: w;¥ + wy® = 0, where w, = *%, and w, = **. Log-linearize sub-utility to
find: & = wee€ + WG, Where wye = <5, and wyq = m%q. Linear homogeneity implies that
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Wze +Weg = 1 and w, +w, = 1. Log-linearize the FOC’s to find é— g = 07, % (T —0) = —t+ 2,

and T, = “=€¢ + quqq~ = ﬂ (@ — &), where xeec = —xeq and 071 = ;Z—qx: are used. Hence,
T—0= —pt —l—wxqg (@ —¢). Combine the expressions to get the compensated demand equations
V = WeWggpT + wxpf, and § = — (Wywggp + weel) T — vaf. The compensated elasticities are
therefore given by e4r = — (pwywzg + Owee) < 0, e = —pwy < 0, €7 = —iwxwxqp < 0, and
e = —iwx,o < 0.

Nested CES II: u (z(c,v),q)

Assume that utility is a nested CES function according to u (x(c,v),q), where u(.) and z(.)
are linear homogeneous (and therefore homothetic) functions exhibiting a constant elasticity
of substitution equal to p and 6, respectively. Log-linearize the utility function to keep utility

fixed yields: w,& + weq = 0, where w, = “% and w, = “4. Log-linearize sub-utility to find:

T = WyeCtwyy, where wye = #2°, and wy,y = #2°. Linear homogenelty implies that wye+wy = 1

and wy +wy = 1. Log—linearize the FOC’s: & — § = p7 + pie, 6 — 0 = —0t, T, = Foele 4 FBp =

w ~ ~ _ -1 _ Zewx . ~, ~ ~
@ (9 — ¢), where Tecc = —2eov and 075 = Tt are used. Hence, T—q=pT + Wevfy (U — €).

Combine the expressions to get the demand equations: ¥ = wypT + (WeWzvp + wacb) t, and
G = —wzpT — wxwmpf. The compensated elasticities are therefore given by e, = —w,p < 0,

Eqgt = —WaWapp < 0, €17 = —%wqp <0, and g = —i (Weeb + wewzep) < 0.

Nested CES III: u (z(q,v),c)

Assume that utility is a nested CES function according to u (x(g,v),c), where u(.) and z(.)
are linear homogeneous (and therefore homothetic) functions exhibiting a constant elasticity

of substitution equal to p and 0, respectively. Log-linearize the utility function to keep utility

fixed yields: w,Z 4+ w.¢ = 0, where w, = “Z—'x, and w. = % Log-linearize sub-utility to

find: & = wyeG + wWr?, Where wyg = %7 and wg, = % Linear homogeneity implies that
Wrq + Wy = 1 and w; + we. = 1. Log-linearize the FOC’s: ¢ =& = —pZy +p7, ¢ — 0 =
—0(t+7), Tg = wqqu—{— xq”“ = “ao (§ — §), where T¢qq = —2gv and 07! =

Hence, ¢ — 2 = p% + wxve (q —0). Combine the expressions to get the demand equations:

TqoT

om, Are used.

0 = Wyq (0 —wep) T + (Wewzpp + waygh) t,and G = — (Wb + WezggP) T + Way (Wep — 6) t. The
compensated elasticities are therefore given by e4r = — (wWgpf + Wewzgp) < 0, Eqt = Wap (Wep — 6),

elr = —iwzq (0 — wep), and e = —i (Wewgwp + waqb) < 0.

Cobb-Douglas

With a Cobb-Douglas utility function, all the substitution elasticities in the nested CES-structures

— uuv

equal one. Hence, they are all equivalent and ¢+ S0+~ = 0, where o = %%, 3 = ,and vy =
T 1 denote the utility shares. The compensated elasticities are thus given by: g4, = —(1 —7) <0,

w=-5<0, 5= 401~ 7) <0, amd 5y =Ly <0
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