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Abstract

Trade policy is often cast as a solution to the free-riding problem in international climate
agreements. This paper uncovers the extent to which trade policy can deliver on this promise.
We introduce abatement technology and carbon externality into a multi-country, multi-industry
quantitative trade model. Our framework accommodates a rich set of policy considerations,
including firm delocation, multilateral carbon leakage, and returns to scale in production and
abatement. By deriving simple analytical formulas for optimal carbon, production, and border
taxes, we are able to quantify the reduction in CO, emissions under two prominent propos-
als that combine carbon pricing with trade policy. First, we show that carbon border taxes can
replicate at most 1% of the CO, reduction attainable under global climate cooperation. By
comparison, Nordhaus’s (2015) climate club proposal can foster global climate cooperation and
reduce global CO, emissions by up to 61%. This successful outcome hinges on both the US
and EU committing to the climate club as core members, using their collective trade penalties

to enforce climate cooperation by reluctant governments.

“This paper has previously circulated as “Trade, Firm Delocation, and Optimal Climate Policy.” We are grateful to
Jonathan Eaton, William Nordhaus, Ralph Ossa, Robert Staiger, and Volodymyr Lugovskyy for their valuable com-
ments, and participants in seminars at Indiana University, Penn State, Purdue, WIIW Seminar in International Eco-
nomics, NBER Future of Globalization Conference, Virtual International Trade and Macro Seminar, Workshop on In-
ternational Trade and Environmental Policy, WEST & FEST Conference, and SED for helpful discussions and feedback.

Email: ffarrokh@purdue.edu and alashkar@indiana.edu.



1 Introduction

Climate change is accelerating at a worrying pace. Yet governments have failed in their attempts
to forge an agreement that can effectively combat climate change. Major climate agreements, like
the 1997 KYOTO PROTOCOL and the 2015 PARIS CLIMATE ACCORD, have failed to deliver a mean-
ingful reduction in carbon emissions. This failure is often attributed to the free-riding problem:
Countries have an incentive to free-ride on the rest of the world’s reduction in carbon emissions
without undertaking proportionate abatement themselves.

The failure of existing climate agreements has urged experts to devise alternative remedies

that are immune to the free-riding problem. Two proposals, in particular, have gained traction:

Proposal 1: Climate-conscious governments use carbon border taxes as a second-best policy to curb

carbon emissions in the rest of the world.!

Proposal 2: Climate-conscious governments form a climate club and incentivize climate coopera-

tion by reluctant governments via collective trade penalties (Nordhaus 2015).

Both proposals combine carbon pricing with trade policy but differ starkly in their approach.
Proposal 1 is grounded in unilateralism. It presumes that global climate cooperation is unlikely
to materialize, but unilateral policies can serve as an effective second best. Proposal 2 relies on
the presumption that unilateralism is ineffective and that the failure of recent global agreements
does not stem from the nature of multilateralism but a flawed architecture.

The tension between these two approaches remains unresolved, in part because measuring the
efficacy of Proposals 1 and 2 is challenging. To uncover the full potential of these proposals, one
must determine optimal carbon border taxes and optimal trade penalties under the climate club
model. This task is daunting even with state-of-the-art quantitative techniques. Rich theoretical
results can facilitate this task, but traditional theories of optimal climate policy in open economies
are based on stylized models and are not amenable to rich quantitative analysis. Given these chal-
lenges, existing analyses of Proposal 1 and 2 often focus on easy-to-implement but sub-optimal
carbon border taxes or trade penalties. Such analyses, for all their merits, only uncover the partial
efficacy of carbon border taxes or the climate club. Furthermore, they generally do not account
for scale economies in production and abatement or firm delocation in response to policy. Recent
micro-level evidence suggests that these previously overlooked margins are key to how firms cut
emissions in response to policy (Shapiro and Walker 2018).

In this paper, we overcome these challenges to uncover the full potential of carbon border taxes
and the climate club proposal. To this end, we introduce carbon externalities, abatement decisions,

and scale economies into a multi-country, multi-industry general equilibrium trade model. We

1 Carbon border taxes (or carbon border adjustments) are a prominent component of the EUROPEAN GREEN DEAL,
and are currently explored as a likely component of president Biden’s CLIMATE PLAN.



derive simple analytical formulas for unilaterally and globally optimal taxes that internalize cli-
mate damage from carbon emissions, misallocation due to scale economies, and terms-of-trade
effects. We map these formulas to data on international trade, production, and carbon emissions
to evaluate the full effectiveness of carbon border taxes and the climate club proposal.

Section 2 presents our theoretical model, which is a general equilibrium semi-parametric
Krugman model with many countries and industries. Our framework incorporates international
carbon externalities and firm-level abatement decisions, employing a generalized version of Copeland
and Taylor’s (2004) abatement technology. The resulting framework is particularly attractive as it
combines the carbon externality, misallocation-correcting, and terms-of-trade rationales for policy
intervention in a tractable and transparent fashion. Our theoretical model exhibits several features
that distinguish it from prior theories of climate policy in open economies. First, our framework
accommodates firm entry and multilateral carbon leakage in response to policy. These effects are
often absent in prior theories that employ partial equilibrium two-by-two models. Second, firm
entry, in our framework, creates economies of scale in both production and abatement. As it turns
out, these previously overlooked margins have basic implications for the ability of trade policy to
curb carbon emissions.

Sections 3 and 4 derive simple analytical formulas for optimal carbon, production, and bor-
der taxes in our multi-country, multi-industry general equilibrium framework. Our formulas for
optimal carbon border taxes and domestic carbon taxes, in particular, present a notable advance
over traditional theories. Aside from internalizing effects of multilateral leakage and economies
of scale, our formulas are amenable to the state-of-the-art quantitative analysis spanning many
countries and industries.

Our derivation of optimal policy is grounded in an envelope result that transforms our gen-
eral equilibrium optimal policy problem into a simpler quasi-partial equilibrium problem. Our
envelope result consists of two propositions: First, we show that general equilibrium wage effects
are welfare-neutral, at the optimum, when the government has access to a complete set of tax in-
struments. Second, general equilibrium income effects are also welfare-neutral, at the optimum,
when the government can tax all goods consumed in the domestic economy. Based on this re-
sult, one can derive optimal tax formulas while treating wages as invariant to policy and demand
schedules as indifferent to general equlibrium income changes.

Our analytical formulas indicate that the unilaterally optimal domestic carbon tax equals the
CPI-adjusted domestic disutility from carbon. This choice is sub-optimal from a global standpoint
as it fails to internalize home’s carbon externality on the rest of the world. Optimal domestic pro-
duction subsidies are, in turn, carbon-blind and solely restore marginal-cost pricing. Optimal
import tariffs and export subsidies are composed of a standard terms-of-trade improving com-
ponent as well as carbon border adjustments that penalize high-carbon imports and promote

low-carbon exports in each industry. These carbon border adjustments are smaller the higher the



degree of scale economies in the targeted industry.

To put the above results in perspective, we also characterize optimal policy under global coop-
eration on trade and climate. To attain the first-best cooperative outcome, border taxes/subsidies
should be set to zero as they are inefficient from a global standpoint. Globally optimal carbon
taxes are, meanwhile, higher than the unilaterally optimal rate and equal to the CPI-adjusted
global disutility from carbon emissions. In other words, they internalize not only each coun-
try’s carbon externality on its domestic consumers but also consumers all over the world. We
complement these results with a characterization of a second-best cooperative outcome in which
governments can only use border taxes to pursue international climate objectives. This situation
is relevant when political pressures prevent governments from elevating domestic carbon taxes
beyond their unilaterally optimal level.

Sections 5 and 6 employ our analytical tax formulas together with required sufficient statistics
to uncover the efficacy of carbon border taxes and the climate club proposal at reducing carbon
emissions. As noted earlier, this task can be computationally infeasible without the aid of our
optimal tax formulas. Indeed, traditional analyses have often relied on easy-to-implement—but
sub-optimal—trade and carbon taxes.”> This approach, while fruitful, cannot uncover the full
potential of either carbon border taxes or the climate club.

With the aid of our theory, the efficacy of Proposals 1 and 2 can be computed as a function of
the following sufficient statistics: First, observable shares that can be constructed from national
and environmental accounts data. Second, the governments’ perceived disutility from climate
change, which can be inferred from their applied environmentally-related taxes. Third, structural
parameters consisting of the industry-level trade and scale elasticities as well as the carbon input
demand elasticity—all of which we estimate using existing techniques in the literature. To con-
struct these sufficient statistics, we merge trade, production, carbon emissions, and tax data from
multiple sources. Our compiled database covers 19 broadly defined industries which constitute
the entire vector of production across 13 major countries, the European Union, and an aggregate
of the rest of the world.

Our quantitative analysis indicates that carbon border taxes have limited efficacy—even when
set optimally by all countries. If all countries simultaneously adopt non-cooperative border taxes,
global carbon emissions will decline by a mere 0.6%. This is a modest reduction, which amounts
to 1% of the carbon reduction attainable under the globally-first-best carbon taxes. The inefficacy
of border taxes has less to do with their non-cooperative nature. We find that carbon border
taxes remain almost equally ineffective when set cooperatively to their globally optimal level. In
addition, if we were to overlook scale economies in production and abatement, non-cooperative
border taxes would deliver a 1.3% reduction in carbon emissions, which replicates only 2.2% of

the first-best outcome. While scale economies play a role, the reason behind the inefficacy of

2 Importantly, our analytical tax formulas indicate that optimal carbon border taxes have a simple and transparent
structure. As such, the policy-maker need not to sacrifice simplicity in the tax code to attain optimality.



carbon border taxes appears more fundamental.

The inefficacy of carbon border taxes is driven by two main factors. First, carbon border
taxes are not granular enough to induce firm-level abatement. They penalize carbon emissions
based on the average carbon intensity of national industries rather than individual firms. Since
an individual firm takes the industry-level carbon intensity as given, carbon border taxes have
limited ability at regulating firm-level abatement in foreign locations. Second, carbon border
taxes are unable to target goods that do not cross international borders but are responsible for a
significant fraction of carbon emissions. In fact, a great share of carbon emissions is generated
by less tradable industries. Two-third of global carbon emissions are, for instance, generated by
industries with a trade-to-GDP ratio of less than 10%.

Turning to the climate club proposal, we specify the climate club game as one where the EU
and possibly the US are core members of the club and other countries play strategically. Core
members commit to the rules of membership: they impose optimal trade penalties against non-
members while setting zero trade taxes against member countries. They also adopt globally opti-
mal carbon taxes that correct their global carbon externality. A non-member country can retaliate
by applying non-cooperative trade taxes against members while keeping its other taxes at the
status quo. When joining the club, a country evaluates the trade-off between adopting higher-
than-unilaterally optimal carbon taxes versus exposure to trade penalties by club members.

Quantifying the effectiveness of the climate club proposal is challenging for two reasons. First,
without analytical formulas, the computation of optimal trade penalties is practically infeasible
with standard numerical optimization techniques. We overcome this barrier by appealing to our
analytical formulas for optimal trade penalties. Second, solving the climate club game is plagued
with the curse of dimensionality, as one has to search over an excessively large number of possible
climate club combinations. To overcome this challenge, we shrink the space of possible equilibria
via the iterative elimination of dominated strategies. This approach exploits a key property of the
climate club game, wherein net gains from joining the club rise with the size of the club.

We find that the climate club proposal—with optimal trade penalties—can be remarkably ef-
fective at reducing carbon emissions. The climate club’s success, however, depends crucially on
the makeup of its core members. If the EU alone initiates a climate club as a core member, no
other country will find it optimal to join the climate club. However, if the climate club is initi-
ated by the US and EU as core members, all other countries will join the club in succession. As
a result, global climate cooperation is achieved under which global carbon emissions decline by
61%.> The intuition is that the EU, alone, does not possess sufficient market power to maintain a
climate club with unilateral trade penalties. The US and EU, however, possess enough collective

market power to enforce climate cooperation by reluctant governments. These results indicate

3 We report a range of values for the reduction in carbon emissions under global cooperation, with the 61% reduction
corresponding to our baseline specification. The reduction in carbon emissions can be lower depending on the values
assigned to the elasticity of carbon demand and the social cost of carbon.



that trade policy tools are more effective when used as a penalty device to deter free-riding. The

commitment of the US is, however, crucial for these penalties to be effective.

Related Literature

Our work contributes to several strands of literature. First, we contribute to the theoretical liter-
ature on optimal trade and environmental taxes in open economies. A central insight from this
literature is that unilaterally optimal tariffs include a tax on the pollution content of imports (e.g.,
Markusen (1975); Copeland (1996); Hoel (1996)). This insight is typically derived within par-
tial equilibrium or two-country models that have been rarely used to guide general equilibrium
quantitative policy analysis. We complement this literature by characterizing optimal policy in
a multi-country multi-industry general equilibrium trade model that accommodates salient fea-
tures of the global economy and is designed to map to data.*

A notable exception is Kortum and Weisbach (2020) who characterize optimal trade, produc-
tion, and carbon taxes in a general equilibrium two-country Ricardian model a la Dornbusch et al.
(1977). Our paper complements Kortum and Weisbach (2020) in three ways. First, their analysis
explicitly specifies markets for energy, whereas our model extends Copeland and Taylor (2004) in
which energy markets are implicitly defined. Second, Kortum and Weisbach (2020) extend and
apply the primal approach formalized by Costinot et al. (2015) while we develop our methodol-
ogy based on the dual approach.5 Third, our theory accommodates arbitrarily many countries,
which is essential for evaluating the climate club proposal and is tightly connected to the quanti-
tative trade literature emphasizing the sufficient statistic approach.

Second, our analysis is related to an emerging body of quantitative work that analyzes the ef-
ticacy of trade policy at tackling climate objectives, e.g., Babiker (2005), Elliott et al. (2010), Nord-
haus (2015), Bohringer et al. (2016), Larch and Wanner (2017). Despite their rich structure, existing
analyses have mostly quantified the efficacy of easy-to-implement but sub-optimal trade policy
initiatives. This approach allows researchers to circumvent the computational difficulties asso-
ciated with optimal policy analysis. However, it does not uncover the full potential of border
taxes in tackling carbon emissions. In comparison, we derive analytical formulas for optimal pol-
icy, which help us bypass these computational difficulties and uncover the full potential of trade
policy at curbing carbon emissions.

Third, our intermediate envelope result speaks to an emerging literature that studies optimal
policy in modern quantitative trade models, e.g., Bartelme et al. (2019), Lashkaripour and Lugov-

skyy (2020), Beshkar and Lashkaripour (2020), Lashkaripour (2021), Caliendo et al. (2021). These

4 For a recent review of the literature on trade and the environment, see Copeland et al. (2021). For a recent discussion
of how the existing world trade system can incorporate policies to address climate change, see Staiger (2021).

5 Each of these approaches have their advantages. Under weak separability, the primal approach offers a powerful
tool to break down a high-dimensional optimal policy problem into low-dimensional sub-problems (Costinot et al.
(2015, 2020)). In comparison, we employ the dual approach and show that under this approach, a typical general
equilibrium optimal policy problem can be transformed into a simple quasi-partial equilibrium problem.



studies have bridged a longstanding divide between classic partial equilibrium trade policy mod-
els and modern general equilibrium trade theories. This divide is partly driven by classic trade
policy models assuming away general equilibrium wage and income effects. Our envelope result
is a step forward in filling this divide. It shows that the simplifying assumptions that eliminate
wage and income effects can be relaxed without sacrificing tractability. This result, in particular,
is derived by borrowing and refining the dual approach in Lashkaripour and Lugovskyy (2020),
and extending it to environments with international externalities such as climate damage that go
beyond basic terms-of-trade effects.

Finally, we contribute to ongoing efforts to enhance quantitative trade theories. Over the past
two decades, quantitative trade models have been enriched to account for firm selection, scale
economies, input-output linkages, multinational production, and more (Costinot and Rodriguez-
Clare (2014)). But less attention has been paid to embedding environmental externalities into the
state-of-the-art quantitative trade models (Cherniwchan et al. (2017), Shapiro and Walker (2018)).
Our conceptual framework and optimal policy results take a step in this direction.

This paper is organized as follows: In Section 2 we present our theoretical framework. In Sec-
tion 3 we present our intermediate envelope result which we use to derive formulas for optimal
unilateral policy. In Section 4 we discuss international cooperative and non-cooperative Nash
outcomes. In Section 5 we map our theory with our optimal policy formulas to data, which we
use in Section 6 to quantify the efficacy of trade policy via the above-mentioned Proposals 1 and

2 at reducing global carbon emissions.

2 Theoretical Setup

The global economy consists of multiple countries indexed by i, j,n € C and multiple industries
indexed by k, ¢ € K. Each country i is endowed by L; workers who are perfectly mobile across

industries but immobile across countries. Each worker supplies one unit of labor inelastically.

2.1 Demand

Subscript ji, k indexes a composite variety corresponding to origin j—destination i—industry k. The
representative consumer in country i maximizes a non-parametric utility function U;(Q;) by
choosing the vector of quantities, Q; = {Qﬁ/k}j €C kK subject to the budget constraint, ¥; =
XYk P xQjix, where Y; denotes national income, and Pj;x denotes the consumer price index
of composite variety ji, k. The tilde notation on price distinguishes between after-tax consumer
prices (Pji,k) and before-tax producer prices (Pj;x). Let P, =1 Pﬁlk} jec, kek denote the entire vector
of after-tax consumer prices in country 1.

The consumer’s problem implies an indirect utility function, V;(Y;, P;), and a Marshallian de-

mand function, Qjix = D]-ilk(Yi, P;), for each variety ji,k. The Marshallian demand function is



characterized by a set of demand elasticities. First, the elasticity of demand for variety (ji, k) with

respect to the price of variety (ni, ) is,

(nig) _ dInDjj ~(Yi, P;) ‘
jik din Pni,g

Second, the elasticity of demand for ji, k with respect to income is:

o oInDj; (Y;, P;)
Tjik = dln Y;

While we impose no parametric restrictions on the demand function, we require that it satisfies

standard properties of Marshallian demand. We denote the own price elasticity of demand by

;{i,’{k) < —1. Lastly, since every individual consumer is infinitesimally small, they do not
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internalize the impact of their consumption choice on CO; emissions.

2.2 Supply and Abatement

Firms and Market Structure. Production in each origin j—industry k is conducted by monopolistically
competitive firms indexed by w € Q. A large pool of ex-ante identical firms can pay an entry
cost w;fj x to supply their differentiated variety to various destinations, with w; denoting the labor
wage rate in origin j and fjx denoting the labor requirement for entry. After paying the entry cost,
each firm operates with a CES production technology that combines labor and carbon inputs. The

gross production quantity of variety ji, k by firm w is given by

9
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diipjik(w) = @jx | (1= Rix) (Lig(w)) & +Rjx (zjip(w)) © ,

where d_ji,k > 1 denotes for iceberg trade cost associated with variety ji, k, with d_jj,k = 1. On the
right-hand side, /;(w) and zj;x(w) respectively denote the quantity of labor and carbon inputs,
while®;; € [0,1] and ¢, > 0 are exogenously given factor intensities and total factor productivity
in origin country j-industry k. Parameter ¢ > 0 is the elasticity of substitution between labor and
carbon inputs. The above production function collapses to a Leontief function if ¢ — 0, a Cobb-
Douglas function if ¢ — 1, and a linear function if ¢ — co. Labor and carbon are gross substitute
if ¢ € (1,00), and gross complements if ¢ € (0,1).

A firm’s optimal labor employment [;; (w) and carbon input choice zj;x(w) depend on the
wage rate w; in the origin country and the industry-specific carbon tax, 7j. Since firms originating
from the same country can be treated as symmetric, we henceforth drop the firm index w. All

firms located in origin j-industry k employ the same amount of labor and carbon inputs, [;;x =

6 Throughout the paper we use carbon emissions interchangeably with CO, emissions—both as a shorthand for green-
house gas emissions. We explain how disutility from emissions enters the government’s objective function in Section
2.5, and how emissions are measured in data in Section 5.3.



lijx(w) and zj;x = zjix(w), and supply a common net quantity g = gj;x(w) to destination i.

Formulating Production in terms of Abatement. The firms’ cost minimization problem can be
equivalently expressed as a tradeoff between production and abatement. In this equivalent speci-
fication, every firm devotes a fraction a;; € [0, 1] of its labor input to abatement activities and the

rest to production:
diixgjik = Pix (1= ajx) Lige

Under this reformulation, the choice of abatement by cost-minimizing firms in origin j equals

. 1—¢ 5571
% )6 )+ ()6 [ Uk
(1—ajx) = (1 —%x)° | (T —%&x)* + (Rjx) o : 1)
)
This equation indicates that a firm’s choice of abatement is a decreasing function of the carbon-
tax-to-wage ratio, with the extent of the relationship governed by the industry-specific carbon
intensity & and the elasticity of substitution between labor and carbon inputs, ¢. Accordingly,
the input cost share of carbon, which we denote by «;, can be expressed as a function of abate-
ment:

_e1
3

()

e =1 = (1= Rpp) (1 —ajx)
The firm-level CO; emission per unit of output is then given by:

[ 6

Zji k 1 T1T-—FRjx et et A . o
M | ——-—"(1-a k)< = (== , (Firm-Level Emission)
, Rir
j

djij ik LKjk Kjk

and the firm-level marginal cost of production equals:”

c i (1—ajx)~ ‘w (Marginal Cost)

ik = = 77 = ~\1 — 4k - .

P k(1 —Rjx) ! ]

A typical firm faces the following trade-off: With a higher choice of abatement, 4 «, the firm incurs
a higher marginal cost of production, ¢;; x, but generates less CO, emissions per unit of output, as

indicated by the equation labeled “(Firm-Level Emission).”®

Industry-Level Aggregates. The composite output of good ji, k (which corresponds to origin

7 Equivalently, we can express the cost share of carbon by ajx = (Rjx)%(Tjx)' "¢/ (cjx)' ¢, CO, emissions
B _ - _1/(1—¢)
. _ 1 _ 1
by zjix/(djixgjix) = @jxCjix/Tjr and the marginal cost by cjix = djix [(1 ij,k)gwj c 4 (?j,k)g"f]',k g] .
To see the equivalence, consider that the definition of abatement yields 1 — a;x = djixqix/ Pjxljix =
_ _ _ ¢/(¢-1) . . . o W;
[(1 —®jx) +Kj,k(Zji,k/lji,k)(g 1)/9} . Using the equation for a;;, we can obtain zjix/ljjx = (1722*)/7]'*

RS T ¢
% Replacing for zj; i /1j;  in the expression for (1- aj,k) delivers Equation (1).

8 In the special case of ¢ — 1, our specification nests Copeland and Taylor (2004). In this special case, the CES



j—destination i-industry k) aggregates over firm-level quantities, g;; x(«w). Namely,

T
71 Y1
Qji = / (W) T dw
Jis el ‘7]1,( ) ,

]/

where 7, > 1 denotes the elasticity of substitution between firm-level varieties from the same ori-
gin country and industry. Faced with a substitution elasticity, v, firms charge a constant markup

over marginal cost, which implies the following producer price index for composite variety ji, k:

1 _
T Tk dji

Pir =M, * . .

M P e =1 @0 (1 = Rj

01— aix) fwj.  (Price)

In the above expression, M = ‘lek| denotes the mass of firms in origin j-industry k. It is pinned
down by the free entry condition that requires entry costs, M;,w;fj, be equal to gross profits
across all destinations, } ; %P]-i,kQﬁ,k. Noting that Py = (i_]-i,kPj]-,k and defining industry-level out-
put quantity as, Qjx = ¥; dj;xQjix, the free-entry condition yields the following expression for the

mass of firms:

J]/k Q]/

. . (Free Entry)

jk =

Using Equations “(Price)” and “(Free Entry)”, we can express aggregate price indexes and CO,

emissions as functions of abatement and output in each origin-industry:

P]lk = d]sz]] kw](1 — 4, k)i g Q], Vk (3)
o (;Cil 1 1 1
_ ik \ ar ) Tk

Zik = Zjk (Kjk) (1= aj) Q™ @

In the above expressions, the input cost share of carbon, «;, is given by Equation (2), and pj;«
and z;  are exogenous shifters of price and CO, emissions.” Internal economies of scale are oper-

ative through both production and abatement, and are driven by firm entry. The resulting scale

_ L 93% 1—aj
production takes a Cobb-Douglas form, dj; xgiix = @ik (z]-i/k> ! (lj,-,k> ", in which the input cost share of carbon
ajx is constant and equal to ;. Accordingly, Equation “(Firm-level Emission)” collapses to zj; x/ ( _ji kdji, 0= (1-
ajk )1/ k=1 with the corresponding marginal cost obtained by setting ¢ = 1 in Equation “(Marginal Cost).” We
depart from this special case since it imposes a restriction on the extent to which firms cut their CO;, emission in

response to policy. To see this, note that carbon inputs per dollar of production cost, zj; 1/ (¢j; x4ji x ), decreas with the
carbon tax rate Tk at rate

dln (Zji,k/ (Cji,kqji,k))
Jdln Tj,k

= -1 + (1 — g)(l — a]',k).

The above elasticity approximately equals —¢ if the cost share of carbon, Xjk, is sufficiently low. However, in the
special case of ¢ — 1, the above elasticity equals minus one, which may restrict the ability of the model to generate
an admissible magnitude of carbon reductions in response to climate policies. As such, we let this elasticity depend
on a free parameter, namely ¢, which we later esimate.

L _ =\ V% (m=1/v _ —_—
Specifically, pjjx = ('kaj,k) (7,7i1 m) P Zjk = (’kaj,k/lﬂjj,k

)1/('Yk—1)

. Both equation use the fact

11 1-24
that the mass of firms, M;;, can be expressed as a function of abatement and output, M;; = 17, (1 —ajx) 7k ¢ Q].,k Tk

where 11 = pjix/ (’kaj,k)"



effects impact both industry-level prices, Pj;x, and CO; emissions, Z;;, via the common term

(Qu/ (1 —ay)/e) ™

technologies as a special case where 1/ — 0.

T in Equations (3) and (4). This formulation nests constant-returns to scale

2.3 Tax Instruments & Revenues

The government in country i has access to a full set of border, production, and carbon tax instru-

ments necessary to replicate the unilaterally first-best outcome. These tax instruments include:!*
1. Import tax, t;x, applied to imported variety ji, k (t;;x = 0 by design);
2. Export subsidy, x;j, applied to exported variety ij, k (x;;x = 0 by design);
3. Production subsidy, s; x, applied to all domestic output from industry k;
4. Carbon tax, T, applied to the carbon content of domestic output from industry k.

Note that production and carbon taxes are applied irrespective of the location of final sales. The
first three tax instruments create a wedge between the after-tax consumer price, pji,k/ and before-
tax producer price, P;;x, of a given variety (ji, k). Specifically, after-tax consumer prices are related
to before-tax producer prices according to:!!

. (1+tjik)

P.. y
ik (1+5i) (1 + xix) ik

In the case where only country i sets taxes, the following one-to-one mapping holds between the
set of tax instruments {t;; x, X;;k, Six } jx and the set of after-tax prices {Pji,k, Pijlk, P} j+ik associated

with economy i:

=
~

ji Pijk Py i i k
T4ti) = 25, (T4+xk) = =022, (14si5) = ==, (5)
( 1 Pii ( K Pijx Piik Z Piik

The government can, thus, replicate any choice of border and production tax-cum-subsidies with

the right choice of consumer-to-producer price wedges.
Carbon taxes, T, regulate firm-level abatement in origin i-industry k. Following Equation (1),

a higher carbon tax-to-wage ratio induces more abatement, 4, x, by cost-minimizing firms.!?

Tax Revenues. Production, carbon, and border tax revenues are rebated to consumers in a

10 Consumption and abatement taxes are redundant as their effects can be perfectly mimicked with the appropriate
choice of the existing instruments, ¢, x, s, and .

11 An alternative way of representing this relationship is to replace subsidies with their tax equivalent: pji,k = (1+
tiig) (1 +s3) (1 + x?j,k)Pji,k' Since the policy tools related to production and exports are typically applied in the form

of subsidies, we have replaced (1+5%,) = 1/(1+5;4) and (1+ x?jk) =1/(1+xj)-

12 Notice that {¢ jiks x]-,-,k,si,k} are ad valorem wedges free of monetary units, whereas carbon taxes {7;x} must be ap-
plied in units of say dollars, which explains why firms’ response to them is based on the carbon tax-to-wage ratio.

10



lump-sum fashion. We use T; to denote the total tax revenues rebated to consumers in country i:

carbon taxes . -
production subsidies

N

= Z Z (061, 1],kQ1], ) Y [(Pij — Piig) Qi (6)
€K jeC Tk

keK

2 Y (B — B Q] + 2 Y, [(Pik = Pijs) Qija]

keK jeC,j#i keK jeC,j#i

imports taxes exports subsidies

Note that T; can be positive or negative depending on the makeup of country i’s taxes and subsi-
dies. If country i offers a sufficiently large amount of production and export subsides that exhaust

revenues, then T; operates as a negative lump-sum tax on the consumers.

24 General Equilibrium

To streamline the presentation of our optimal policy results, we use a slightly unorthodox presen-
tation of general equilibrium. First, we characterize all equilibrium outcomes (aside from wages
and income levels) as a function of taxes, nationals-level wages, and income levels. We refer to
this outcome as a semi-equilibrium. Then, we define general equilibrium as a semi-equilibrium in
which wages and and income levels satisfy the market clearing and balanced budget conditions,

given the vector of taxes.

Definition. [Semi-equilibrium.] For any combination X = (I; Y, w) of taxes I = {t;i x, Xij k/ Si r Tijk Vi j#i ks

income levels, Y = {Y;};, and wages, w = {w; };, a semi-equilibrium, labeled as . (X), consists of:

— firm-level abatement, {a; ,(X)}. , and carbon input cost share, {u; (X)) }. , according to (1)—(2);
Ir jk p J» jk 8

aggregate producer prices, { Pjj (X) }]. .o and CO, emissions, { Z;x(X) }]. . » according to (3)~(4);

— aggregate demand quantities characterized by the non—pammetric Marshallian demand function,
Qjik(X) = Djix(Yi, Bi(X)), for all ji, k, where after-tax prices P;(X) = {P;; } L Jollow (5);

— national-level tax revenues {T;(X)}, that are described by (6).

Definition. [General equilibrium.] Given taxes I, general equilibrium is a combination X = (I; Y, w)

such that the system of semi-equilibrium . (X) holds, and income levels, Y, and wages, w, satisfy the

market clearing conditions:'>

L—ZZ(l—ai,k(x)vkvzl) Pix(X)Qux(X) =0,  forallie C 7)

keK jeC

13The labor market clearing condition (LMC) is equivalent to the balance trade condition (BTC),
YkeK LjieC <ﬁpji,iji,k — 1+1WP’7"‘Q17'"> = 0, where exports and imports of every country i are mea-
sured in values outside the border of i (that are, exports are after-tax, but imports are before-tax). In our policy
analysis, we sometimes use (BTC) instead of (LMC).
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as well as the balanced budget conditions:

Y =Y Y B (X)Qix(X) = wili + Ti(X),  foralli e C ®)
Tk

Hereafter, when we express X = (I;Y,w) € £, we mean to indicate that X is in the set of

feasible general equilibrium outcomes—i.e., it satisfies Equations (1)—(8).

Expenditure Shares and Carbon Intensities. To compress the notation, we define the following
variables. We use e and A to denote expenditure shares. The within-industry expenditure share
of country i on variety ji, k (origin j—destination i—industry k) is denoted by Aj;x,'* and the overall

expenditure share of country i on industry k is denoted by e; :

Ny = PyiQjik e = Yuee PuikQuik  Yuec PuixQuik ©)
Lk — ] ’ 1,k — = — .
! Ynec PrixQnik YneC LgeK PrigQnig Y
Country i’s overall share of expenditure on variety ji, k is denoted by ej; ,
_ Pii Qi Pii Qi
ejif = = = = Aji ki (10)
Ju Y: JUKEL,
):nec de]K Pni,ani,g !

We use r to denote revenue shares. The share of variety ji, k from origin j—industry k’s total sales
revenues is denoted by rj;x, and the share of industry k from origin j’s total sales revenues is

denoted by 7;:
- PikQjix . Ynec PinxQjuk
k= ey k= :
! Ynec Pjﬂ,ijn,k J Ynec deIK Pjn,ngn,g

Lastly, v x denotes the carbon intensity per unit value of output in origin j-industry k. Namely,

(11)

Z; k —1aik
Uik = ik _ Mk =~ carbon intensity, (12)
Pk Qjk Yoo Tik

where a;; denotes the input cost share of carbon as given by Equation (2).

14Tn our framework, abatement choices and scale economies alter comparative advantage. Under the assumption that
industry-level bundle of consumption is a CES aggregator across varieties of different origin countries with oy as the
elasticity of substitution between varieties in industry k, trade shares are:

- 1—0%
(dji,kwj,k)

- - 1*(7} 4
Yiec (dji,kwj,k>

1 1 S
L L -1 7
where ’(,{)]',k = C]',k X ((1 — H]-/k) STk 4) X (Q],k k) X <w]) 7

Ajij =

where Cj; is a constant that is inversely proportional to ¢;, —i.e., total factor productivity of in the supplying
country-industry. Additionally, the potential to export, reflected by @; , is proportional to wage, altered by the cost
of abatement and scale economies. In a special case where production technology is constant returns to scale (i.e.,

1/ — 0), and labor and carbon are combined in a Cobb-Douglas fashion (i.e., ¢ — 1), Wik = Ej,k(l — a]-,k)*le.
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2.5 The Objective Function of Non-Cooperative Governments

To present a non-cooperative government’s objective function, we first specify the perceived cost

of CO, emissions. We assume that the cost associated with CO, emissions has two components:

1. A climate cost, ¢; (3, Yk Z,, k), Wwhere ¢; reflects the climate-related disutility per unit of CO,

emissions—as perceived by country i’s government.'®

2. A pollution cost associated with the local pollutants (like oxides of nitrogen or sulfur) that
accompany CO, emissions in the production process. We assume that production in i,k
generates (; x units of local pollutants for every unit of CO,. Based on this assumption, the
disutility from local pollutants can be expressed as ¢ (Zk ng) = ¢" (Zx {ixZix), where

ng = {; xZ; x denotes the bundle of local pollutants from origin i-industry k.

Let Z = [Z,x]nec ek be the long vector of CO, emissions from all country-industry pairs and
define ¢y = ¢C; . We can write country i’s disutility from CO, emissions, A;(Z), as the sum of the

explicit climate cost and the implicit pollution cost:

BAZ) = i (S0 e Zog) + 97 (i 2%)
= Zn Zk ((Sni,kzn,k> where (Sni,k = ¢; + (Pi,kl(” = i).

(13)

The government’s objective is to maximize the utility from consumption net of the perceived
disutility from CO, emissions. Let I; stack the instruments of policy available to country i’s gov-
ernment, Il; = {t;x, Xijx, Sik, Tik } ik and I = {I;};cc be the set of worldwide tax instruments. The
objective function of the government in country i can be expressed as follows for each combina-

tion X = (I; w, Y) of taxes, national wages, and income levels:

Wi(X) = Vi(w;L; + Ti(X), P;i(X)) — Ai(Z(X)) (14)

The first term on the right-hand side represents the indirect utility from consumption, which
depends on total income, Y; = w;L; + T;, and consumer prices, P;. The second term is the disutility
from CO, emissions, as described by Equation (13). With the government’s objective function at

hand, we now define the unilaterally optimal policy.

Definition. The Unilaterally Optimal Policy for country i consists of tax instruments, I, that max-

imize country i’s welfare subject to general equilibrium conditions (1)—(8). Namely,
I} = argmax W;(I;,I_;w,Y) subjectto (I,I_;w,Y)e€¢,

where W; is described by Equation (14) and I_; denotes policy choices in the rest of the world.

15 Since CO, emission is a global bad, the government does not care from where a unit of CO, is emitted. Moreover, ¢; re-
flects the disutility experienced by the residents of country i. Since the government in country i act non-cooperatively,
it does not care about the climate cost experienced by individuals in the rest of the world.
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To elucidate the above definition, Appendix A.1 presents an expanded version of the uni-
laterally optimal policy problem. Lastly, for the analysis that follows, it is instructive to define
¢i = Pipi, §ix = Pipix, and 6,ix = Pi6yix = ¢ix1(n = i) + ¢y, as the CPl-adjusted welfare cost per

unit of CO; emissions, where B; = (9V;(.)/9Y;) ! is the consumer price index in country i.

3 Unilaterally Optimal Carbon, Production and Border Taxes

In this section, we characterize a non-cooperative government’s unilaterally optimal policy that
consists of carbon, border, and production taxes. As we will discuss shortly, these taxes are free-
riding-proof but inefficient from a global standpoint. The unilaterally optimal policy corrects three

margins of inefficiency from a non-cooperative government’s viewpoint:
1. The local and transboundary carbon externality imposed on domestic consumers.
2. Misallocation caused by markup differences across industries.
3. Unexploited terms-of-trade gains in relation to the rest of the world.

Deriving analytical formulas for optimal policy is challenging when general equilibrium con-
siderations are taken into account. Traditional characterizations of optimal border and carbon
taxes circumvent such challenges by focusing on two-country or partial equilibrium setups. Also,
typically, they impose other simplifying assumptions like perfect competition, fixed location of
tirms, fixed set of products, a constant share of carbon in production, and constant returns to
scale.

As an intermediate step, we develop a new methodological approach that overcomes the chal-
lenges facing general equilibrium optimal policy analysis. Our goal is to present a simple and
systematic way of characterizing optimal policy in quantitative trade models with applications
beyond this particular work. We present our theoretical proposition via an intermediate envelope
result, which forms the basis of our subsequent optimal policy formulas. Throughout the paper,

if not reported in the main text, our derivations and proofs are presented in the appendix.

3.1 Intermediate Envelope Result

The intermediate envelope result presented in this section converts our general equilibrium opti-
mal policy problem into a simpler problem characterized by a set of partial equilibrium deriva-
tives that treat wage and income as given. We establish this result in three steps.

Step 1: Reformulate the optimal policy problem in terms of consumer prices and abatement

The government in i can choose consumer prices Pj; = {ﬁﬁfk}j ik P = {Djj }]. ik P = { Pk},

to replicate any set of border and production tax/subsidies t;; = {tﬁ,k }]. i g Xij = {xij,k }]. i Sik =
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{six}, according to Equation (5), and can choose abatement levels {a;} to replicate any set
of carbon taxes {7} according to Equation (1). Shifting the focus from the vector of taxes

I; = {tjik, Xij ks Sifs Tik}ji k to their target variables IP; = {P ik P ko DBiix, ik} i+, is useful, as it
emphasizes the distortion each tax instrument intends to correct. We invoke this observation to
convert our original optimal policy problem into a reformulated problem in which the government
chooses consumer prices and abatement levels, IP;, rather than tax instruments, II;. The following

lemma presents that basic logic behind this reformulation.

* * "
Lemma 1. Given the optimal choice of prices and abatement levels, P} = { P}, Pl],k, ik @k ) ji ke OPH-
* .
mal taxes/subsidies If = {17 Tike X7 ko si,k, Tz-,k} jk can be recovered according to:
14 — P*k 14 x5, = Pijx Piig 1455 = Piik o — el aj(ary)
jik = P’ ij k P, B’ ik B’ ik Tk vj,k(a;k)

Considering the above Lemma, we henceforth direct attention to a reformulated problem in
which IP; is chosen to maximize welfare, W;, subject to equilibrium constraints. Since the rest of
the world is passive (e.g., I°_; = 0) we herein drop IP_; from the global policy vector. Altogether,

country i’s reformulated optimal policy problem can be specified as:
P = argmax W;(P;w,Y) subjectto (P;,w,Y)eé",

where £ denotes the set of policy-wage-income combinations that constitute a feasible general

equilibrium outcome. This set is defined analogous to £ with details provided in Appendix A.2.

The optimal policy, based on the above problem, must satisfy the following first-order condition

(E.O.C.) with respect to each policy instrument P € IP;:

dW;(Pr;w*, Y*) oW (IPF;w*, Y¥) oW; (P, w*, Y*)  dw OW;(PPr; w*, Y*)  dY
dInP dInP ow dInP Y dInP

GE wage effects GE income effects

=0.

(15)
The first term on the right-hand side corresponds to the direct effect of P € IP; on welfare, holding
income and wages fixed. The second two terms capture general equilibrium (GE) effects that
channel through changes in wage and income levels.!® We appeal to the above decomposition of

F.O.C.s to establish the welfare neutrality of wage and income effects at the optimum.

Step 2: Welfare-neutrality of wage effects at the optimum

Wage effects correspond to the welfare impacts of policy that channel through general equilibrium
changes in wages w = {w; },cc. We show that these general equilibrium wage effects are welfare-

neutral at the optimum. That is, fixing I’; and Y at their unilaterally optimal level, a change in w

16 As detailed in Appendix A.4, dw/dInP and dY/dInP can be obtained by applying the Implicit Function Theorem
to the national-level labor market clearing and balanced budget conditionsEquations (7) and (8).
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has no first-order effect on country i’s welfare.
Lemma 2. General equilibrium wage effects are welfare neutral at the optimum, Py,

oW (P, w*, Y*) dw
ow dinP

0, VP € P;.

The above lemma is formally proven in Appendix B.1. Below, we provide a verbal summary.
The global vector of wages is composed of the local wage w; and foreign wages w_; = {wy },i,
each of which is welfare-neutral for different reasons. The welfare neutrality of w; follows from
the fact that the government in 7 can tax every unit of output produced in country i irrespective
of industry and location of final sale. Since the choice vis-a-vis IP; fully determines consumer
prices in country i, w; can affect country i’s welfare only via its impact on national income, w;L; +
T;(P;w,Y)."” Holding IP; fixed, the effect of w; on national income consists of two countervailing
elements: a positive effect on wage income and a negative effect on tax revenues. For any policy
choice IP;,—and insofar as the labor market clearing condition holds—these two countervailing
effects exactly offset each other.

The welfare neutrality of w_; in the two-country case follows trivially from Walras” law—since
one element of w_; can be always normalized to one. Beyond the two-country case, the neutrality
result is more subtle and derives from a combination of tax neutrality (in the spirit of the Lerner
symmetry) and the targeting principle—see Appendix B.1 for details. Consider, for instance, w; €
w_;. By the Lerner symmetry, any change in w; can be perfectly mimicked with a uniform shift
in country j’s import taxes and export subsidies. Setting IP; to its unilaterally optimal value, these
extraterritorial uniform tax changes have no first-order effect on W;(IP;; w,Y). In other words, in
accordance with the targeting principle, any first-order gains from such extraterritorial uniform

tax changes will be already internalized by the optimum choice, IP}.

Step 3: Welfare-neutrality of income effects at the optimum

Income effects corresponds to welfare impacts of policy that channel through general equilibrium
changes in national income, Y = {Y;}icc. Following Lemma 2, we can evaluate and solve the
EO.C. (15) while treating wages, w = W, as fixed. In addition, since foreign countries j # i are
passive, their income is tied to their wage rates: Y_; = {wjij }j Lir and can be also treated as fixed.
As such, we henceforth drop w and Y_; from our notation, and express the combination (P;; w,Y)

as simply (IP;; Y;). Accordingly, the F.O.C. with respect to P € IP; reduces from Equation (15) to

dWi(P;Y;) — oW;(IP;;Y;) n oW;(IP;Y;) dY;

dinP  9InP Y dmp 0 (16)

17 This claim rests on the implicit assumption that w_; is held constant, as w_; is itself welfare-neutral at the optimum.
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The way the above problem is set up, income effects channel exclusively through income-driven
changes in demand quantities.!® That is, after fixing P;, any general equilibrium change in Y;
affects producer prices, emissions, and tax revenues only through shifts in demand schedules.
We can highlight this point by expressing these variables as P;;x(IP;Y;) = P;ix(IP;, Q;(IP;,Y;)),
Zix(P;Y;) = Zix(P;, Qi(P;, Y;)), and T;(P;; Y;) = Ti(IP;, Q;(IP;, Y;)), where Q; = {Qjix, Qijk }jec, kek
denotes the entire vector of country i’s output and consumption quantities, which is fully deter-
mined by country i’s policy choice, IP;, and income Y;.'9 With this slight change in notation,

country i’s objective function can be expressed as:

Wi(P;; Y;) ~ W;(P;, Q;(P; Y;)) = Vi(wiLi + T;(P;, Q;(P; Y;)), Pi) — Ai (Z(P;, Q;(IP;; Y;))) . (17)

Y;

We can, accordingly, elucidate income effects by rewriting the F.O.C. (16) in the following form

dW;(P;, Q;) _ oW;(P;,Q;) A dWi(IP;,Q;) dInQ; ~IW;(IP;,Q;) 9Q;(P;Y;) dY;
dInP ~ 9InP 2In Q; JdInP 0Q; aY; dInP

GE income effects

—=0. (18)

sin uation and noting that NZ- = i (. ;) , the revised F.O.C. can be unpacked as
Using Equation (17) and noting that B; = (3V;(.)/dY;) ', th d FO.C. can be unpacked

aw;(P;,Q;)
olnP

oT;(P;, Q;) _|_15.aVi(Yi/f)i) .94 (Z(Pi/Qi))] n [aTi(IPirQi) _p9Ai(Z (IPqu))] 19Q,(P,,Y;)

9lnP " 9InP ' 9InP 0Q; 1 0Q; IInP
aWi(]PirQi)

i

L+ [9TiP:, Qi) 508 (Z(P;, Q)] agu(p.yy) dy,
aQi i an ay dinP
(19)

The first line expands the welfare effect of policy, P € P;, holding income fixed and the second

=0.

line expands general equilibrium income effect, as specified under Equation (18). We prove that
oW;(IP},Q7)

income effects are welfare-neutral at the optimum by establishing that —5g~=- = 0. To this end,
consider the elements of IP; that correspond to a consumer price variable in country i—i.e., any
P € P;, where P; C IP; is the vector of prices facing a consumers in country i. For this subset of
policy instruments, the first component of Equation (19) collapses to zero:

IW;(P;, Q;)

PeP — 3P

— 0. (20)

18 To be clear, we are focusing on policy-income combinations that constitute a feasible general equilibrium outcomes,
ie., (IP;Y;) € £". See Appendix A.3 for a formal definition of general equilibrium in terms of (IP;; Y;).

19 Specifically, equilibrium values of Q; are given by demand schedules in country i, Qjix = ’Dj,-k(Y,-, {Pji, P;} j#,-), for
the case where consumers : ini purchase domestic or imported varieties, and demand schedules of foreign countries
J# 1 Qijx = 1]k(Y = w;iL;, {P,], P_;j(W_;)}izj), for the case where producers in i sell abroad..
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This result follows from Roy’s identity and indicates that raising domestic consumer prices (for
a fixed demand schedule, Q;) has no net effect on country i’s welfare—the revenue gains from
this change are nullified by the loss to consumer surplus.?’ Substituting Equation (20) into the
EO.C. (Equation 18), one immediately notices that a necessary condition for optimality is that
%&Q?) = 0. Hence, general equilibrium income effect (as specified in Equation 18) must equal
zero at the optimum. It should be emphasized that this result holds only if all elements of P} =

{13;-, 131*1} C IP; are set optimally. The following lemma summarizes this result.
j#i

Lemma 3. If P; C IP; is chosen optimally, then general equilibrium income effects are welfare-neutral:

W, (P w*, Y*)  OW;(IP, QP Y}))

oY dY; =0

Putting the Three Steps Together. We now combine Lemmas 1, 2, and 3 to establish an inter-

mediate envelope result that simplifies our general equilibrium optimal policy problem.

Theorem 1. [Intermediate Envelope Result] The system of F.O.C.s that determines country i’s unilat-
erally optimal policy, P}, can be derived and solved by treating wages as invariant to policy and demand

schedules as invariant to changes in income.

We refer to Theorem 1 as an “envelope” result because it demonstrates that, when all tax
instruments are set optimally, changes in wage and consumer income have no first-order effect
on welfare. Theorem 1 has implications well beyond this particular paper. It paves the way
for future analyses of optimal policy in quantitative general equilibrium trade models—a task
that has proven prohibitively challenging in the past. Indeed, traditional theories of optimal
trade policy are often disconnected from modern quantitative trade models in two assumptions.
First, traditional models assume that wages are fixed due to the presence of a sufficiently large
and traded homogeneous sector. Second, they assume that preferences are quasi-linear which
suppresses general equilibrium income effects. Theorem 1 indicates that neither assumption is
necessary to achieve tractability, provided that the government is granted sufficient instruments
in its policy set.In other words, our general equilibrium optimal policy problem can be solved as

if it were a partial equilibrium problem.

20 Specifically, Roy’s identity implies that P; Vi (P Y;)

! alnp]‘,"k
that %@?‘;QJ) = 0and %{gﬁ’) = N]',-,iji,k. The first equality holds because emission is fully determined by

abatement levels and quantities. The second reflects the effect of an after-tax price increase on tax revenues holding
the demand schedule fixed. Together, for P € P;,

= *Pji,iji,k- Moreover, since Pji,k € IP;, it follows immediately

aWi(Pi/Qi)_paVi(Pi/Yi) ITi(P;, Qi) _ 594 (Z(P;, Q)

olmP ' 9InP olnP ! olnP

= —PjixQjix + PjixQjix +0 = 0.

18



3.2 Characterizing the Unilaterally Optimal Tax Schedule

Theorem 1 allows us to derive simple expressions for the FO.C.s that determine the optimal pol-
icy in our general equilibrium model. Since we assume a non-parametric demand function, we
present the resulting system of F.O.C.s using the own- and cross-price elasticities of demand de-
fined in Section 2.1. The following lemma summarizes this step, with detailed derivations pro-

vided in Appendix B.2.

Lemma 4. Country i's optimal policy, P}, consisting of domestic & import prices {P,; i}, x, export prices

{Pij,k} j+ik, and abatement levels {a; }x, solves the following system of F.O.C.s:

{pni,k}n,k Zg

1517 i N k 15;1 mz m, ~ 'rk
<Pﬁ§ — ]%g (1 — % + 5ii,gvi,g>> Sln; —+ Zm#l < ié _ (1 + Wi g —I— gv g)) 85:;];] =0
{15.. Yo e+ 1-— 1L 1_"‘1?+5

i,k Jj#ik Cijk g T ii,gVi,g

{ai,k}k 5ii,kvi,k(a?,k) _ D;l: =0;

(1], OmigUmg \ (i) | _ q.
) l],g Zm;él (wmz,g + f‘g g) gmj,g] — 0/

( ’g) = eji,ksg.?’,i’g) is the expenditure-adjusted

where p, = Wk

demand elastzczty, and wj; i denotes the inverse of good ji, k s geneml equilibrium supply elasticity.!

The optimality condition w.r.t. a;; equalizes the marginal disutility from raising the cost of
production with the marginal utility from lowering CO, emissions. Combining this condition
with Equation (12)—that relates the equilibrium carbon intensity to the carbon tax—yields the

following formula for the optimal carbon tax:
T = btk = Pi + ik, (21)

where ¢; = By, §;x = Pip;r, and ;. = Pid;;x denote the CPl-adjusted disutility from CO; emis-
sions. The uniform term ¢; corrects the climate externality associated with CO, emissions, while
the industry-specific term, ¢; , targets the local pollution that accompanies CO, emissions. The
unilaterally optimal carbon tax, specified above, solely corrects economy i’s carbon externality on
domestic consumers. It is inefficient from a global standpoint as it fails to internalize economy i’s
carbon externality on consumers in the rest of the world.

The F.O.C.s in lemma 4 with respect to { P, }, x and {f’ij,k} j+ik constitute a system of 2K(N —

21 As explained in Appendix A.6, wj;  summarizes how a contraction in good ji, k’s export supply affects the entire
vector of producer prices associated with country i’s economy. The same appendix provides an exact characterization
of wj; x as well as a first-order approximation,

1
— 5. Tik 1 wL T ink
Wii g & i ] |:1 MSO"’ ) ,

1 ink
— 55 Luti jkEjuk Ve WiLj 7 07k jnk

which depends on the industry-level degree pod scale economies, 7k, revenues shares, {r]-,-,k}, and {p,-,k}, and

reduced-form demand elasticities, {eginlék) }
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1) + K independent equations and unknowns. In Appendix B.3, we show that this system has a

. . . . . . px, Py, P*
unique solution, which determines the optimal vector of price wedges, { P{f”; )P f’i , P”"k‘ } . Based
ii, i, ij, ..
j#i k

on Lemma 1, we can convert these optimal price wedges into optimal tax and subsidy rates, as

presented under the following theorem.??

Theorem 2. The unilaterally optimal tax schedule for country i is given by

~ -1
import tax]  1+1t5, =1+ wjix + ¢in,k’YkT Vi k

lexport subsidy] 1+ xj;, = (1 + £1k> Xijk Vi, k
ij,
[domestic subsidy] 1+ s}, = Tk Vk
T 1
carbon tax 5 = ¢ + Pix vk (22)
ik (P 4) ,

(iik) 7 1 . (ijK)
Cij,g€j Ynti tni Cnj,g€nj . . . .
where x;; = []g]g] (I K+ [W] ) 1 is an export subsidy intended at lowering CO,
kg kg

€ijk€ijk Liig enjgenis
emissions in foreign industries whose output competes with ij, k.

To put it verbally, country i’s unilaterally optimal policy consists of (i) a uniform Pigouvian
carbon tax , ¢;, adjusted for the local pollution externality that accompanies CO, emissions, §; y,
(i1) industry-specific Pigouvian production subsidies, s7,, that eliminate cross-industry markup
heterogeneity, (iii) import taxes, t7; that penalize high-carbon imports and capitalize on unex-
ploited import market power in relation to the rest of world, and (iv) export subsidies, xl.*].,k, that
promote low-carbon exports and capitalize on unexploited export market power in relation to
the rest of the world. The fact that production subsides are carbon-blind is a manifestation of the
targeting principle. Carbon taxes, based on this principle, are the optimal instrument to curb the
carbon externality associated with domestic production, because they target the externality at its
source.”?

Optimal border (i.e., import and export) taxes are designed to both improve the terms-of-
trade (ToT) and curb transboundary CO, emissions. Below, we clarify this point by dissecting the
optimal import and export taxes/subsidies into (1) a terms-of-trade (ToT) driven component, and
(2) a carbon border tax/subsidy component. First, consider the optimal import tax on variety ji, k.

Following Theorem 2, this tax can be decomposed as

Y —1

Yk
~————

carbon border tax

I+t =1+wix + ¢ivjk (23)
———

ToT driven

22In Appendix C, we also characterize optimal policy under second-best scenarios in which the government is unable
to use a subset of policy instruments in IP;. We look at three second-best scenarios: First, a scenario where carbon
taxes are inapplicable. Second, a scenario where export subsidies are inapplicable. Third, a scenario where the
government can use carbon taxes but is unable to use any other tax instrument in IP;.

23 Recall that that we assume a one-to-one correspondence between local pollutants and CO, emissions. As a result,
carbon taxes directly correct both the climate externality from CO, emissions and the local pollution externality from
non-CO, emissions.
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The ToT-driven component is motivated by country i’s collective import market power vis-a-vis
partner j. This tax component creates a mark-down on the producer price of goods imported from
origin j—industry k, the optimal rate of which coincides with the inverse of good ji, ks export sup-
ply elasticity, wj;x. The CO; border tax curbs the transboundary CO; externality associated with
goods produced by origin j-industry k. These border tax measures are rationalized by the fact
that origin j’s non-cooperative carbon tax is sub-optimal—it fails to internalize origin j’s carbon
externality on the home country i # j.

Likewise, optimal export subsides are chosen to both improve the terms-of-trade (ToT) and

curb transboundary CO, emissions. The export subsidy on good ij, k can be decomposed as

1

1+ X;kj,k = <1 + - > X Xij,k . (24)
€ijk ~——

-~ carbon border subsidy

ToT driven

The ToT-driven term is analogous to an optimal markup, as if country i were pricing its compos-
ite export good as a single representative monopolist. The CO, border subsidy promotes export
varieties that compete with high-carbon (high-v) foreign varieties in market j. The logic is that
subsidizing exports to market j lowers the output and CO, emissions of high-carbon foreign in-

dustries by shrinking their sales to market j.2*

3.3 Optimal Policy Formulas in Special Cases

Special Case: Ricardian Models. In the limit where 7y — co and f]-,k — 0, firms can be viewed
as perfectly competitive and our framework reduces to a Ricardian trade model. This special case
is isomorphic to the multi-industry Eaton and Kortum (2002) model. The optimal tax formulas in

the Ricardian case can be attained by plugging the following values into Theorem 2:

Yk

P =1, wjix—0. (Ricardian Model)

An immediate implication is that optimal import taxes are uniform net of the carbon border tax.
Also, note that—in principle—Theorem 1 applies to a model with a continuum of industries. As
a result, in the limit where ¢;;; — oo, our optimal tax formulas nest the optimal policy formulas

in Costinot et al. (2015), which is based on the Dornbusch et al. (1977) model.

Special Case: Cobb-Douglas-CES Preferences. To gain further intuition about the optimal policy
formulas presented under Theorem 2, consider a parametric case of the model where preferences

have a Cobb-Douglas-CES formulation. In particular,

24 To be clear, Xijk internalizes a second effect in addition to carbon reduction. Subsidizing exports to market j lowers
the scale of production in foreign industries that sell to both markets j and i. This reduction in scale, indirectly
impacts the producer price of goods imported by country i, and thus country i’s terms-of-trade. x;;x encompasses
an adjustment to account for such effects.
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ui(Qi) = H <Z b]ll/kUkQ]lk > ’ (25)

k ]

where ¢; ; denotes country i’s constant share of expenditure share on industry k, and o denotes
the Armington elasticity of substitution between origin countries. The price elasticities of demand

in this special case are given by the following:
K ik ik
g =eny = 1= (@-1D1=Ap),  eny = (@—Dhje (0#)); el =0 (g#K).

Plugging the above values into Theorem 2 yields the following formula for optimal import tax

and export subsidies in the Cobb-Douglas-CES case,

I _ =1 wlL; PikTitk )
e jik {1 T wil Yz #0jkTit ]ék:|

1+ % Yositior [1+ (0 — 1) (1 — Ajex) ]

1 -1

The last term in the first line corresponds to wj;x. The term inside the brackets in the second

—1
1t =1+ Grojp =
Yk

Anjk
1—|—mek1 L

1+, =
o n#i o /\1] k

line corresponds to yx;jx in Theorem 2. Absent carbon externalities (i.e., set v, = 0 for all n, k),
the above formulas collapse to the familiar optimal import/export tax formulas in multi-industry
quantitative trade models (see Lashkaripour and Lugovskyy (2020)). An illuminating special case
of the above formula is the small open economy case, for which 7j;x ~ A;jx = 0. For a small open

economy, the optimal import tax and export subsidy formulas reduce to

Y —1

1+t*k—1+¢10]k

O'k—l

1+xz]k_ |:1+(Pl e V*l]k o

Aijk ] s . . . .
where V_jix =}, [%,kﬁ} is the average carbon intensity of foreign suppliers whose output
competes with good ij, k. This formula elucidates our earlier claim that optimal carbon border

subsidies promote exports to markets that are served heavily by high-carbon foreign suppliers.

3.4 Non-Cooperative Nash Equilibrium

Equipped with Theorem 2, we analyze a non-cooperative Nash equilibrium in which all countries
simultaneously apply their unilaterally optimal policy. Such an equilibrium is inefficient from a
global standpoint because all countries act non-cooperatively, and as such, they fail to internalize
their terms-of-trade and carbon externality on the rest of the world. To fix ideas, we present a

formal definition of the non-cooperative Nash equilibrium.

Definition. The Non-Cooperative Nash Equilibrium corresponds to a one-shot game where non-
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cooperative countries simultaneously choose their unilaterally optimal policy, taking policy choices

in other countries as given.

Since we consider a game in which non-cooperative governments choose their taxes unilat-
erally and simultaneously, the optimal policy of each country is still characterized by Theorem
1. One should, however, note that optimal policy choices are interdependent between countries.
More specifically, the optimal policy formulas under Theorem 1 depend on endogenous variables
such as trade shares, A, ks and carbon intensities, Viks which in turn depend on the policy choices
of all countries. The optimal tax and subsidy rates under the Nash equilibrium are, therefore,
different from those in an equilibrium in which a single country sets its policy unilaterally.

To highlight these interdependencies, consider country i’s optimal export subsidies and im-
port taxes. They depend on transboundary carbon intensities, {v;};.4;, which are regulated by
applied carbon taxes in other countries (j # 7). Specifically, given Ty = 5jj/k = ¢; + ¢i for all
j € C, Equation (12) implies the following carbon intensity in origin j:

Yk — 15_1

*
Vi = Q&j—0:: 1.
ik jk i jik

Supposing that preferences are Cobb-Douglas-CES, we can plug the above expression into Equa-
tion (26) to arrive at the following formulations for Nash carbon, production, and border tax rates.

Corollary 1. The non-cooperative Nash equilibrium under CD-CES demand is characterized by each coun-

try i € C applying the following taxes—which implicitly depend on applied taxes in all other countries:

%—1>2“ﬂ<

import tax 1+t :1+w..k+~‘<
[ P ] jik 7i, ¢z i T]fk

. * _ x _Mnjk 1 !
[export subsidy| T+xp, = [1 + Lni tni,klfi)]\,’jlk} <1 + M)
Yk
T —1
[carbon tax] T}y = i + P;

[domestic subsidy] 1+ s} =

As noted earlier, the above policy schedule differs from the unilaterally optimal policy sched-
ule, i.e., Equation (22), in important ways. Above all, Nash carbon border taxes depend explicitly
on applied carbon taxes in other countries. The extent of carbon border taxation is, correspond-
ingly, regulated by cross-national differences in the perceived cost of CO, emissions. To see this
clearly, suppose the perceived disutility from emissions is exclusively climate-related, i.e., ¢; x = 0.
The carbon tax in this case collapses to 7/} = ¢; and the carbon border tax applied by country i on
country j simplifies to (¢i/¢;) ((vk—1)/ ’yk)z «; . If the government in country i cares more about
CO, emissions than its counterpart in country j, i.e., ¢; > ¢;, then country i imposes a relatively

higher carbon border tax—after adjusting for the carbon input cost share, a4, and the degree of
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scale economies in production, 7. %

4 Globally Optimal Carbon-and-Border Taxes

We now analyze scenarios where governments act cooperatively. That is, they cooperate to max-
imize global welfare rather than act unilaterally in their self-interest. Subsection 4.1 outlines the
first-best cooperative outcome under which cooperative governments coordinate their carbon tax
policies. Subsection 4.2 analyzes a second-best cooperative scenario under which governments
coordinate their carbon border taxes. Later in Section 6, we utilize these theoretical results to

quantify the consequences of global cooperation versus non-cooperation on climate issues.

4.1 Globally Optimal Carbon Taxes

The globally optimum (or first-best) outcome is attainable when all countries coordinate their
carbon taxes and correct their carbon externality on the rest of the world. Such a scenario is akin
to a deep multilateral agreement on trade and climate. Below, we formally define this scenario,

which we label global climate cooperation hereafter.

Definition. Global Climate Cooperation corresponds to an equilibrium wherein all governments
set their policy instruments cooperatively in order to maximize global welfare, ) ; W;, subject to

equilibrium conditions (1)-(8).

Under global climate cooperation, all countries apply zero border taxes or subsidies, as these
policy measures are inefficient from a global standpoint. Globally optimal production subsidies
solely correct markup distortions, i.e., they restore marginal cost pricing in each industry. Glob-
ally optimal carbon taxes have Pigouvian underpinning and correct each origin’s local and trans-
boundary carbon externality. Put formally, the globally optimal policy has the following structure

in each country i:

_ 5 = ~',k + b . (27)
P— ik = Pi ];:: i
N —

¢W

Globally optimal carbon taxes in country-industry (i, k) consists of two components: (ii) one that
corrects the global climate externality associated with origin i’s CO, emissions, "V = Yjec $j, and

(i) one that corrects the local pollution externality accompanying CO, emissions, §; . The above

ye—1
Tk
Theorem 1. According to Equation (4), carbon intensity per unit of production, Z,;/Q, x is proportional to

2
25 A similar logic explains why the square of the inverse markup, ( ) , appears in formulas specified under

(Qui/ (1 —ayk)) “U/% That is, carbon intensity is affected by scale economies in both production and abatement,
governed by a common parameter 7. In the formula for optimal import taxes t]*i o the first (v — 1)/ reflects the

importing country i’s desire to dampen the CO,-reducing tariff given scale economies in “production”. The second
(Y — 1)/ vk is due to the origin country j’s carbon taxes interacting with scale economies in “abatement”.
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formulas indicate that country i must raise its carbon tax when transitioning from the unilaterally
optimal to the globally optimal tax schedule. Assuming away the equilibrium change to B, the
raise in the carbon tax when committing to cooperation equals:
lobal il 1 zw_ %

ng obal _ 7o ateral M — &; (28)
The free-riding problem that impedes global cooperation is clearly manifested in Equation (28).
When acting non-cooperatively, a country has no incentive to curb its carbon externality on resi-
dents of other countries. Accordingly, compensation schemes (such as international transfers that
incentivize cooperation) or penalty devices (such as border taxes that punish non-cooperation)
will lead to global climate cooperation if they imply national-level benefits that exceed the unilat-

eral cost of cooperation, (¢ — ;).

4.2 Globally Optimal Carbon Border Taxes

As demonstrated above, the globally first-best policy for curbing CO, emissions requires that
each country applies their globally optimal carbon tax. Suppose that—for political reasons—the
first-best policy choice is infeasible. In that case, carbon border taxes can be used as a second-
best cooperative policy measure to curb CO, emissions. Globally optimal carbon border taxes
differ from their unilaterally optimal counterparts (characterized under Theorem 1) in that they
are chosen to maximize global rather than unilateral welfare.

To present our results succinctly, we suppose 7 — oo which ensures that transboundary
carbon externalities are the only distortion carbon border taxes are targeting. Appendix D.1 shows
that (with international transfers) the globally optimal carbon border tax can be implemented

using the following import tax schedule,?

. 1+ (op — DAk
T4 [T+ povig] (0% — 1) Ajie

(T+¢-vix) (29)

where ¢_; = }_ [pn] — ¢; measures economy j’s transboundary climate externality, which has been
overlooked by domestic carbon taxes. The globally optimal carbon border tax exhibits two key
differences from the unilaterally optimal carbon border tax presented under Theorem 1. First, it
penalizes import transactions based on their global climate externality. Second it includes an ad-
justment for cross-demand effects, because the application of carbon border taxes raises demand
for domestic varieties whose global carbon externality cannot been appropriately taxed. Carbon
border taxes should, accordingly, be set at a lower rate in markets where domestic suppliers are
highly competitive (as measured (0x — 1)A;;x) and high carbon-intensive (as measured by Vi,k)-27

Globally optimal carbon border taxes are larger and should be more effective than their uni-

26 The above formula derives from Cobb-Douglas-CES preferences. See Appendix D.1 for a more general formula.

27 Globally optimal carbon border tax rates concern the optimal choice of a global planner that can manipulate the
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laterally optimal counterparts. They, however, suffer from the same free-riding problem that has
paralyzed existing climate agreements. That is, individual countries will find it optimal to free-
ride and lower their carbon border tax from its globally optimal rate identified by Equation (29).
Doing so will benefit the tax-imposing country but will deteriorate global welfare. Considering
this limitation, an analysis based on globally optimal carbon border taxes may overstate the effi-
cacy of border measures. In Appendix D.3, we analyze a third type of carbon border adjustment
that is intended to level the playing field for domestic firms who are subjected to higher-than-
unilaterally optimal carbon taxes. As we note, these border adjustments may have limited efficacy

because restoring firm-level competitiveness can deteriorate the national-level terms of trade.

5 Mapping Theory to Data

In this section, we describe how the equilibrium relationships, including our optimal policy for-
mulas, map to data. Our objective is to use this mapping to quantify the full effectiveness of trade
policy at cutting global CO, emissions. For our quantitative analysis, we consider the Cobb-
Douglas-CES case of our model and suppose that applied taxes in the baseline equilibrium (i.e,
the status-quo) are as follows: (i) Tariffs, {t;;x}, are given by observed applied tariffs; (ii) domes-
tic carbon taxes, {7k}, are at their unilaterally optimal and inferred from applied emission taxes;

(iii) production subsidies, {s;x}, and export subsidies, {x;;}, are zero.

5.1 Non-cooperative Nash Equilibrium

With the aid of our unilaterally optimal tax formulas, we characterize the change in equilibrium
values when moving from the baseline equilibrium to the counterfactual non-cooperative Nash out-
come. This exercise requires information on expenditure shares, {A,;, €,k }ni k, revenue shares,
{"uik }ni, labor shares, {¢, x},r, where ¢,y = L, /L, is country n’s share of employment in in-
dustry k, carbon intensities and input cost shares, {v, x, &,k } » k, and national wage and income
levels {wy, Ly, Y, }n. Let B, stack the baseline data. Aside from B, we need information on applied
taxes and subsidies B = {s,k, Xin o tnik }nik, carbon disutility parameters By = {¢n, P i fni and
structural elasticities B, = {7, 0%, ¢ }x. Going forward, we let B = {B,, By, By, B.} denote the set
of sufficient statistics needed to conduct our counterfactual analysis.

For any generic variable z, we denote its counterfactual value in the non-cooperative Nash
equilibrium as z*. Using the exact hat-algebra notation, we denote the change in variable z as
2 = z*/z. To determine counterfactual outcomes under the Nash equilibrium, we solve a system
of equations consisting of equilibrium conditions and optimal tax formulas. The solution to this

system determines the unilaterally optimal tax and subsidy rates, R = {s}, ;, T, X5, s bi x bui s

price of all traded goods universally. Hence, they need not to be paired with export subsides, as import tariffs
can adequately target and tax each export transaction from the global planner’s perspective. In fact, compounding
import tariffs with export subsides is inefficient from a global standpoint because it causes double marginalization.
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changes to national wage and income {@y,, Y, },, changes to labor employment shares and output
quantities {2, , O, x .z, changes to producer and consumer price indices {P,; x, ﬁni,k, ﬁi,k/ ﬁn}m-,k,
changes to expenditure and revenue shares {/A\m-,k, i k tnik, changes to carbon input cost shares,
abatement, CO, emissions, and carbon intensities {&,, x, 1fa\n,k, Zn,k, Oy k tn i and changes to real
consumption and welfare {Vn, Wn}n. We let R, denote the set of non-tax-related outcomes and
R = {R+, Ry} to denote the full set of equilibrium outcomes we seek to solve.

In what follows we describe an approach that determines counterfactual outcomes, R, given
a minimal set of sufficient statistics, B = {B,, B;, By, B.}. For a clearer exposition, we herein
express all elements of B in blue. First, we present the set of equations that describe optimal

tax/subsidy formulas, which following Section 3.2 are given by:?®

2.

1 + t*l P = 1 + wnz ) + ¢1vn kvl’l r}/ a) Optlmal ll’np tax (ni, k)
T, = [1+ }
ink (ar—=1) (1~ )\m KAink) . b) optimal exp tax (in, k)
A A -1 (n n
X [1 + Yoz (‘%,k + Pilivg iy, A”ﬁYk ) ﬁ} 0

i Wik, 1L o *
1+t = 1, 1+ xppe=1+ Xk

d) all taxes in changes

1+ Spk = ’Yk/(’)’k - 1); fn,k = pn

Next, we present the set of equations that represent equilibrium conditions (e.g., optimal de-
mand, supply, and market clearing conditions). To formulate the change to equilibrium output
quantities, we invoke the labor market clearing condition in country-industry (1,k): w,¢, L, =
(1- zxn,k%;—;l)Pnn,anlk. Replacing for Py, , from Equation (3) and applying the hat algebra nota-
tion delivers:

Tk o —

Qn,k = [&n,k + ( “n k)an k]l Vk (@ )7" ! (1 —ay k>% (31)

-1
where &, = (1 -y k “”jy;l) is observable given the information in B. The change to variety-

specific producer prices and the corresponding change to the CES and Cobb-Douglas consumer

price indices are, accordingly, given by

A B/ n
ik = Wn(1 —ayx) 5 (Qni) iz a) producer price (ni, k)
5 1+t D . .
Pyij = %P,@k b) consumer price (ni, k) @)

ik = [Zﬁ'ﬂ Ai (P o) 0% } "% ¢) consumer price (i, k)

P = Hk(ﬁi,k)eﬂk d) consumer price (i)

28 In the first and second lines, w?, , denotes the inverse of the export supply elasticity in the counterfactual equilibrium:

_ . _ =1 wiiiL; - _PikPikTiekPick 3
(1/’)’k)rm,krm,k [1 Yr Wy Ty Ly Zé i On kPt knk An[,kAnf,k]

.,k f— 7S
" T+ (1/ ) Eoti neiPner (1+ (06 = 1) (1 = ApgpAnek))

27



Note that pni,k, in the above equation, is regulated by changes to the wage rate, @,, scale of pro-
duction, Qn,k, and abatement, (1 —a, ), all of which are core elements in the outcome set, R.
Given the change in consumer prices, the change in within-industry expenditure and revenue

shares can be calculated as

A 2 2 1—o0;
Apik = (Pm,k / Pi,k) ’ a) within-ind exp share (ni, k)

Tt ) " (T 2 ) A i Vi s .
= W) (%) dis¥i ) ithin-ind rev share (ni, k)
Yo rjek(Tttuor) " (1+xne ) Anei Yo

(33)

~>

nik

The change in industry-level carbon input cost shares, CO, emissions, abatement, and carbon

intensities are given by:

(1fa\n,k = [(1 — ) + (2 k) (’fn,k/zi)n)lfg e/et a) abatement in country-industry (n, k)

By = a:,k - 1;n%(lia\n,k)(l_g)/ g b) carbon cost share in country-industry (n, k)
Zok = (&n,k)g/ (=) (1ia\n,k) G Q;%’C ¢) emission from country-industry (7, k)

Onk = &ni/ Tuk d) emission intensity of country-industry (n, k)

(34)

The expressions for 1fa\mk, &k, Zyx and 0, respectively derive from applying the hat-algebra

notation to Equations (1), (2), (4), and (12). The change in wages and industry-level labor shares
are governed by the labor market clearing condition expressed in changes:

(1=t 52 (1457 ,) (14

I - k) A -
Wyl gwyly Ly = Zj (I I )\n]',k)\n]',kej',ijYj a) LMC (n,k)

nj,k)

Y @n,kﬁn,k =1 b) sum of shares=1 (1)
(35)
The first line in the above equation ensures that the industry-level wage bill equals total sales
net of taxes/subsidies. The second line ensures that labor markets clear at the national level.”’
Finally, the change in national income, Y,, is governed by the representative consumer’s budget

constraint (BC), which can be expressed in changes as follows:

. _ (Bt e 1) (1457, ) (L + x5 .
I’lYn = Z,l\)nwnLn + ;Z [ Tk (1 + t*:j nj, /\ﬂjrkA”j/kej/k’Yij
j .
1= (550 (1 + 25, £,
, ik’ | A ¢ njk 3 v
+ " A ',k)\ ',ke',kY'Y‘ + 7*/\' ,k/\' K€ ,kY Y,|. BC (n)
;; (1 T tn]',k> nj njkCpktyty 1 + tjn,k jnk/MjinkCnktnltn

(36)

The above equation ensures that total income equals the wage bill plus tax revenues. The first

29 The second line sums over industry-level labor market clearing conditions, which can be described more compactly
as industry-level labor shares add up to one in the counterfactual equilibrium (i.e., Y3 £7 , = 1).
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and second sums respectively denote carbon tax revenues and non-carbon tax revenues.*

Solving Equations (30)-(36) determines counterfactual Nash taxes and equilibrium outcomes,
R = {R:, Ry}, with information on a sufficient set of observable or estimable statistics, B =
{By,, Bi, By, B.}. Lastly, given R and B, the change to real consumption and welfare can be calcu-

lated as:

A ? A Y A 5 ; Z A
Vi=|%], Wi = LV - M7k (37)
Pl' Yz’ - ):n,k 5ni,an,k nk Yi - Zn,k 5ni,kzn,k

A consumption A disutility from CO,

5.2 Global Climate Cooperation

Taking the same approach, we can solve for equilibrium outcomes under the cooperative equilib-
rium wherein every country applies their globally optimal carbon tax—as specified by Equation

(27). The change in taxes from the baseline rate to the globally optimal rate are given by:

1+ tjix = %t]zk, 1+=xjix =1 a)border tax/subs

1/+s\]',k =v/(v—1) b) production subs (38)
Tk = ﬁi + Y (ﬁé) ¢) emission tax

Solving the optimal tax equations given by (38) along-side equilibrium conditions (31)—(37), de-
termines the change to equilibrium variables R = {R,, R:} as a function of baseline data and
parameters B = {B,, B;, By, B.}. Note that the difference between non-cooperative and coop-
erative equilibrium outcomes is driven merely by differences in tax schedules between the two

scenarios—as indicated by the set of equations (30) and (38).

5.3 Baseline Data (5,, B;)

In this section, we describe the baseline data on trade, production, and emissions (labeled as By)

as well as data on applied taxes (labeled as B;).

Data on Trade, Production, and Emissions. Data on international emissions and expenditure
levels are taken from the 2009 WIOD database on Input-Output Tables and Environmental Ac-
counts (Timmer et al. 2012).3! The WIOD reports the full matrix of international expenditure

levels across 41 major countries and 35 ISIC-level industries. Since the European Union (EU)

30 We solve the general equilibrium system specified by Equations (31)-(36) as a nested fixed point with two tiers. In the
inner tier, for a given schedule of taxes, all variables are solved to be in general equilibrium as required by Equations
(31)-(36). In the outer tier, given the fixed point of the inner tier (i.e., general equilibrium variables conditional on a
choice of taxes), we solve for optimal taxes according to Equation (30).

31 Qur baseline year is 2009 as the most recent year with available information on trade and production, emission, and
environmentally related taxes. Specifically, 2009 is the last year reported in the WIOD Environmental Account and
the first year with a large coverage in environmentally-related tax data.
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often acts as one tax-imposing authority, we aggregate all EU members into one tax-imposing
region. To merge the WIOD data with our other data sets, we aggregate our sample into 19 indus-
tries, the details of which are listed in Table 1. After applying these aggregations, we are left with
15 regions (N = 15) and 19 industries (K = 19, covering tradeables and nontradeables), which
results in a 15 x 15 x 19 matrix describing expenditure levels, Pjierji,k, per origin j—destination
i-industry k.

The WIOD Environmental Accounts report emissions of several air pollutants by origin coun-
try and industry. First, we use these data to calculate CO, equivalent (CO,e) emissions based on
global warming potential (GWP-100) from the IPCC (2014) report. The WGP-100 measures how
much emissions of one tonne of a gas will be absorbed in the atmosphere in a period of 100 years
relative to the emissions of one tonne of CO,. Using emission data of CO; (carbon dioxide), CH4
(methane), and N2O (nitrous oxide), we calculate COze as Z;; = kaoz +28 x ZE]}M + 265 x ZE{ZO
for every pair of origin country and industry. According to the Environmental Protection Agency,
emissions of CO,, CH4, and N20O account for 97% of greenhouse gas emissions worldwide. Ac-
cordingly, we construct carbon intensity of origin i—industry k as:

Zik (COse Emission);

0; prg fry P
ik Pk Qi (Gross Output); ;

where the numerator is measured in tonnes of CO,e, and the gross output is measured in US dol-
lars. Throughout the paper, we use carbon emission or CO, emission as a shorthand for green-
house gases or COze.

Regarding non-CO; local pollution, the WIOD Environmental Accounts reports (under the
category of acidification) the emissions of nitrogen oxides (NOx), sulfur oxides (SOx), and carbon
monoxide (CO) for every origin-industry pair. We consider the aggregate of these local emissions
as ng, and define {;; = ng / Zik, as the rate at which origin i-industry k generates non-CO, local

pollutants per tonne of CO, emissions.

Key Takeaways from Carbon Intensities across Industries. We report some key industry-level
statistics that will help us interpret the results emerging from our quantitative analysis in Sec-
tion 6. Table 1 reports the list of industries together with their main characteristics. We draw
two immediate conclusions: First, non-manufacturing industries such as Agriculture, Electricity,
and Transportation account for a huge share of global CO; emissions. In contrast, manufacturing
as a whole (industries 3-14 as labeled in the table) account only for one-fifth of global CO, emis-
sions. Second, there is an overall negative correlation between tradeablity and CO, emission share
across industries (See Figure A.2 for the scatter plot of industries’ trade-to-GDP ratio against their
share from world CO; emissions). For example, the most tradeable industries, namely, Machinery
& Electronics and Textiles & Leather, together account for less than 1% of global CO, emissions,

while Electricity, Gas & Water and Agriculture that are among less tradeable industries account
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for more than half of global CO, emissions. In fact, industries with a trade-to-GDP ratio higher
than 0.10 account for only one-third of global CO, emissions. In other words, low-tradeable in-
dustries account for the majority of global CO, emissions.

For detailed information on countries/regions in our sample, and their key characteristics, see
Table A.2. In our baseline year of 2009, the EU has the largest share of world GDD, at 27.1%, while
accounting for only 12.1% of world CO; emissions. In contrast, China has the largest share of
CO; emissions, at 23.9%, while accounting for 13.7% of world GDP. Across countries, the ratio of
Emission Share to GDP Share is the lowest for Japan (0.34) and the EU (0.45), and the highest for
India (2.90) and Russia (2.96).

Data on Applied Trade and Carbon Taxes. We compile data on applied tariffs in year 2009
from the United Nations Statistical Division, Trade Analysis and Information System (UNCTAD-
TRAINS). The 2009 version of UNCTAD-TRAINS covers 31 two-digit (in ISIC rev. 3) sectors, which
are aggregated into the 19 industries for which we have compiled international expenditure and
emissions data. The UNCTAD-TRAINS database reports multiple measures for applied tariffs.
Following the earlier quantitative trade literature, we use the “simple tariff line average” of the
“effectively applied tariff” (AHS). The applied tariff rates are reported for each origin—destination—
industry combination, except for instances where the origin country is a member of the Euro-
pean Union (EU). In such cases we assign applied tariffs based on the fact that EU tariffs are
reported, intra-EU trade is subject to no tariffs, and all EU members impose a common tariff on
non-members. Finally, in accordance with the World Trade Organization rules, we assume that
applied export and domestic subsidies are negligible, setting s; , = x;jx = 0 in all cases.

We make use of data on Environmental Taxes by Economic Activity from EUROSTAT as well as
Environmentally-related Taxes from OECD-PINE. The data from EUROSTAT report environmentally-
related taxes at the level of country-industry pairs, covering all European countries, based on
NACE rev. 2 industries, which we map to the 19 ISIC industries in our sample. The data from
OECD-PINE report environmentally-related tax data in every country as a percentage of that coun-
try’s GDP. Our quantitative analysis treats these environmentally-related taxes as “carbon taxes”
under the status quo, noting that carbon taxes in our framework are adjusted to account for local

pollution. See Appendix E for more details on our data construction.

Carbon Cost Shares. We recover carbon cost shares from data on carbon taxes, carbon intensi-

ties, and markups. Following Equation (12), the cost share of carbon can be calculated as:

— Yk Tnkzn,k
Yk — 1 Pnn,an,k

&y k = UnkTnkOnk- (39)

On the right hand side of Equation (39), 7,xZ, is total emission tax paid by firms in origin

n—industry k, and the denominator, Py, xQ, k, is gross output. Together, with our markup pa-
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rameters, which we estimate below, we obtain &, ; for every country n-industry k. Table 1 reports

the average value for «,,  across countries for every industry k.

5.4 Estimation & Calibration of Model Parameters (84,, B.)

To evaluate policy outcomes, we need a set of parameters, B, = {7, 0k, ¢ }x, including the trade
elasticity, (0x — 1); the degree of firm-level market power, 7, which is tied to the markup, p; =
v/ (7x — 1); and the elasticity of input demand for carbon, ¢. In addition, we require information
on the emission disutility parameters By = {¢n, ¢y i }nr. We estimate trade elasticities following
Caliendo and Parro (2015), estimate markups following the cost-based approach in De Loecker
and Warzynski (2012), and estimate the elasticity of input demand for carbon and the carbon

disutility parameters using environmentally-related tax data.

Markups. To estimate markups, we use firm-level data from COMPUSTAT data and closely fol-
low De Loecker et al. (2020) and Bagaee and Farhi (2020). To map COMPUSTAT data to industries
as defined in WIOD, we map disaggregated NAICS-level industries from COMPUSTAT to the 19
aggregate 2-digit ISIC-level industries (k = 1,...,K = 19) as well as disaggregated 3-digit ISIC
industries. For every industry-year, we first estimate the output elasticity with respect to variable
input, based on Olley-Pakes procedure in which, expressed in firm-level logs of real values, our
dependent variable is sale and the variable input is COGS (Cost of Goods Sold). We use capital
expenditure as the proxy variable and gross capital stock as the state variable, and following the
usual practice in the literature, we control for a firm’s share of sales within disaggregated indus-
tries (which are 3-digit ISIC in our data). The resulting estimated coefficient of log variable input
gives the output elasticity 6y, for every industry-year k, t. For every firm w in industry k at year
t, the variable input share is the ratio of variable input (COGS) to sales, By ;(w). Using the first

order condition of the firm’s cost minimization, markups are then given by:

Hit(w) = Ot/ Brp(w). (40)

To obtain markups at the level of industries, we aggregate firm-level markups to the level of 19
industries with the weight assigned to a firm given by within-industry firm’s sales share. We

report our markup estimates at the level of industries in Table 1.%2

Trade Elasticity. We estimate trade elasticities, (0x — 1) by applying Caliendo and Parro’s (2015)
estimation technique to our 2009 data on trade values and applied tariffs. This approach recov-

ers (0 — 1) under the identifying assumption that applied tariffs are orthogonal to idiosyncratic

32 For the weight assigned to a firm we consider the three-year period of 2008, 2009, and 2010 to make our estimates
not sensitive to potential industry-level fluctuations in our baseline year of 2009. The resulting firm-level markup
estimates are on average 1.58, with 1.07 at 25th and 1.84 at 75th percentile.
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Table 1: Industry-Level Statistics and Elasticities

Carb Carb Trad
CO2 Emissions Trade arbon arbon rade

Industry (% of total) GDP Intensity Input Share Elasticity Mal:ykup
(v) (@) -1 GL)
1 Agriculture 19.9% 6.8% 100.0 0.020 2.05 1.46
2 Mining 8.0% 27.6% 404 0.019 1.80 1.53
3 Food 1.1% 9.0% 42 0.004 1.36 1.70
4  Textiles and Leather 0.4% 27.1% 4.2 0.005 0.86 2.11
5 Wood 0.2% 8.4% 54 0.010 3.42 1.28
6 Pulp and Paper 0.6% 8.9% 6.8 0.004 3.21 1.30
7 Coke and Petroleum 2.7% 17.9% 23.2 0.006 3.31 1.18
8 Chemicals 3.4% 24.6% 19.5 0.017 0.89 2.06
9 Rubber and Plastics 1.0% 14.0% 15.2 0.006 1.55 1.27
10 Non-Metallic Mineral 9.6% 13.1% 315 0.006 1.95 1.49
11 Metals 0.3% 25.9% 21 0.001 3.97 1.24
12 Machinery and Electronics 0.4% 37.1% 1.8 0.004 1.90 1.50
13 Transport Equipment 0.3% 23.3% 1.6 0.002 0.59 1.21
14 Manufacturing, Nec 0.4% 32.8% 10.1 0.005 0.59 1.91
15 Electricity, Gas and Water 32.0% 1.0% 205.5 0.018 7.14 1.12
16 Construction 0.9% 0.3% 2.1 0.008 7.14 1.10
17 Retail and Wholesale 1.8% 3.7% 2.6 0.009 6.93 1.14
18 Transportation 8.1% 10.9% 30.2 0.033 7.14 1.01
19 Other Services 9.0% 2.6% 4.1 0.007 1.59 1.60

Note: This table shows for every of the 19 industries the share from world CO2 emission, world-level trade-to-GDP
ratio, global average carbon intensity (tonnes of CO, per dollar of output) normalized by that of agriculture, calibrated
carbon cost shares reported as unweighted mean across countries within every industry, estimated trade elasticities,
and markups. All CO, measures are CO, equivalent.

variations in bilateral trade costs. The estimated elasticity values are reported in Table 1.3

Carbon Input Demand Elasticity. We estimate the elasticity of input demand for carbon using
the following equation that describes the relative expenditure on carbon versus labor inputs as a

function of relative input prices:

Nk Tik Kk
In{ —=— ) =1-0¢)In| X In{ ———). 41
n<1—lxi,k> ( g)n<wi>+gn<1—Ki,k> 1)

The term ¢ In[&; /(1 — &; )] is an exogenous demand residual specific to origin i and industry k.
We assume that ¢ In[&; /(1 — &;x)] = Pk + €;x, where Py is as an industry fixed effect capturing
systematic cross-industry differences in carbon input demand, and ¢; ; accounts for measurement
errors and origin-specific variations in carbon input demand. We estimate the above equation
with origin and industry-level data on inferred carbon prices, T;;, and carbon input cost shares,

«; . Consistent with our model, use value added per capita to proxy for national-level wages.

33 A necessary condition to ensure a unique equilibrium is (1 — ;) /(1 — 79x) < 1. We adjust our estimates of trade
elasticity for a few industries at a corner value to ensure uniqueness.
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Table 2: Estimation: input demand elasticity for carbon

OLS v
1-¢ 0.330 0.374

(0.059) (0.126)
R-squared 0.57 -
1st stage F-stat (CD) - 41.7
Observations 266 266

Note: This table reports estimated values of ¢, based on Equation (41). Each observation is a pair of country-industry,
and observations of RoW are dropped from both regressions. The first and second rows, respectively, report estimates
obtained from the OLS and IV (2SLS) estimators. Robust standard errors are reported in parentheses.

Estimating Equation (41) with ordinary least squares (OLS) can be problematic, as one sus-
pects that In(7; s /w;) and ¢;; are correlated—due to either reverse causality which is a standard
issue facing demand estimation, omitted variables, or measurement error. We address this prob-
lem by adopting an instrumental variable (IV) approach. We need an instrument that is correlated
with relative carbon price but uncorrelated with the error term. We use energy reserves in every
country i as an instrument for that location’s relative carbon price, T;x/w;. Energy reserves cor-
respond to the sum of proven reserves of crude oil, natural gas, and coal, obtained from the BP
Statistical Review of World Energy for year 2010, aggregated in common units of Btu.>* The iden-
tifying assumption is that a country’s energy reserves affect carbon prices exclusively through the
supply channel. That is, local energy reserves are uncorrelated with each location’s unobserved
carbon demand shifter, implying that any effect of reserves on relative carbon input expenditure,
Infa; /(1 — a;x)], channels through the price variable, In(7;/w;). Table 2 reports the estimation
results. Our IV estimation delivers an estimated value of ¢ = 0.624, with an encouragingly high

tirst-stage F-statistics.

Perceived Disutility from Emissions. We recover the perceived disutility from emissions based
on two assumptions: (a) a country’s applied environmentally-related taxes correspond to its uni-
laterally optimal domestic tax on CO, emissions and their implied non-CO, local pollution; and

(b) the globally optimal carbon tax equals the global disutility from CO, emissions. Namely,

TF = Y (Pix + i) Zix  (a)
SCC=Y,;¢i (b)

(42)

Here, TF denotes total environmentally-related taxes collected by country i, and SCC denotes the
Social Cost of Carbon. Estimating SCC is beyond the scope of our paper. Instead, we borrow
the SSC estimated by United States Government’s INTERAGENCY WORKING GROUP ON SOCIAL
CosT OF GREENHOUSE GASES which reports a cost of $31 per tonne of CO, in 2010.

34 Because “the rest of the world” (RoW) consists of various countries with different taxes, wages, and carbon demand,
we drop RoW from the sample used in this regression.
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We recover the relative values of ¢; across countries by considering two key aspects of coun-
tries” attitude toward climate policy. First, if all individuals (irrespective of nationality) cared
equally about climate change, then the disutility from CO, emissions would be proportional
to country size. To account for the size effect, we impose the proportionality assumption that
% x % Second, governments around the world exhibit starkly different levels of care for climate
change—even after we control for size. We do not intend to explain these differences, but we
suppose that governments’ care for CO, emissions can be to some extent inferred from their at-
titude toward environmental issues. Under this presupposition, we can infer a country’s relative
care for CO; emissions from their environmentally-related taxes in the spirit of revealed prefer-
ences. In particular, we let the relative care for CO; emissions a)cross countries be proportional to

&; TE/Z;

their applied environmentally-related tax rates, i.e., ¥ « (
pp y i (T]E / Zj)

defining y; = Y;/Yw as country i’s share in world GDP, we specify country i’s perceived disutility

. Putting the pieces together, and

from CO, emissions as ¢; = hy;(TF/Z;). This specification leaves us with a single parameter, /,
which we calibrate using Equation 42-(b). Then, given the recovered values for {¢;}, we recover
{¢ix} according to Equation 42-(a). Further details about our calibration strategy are presented in

Appendix E. Table A.2 reports our calibrated values for §; for each country in our sample.

Magnitudes of Optimal Border Taxes. To set the stage for our quantitative analysis, we discuss
the magnitude of unilaterally optimal border taxes as implied by our calibrated model. Recall
that unilaterally optimal border policies involve both import tariffs and export subsidies. By the
Lerner symmetry, however, only the combined rate of optimal import tariff and export subsidy
is determinate. Based on our calibrated model, the median combined optimal border tax rate

o . . 1+optimal import tariff - . .
equals 52%—i.e., Median (1 Toptimal export subsidy | — 1.52. The combined optimal border tax rate

varies notably across industries, and to a lesser extent across countries—with corresponding 25th
and 75th percentiles at 1.26 and 1.74.3¢ These values are broadly consistent with existing estimates
obtained from models without carbon externalities (e.g., Ossa (2014)).

Optimal carbon border taxes (or subsidies) typically constitute a small portion of the optimal
import tariffs (or export subsidies). Each country’s optimal carbon border taxes vary considerably
across industries as they are larger in high-carbon industries and less punitive in high-return to
scale industries. Figure A.3 in Appendix G illuminates this point by plotting EU’s unilaterally

optimal carbon border taxes across various industries.?”

% Notice, we recover CPI-adjusted disutility parameters, $ix = Pipix and §; = P;¢; rather than ¢;; and ¢;. This is
sufficient for performing our counterfactual equilibrium analyses, as explained in Section 5.

36 The variations in terms-of-trade component of optimal border taxes largely depend on the industry-level trade elas-
ticity, (0x — 1). As noted earlier, these elasticities govern the degree of national-level market power.

37 To give a broader sense of their potential magnitudes, Figure A.3 in Appendix G reports the optimal carbon border
tax rates both at our benchmark SCC of 31 $/tC, and for higher values of SCC.
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6 Quantitative Assessment of Climate Proposals 1 and 2

In this section, we use our theory and parameter estimates to evaluate two popular climate pro-
posals that combine carbon taxes with border measures.®® These proposals are cast as a remedy
for the free-riding problem in climate agreements. To fix ideas, we first provide a brief description

of each proposal:

Proposal 1. Non-cooperative carbon border taxes: non-cooperative governments use carbon border

taxes as a second-best policy to curb transboundary CO, emissions.

Proposal 2. Climate Club: climate-conscious governments form a climate club wherein they com-
mit to globally optimum carbon taxes and use their collective trade penalties to incentivize

climate cooperation by non-members (Nordhaus 2015).

Below, we combine our analytical formulas for optimal policy from Section 3 with the quantitative
approach described in Section 5 to examine the efficacy of Proposals 1 and 2. Our analysis differs
from the prior literature since it considers optimal carbon border taxes and trade penalties. This

feature allows us to uncover the full (rather than partial) efficacy of the above proposals.

6.1 Proposal 1: The Efficacy of Non-Cooperative Border Taxes

Table 3 reports the change in CO, emissions and welfare when non-cooperative governments
adopt their unilaterally optimal border and carbon taxes. We solve for the non-cooperative Nash
outcome using Corollary 1 and its quantitative implementation which was described in Section
5.3 Recall that carbon border taxes, in this scenario, are used as a second-best policy to curb
transboundary CO, emissions. To put their efficacy in perspective, Table 3 also reports the conse-
quences of globally optimal (or first-best) carbon taxes.

Under the non-cooperative Nash equilibrium, where governments use border taxes to pursue
transboundary climate objectives, global CO, emissions decline by a mere 0.6%. This number
corresponds to only 1% of the total CO, reductions attainable under globally optimal carbon
taxes (i.e., 06/60.9 ~ 1%). This result indicates that carbon border taxes are largely ineffective at

curbing transboundary CO; emissions.

38 The policy characterization under Theorem 2 can be used in at least two ways: First, to evaluate a non-cooperative
outcome in which every government adopts its unilaterally optimal policy. Second, to calculate optimal trade penal-
ties on trading partners. That is, penalties that are capable of inflicting the maximum terms-of-trade externality on
other countries. Our analysis of carbon border taxes uses Theorem 2 in the former vein, while our analysis of the
climate club use this theorem in the latter vein.

39 Here, the baseline equilibrium is the one in which every country restores the marginal-cost-pricing by setting pro-
duction subsidy at 1+ s;; = 7,/ (7, —1). This is a sensible baseline for this exercise because moving from no
production subsidies (which we assume to be the case in the observed data) to optimal ones at 1 +s; , = v,/ (7 — 1)
can alone increase production everywhere in the world, hence contributing to increases in CO; emissions. For com-
parison, we report in Table A.3 results we obtain for this exercise when the baseline equilibrium is given by the
observed data.
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Table 3: The Impact of Non-cooperative and Cooperative Tax Policies

Non-Cooperative Global Cooperation
Country ACO, AV AW ACO, AV AW
AUS -6.6% -1.9% -1.9% -46.4% -0.7% 0.3%
EU 0.7% -12% -1.3% -92%  0.0% 2.0%
BRA -6.0% -1.3% -1.3% -70.7% -1.3% -0.8%
CAN -12.6% -4.3% -4.3% -471% -0.6% 0.2%
CHN 3.0% -1.0% -1.0% -69.3% -1.3% -0.9%
IDN 3.1%  -20% -2.0% -67.0% -1.7% -1.2%
IND 11% -44% -44% -76.0% -2.6% -2.1%
JPN 34% -09% -0.9% -23.1% -02% 1.5%
KOR 19.2% -22% -2.3% -47.5% -11% -0.1%
MEX -1.6%  -32% -3.2% -79.5% -0.6% -0.4%
RUS -7.8% -3.8% -3.8% -80.2% -1.3% -0.9%
TUR -5.4% -41% -4.2% -40.1% -1.4% 0.1%
TWN 42.5% -2.5% -2.7% -64.1% -1.7% -1.0%
USA 1.3%  -1.7% -1.7% -48.2% -0.3% 0.3%
RoW -6.0% -2.3% -2.3% -84.7% -1.0% -0.8%

Global -0.6% -1.7%  -1.7% -61.0% -0.6% 0.4%

Note: This table shows for every country the change to CO2 emission, real consumption, and welfare from the base-
line to non-cooperative and cooperative equilibrium. The baseline is one in which production subsidies restore the
marginal-cost pricing in every industry and country. Optimal policy formulas for the non-cooperative outcome is
detailed in Section 5.1 and for the cooperative outcome in Section 5.2.

The limited efficacy of carbon border taxes can be attributed to two main factors. First, carbon
border taxes are not granular enough to induce firm-level abatement in the rest of the world. Car-
bon border taxes penalize CO, emissions based on the origin country—industry’s average carbon
intensity. Individual firms, however, are incapable of lowering the origin and industry-wide car-
bon intensity. Carbon border taxes, as a result, cannot induce individual firms in foreign countries
to undertake additional abatement.

Second, a large portion of CO, emissions are associated with goods and services that never
cross international borders. The “Agriculture” and “Electricity, Gas, and Water” sectors, for ex-
ample, account for 52% of global CO, emissions but have trade-to-GDP ratios of only 0.07 and
0.01, respectively (see Table 1). Figure (A.2) (in the appendix) plots industries’ tradeability against
their share from global emission. A basic takeaway is that the majority of CO, emissions are as-
sociated with industries that exhibit low levels of tradeability.*’

The modest CO, reduction obtained with non-cooperative border taxes is accompanied by
possibly strong and negative consumption effects. The average country loses 1.7% of its real
consumption under the non-cooperative Nash equilibrium while gaining negligibly from the re-
ductions in CO, emissions. By comparison, globally optimal carbon taxes deliver 60.9% reduction

in global CO, emissions, accompanied by an only 0.6% loss to real global consumption. Together,

40 For instance, 84% of global CO, emissions are associated with industries that exhibit a trade-to-GDP ratio lower than
0.15. See Section 5.3 and Figure A.2 for more details.
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these figures translate to a 0.3% increase in climate-adjusted welfare under globally optimal carbon

taxes.

Increasing vs Constant Returns to Scale. To elucidate the role of scale economies, we redo the
above exercise under the case of constant returns to scale (CRS). Detailed results corresponding
to this exercise are reported in Table A.4 of Appendix G. We find that global adoption of non-
cooperative carbon/border taxes leads to a 1.3% reduction in global CO, emissions under CRS,
compared to 0.6% under IRS. That is, overlooking scale economies leads to overstating the efficacy
of carbon border taxes by a factor of two. Even then, non-cooperative border taxes can reproduce
only 2.2% of the CO; reduction attainable under globally optimal carbon taxes.

Comparing outcomes under the IRS and CRS cases highlights the role of firm delocation. Under
IRS, non-cooperative border taxes (which are meant to curb transboundary emissions) lead to
an increase in CO, emissions in several countries. This outcome is reversed or is notably less
pronounced under CRS. The difference derives from firm delocation effects under IRS. When
firms are subjected to border tax hikes, they relocate to larger markets to evade such taxes. These
delocation effects can raise the scale of production and CO, emissions even in climate-conscious

regions like the EU that charge a relatively high carbon tax.

Alternative Specifications & Sensitivity Analysis. We consider several alternative specifica-
tions to examine the robustness of our claims about the efficacy of carbon border taxes. These
auxiliary results are reported in Table A.5 in Appendix G. First, we redo our analysis by assign-
ing an alternative value to the social cost of carbon (SCC). Following Cai and Lontzek (2019) we
set SCC at 68 $/tC, compared to 31 $/tC in our main analysis.*! Second, we consider a special
case of our model that features the Cobb-Douglas abatement technology used by Copeland and
Taylor (2004). In this case, the elasticity of substitution between labor and carbon, g, is set to one,
compared to ¢ = 0.624 in our main analysis. We repeat our analysis under these alternative spec-
ifications for both the IRS and CRS cases of our model. Third, we consider an alternative policy
scenario in which governments do not pursue terms-of-trade objectives. In this case, border taxes
are chosen solely to reduce transboundary CO, emissions.*?> We compare the outcome arising
from this counterfactual policy scenario to a baseline with zero tariffs and another with currently
applied tariffs.

Lastly, we report the consequences of globally optimal carbon border taxes in Appendix F. As
noted in Section 4.2, globally optimal carbon border taxes are relevant when governments are

cooperative on climate issues but can only use border tax measures to curb global CO, emissions.

41 They report 61 $/tC for 2005 and 87 $/tC for 2020. Making a linear assumption, we arrive at 68 $/tC for 2009, which
is our baseline year.

42 We conduct this exercise by assigning a zero weight to the terms-of-trade component of the optimal border tax. Such
a tax schedule can be rationalized as the optimal choice of a government that assigns zero weight to terms-of-trade
gains in their objective function, but values CO; reduction.
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In Appendix F we use our analytical formula for globally optimal carbon border taxes (Equation
29) to compute the efficacy of these taxes. The results reported in Table A.1 of Appendix F indicate
that globally optimal carbon border taxes can reduce global CO, emissions by only 0.3%, as they
suffer from the same limitations as non-cooperative carbon border taxes.

Under each alternative specification and policy scenario, carbon border taxes deliver a limited
reduction in global CO; emissions. Our main specification, recall, indicated that carbon border
taxes can replicate 1% of the globally first-best carbon reduction. Across all the alternative speci-
fications and scenarios we consider, the corresponding number ranges between 0.5% and 3.7%.%
To illustrate this point clearly, Table A.5 in the appendix reports the extent of CO, reduction in

each scenario relative to the globally first-best outcome.

6.2 Proposal 2: The Efficacy of a Climate Club with Trade Penalties

Our previous findings indicated that non-cooperative border taxes are a poor substitute for glob-
ally optimal carbon taxes. The latter is, however, difficult to implement due to the free-riding
problem. All countries—even those with a high disutility from CO, emissions—have an incen-
tive to free-ride on the rest of the world’s carbon abatement without undertaking proportionate
abatement themselves. This problem is exacerbated by international misalignment in climate
objectives, as some governments may find the burden of globally optimal carbon taxes dispro-
portionately large to justify commitment to international climate agreements.

Seeking a solution to this problem, Nordhaus (2015) proposes that climate-conscience govern-
ments form a climate club, and enforce climate cooperation via collective trade penalties against
non-members. Quantifying the full effectiveness of the climate club has proven prohibitively
challenging. It involves solving a high-dimensional strategic game in which countries apply op-
timal trade penalties on each other—a task is impractical with standard numerical optimization
techniques. Our optimal import and export tax formulas, by design, characterize the maximum
terms-of-trade penalty countries can inflict on their trading partners. In this sense, they determine
the optimal trade tax penalty on non-cooperative countries in the climate club model. With the
aid of these formulas, we can bypass the computational challenges that have impeded the past
literature, and uncover the full efficacy of the climate club.

To set the stage for our analysis, we formally specify the climate club game. We let a subset of
countries be core members of the club and other countries play strategically. Table 4 details the
structure of the one-shot climate club game. To provide a verbal description, core members of the
climate club commit to the rules of membership in the club and other governments choose their
strategies (i.e., whether or not to join the club and what taxes to adopt in each case) simultane-

ously. The outcome is a Nash equilibrium if no country has an incentive to deviate:

3 These findings have little precedent as they uncover the consequences of optimal carbon border adjustments. They,
nonetheless, echo previous findings on this topic. Larch and Wanner (2017), for instance, find that equalizing implied
international carbon taxes via border adjustments, reduces global CO, emissions by only 0.5%.
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Table 4: Climate Club Game - Main Specification

Border taxes/subsidies set by

Members Non-members
Against Members Zero unilaterally optimal
Against Non-members | unilaterally optimal status quo (i.e., applied tariffs)

Carbon taxes set by
Members Non-members
globally optimal | status quo (i.e., unilaterally optimal)

— Rules of Membership—A member country must set zero border taxes against other members
while imposing unilaterally optimal trade penalties (in the form of border taxes) against
non-members. A member must adopt a globally optimal carbon tax that corrects the global
externality associated with its CO, emissions. By design, core members commit to these

rules, and others adopt them only if they decide to join the club.

— Non-members” Response—A non-member country can retaliate against member countries by
applying its unilaterally optimal import taxes and export subsidies against them. Other
than this, non-member countries retain their status quo tax policies: They keep their existing
applied tariffs against other non-members and maintain their existing domestic carbon tax

(that is suboptimal from a global standpoint).**

A non-member’s decision to join the club is governed by the following trade-off: By joining the
club the country incurs an efficiency loss due to adopting a higher-than-unilaterally-optimal car-
bon tax, but it escapes trade penalties imposed by climate club members. Another cost is that
upon joining the climate, a country will find itself in a trade war with non-member countries.
Overall, for a country to join the club, the cost of trade penalties imposed by club members must
exceed the implied cost of joining the club. These costs evolve with the size of the climate club: A
larger club posses greater collective market power and can impose more effective trade penalties
to enforce further membership.

As an intermediate step, we find that the club-of-all nations is a Nash equilibrium no mat-
ter who the core members are. This point is illustrated in Figure 1, where every bar reports the
national-level welfare gains from staying in the club-of-all-nations relative to withdrawing uni-
laterally. Larger countries with relatively low climate concerns, such as China or Brazil, exhibit
the lowest net gains from climate club membership. This intermediate finding is, however, infor-
mative only if the club-of-all nations is the unique Nash equilibrium.

Next, we wish to determine if the club-of-all-nations is the unique Nash equilibrium. This task

4 We are here adopting a conservative approach in which the motivation of non-members to join the club is mainly
driven by members’ penalty taxes. To see this clearly, suppose we were to allow non-member countries to set their
unilaterally optimal border taxes against other non-members. In that case, non-members would have an extra motive
beyond climate-related concerns to join the club, as there would be a trade war between non-member countries.
Then, joining the club would be a way to escape from that trade war. In contrast, in our specification the motivation
to join the club stems merely from members’ trade penalties.
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Figure 1: Welfare Gains of Staying vs Leaving the Club-of-All-Nations
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Note: This figure shows for every country the percentage change to welfare of staying in the club-of-all-nations relative
to leaving the club-of-all-nations unilaterally.

is complicated by the curse of dimensionality: with m core members, we have to check oN-—m
combinations of national-level strategies. Without a systemic way to shrink the outcome space,
the aforementioned task will be virtually infeasible with standard computational techniques. We
overcome this computational barrier by way of iterative elimination of dominated strategies, us-
ing our optimal tax formulas to expedite each iteration. In the first round, we identify the set of
countries for which joining the club is a dominant strategy. Given the set of countries that join the
club in the first round, we identify the set of countries for which joining the club is a dominant
strategy in the second round and so forth.*

We confirm that when the EU is the only core climate club member, the club-of-only-EU is
also a Nash equilibrium. That is, the net gains from joining the club-of-only-EU is negative for
every country when all other countries also stay out. Accordingly, the EU alone cannot overcome
the free-riding problem that has impeded past climate agreements. To overcome the free-riding
problem, the set of core members must be larger than only the EU.

We next consider the case where the EU and the US commit to the climate club as core mem-
bers. This coalition creates sufficient incentives for some of the US and EU’s major trading part-
ners to join the club in the first and second rounds. The accession of these new members incen-
tivizes other countries—who were previously reluctant—to join the club in subsequent rounds,
leading to the club-of-all-nations as the unique Nash equilibrium. Chart 5 shows the sequence by
which joining the climate club becomes a dominant strategy for various countries.*®

These results indicate that, with sufficient commitment, the climate club proposal can suc-
cessfully overcome the free-riding problem and induce global climate cooperation. As reported
earlier, global climate cooperation will bring along a 61% reduction in global CO, emissions. Out

of this 61% reduction, 8.3% is accounted for by the core members, the EU and US, and the remain-

BA key property of the climate club game that makes this approach clinical is that the net gains from joining the club
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Table 5: Climate Club Game - Successive Dominant Strategies

Core Members 1st Round 2nd Round 3rd Round 4th Round
EU, USA CAN, RoW AUS, IND, JPN, KOR, MEX, RUS, TUR, TWN CHN BRA, IDN

ing 52.7% derives from non-core member’s abatement. Overall, these results indicate that the
climate club’s success hinges on the make-up of its core members. The EU alone lacks sufficient
market power to induce global climate cooperation. The EU and US together, however, possess

enough collective market power to incentivize climate cooperation across the globe.

Sensitivity Analysis & Tradeoff between Carbon Tax Target and Participation. Our baseline
analysis found that a US-EU climate club can induce global climate cooperation and deliver the
globally first-best outcome. Below, we examine the sensitivity of this result along two dimensions.
We recalculate (1) the reduction in CO, emissions under the globally first-best outcome, and (2)
the performance of the climate club at reaching this outcome under alternative values for the
carbon demand elasticity, ¢, and the social cost of carbon (SCC).

Figure A.5 in Appendix G plots the reduction in global CO, emissions under the globally
first-best outcome for all ¢ € (0,1), under two values of SCC: namely, 31 $/tC, as in our main
specification, and 68%/tC, which is borrowed from Cai and Lontzek (2019). As expected, the
estimated reduction in global CO; emissions is lower the smaller the carbon demand elasticity.
The intuition is that firms cut their CO, emissions less aggressively when it is harder to substitute
carbon inputs with labor in response to a carbon tax hike. The least amount of globally-first-best
CO; reduction occurs under the Leontief production function, where ¢ — 0. In this limiting case,
global CO; emissions decline by 10% and 15% for SCC values of 31 $/tC and 68 $/tC.

Tables A.7-A.9 in Appendix G depict the performance of the climate club when the SCC equals
68%/tC instead of 31$/tC, and when ¢ is set at 0.25 or 0.99 instead of 0.63. Each table shows
the rounds of successive membership, maintaining the assumption that the EU and US are core
members. In the case where ¢ = 0.99, we obtain similar results as in our main specification. When
SCC is raised to 68%/tC or the carbon demand elasticity, g, is set at 0.25, the club-of-all-nations is
no longer a Nash equilibrium, since Brazil, China, India, and Indonesia choose to stay out of the
club. All the other countries, however, join the club in successive rounds.

These findings highlight a key trade-off facing the design of the climate club. If the SSC is high,

rise with the size of the club. For example, a country that stays outside of the club in the first round may find
it optimal to join the club in the second round provided that one or two additional countries join the club in the
first round. While our game is a one-shot static game, this procedure can provide a rare glimpse into the possible
expansion path of the climate club.

46In addition, we have performed this analysis for the constant-returns-to-scale version of our model. Our main

takeaways remain the same: the club-of-all-nations is a Nash equilibrium; and, both the EU and US are required to
be core members to make the club-of-all-nations the unique outcome. Figure A.4 and Chart A.6 show these results
under the CRS case. Under CRS, the net gains from joining the club are somewhat larger than IRS, leading to only
three rounds to reach the club-of-all-nations as the unique outcome, with a bit larger net gains of staying there
compared to those under IRS.
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the globally optimal carbon tax rate can be too high to justify membership by some countries. In
such cases, core members can incentivize participation by lowering the carbon tax requirement
below its globally optimal level. Indeed, for any set of model parameters, the club-of-all-nations
can be formed via a carbon tax target that is higher than the unilaterally optimal rate but possibly
lower than the globally optimal rate implied by larger values of the SCC. The trade-off is that each

club member cuts their emissions to a lesser extent but the club elicits more participation.47

7 Conclusion

The realization that we are approaching a tipping point in climate change has raised public aware-
ness of climate policy. Experts are advocating for the use of border tax measures to mitigate global
CO; emissions and climate change. This paper examined two popular climate proposals that
leverage border tax measures, but in fundamentally different ways: The first proposal advocates
for carbon border taxes as a second-best device to curb transboundary CO; emissions. The second
proposal (namely, the climate club) advocates for border taxes as a penalty device to incentivize
climate cooperation by reluctant governments.

To evaluate these two climate proposals, we characterized optimal border and carbon tax poli-
cies in a multi-country, multi-industry, general equilibrium trade model featuring abatement tech-
nology, scale economies, and transboundary carbon externality. Our analysis delivered simple an-
alytical formulas for unilaterally and globally optimal carbon and border taxes. Capitalizing on
our theoretical framework and optimal policy formulas, we computed the full efficacy of carbon
border taxes and the climate club proposal—a task that has eluded the past literature.

Our findings indicated that carbon border taxes can replicate only 1% of the CO, reduction
attainable under globally first-best carbon taxes. In contrast, optimal trade penalties under the
climate club model can deliver the globally first-best outcome and reduce global CO, emissions by
61%. This successful outcome, however, hinges on the initial makeup of the climate club’s core
members—it is possible only if, in addition to the European Union, the United States commits to

the climate club as a core member.
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A Theoretical Preliminaries

A1 Detailed Statement of the Unilaterally Optimal Policy Problem

We layout the unilaterally optimal policy for the government in country i, with minimal set of
equations that constrain the problem with general equilibrium relationships. We do this for
the reformulated optimal policy problem, as discussed under Lemma 1. We denote by P; =
{Piix, Pﬁrk, Pij,k, ik }j+ijec, kek the policy instruments in country i, by P, = {Pji,k}]-ec, ek € IP;
the vector of consumer prices in country i, by w ={w;}cc the vector of wages, and by Z =
{Z,4 }nec, gek the long vector of CO, emissions. The problem of the government in country i is:

max Vi(Y;, f’i) —NA(Z),

i

subject to the general equilibrium relationships, characterized by the following: foralli,j € C,and
ke K,

(Optimal Demand) sz‘,k = Djz‘,k(Yi ’ Pz)
(Aggregate Output) Q]',k = Zd_ji,iji,k
i
(Producer Price) P]l k(w], aj ks Q] k) = d]z k}?]] kw](l — 4, k)i g Q 7}(
1
(Carbon Cost Share) Kjk = 1- (1 - kj,k) (1 - aj,k) ¢
<
i\ 1 1 1-1
(Carbon Emission) Z] =2Zjk < ) > (1 — a]-k) Sk Q'k Tk
Kjk ' "

I 5 —1
(Income = Revneue) Yi = wili+ Y [(Pix — Piix) Qjix] + Z [( ik — (1— “zk%)ﬂj,k) Qij,k}
ki
ZZ ]ZkQ]lk ZZPZJle]k_O

j#i K

i#i K

(Balanced Trade)

The demand function Dj;x(Y;, P;) is characterized by the set of price and income elasticities
of demand, defined in Section 2.1. (Aggregate Output) indicates the output quantity in country
j—industry k. Equations (Producer Price), (Carbon Cost Share), and (Carbon Emission) repro-
duce (3), (2), and (4). Equation (Income = Revenue) reproduces (8) by replacing for taxes from
(6), and (Balanced Trade) is equivalent to labor market clearing condition (7) —See footnote 13).
Throughput our proof, we assign the labor in one foreign country as the numeraire.

A.2 Expressing General Equilibrium as a Function of (P;;w,Y)

Consider system . (IP;, w,Y) that defines a semi-equilibrium (similar to that in Section 2.4) by
encompassing all equilibrium conditions excluding the national-level labor-market clearing and
balanced budget conditions. This system determines equilibrium outcomes (other than w and Y)
conditional on choices of policy, wages, and income levels.
In the main text, we defined general equilibrium by using the combination X = (I;w,Y).
Here, we define
X" = (P;w,Y),

where the tilde notation on X" indicates that we are considering the reformulated problem, in
which the government uses I, rather than I, as the set of policy instruments. In addition, since
the unilaterally optimal policy of government i takes policy choices in other countries as given,
here we simplify the notation by setting taxes in the rest of the world to zero and exclude IP_;
from X".



Definition. [Semi-equilibrium expressed in terms of X" = (IP;;w,Y)] A semi-equilibrium, la-
beled as .’ (IP;, w,Y), consists of the following set of equations: For all n,j € C,and k € K:

] D ‘k(PirYi) ifj=i
(Optimal Demand) Quik(X") = A e
" Duj e (Pij {Pyj(X") bty Yj) i j 7

(Indusry Output) Qui(X") = Liec dnjxQujx (X7)

_ _1
(Producer Price) Pnj,k(xr) = dnj,kﬁnn,kwn (1 ay k) (Qn k(xr)) Tk

- Q\H
u\\»—-

(Carbon Cost Share) ay (X)) =1—(1—f&yp) (1— ank)Tg

N e
(Carbon Emission) Znk(X") =2, <M) ot 1—a, k)mk (Qy k(Xr))

Knk
Zk jF#i ( jik — ]1k( )Q]zk :| ifn=1i
(Tax Revenues) T, (X)) = + Y% ( ik — (1— lxnk(xr)“rk )p (X )) Qijx(X )]
0 ifn#i

Here, P; C IP; is the vector of consumer prices in home country i, f’ij C IP; is the vector of
consumer prices in foreign country j of varieties produced in home, and 4, € IP; is the abatement
in home. All these are instruments of policy to be chosen by the home government that is indexed
by i. In contrast, every foreign country n # i has some fixed abatement level 4,y = 4, and no
tax revenues T, = 0. As noted earlier, the semi-equilibrium . (IP;, w, Y) characterizes quantities,
producer prices, carbon cost shares, carbon emissions, and tax revenues in all economies as a
function of X" = (IP;; w,Y). Correspondingly, welfare in country i can be expressed as,

W;(X") = Vi(w;L; + T;(X"), B;) — A(Z(X)),

where note that P; C X’. By design, semi-equilibrium . (IP;, w, Y) excludes the national-level la-
bor market clearing and balanced budget conditions. Instead, it takes w and Y as given, and char-
acterizes equilibrium outcomes as a function of IP;, w, and Y. All combinations X" = (P;;w,Y),
however, are not necessarily consistent with the labor market clearing and balanced budget con-
ditions. So, when characterizing optimal policy we must restrict attention to the feasible policy—
wage—-income combinations.

Definition. [General equilibrium expressed in terms of X" = (IP;;w,Y)] Given the policy in-
struments IP;, a general equilibrium is a combination X" = (IP;;Y,w) such that the system of
semi-equilibrium . (IP;, w,Y) holds, and income levels and wages, (Y, w), satisfy the national-
level labor market clearing and balanced budget conditions:

OV N r
wili— Y Y (1= (X)) TEZ2) P (X)Qijr(X) = 0, (LMC)
keK jeC Yk

Y; = wiii + Ti(Xr), (BB)

A.3 Expressing General Equilibrium as a Function of (IP;;Y;)

Following Lemma 2, when needed, we can treat wages, W = {@ }, ¢, as fixed; and since each
foreign country j # i is passive and does not impose taxes, its income, Y; = @;L;, can be also
treated as fixed. Hence, we can reduce the combination (IP;;w,Y) to (lPl,Y) and redefine the
general equilibrium accordingly. Consider a system in which wages and income levels in foreign
countries are constant, and all equilibrium conditions hold excluding the balanced budget condi-
tion. We refer to this system of equations as a semi-equilibrium defined in terms of (IP;; Y;), which
we label as . (P;, Y;).



Definition. [Semi-equilibrium expressed in terms of (IP;;Y;)] A semi-equilibrium, labeled as
< (P;,Y;), consists of the following set of equations: For all n,j € C,and k € K,

D,ix(P;,Y; if =i

(Optimal Demand) Qujk (P;;Y;) = nik( ! ZZ _ 1 ] l

Dyj(Pij, {Prj(Pi; Yi) buri, Yy)  if j #
(Indusry Output) Qui(PiY;) = 2]@: dn] kQnj, (P Y;)

(Producer Price) Pn] k(l[)l, Y; ) = dn] kPun kWn (1 —a, k) 7k

1-¢

(Carbon Cost Share) k(P Yi) =1— (1 —&yp) (1 —app) <
=1 1 1
(Carbon Emission) Zok(Pi;Y;) = Zyk ( é )> (1 —a, )% (Qui(Pj; Yi))l Tk

(Qui(PyY:))

<ﬁ\>—'

Zk, jAi [(P] ]1 k ]PZ/ Y; )) Q]'i,k(lpi; Yz)] ifn=i
(Taxes)  Ta(Pis¥y) = &+ X [ (P — (1= (P i) T2 PP i) ) Qi i) |
0 ifn i

aMC) @i — Trek Ljec (1 — ik (Pi; Yi) =) Py (P ¥;) Qiji (Pi; i) = 0

In the system of semi-equilibrium . (IP;, ¥;) compared to . (IP;, w,Y), wedropwand Y_; =
{Y]} jis while we add the labor market clearing condition (LMC). That is, we are considering
fixed wages that satisfy LMC. We can correspondingly express welfare in country i as,

Wi(P;Y;) = Vi(w,L; + T;(P; Y;), P;) — Af(Z(IP; Y;)).
where P; is itself a subset of IP;.

Definition. [General equilibrium expressed in terms of (IP;; Y;)] Given the policy instrument, IP;,
a general equilibrium is a combination (IP;; Y;) such that the system of semi-equilibrium . (IP;, Y;)
holds, and country i’s income, Y;, satisfies the balanced budget condition:

Y; = w;L; + T;(P; Y;), (BB)

A.4 Characterizing Equilibrium Wage and Income Effects

Suppose we formulate all equilibrium variables as a function of IP;, w, and Y as detailed in Ap-
pendix A.2. The feasible vector of wages, w, and income levels, Y, solve the system of labor
market clearing conditions:

fi(P;w,Y) = w1ly — Yjec Ykek [(1 — a1 (P;; W, Y)Y Py (P w, Y) Qi (Pis w, Y)} 0

fn(P;w,Y) = wnLn — Ljec ek [(1 — an k(P w, Y) L) Py (P w, Y) Quji (Pis W, Y)} =0

(A1)
and the national-level balanced budget conditions:

gl(ﬂ)i;W,Y) = Yl — w1L1 — Tl(]Pl','W,Y) =0

gN(]Pi;W,Y) = YN — wNLN — TN(IPZ','W,Y) =0

Note that by Walras’” law one equation is redundant so we can assign one element of w as the

numeraire:
Z fn(Pi;w,Y) =0. [Walras” Law].
n



Recall that the F.O.C. with respect to any P € IP;, can be stated as follows:

dWi(PF; w*, Y*)  oW;(IP;; w*, Y¥) N OW;(PH;w*, Y*)  dw N OW;(PF;w*, Y*)  dY
dInP N JdInP ow dInP 5)'% dInP

GE wage effects GE income effects

=0

We can characterize the terms d1 =5 and dl 1¥5in the FO.C. by applying the Implicit Function The-
orem to the above system of equations characterized by functions f(IP; w,Y) = {f.(P;w,Y)},
and g(P;w,Y) = {g,(P;;w,Y)}, as follows:

dw of(PwY)  af@ywY) 171 af(Piwy)
[ 4 } = | ufivy  astfwy) aslPwy) |- (A2)
dInP w oY T dinP
Al
Approx1mat1ng anp- Note that with only two countries, i.e., C = {i, —i}, Walras’ law implies

that g'l'v’P = 0. Below we show for all practical purposes, gl Imp ~ 0 up to a choice of numeraire.

This result is especially helpful when characterizing optimal policy in second-best scenarios. Let
us briefly focus on Cobb-Douglas abatement technologies and constant returns to scale produc-
tion (7 — o0). This simplification helps us convey our main point succinctly; but does not imply
it. We can characterize the top-left block in matrix A;:

[ ofilPyw)Y)  9fiPywY) . 9fi(Pyw)Y)
af (?I’ZUl Y of (?[3”2 Y) of (auguN Y)
i"W, i"W, "W,
of(Piw,Y) _ | oy SFn T owy
ow : :
afN (]Pi;W,Y) 8fN (]Pi;W,Y) . 6fN(IPi;w,Y)
L Jwq dw, Jwy
r 1n, Nn,
- Zn#i ):k,g pln,kg(lnnkg) o - Zn;éi ):k,g Pln,kg(ln; ¢
Nn,
_| - Ynti ):k,g P2n kE(Zn kg) — Lonti Lkg Pzn,ke(m; $)
: . . : .
B Zﬂ#i Zk,g [pN”/kSg\]Z,élg)} T Zn;«éi Zk,g [pNn,ksg\]nifkg)}

(€n,g)

where recall that p;,, x denotes the good-specific labor shares and ¢, ;" denotes the elasticity of good jn, k’s
demand w.r.t. the price of good #n, g. Likewise, the top-right block in matrix A; can be expressed as follows:

ofi) .. 9f(0) -y [ w1Lly _ w1ly
P11,k11,k] L [o1n kN k]
af(]Pl-,‘W,Y) Y, YN - k IM11 . 11 Y, 1N, . 1IN, Y]
N 3 () 3 () Y [t ] P Y [ i ]
v, T Tavy k IONLETINLK] ~yy k [ONNKTINN k| vy

where 77;, x denotes the income elasticity of demand associated with good jn, k. Under Cobb-Douglas-CES

af(]Pi;er)
ow

preferences, 17, x = 1 for all jn, k. Also, the elements of can be represented as follows:

Y [omelt

} {sz‘ + Yonzti Lk [0k = D)1= Apup)penk) HL=]
n#ik,g

— Lnsi Lk {(‘Tk - l)Pén,kAjn,k} if0#j

Actual data indicate that psjx ~ Y, penxAjux = 0if j # £. Appealing to this observation, the top-right
and left blocks of A; are near-diagonal matrixes:

w ~ diag ([nn),); WEiwY) o diag qZ(Uk - 1)Pn,k] ) :

ow p



Now, move on to the bottom-left and right block of matrix A; in Equation A.2. Here, we appeal to the fact
that the rest of world (outside of i) is passive, indicating that T,,(IP;; w,Y) = 0if n # i. Hence, the top-left
and right blocks of A; (aside from Row i) can written as

-1 .- 0 1 --. 0
ogPywY) | . . . og(P;w,Y)

ow - : N ’ oY D

0o --- -1 o --- 1

Note that both matrixes are different from the identity matrix, as Row i should account for the non-carbon
tax revenues collected by country i. However, Row i is unimportant for our following line of argument.
We only need that the above two matrixes be near-diagonal. Given the properties of block matrixes and
Equation A.2, the vector ﬂ% can be calculated as

-1 —
dw  (af of ~1ag of of of loag\ of -1 ag
dlnP_<aw_aY<aY) 8w> 3InP (aw_aY(aY> aw> aY(aY> omp AD

Note that the evaluation of the above equation is simplified by the fact that the elements of A, are

near-diagonal. Next, we need to characterize gig ('I)) and g{n('% To this end, we consider the case

where P = P]Z x and assign w; as the numeraire. The derivative of f_; (i.e., f excluding row j)

w.r.t. Pjj holding w, Y, and P; — P;;  fixed is given by:

[ 9fi(P;w,Y) ] 1 [ P1ik 1
13]1115 Zg plz,g 1]llgk) .
fs(Piw,Y) G2 '
d P:;w,Y o
L = 9t B | p2l'g 28 Cobb-Douglas-CES = | PI=1k | (g — DAjix
dIn Pji : : Pj+1ik '
9 w,Y (jik) :
fginpw ) ngNz,g Nig | 0 .
B - | ONik |

WY
It is easy to check that the elements of %

these two observations with Equation A.3 y1elds

are zero apart from the i’th element. Combining

dln P]llk Zg(o.g _ 1)pn,g pnl,k ]l,k

~ 0,
n#i,j

wherew_; ; = w — {w;, w; } and the last line follows from the empirical observation that p,,; xAji x ~
0if n # i. The same steps can be taken with regards to any other price instrument in IP;. Further-
more, the above argument goes through if we allow for a finite v and a variable a,, .

A.5 Emission-related Elasticities

Recall that total emission, as a function of abatement and output, is given by

j, o 11— 1
Z]’k—Z]k( ]k> (1_a]lzk)kaj,k , where chk—l—(l—K )(1—a]k) ¢

To track the policy response of emission we use two following partial derivatives. The first one,
accounts for scale effects in emission:
dlnZ;(ajx, Qjx) 1

=1—-—, A4
dIn Qi Yk (A4)




and, the second one accounts for abatement effects in emission:

n ],k(a],k Q],k) _ L + L —1. (AS)
oIn(1—a) Xik STk

Note that a; is directly chosen by the policy-maker in our reformulated optimal policy problem.
Qix = Q;x(IP;) is implicitly determined by the government’s choice of policy instruments, IP; =
{piz',k/ pji,kr pz'j,k/ ik} j#i,jeC, keK-

In addition, recall that the cost share of carbon, «;, is endogenous, and its value depends on
the choice of abatement. Using Equations (1) and (2), the partial derivative of «; ; w.r.t. the choice
of (1 —a;y) is given by:

alnle-,k __1-@1_“i,k
oln(1 —a;x) G Xk

Notice, in the special case of ¢ — 1, i.e.,, when production technology features a Cobb-Douglas
between carbon and labor, then the cost share of carbon is a constant parameter which does not
change with the choice of abatement.

A.6 Export Supply Elasticities

Below, we define and characterize the export supply elasticity. To that end, we first introduce
some intermediate partial derivatives that enter the export supply elasticity formula. These par-
tial derivatives are also independently useful to our subsequent optimal analysis.

Following Lashkaripour and Lugovskyy (2020), the definition for the general equilibrium export
supply elasticity can be expressed as follows

1 w;L; < dln Pii,g > w, Ly, dln Pni,g
Wjik = ) Pi + Y T igpng | s , (A6)
jis Yy 7 Pig ) T TnigPng »
TiikPjk 3 [w]L] O Qjix ) p Wy  wZi WiLj O Qjik ) p oy

where 7, = PuigQuig/ Yiec (Pm,ng,g) and 0y = ¥ec (Pm,an,,g) /wnLy, respectively denote
the good ni, g-specific and industry-wide sales shares associated with origin n € C. The above
expression accounts for the fact that a change in the export supply of good ji, k will affect the pro-
ducer price of goods supplied by origin j—industry k as well as other suppliers via cross-demand
effects.

Before unpacking and simplifying Equation A.6, let us provide a brief description. Contract-
ing the supply of good ji, k (i.e., Qjix) increases the price of goods supplied by origin j-industry k
through firm-entry (or scale) effects. Holding IP;, w, and Y constant, this change in price can affect
the demand facing other suppliers via cross-demand effects in markets outside of i. Consumer
prices in destination i are fixed by the government’s choice vis-a-vis IP;. So, once we fix IP;, a
change in P, ; has no bearing on the demand for other suppliers in market i. Outside of market
i, however, a change in producer prices is completely passed on to consumer prices. Considering
this, a change in P, x (which recall is triggered by a contraction in Qj;x) influences the demand
for all suppliers serving market n. This change in demand, in turn, impacts the producer price of
goods supplied by each international industry through scale effects. Equation A.6 measures how
these changes impact country i’s ToT.

We can follow the procedure in Lashkaripour and Lugovskyy (2020) to derive a simple first-
order approximation for wj;x in the absence of cross-industry demand effects. To this end, note
that the producer price of good ni, g is given by Py; o = dyj¢Pun,g, where d;;; , denotes a constant
iceberg trade cost and Py, denotes the price of goods supplied by origin n—industry g in the
domestic market. As detailed in Section 2.2, Py, is an explicit function of origin n—industry g’s




abatement, wage, and output schedule:

11 _1
Pnn,g(an,gz Wn, in,g/ ey QnN,g) = ﬁnn,gwn(l - an,g) N Qn,g(in,g/ -~-QnN,g) s,

where Q, ¢(.) is total effective output in origin j-industry k, as given by

Qik(Qjik - Qingk) = djn g Qjik + - + dinkQjn k-

. . . . . . . . dInPy;
Considering the above formulation, characterizing wj; x requires that we first characterize ( D rig )

dln Q/'i/k
dln Pl‘,'/ .. . . . . .
(TQ;D P for each origin n—industry g. For this purpose, define the following function for each

origin j—industry k that treats IP; , w, and Y as given. In particular,

1 _
(474

o=

o i ~3
Fig(Qig Pg) = Pjjg — Pjjgwi(1 —djg) djigQjig + Y djngQjng(d-ing © P—i,g)] =0.

n#i
In the above formulation, Q;, = {Quiig, - Qnig } denotes the vector of demand for industry g
goods in destination i; vector Py = { Py} is the global vector of producer prices in industry
gand P_;, = P, — {P; .} encompasses the producer price for each origin aside from i. Corre-
spondingly, P_j, o = d_j;, ¢ © P_;, denotes the vector of consumer prices associated with non-i
origins in destination n # i. Finally, the function Qng,g(r),m’g) = Dm,g(f’,m,g, Pin/g,?n) derives
from the Marshallian demand function, treating Isin,g € P;,w, € w,and Y,, € Y as given. For

any given IP;, w, and Y, the global vector of produce prices, P, can be characterized as a function,
Q; ¢, based on the following system:

F1,6(Q1igs - Qnigs Pi1,gs s Pnng) = 0

Fng(Q1igs - ONigs Pi1,gs s PNN,g) = 0

Applying the Implicit Function Theorem to the above system of equations, yields the following
matrix of inverse export supply elasticities:

]P,',W,Y

(gin Puk) (iafpm ) OF() . oFu() 77V eRk() . 9Fk()
nQuik ) pyw,Y nONik ) P w,Y 9In Py 9In Pyn k 0In Qyjk 9In Onik
: : == : . : : : : /
dlIn Pynk OPnNk OFwi() . OFnx() OFni() .. 9Fx()
InQuir ) p. wy I Onix /1, w,y dln Py g dIn Py 9In Qyix 9In Qi
A
(A7)

Since function F(.) treats IP;, w, and Y as given, each element of the matrices on the right-hand
side can be specified as follows:

OF k() 1 (jt.k) OF k() 1
EADRN P M1, LAV P
oln P]’j/k j=n + JFi ')’g EZ#Z [an,keng’k :| ’ 9In Q]'j/k j=n ,_)/g ij,k

Considering the above expression for dF, x(.)/d1In Pj;, it is straightforward to show that A, is
diagonally-dominant. Hence, following Lashkaripour and Lugovskyy (2020), we can produce a



simple first-order approximation for A; ! around riix =~ 0 (for j # i), which yields the following:
- %rni,g
(a In Pnn,g > ~ 1+% Z:#i l’n,,ggg:':/’g)
P;,w,Y

oln Qj; 7e g (jt.g) .'
jiig A S— ( 1y g ) "
1+% T rm,gs(n'ffgg) e Yoiti Tnig€ng # ]

n=j

We can then plug the above expression back into into Equation A.6 to produce the following
approximation for the export supply elasticity—noting that r,,;; X 7/ = 0if j #iand n # i

Ly k 1 w;L r
: T . Tk
wji,k T ] [1 . il Oik m,ks(]n )] .

7. .. Cink
1+ - Zl# ¥ k€ Lk Tk WiLj 175 PjkTjik

B Proofs and Derivations for Unilaterally Optimal Policy

B.1 Proof of Lemma 2

We prove the welfare neutrality of wage effects in two steps. First, we show that insofar as the
system is in general equilibrium a change in the wage rate of the home country 7, does not change
the welfare there. Second, we show that if the system is in general equilibrium at the govern-
ment’s choice of policy is at the optimum, then a chnage in the wage rates of foreign countries
does not have an effect on the welfare at home. Together, this means, provided that the policy is
at the optimum, welfare at home remains unchanged in response to general equilibrium effects
from changes in the worldwide vector of wages.

Step 1. First, we show that in general equilibrium, home’s welfare is invariant to changes in
home’s wage. Consider any policy-wage-income combination that satisfies general equilibrium
constraints, i.e., X = (P;w,Y) € £". Then,

Y;
——T
an(X) aV l ZZ dln Z]‘,k(.) dIn Qj,k(~) dln Dji,k(') d (wiLi + TI(X)) —0
dw; Y, Y OjikZik dInQ; olnQ;x oY, dlnw; -

We establish the welfare neutrality of home’s wage, w;, by proving that:

d (wiLi+ TH(PLW,Y") AW, (")

olnw; ow; =0

To be clear, the above partial derivative w.r.t. w; is applied holding the policy vector IP;, wages in
the rest of the world, w_;, and the income vector, Y, as unchanged. Using the expression for tax
revenues,

carbon taxes . 1
production subsidies

= Z Z (lx]'/k(x)vk,);l l]k( )qu ) + Z[ ik — uk )) Quk( )]

keK jeC keK
+ Z E ]1k ]lk( )) Q]zk( )] Z Z [(pij,k l]k( )) Ql]k( )}
keK jeC,j#i keK jeC,j#i
imports taxes exports subsidies



we can express the partial derivative of country i’s total income from wage payments and tax
revenues (w;L; + T; (X)) w.r.t. w; as

d(wili + Ti(X)) _ - I Pir(X)  9nQx(X)]
d1Inw; = wili = Z Z dlnw; T olnw; P]l,kQ]l,k

k j#i
_ _ Yk — 1 din Pij,k(x) dIn Qij,k(x) e Yk — 191In (xi,k(x) ) )
;; [( (1= exlX) Yk ) |: dlnw; + dInw; @ik (X) Yk olnw; PijxQijk | -
(B.1)

Demand in market j # iis given by the Marshallian demand function, Qjj, k(X) = Dy (Y}, Py, P_yj),
and is fully determined by Y; € Y, P;; € P;, and P_;;. The price vector P_;;, which encompasses
all consumer price variables unassoc1ated with exporter i, is itself fully determmed by IP; and w_;
(see Appendix A.2). Hence, holding all elements of X aside from w; constant, Q;; x(X) is invariant
to any change in w;. Likewise, demand in the home market i, Q;ix(X) = Dj;«(Y;, P;), is fully
determined by Y; € Y and P; € IP;. So, holding all elements of X aside from w; constant, Qj; x(X)
is also invariant to any change in w;. These observations entail that (for all k, and for j # i),

dln Qij,k (X) . dIn Qij,k (X)

dlnw;  olnw; =0

Producer prices associated with origin j # i are givenby Pj;x = pj;xw;(1—a;x) GTa: Qik(Qjrhs - Qjnk) 7’Vik.
As such, they are fully determined by wj € W_j, abatement choices, ajk,s and demand quantities,
{Qjn,k}n- Abatement and demand quantities associated with origin j are themselves fully de-
termined by w_;, IP;, and Y. So, holding all elements of X aside from w; constant, Pﬁ,k(X) is
invariant to any change in w;. Likewise, producer prices associated with origin i are given by

Pij,k = ﬁii,kwi(l — ai,k)ﬁ% Qi,k(Qil,k/ ...Qile)i%k. Hence, Pij,k (net of w;) is fully determined by
abatement, 4 € IP;, and demand quantities, {Q;, ¢}, which are themselves fully determined by
IP;, w_;, and Y. So, holding w_;, IP;, and Y constant, any change in w; is fully passed on to P;; x (X).
Combining these arguments yields the following partial derivatives:

dln Pi]',k(X) - dln Pji,k (X)

=1, —0 (ifj £ 1).

dInw; dInw;
Lastly, a; 1 (X) =1 — (1 —&;x)(1 — ai,k)J%1 is fully determined by a;; € IP;. Hence, holding PP;
constant, the change in w; has no effect on the carbon cost share, i.e., dIna;x(X)/dInw; = 0.
Plugging these partial derivative values into Equation B.1 implies

0 (wiLi + Ti(X)) _ <wiii _ 2(1 — i ')/k,); 1 )Pij,inj,k> _0,

alnwi k j

=0 (by labor market clearing)

where the right-hand side term in the parentheses equals zero since the system is in general equi-
librium, i.e.,, X = (IP;; w;, w_;,Y) € £, which guarantees that the labor market clearing condition
(7) holds. Notice, the above derivations hold whether or not the policy vector IP; is at the opti-
mum. While this is a striking result, we remain to be interested in the above derivative when
it is evaluated at the optimum —i.e., the policy-wage-income combination which we index by
(x), X* = (]PZ-*;W*,Y*) € &'. The reason, as we show in Step 2, is that the effects of wages for-
eign countries on home’s welfare is neutral only at the optimum. Hence, the claim that the entire
vector of wages, w = {wj, },, is welfare neutral will be true only at the optimum.

10



Step 2. In the two country case, dé"lg" = 0forall P € P; = {Pjix, Djjx, Piix}j£ix by choice of nu-

meraire. Beyond the two country case, we can infer from actual data that d:ﬁ; L~ 0forallP € Pi—
a point already established in Appendix A.4. These results indicate that wage effects in the rest of
the world are, in general, welfare neutral—either exactly or to a first-order approximation. This
result holds even in second-best scenarios where the government is banned from manipulating a
subset of price instruments in IP;. In the first-best scenario we can establish the welfare neutrality
of international wage effects using the multiplicity of optimal policy choices and the Targeting
Principle. We first establish the result regarding multiplicity of optimal policy choices. To present
this result, we use X = (I;, I_;, w;, w_;, Y;, Y_;) to denote a global policy-wage-income combina-
tion, with I; = (s;, t;, x;, T;). As before, we use £ to denote the set of feasible policy-wage-income
combinations that satisfy general equilibrium constraints, as defined in Section 2.4. Considering
this choice of notation, we want to prove the following result, which is a basic extension of Lemma
1 in Lashkaripour and Lugovskyy (2020) to an economy with carbon externality and abatement.

Lemma 5. Forany aand i € R, the following two results hold: (1) if X = (14 #;,¢t_;, 1+ x;,x_;,1+
Si, S—i, Ty T—i; Wi, W_j, Yi/ Yfi) € 5/ then

1 a a
X' = (a(1+t),t_;,a(1+x;),x_;, E(l +5si),5_, 5T Tis 5T, w_;j,aY;,Y_;) €&;

and (2) Welfare is preserved under policy-wage combination X and X': W,,(X') = W, (X) forall n € C.

Proof. The proof closely follows the proof of Lemma 1 in Lashkaripour and Lugovskyy (2020).
The only difference is that the labor market clearing condition must be adjusted to account for
abatement activity. To restate the objective of the proof, consider two policy-wage combinations,
X = (s,t,x, T;w), and X' = (s/,t,xX, T/;w'), that differ in uniform shifters 4 and @ € R with
regards to country i’s taxes:

1+xX,=a(1+x); 1+t=a(1+t); ;1+s,=(1+s;) /3 ;w = (a/d)w; T = (a/d)7;
but consist of the same tax levels in the rest world (namely, —i):

1+x,=1+x,; 1+t,;=1+t,; 1+s;=1+s; w_ ,=w; T, =71
Our goal is to prove that (i) if X € € then X’ € &, and (ii) W,,(X') = W, (X) for all n € C.

Step 1. The first step proves that Q(X’') = Q(X) using two intermediate claims. The first
claim posits that if we suppose Q(X') = Q(X)), then the implied nominal income and price
levels under X and X’ are the same up to a scale. Stated mathematically,

. N f’z‘ (X/) = ﬂf)i (X)’
[Claim 1] Q(X') =Q(X) = {pi (X') =P_; (X);

In the above formulation P; = {Py;, ..., Pn;} denotes the entire vector of consumer price indexes
in destination i, and Q = {Qy,¢ } ¢ is the entire vector of equilibrium quantities. To prove the
above claim, we compute nominal income and consumer price indexes under X and X’ starting
from the assumption that Q(X’) = Q(X). First, consider nominal price indexes. To simplify the
notation for prices, define

a1 1
Ojnk(X) = P p (1= a;5(X)) 9% € Qr(X) k.
By assumption, a;(X') = a;x(X) and Q;x(X’) = Q;x(X), indicating thatd;, (X) = ;,x(X') =

Jjnk- Now, consider the price index of a generic good ji, k imported by i from origin j # i. Invok-
ing Equations 3 and 5, the consumer price index of good ji, k under X’ and X exhibit the following

11



relationship:

1+t _ a(l+t; -
T Oy = aa(),

Pii (X)) =5k wh = Siix

) = ik g S5 T T ) (145500
where the third equality follows from the fact that 1 + t;-z- ¢ = a(1+tjix), while w} = wj, x}i,k = Xjiks
and s;-’k = sjx (since w; € w_j, xjix € x_j, and s € s_;). Second, consider a typical good ii, k that

is produced and consumed locally in country i. The consumer price of ii, k under combination X'
can be related to its price under X as follows

1,71

X)=9¢ —_—
Uk( ) llkl+szk : %(1+Slk)

a ~
ZWi = aPiix(X),
where the third equality follows from the fact that 1 + s, = (1 +s,x)/d and w; = aw;/a. Third,

consider the price of a typical good ij, k export by i to destination market j # i. The consumer
price of ij, k under combination X’ can be related to its price under X as follows:

L+t ;= 1+ tijk

w: = 0;; X aw (X)
G L = B r(X),
1+ xl]k)(l +5i) i a(l+ xuk) la+ si) 4 ! g

pij,k(xl) (Sz]k(

where the third equality follows from the fact that 1+ xj;, = a(1+xjjx), 1 +six = (1+s;,) /4, and
w; = aw;/a; while t;,, = t;; since t;;x € t_;. Lastly, is follows trivially that Piy e (X) = Py (X) if
jand n # i. Considering that P; = {Pj;, P;;}, the above equations establish that

Pl' (X,) = af’i (X) , P_l' (X/> = P_l' (X) . (BZ)

which amounts to Claim (1). Stepping back, Claim (1) starts from the assumption that Q(X') =
Q(X). Our next claim indicates that this assumption is validated by the nominal income and
price levels implied by X’ and X. Below, we state this lemma noting that it follows trivially from
the Marshallian demand function, Qjix = Dﬁ,k(Yi, P;), being homogeneous of degree zero. In
particular,

. P (X/) = IZPZ' (X) Y = tZYZ‘
Claim2] Vae R, :< ' . ! = X') = Q(X).
[Claim 2] Va n {Pi X) =P (X) Y, =Y, Q(X") =Q(X)
Together, Claims (1) and (2) establish that equilibrium quantities should be indeed identical under
policy-wage combinations X and X'. That is, Q(X') = Q(X).

Step 2. The second step uses the fact Q(X’) = Q(X) to establish that if X € £ then X' € £.
That is, w} = 4w; and Y/ = aY; satisfy the labor market clearing and balanced budget conditions
given tax vector I, provided that w; and Y; satisfy the same conditions given tax vector I. To
simplify the presentation, we hereafter use X = X'(X) and X’ = X (X’) to denote the value of
a generic variable X under policy-wage-income combinations X and X'. Starting with the labor

market clearing condition, our goal is to show that if w;L; = ) Y [( — o)L= 'Yk Pk Qjj, k} then

wiLi = Yy X {(1 - zx;k) 21 P/, i le] k} This result can be established as follows. First, starting from the

labor market clearing cond1t10n under X = (I;w,Y) and the fact that w; = %w;, we can produce the
following equation:

/ a ’Yk— 11+ x50 (T+six) o
w;L; = fw iLi = 7 ;; [ (1—ajx) - E Py kQijk

k—la(1+xl]k) (1+51k)

;; [( z,k Tk 1 +tz],k z]k i, k]
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Note that—by construction—1 + t’ = (T +tjp)/a, 1+ xi6 = A+ 2"50)/a, 1 +s = (1+
i st,)/d. Also, Step 1 of the proof already established that Ql] P = Qlj ¢ and P ik = PIJ « for all
ij, k. The carbon cost share is also the same under X and X' (i.e., "‘z,k = Qi) glven that a; is
determined by the wage-to-carbon tax ratio and that 7, /w; = T;x/w;, by construction. Plugging

these relationships into the last line of the above equation delivers the desired result that X'is
consistent with the labor market clearing condition:

SO ol (B

Yk 1+t1]k

1

'Yk -
z]k 1] ] ;Z[ e Pi/j,ngj,k} :

Next, consider the balance budget condition our goal is to show that Y/ = wiL; + T/ if ¥; =
w;L; + T;, where T/ and T; are respectively the tax revenues under combinations X and X'. Note

that by construction Y/ = aYj, which implies:

1
Y; = aY; = aw;L } y § —1) PiiQii
a aw;L +a (azk e l]le]k> +a |:< +Sz,k ) ll,lel,k:|

j

1

]1k
+a ik Qiix + — 1| PyjQ; ) B.3
;;< A+ 2 (A + ) ik [(1+xij,k)(1+5i,k) } i ()

Noting that the labor market clearing condition, w;L; — ) Y [(1 — oci,k%;—;l> Pi]-,in]»,k} =0, is
satisfied under combination X;, we can subtract the followmg (equal zero) term,

a a Y —1
(5 - 61) w;L; + (E - ﬂ) Z; ((1 - “i,k)wpij,inj,k> =0,
from Equation B.3 to arrive at the following updated expression for Y!:

Y/ *sz +a22<0¢1k - 1]sz]k) +Z |:<1+Szk ﬁ) Pii,ini,k:|

atix a a
4 J PixQiik + [ _~] P;i Qi )
;;( (T + xjige) (T4 sj) T [+ (U syp) a7k

1+x1]k) (1+51k)

-1 .
w iLi + ZZ (ucl Tk a( T ZJsz]k> + Z [(1 - (1 +Szk)) aPii,ini,k]
ij,

1 . 1 a(1+ xij6) X 2(1+six)
1 - - ﬂp" .. + 4
< a(1+ t]'z',k)) iixji

1+ tij,k B 1+ tz],k
Noting that the balanced trade condition, ) Zﬁéi <%tj,-,kpﬁsz]'i/k — ﬁpij,inj,k) = 0, is satisfied
under combination T;, we can subtract the following (equal zero) term,

+ Z 1] le] k] (B4)
jk

1 =
(1-a ZZ ( jz‘,ijz‘,k - Pz‘j,sz‘j,k) =0,

from Equation B.4 to update the expression for Y/ as follows:

_1a(1+x (14 sik) < 1 )
wlL + ZZ < r Tk 11]+t : i Py Qij | + Z [<1 — -1+ slk)> aPii,kQﬁ,k]
ij,
! p 1 a(1+ xij) X 5(145six)
+ 1— ———F— ) aP;xQjix + — :
%’; ( ﬂ(l + tji,k)) ]1,kQ]z,k 1+ tij 1+ tz],k l] sz] k

13



Observe that policy-wage-income combinations X and X’ are constructed such that 1 + t;.l- P =

a(l + tji,k)/ 1+ xfj,k = a(l + xij,k)r 1+ Sik = (1 + S;/k)/ﬁ, wlf = awi/ﬁ, and t;j,k = tji,k- AISO, Step
1 of the proof established that Q;;; = Qiix, Q}i’k = Qjiks ng’k = Qijx, Piix = aPiix, P]./i’k = aPjix,

PZ-’]-,k = Pijlk, and a;;, = a;;. Plugging these expressions into the above equation yields

1
<1+s;k - 1) P i,i,kai,k]

-1

—1
Y =wlLi+Y ) (wi,kwwp i/j,kQ;]}k> L
PR g

t.
jik / / / /
R ((1 T A ikt Pifkaif'k> '

1
% i ik (1+ ;) (1 +s74)

which ensures that combination X’ is consistent with the balanced budget condition, Y/ = w/L; + T;.
Combing the above findings we can conclude that

X=LwY)ef = X=0T,wY)eé&

where I' = (a(1+1t;),t_;,a(1+x),x_;, 2(1+s;),5_;, 47, 7_;), w = (Yw;, w_;),and Y = (aY;,Y_;). More-
over, since Q(X’) = Q(X) it should be the case that W, (X") = W, (X) for all n € C, which estab-
lishes both claims under Lemma 5. O]

Now we present our international wage neutrality argument based on Lemma 5. Suppose the
government in i solves a problem where it can set the entire vector of prices globally. This choice
vector includes the extraterritorial price Pjn,k, where j and n # i. The revenue from extraterritorial
price manipulations are rebated to foreign consumers. Lemma 5 ensures that the choice with
respect to the global price vector can replicate any welfare gains from wage effects. That is, if

P]-’;’k = Pjux for all j and n # i, it should be the case that JW;/dw_; = 0. We can prove that
this is the case as follows: Since revenues from extraterritorial taxes accrue to foreign economies,
the gains from P, x channel exclusively through the effect on country i’s export and import tax
revenues. By the Targeting principle, however, these indirect gains will be internalized by the

optimal choice IP} that directly regulates country i’s import/export tax revenues.

B.2 Solving the System of F.O.C.s: Proofs of Lemmas 3-4 & Theorems 1-2.

Recall that the set of policy instruments given to the government of country i is given by P; =
{P;;, P;;, P;;, ai}]. i Furthermore, we express variety-level demand quantities in country i by the

Marshallian demand function, Qjix = D]-i,k(Yi, P;), that is a function of income Y; and after-tax
consumer prices in country i, P; = {f’ji, P} j#i € IP;. Since all equilibrium values are a function of
(P, Y;), demand quantities in foreign countries j # i for varieties made in home country #, can be
expressed as Q;;x(IP;, Y;). Together, demand quantities can be expressed as Q;(IP;, Y;), where Q; is
the quantity of all varieties that home country i consumes (domestically purchased or imported)
and exports, i.e., Q; = {Qjix, Qijk}jec, kek-

Next, let us reproduce the unilaterally optimal policy problem of country i,

max Wi(IP;;Y;) subjectto (IP;Y;)€ET,
where &7 is the feasible set of policy-income pairs (IP;;Y;) that satisfy the general equilibrium
constraints, as formally defined in Appendix A.3. Recall that in this reformulation, vector of
wages, W, can be treated as fixed. As detailed in Section 3.1, prices {P;x};x, emission levels
{Z;x} ik taxes {T;y}k, etc., are functions of (IP;;Y;) in a way that their dependence on income Y;
channels exclusively via demand quantities Q;(IP;; Y;). As such, we can express prices as Pijy =
Pix(P;;Y;) = P;ix(IP;Qi(IP;Y;)), emission levels as Z;jx = Z;jx(P;;Y;) = Z;ix(P; Qi(P;Y:)),
taxes as Tjx = T;x(IP;; Yi) = T (P;; Qi(IP;; Y;) ), and so forth. Consequently, the objective function
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of country i can be written in the following way:

W;(P; Q;(P;Y;)) = Vi(w;L; + T;(P;; Q;(P;; 7)), Pi) — A (Z(P; Qi(P; Y;))),

Y

The first order condition with respect to each of policy instruments P € P; = {Pj;, Pyjk, Pii x, @ik }j£i k
delivers the following equation:

9T;(IP;,Q;) 5. 0Vi(Y;,Pi) 5. 98:(Z(IP;,Q;))
amp .+ i — b

STP.) _ pon(z(P,0)] " 90,P Y
+ =% —PhT5%g =" | Tomp (B.5)
oTi(P,Q;) _ p.9A(Z(P,Q:)) | | 9Qi(P,Y:) dY;  _
+ 00; - P 0Q; ’ Y; dinP 0
s -1
where P; = (aggé‘)) is the consumer price index. In what follows, as a detailed analysis of

unilaterally optimal policy, we undertake the task of solving for the system of F.O.C.s described
by Equation (B.5). In doing so, we will provide proofs and derivations for Lemma 3, Theorem 1,
Lemma 4, and Theorem 2.

Before moving forward, let us emphasize three important details:

1. To economize on notation, we occasionally express demand quantities simply as Q; without
explicitly stating its functional specification, Q; = Q;(IP;; Y;).

2. Pollowing Lemma 2, we are treating the vector of wages, w = W, as constant throughout
our proof. So, all partial derivatives should be interpreted as partial derivatives that hold
w constant. In addition, every time we partially differentiate w.r.t. policy instrument P €
IP;, we are fixing the remaining elements of IP,—because the government directly chooses
every single element of IP;. To connect this point to the forthcoming choice of notation, the
partial derivative w.r.t. policy instrument P € IP; takes Y;, w, and IP; — {P} as fixed, e.g.,
0Qjik(P5Yi) _ <3jS,k(1[’i;Yi)>

JdlnP Yi/W/IPi_{P}'

JdInP -

3. The same point applies to our notation for partial derivatives when holding demand quan-

... . oT;(IP;;Q; 9T;(P;;Q;
tities fixed, e.g., B(lnP N ( a(]_np ))QWP—{P}'

With these points in mind, we now proceed with the proof of Lemmas 3 and 4,. Our goal is to
unpack Equation (B.5) with respect to all policy instruments, namely: (i) domestic and import
prices P; = {Pj;, Pj;}j.;, (ii) abatement levels a;, (iii) export prices {P;;};+;. We establish the
welfare-neutrality of income effect within step (i), which we use in our analysis of steps (ii) and

(ii).
B.2.1 FEO.C.s for Domestic and Import Prices: P; = {P;;, Pj;};;

Consider P = P € P; = {P;;, P;;}, that is in the set of consumer prices in i—either domestic
(j = 1) or imported (j # i) varieties. We unpack the three terms in the first line of Equation (B.5):

- Holding the demand schedule Q; fixed, an increase in consumer price Pji/k raises tax rev-
enues mechanically in proportion to demand quantity. In particular,

aT‘i(]Pi/ QZ)

/i) _ B Qi
oln Pji,k ]l,kQ]l,k

- Applying the Roy’s identity, we can express the effect of raising consumer price Pj;x on
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consumer surplus (i.e., indirect utility) as

_oVi(P;,Y;) -
poi ) _ _po0n.
" 9In Dy i

- Holding output quantities fixed, emission depends only on abatement which is pinned
down by the choice set IP; (see equations 2 and 4). Hence, the change in pji,k has no direct
effect on CO, emissions given Q; and IP; — {Pj;; }:

aAi (Z(~]I)i/ Qz)) =0.
ani,k

Combining the three bullet points listed above, the first line of Equation (B.5) collapses to zero
when P = P;; . € P;. Namely,

OTi(P;, Q) | 59Vi(P;,Yi) 04 (Z(P;,Q;))

— — - = =0
a 11’1 Pji,k ! a 11’1 Pji,k aPﬁ,k
Hence, for P = P;;; € P;, Equation (B.5) reduces to
OT;(IPQ;) _ p_aAf(Z(Pi,Qi))] . 9Q:(P;,Yi)
aQi 1 aQ,' dln pji,k (B 6)
n [an(n’i,Qi) _ p.aAi(Z(]PirQi))] J0Qi(PYy) dy; '
9Q, T 9, dinPy

The tirst line of Equation (B.6) accounts for the general equilibrium welfare effects of raising Pji,k €
P; while holding income Y; fixed—this is true because the first line of Equation (B.5) turned out to
be zero for Pjjx € P,— and, the second line summarizes general equilibrium income effects. The
trivial solution to Equation (B.6) ensures that

IWi(P;, Q;) _ ITi(IP;, Qi) 59 (Z(P;,Qy))
0Q;  9Q Z 0Q;

It is important to show that this trivial solution is the unique solution to the system of equations
described by Equation (B.6) —which constitutes N x K equations. We undertake this task in
Appendix B.3 where we show that the trivial solution (from which Equation (B.7) derives) is the
unique solution to the system of Equations (B.6). That is, Equation (B.7) outlines the necessary
and sufficient conditions for optimality w.r.t. Pj;; € IP;, starting from Equation (B.5).

Importantly, Equation (B.7) establishes the welfare-neutrality of income effects at the optimum—

as stated under Lemma 3 of the main text. Specifically, the solution to Equation (B.5) requires that
aW;(IP;,Q;)
9Q;

=0. (B.7)

= 0, from which it follows that for each P € IP;, the general equilibrium income effects
add up to zero:

oT;(P;, Qi) 504 (Z(IP;,Q;)) | 9Qi(P;Y;) dY;
0Q; —h 2Q; T oy, dinp 0 (B.8)

The above equation states that at the optimal policy choice IP}, the last line of Equation (B.5)
must equal zero for every P € IP;. In other words, we can simplify the first-order conditions
characterized by Equation (B.5) by the dropping the term corresponding to general equilibrium
income effects. This result, which holds under very generic conditions, implies that in deriving
the first-order conditions demand can be treated as income inelastic.

Next, we unpack and simplify Equation (B.7), which characterizes the optimal choice w.r.t.
Pjjx € P;. As outlined in Appendix A.3, taxes collected by country i’s government, T;(.), and
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emission levels from all origin-industry locations, {Z,,¢(.) } s ¢4, are formulated as follows:

T;(P;Yi) = ¥, [( g — (1 — aig(P;; Yz’)%)Pz‘i,g(Pi}Yi)> Qii,g(]Pi;Yi)}

+ X X K ing — (1 —ajg(IP; Yi)%)Pin,g(lPi; Yi)) Qin,g(P; Yz’)]

+ Yuzi L [(Puig Pni,g(glpi} Yi))Qni,g(IPi} Y;)] (B.9)
Zog (P 3) = Zug (25 ) 7T (1= 3 0) 5 (Qug(P5 )75 5

where wng(Pi;Yi) =1 — (1= Rug) (1 —ang) =

\

We continue to derive the partial derivative of taxes T;(IP;;Y;) and emissions Z, ¢(IP;; Y;) w.r.t.
P = P« € P;. Starting with tax revenues,

aTi(]Pi/Qz) an H’,,YI dIn Qni,g (alnpmg) 0InQy; s
, . ! _p. ) <L,
0Q; dln P Z Z ( mig m’g) Quig oln Py x Y i g Qi g ; ZS: dInQy; ¢ Py, \ 9InPjk y,

n#i §

alnpmg( Qiig) aaniig alnpzng 9InQy;s
—1h- P . / s ’ =l
+ ) { YigPingQing [ 3 Qi onbyy ), + Z; (aln Qis )M By ).

n#i § F#i

i

~ aanz'ig alnpug( Qiig) aaniig alnpzng 9ln Qy; s
P — w: P ; ~H — W P O . <1, <ti,
+ ; [[ 1,8 lpl,g zz,g] Qll,g < dln Pji,k Y lpl,g 1,8 Qll,g Jln Qll,g 1n P]‘l',k y + Z ; (a In Qél’s >]P”Yi 9In Pji,k

(B.10)

8 ln Qin,g
dln Pji,k

where ¢; , = (1 Wig %’7 ) and in the second line we set (

) = 0 for n # i. To simplify
Y

the above equation, we use Marshallian elasticities to denote how demand quantities react to a
change in consumer price Pj;; € P;. In particular,

(aln Qni,g> _ OIn Dy (Yi, i) (jij

~ ~ =g,
dln Pji,k din Pji,k g

(B.11)

where s%? is the price elasticity of demand. To characterize the change in producer prices we

invoke the free-entry condition and refer to the definitions and derivations in Appendix A.6.
In particular, the partial derivative of producer prices in Equation (B.10) can be represented as
follows:

dlnP;, < dln Qiig _ ru Tiig p (ji k) s .
Y l in,gQin,g (am Qg ) Py, \ P ) | PiigQigtiig # Producer price of home i;
1

dlnP,; dln P;;

Yo Lni {Przi,g Quig (a In Q;;i ) P, Y} + X | PiigQig (aln Qlj,qk )119- Y] = w;ikPjixQjik, Producer price of foreign n 7 i.

(B.12)

where P;; Qi ¢ = Y Pin,gQin,g denotes origin i-industry g’s total sales and r;; ¢ = Py ¢Qii g/ ¥ Pin,gQing

denotes the sales share associated with variety i7, g. The first line in the above equation, follows
from (i) the free-entry condition, and (ii) the fact that all consumer prices associated with pro-
duction in origin 7 are fully pinned down by the policy vector IP;.*8 The second line follows from
our previous definition for the general equilibrium export supply elasticity, w;; x, which was for-
mally presented in Appendix A.6. Recall that wj;; can itself be fully characterized in terms of
Marshallian demand elasticities and expenditure/revenue shares.

48 This explains the difference between the derivatives for producer price of home i, P;; ;, and of foreign n # 1, Pun,g. The

case of n # i is more involved because prices charged by n # i for itself and any third country ¢ # i, B, tg = Putgs
is not a policy choice of country i’s government, and so, we must track its change in general equilibrium—see
Appendix A.6 for more details.
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Replacing the partial derivative expressions (B.11) and (B.12) back into Equation (B.10) yields*’

A (PS), = Do S [PrigQuis (1 (s + 15 ) 7]

mg

_Zg [ zthzg( ‘Xlg’y?ygl) <_%> Slﬂgk} +Zg [ quzzg < (1 zgv?ygl)l;:i)sgjék)

(B.13)

Next, we characterize the partial derivative of emission levels w.r.t. 15]»1',;{ € IP;. Before moving
forward, note from Equation (2) that «;  is exclusively a function of (1— ai,k), Hence, the value of
«;  remains unchanged in response to a choice of le-,k given that a; ; is pined down by a;, = IP;.

Recalling that A; (Z(IP;, Y;)) = ¥y, OnigZng(IPi; Y;), we obtain

a(Ai(Z(]Pi/Qi))) an(]PuYt) _Z Z . aZn,g(---;Qn,g)aann/g(in/gr---/QnN,g) aanni,g
anQ; oD )y &g &m |8 9In0,, oIn Quig dn Pk /y, (B.14)

_ =1y (jik)
- Zg Zn |:5ni,gvn,gpni,ani,g( ?)’g )Eni,g

. N 0Z5o(Q; - .. " ks Qn
where the second line follows from the fact that (7) Za/ig Qif'g ) _ 7«% : ! Zng, (if) InQ ’%(1?1 (12:, - Quug) _

Tnig = PrigQunig/ (PungQng) , and (iii) vyg = Zy,g/ PungQug, which is defined to denote CO,
emissions per unit value of output.

Now we can plug Equations (B.13) and (B.14) back into Equation (B.7). Recall that Equation
(B.7) describes the necessary conditions for optimality w.rt. Pjx € IP;. Doing so delivers the

following expression, which is essentially the simplified first-order condition w.r.t. Isji,k e P;:
k) ..
Y [Wiigeugelis | + Z Z (uigenigeus | =0, forall {ji,k}jx (B.15)
8

where ¢, = Pni,ani/g/ Y; denotes gross expenditure shares and ¥;;, and ¥,;, are composite
terms defines as follows:

Yo —1 Yo —1 P; .
Yig=1- ( g ) [(1 — g t—) + 5ngvlg] "8 forall {i,g}, (B.16)
Yg Yg Pzzg
—1. P, )
Yiig=1- <(1 + Wig) + Lém 4O, g> ﬁ, for all {m,g}nﬁg (B.17)
Yg Pnzg

To be clear, 5m',g = Piém',g denotes the CPI-adjusted disutility for carbon. The trivial solution to the
system of equations characterized by Equation (B.15) ensures that

Yiig = Ynig =0, foralln #1i, g

As noted earlier Appendix B.3 proves that this trivial solution is the unique solution to the system
of Equations (B.15) . From ¥;; ; = ¥, = 0 for all n # i and all g, we can can immediately derive
the following formulas for optimal import taxes and production subsidies:

B yo—1
1+t;lg_Pm: _1+C()nlg+§nlgvng ,Y
i (B.18)
145, =52 =_1
g~ DX rg—1

ii,g

B.2.2 Spelling out the Welfare Neutrality of Income Effects

Before characterizing the optimal abatement levels and export subsidies, let us elucidate the result
about the welfare neutrality of income effects. Recall that third line of the original FO.C. (namely,

49To be clear about notation, the second line in Equation B.13 uses Pj; 0 Q; ¢ = Ly Pin,gQin,g to denote industry-wide
sales.
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Equation (B.5)) represents general equilibrium income effects. Suppose we included this line
when solving the first-order condition w.r.t. pji,k~ Then, we would arrive at the following system
of N x K equations:

itk (jik)
Zg {\Fii,geii,gggi,g) + Zn;&i IIIni,(gfeni,genjilg ]

dinY: 3 (B.19)
+ [Zg Yigeiighiig + Lnrti g Tni,geni,gﬂni,g} dnby 0, for all {ji, k};x

oInQ,; olnD,; . (Y;,P;) . . . . . .
where 770 = (%)P = %/’) is the income elasticity of demand. The second line in

Equation (B.15) correspoﬁds to the same equation presented in its compact form under Equation
(B.8). We could equivalently express the system characterized by Equation B.19 in matrix notation
as

dlnY;

dIn pji,k

¥EUY LT ( ) =0, forall {ji,k}j
(jik)

where ¥, is a NK x 1 column vector, whereas Ei and T; are 1 x NK row vectors consisting of

expenditure-adjusted demand elasticities:

TiE[Tli,l ‘FNi,l leli,Z TNi,Z \Fli,K \IINZ',K};

g jik) _ (jik) (jik) (jik) (jik) (jik) (jik) |° .
E = €1i1€y;1 0 CLiKE K €2i18y1° €2iKE€yg - ENiEN;1 T ENiKEN;K | v
_— T
I = [ €1i1Mi1 - €1,kMi K €2i1%2i1 cc €2i,KE2,K -+ ENi1YNi1 -  ENiKYNi,K } .

Our result about the neutrality of income effects can be seen most clearly by inspecting the above
equation. The trivial, unique solution to the system ensures that ¥; = Oxkx1. Hence, the general
equilibrium income effect (i.e., the second term in the above equation, ¥,I;) has to be equal to
zero. Again, this result follows from setting ¥; = Onkx1, which means that import tariffs and
production subsidies are set to their optimum values, as characterized by Equation (B.18).

B.2.3 FE.O.C.s for Abatement: a;

Next, we characterize and simplify the first-order condition w.rt. (1 —a;;) € IP; to characterize
optimal abatement, a7;. To this end, we appeal the general characterization of the first-order
conditions under Equation (B.5), and set P = ;. The third line of Equation (B.5) equals zero
given our earlier result about the neutrality of income effects (which holds if P; = {P;, 13]-1-} j#i 18
chosen optimally). In addition, the second line of Equation (B.5) is trivially zero, because holding
national income, Y; = w;L; + T;, and IP; — {a;;} fixed, demand quantities are invariant to the
choice of abatement. Namely,

0Quig(IP;, Y;)

m = 0, for all n,g

Consequently, what all remains is the task of unpacking the first line in Equation (B.5). Since all
instruments except for a;; (i.e., P; — {a;}) are held fixed, the choice of abatement has no direct
effect on the indirect utility from consumption, V;,
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The choice of abatement, however, affects the indirect utility from consumption through its effect
on tax revenues. In particular,

aTi(]PirQi) _ N alnpzzk(]P Qz alnu‘i,k(]Pi/Qi)
oln(1—a;) Zj:l <(1 - D‘lk ’Yk ) Z]le]k aIn(1—a,y) ) + Z] 1 (“11{ Tk 11 kQZ]k dIn(T—a;y) )
N 1 1 11
=-15 [(1 - D‘zk,ylfyk ) () + L T (1~ D‘i,k)} P Qijk

o (=LY (11 0.
= Nk ( Tr ) <€’Yk + “z‘,k 1) Pu,le,k

where the second line uses %W = %(%) according to Equation 3 and % -
—= = = “’ £ according to Equation 2. In the third line, P;Q; x = Zjlil PijkQijx total sales associated

with or1g1n i—-industry k.
Lastly, the choice of abatement affects local carbon emissions and the corresponding disutility
from carbon, A; (Z(P;, Q;)) = ¥, X [Oni ¢ Zn,g(P;, Q;)]. These effects are described by the follow-

ing partial derivative:
0A; (Z(P;,Q;)) (1 n 1 1) SixZix.
dIn(1 —ajx) SV Wik

Next, we plug the expressions for ahla(g"&i, 3 and aln(gz(a) )

where P = (1 — 4;;). In this process we not that the third line in Equation (B.5) equals zero when
the remaining elements of IP; are chosen optimally. This step yields the following optimality
condition w.r.t. abatement:

) back into Equation (B.5) for the case

—1 1 1 ~ 1 1
ik (7" ) ( - 1) PixQix — B < +— - 1) SixZix =0 (B.20)
Yk CYk ik CYk ik
-1
Xik ( T ) Zix
= - =0
Siix Pii Qi x

In the above expression, 5” = 13(5” « denotes the CPI-adjusted disutility per unit of CO, emissions
and v;; = PZQ denotes carbon intensity (i.e., CO; emissions per unit value). Firm-level cost-
minimization implies the following relationship between carbon intensity and carbon taxes: v;; =
1—1%ik - Appealing to this relationship, the last line in the above equation delivers the following

Yoo Tik'
formula for country i’s unilaterally optimal carbon taxes:

T = S (B.21)

B.24 FEO.Cs for Exported Prices: {P;;};

Finally, we characterize and simplify the first-order condition w.r.t. P;;x € IP; to characterize opti-
mal vector of export prices to destination j, f’z*] To this end, we appeal the general characterization
of the first-order conditions under Equation (B.5), and set P = P for all j # i and all k. Follow-
ing our earlier result about the neutrality of income effects, we can set the third line of Equation
(B.5) to zero (given that P; = {P;, Pji}j# is chosen optimally). The direct effect of Pij,k on the
indirect utility from consumption is also zero in Equation (B.5). That is because consumer prices
in a foreign location j # i do not directly enter the indirect utility function, V;(Y;, P;):

o avi(Y, P))
P ¢p — (202 U) —o
ij,k ¢ i ( oln Pij,k >

i
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aTi(]Pi/ QI)

Given the above observations, we can organize the remaining terms in Equation (B.5) to arrive at
the following expression for optimality w.r.t. P;j:

oT;(IP;, Q;) i dT;(IP;, Q;) 0Q;(IP;, Y;)

dln pi]',k an dln pij,k
aT;(P;,Y;)
e B.22
[om @piQ)) | amzr,Q)) )] (022
! Jdln pij,k an dln pij,k
9A;(Z(PY;))

We now unpack the non-zero terms in Equation (B.22), starting with the partial derivative of tax
revenues. The mechanical effect of export prices on tax revenues, holding demand quantities
fixed, is proportional to export quantity of the taxed variety. Specifically given that P;j; € IP;,

daTi(P;, Qi) _ 5
—————= = P;i Qi B.23
oln pz'j,k ijk Ql],k ( )
The next step is to characterize the behavioral and general equilibrium effects of Pij,k on tax rev-
enues. These former tracks the change in demand quantities in response to a change in export
price P;x, holding income levels fixed. Taking a partial derivative from the tax revenue function

(B.9) and noting that Pij,k € IP;, we obtain,

20Q;

L

:|

an IPZ,YZ dln ng JdIln ijs
—P.: . _
dln sz k nz;éz Z m,ng,g ; ; Jdln QKJ,S P.Y, dln Pij,k Y,

I Z 7¢i Pii Qii a In Pzz g( Qij,g) B In QNii'g n Z Z 8 In Pzz 8 a In QNg]'/s
z 8T ILgRILg dln sz,g dln Pji,k Y, 5 Jdln Q({],s P.Y, Jdln Pij,k Y,

i

aanijg alnpmg( Qijg) aanijg alang
vp o, ( Dis ) Y g P / s ) LYy
|: ij,g L8 l]g] ij.8 alnpij,k . i 8T I g aanzj,g alnpij,k Y, (#i s aank]'S .
(B.24)

where ¢;, = (1 — Qg %fy;l). Let us briefly elaborate on the derivation: Noticing that j # i is

a foreign destination, a change in prices in that destination has no direct effect on the demand

. . din Qii, dln Qni, dln Qin/ .
schedule in market i: (1) <aln13,~j,;f)y, = ( alnﬁij,kg)y =0,and (2) ( alnﬁij;)y‘ =0forn #j. As
before, we characterize the change in producer prices by invoking the free-entry condition and
referring to the definitions and derivations in Appendix A.6. In particular, the partial derivative

of producers in Equation (B.24) can be represented as follows:

BlanQ) aln Qyj ¢ r,JQ (ij,k) . :
1S = ’ Producer price of home i;
m/ngrg (am Qijg P,Y; aln By ¥, Te zz,ng,g ijg * oducer price of home 1;

dlnP, dln P;;

Py,Y; <

a 11’1 ij,s
8 In Pi]',k

Yoo Y {Pni,ani,g (aanrZi ) N Y} + Y |PiigQig (aln Q’l']i )P Y] = W;ji kPij k Qijks Producer price of foreign n # i.

where, as before, P;; Q; ¢ = 3, Pin,¢Qing denotes origin i-industry ¢’s total sales and r;; ; denotes
the sales share associated with variety ij, . To repeat ourselves, the first line in the above equation
follows from (1) the free-entry condition, and (2) the fact that all consumer prices associated with
production in origin i are fully pinned down by the policy vector IP;.>Y The second line follows
from our definition for the general equilibrium export supply elasticity (wj; ¢) in Appendix ?? and

50 This explains the difference between the derivatives for producer price of home , Piigs and of foreign n # i, Pyy,g. The
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din ng o dIn ng 51
the fact that Pni,ani,g (aann]k ) P Y, = Pnj,anj,g (aanmk P, Y-.
1t (2]

Plugging the above expressions for partial derivatives into Equation B.24 and noting that

dlnQ;;, (ijk) . . p . .
(alniﬁ;,,f) y = Ejjg s simplifies Equation B.24 as follows:

oT;(P;,Q;)  0Q;(P;Y;) (ij.k
9Q; “alnPy PjiQijk+ g [( g — (1= aig? e 1) l]zg) Qijgeijg ]
— T [~ (1 i ) el ¥ (PaygQung) | = Lo By [ Pai Quigtmigere |
g 08 g ij,g n \1ing¥in,g n#i Lag | ni,g=ni,gVnj,gCpj o

Replacing for r;; o X}, ( m,ng,g) = P;j ¢Qij¢ in the first line and combining the sums in the first
and second lines further simplifies Equation B.24 as

aTl(aﬂ(ji;Q') ' agi%f;? = PypQij + X [( g — (1= ,gn; 1)7%1 l]xg) Ql]rg‘c'l]l]é } Lnzi Zg( PrjgQuj, g“’m,gsgll]] ?)
(B.25)
We now turn to the second line of Equation (B.22) that tracks the effect of a change in ex-
port price, 13,-]-,;(, on the disutility from global CO, emissions, Z. To characterize these effects, we
use (B.9) that specifies CO, emissions as a function of (IP;,Y;). Taking partial derivatives from
Z(P;,Y;) w.rt. Pi]-,k € IP; delivers

an(zPyy)) . 00 (Z(P z,Qz))+ i(Z(P;,Qy)) | 9Q;(P,Y;)

dln pij,k a ln PZ] k an dln pi/',k
—
7 B.26
o 2 azn q( Qn q) aanng(ingr /QnN g') aannj,g ( ’ )
- n,g Tll,g dln Qn]q dIn Qn]q alnﬁ;j,k Y

- ' ye—1 (ij.k)
=Y, Zg [ nigUng = n],an],ggn]g

where the last line follows from (1) azg’frggif'g ) — 75; ;1Zn,g, (2) dIn Q"'%(ﬁgi]f';"Q”N'k) = Pyj¢Qnjg/ (PungQng)

,and (3) Ung = Zn,g/ Pun,gQng- Plugging Equation (B.25) and the last line in Equation (B.26) back
into (B.22), and dividing everything by P;; xQ;x delivers a simplified expression for the first-order
condition w.r.t. Pjj:

1+ T [(1= (1 - wig Bt + Gy ) 2 Pif'g) e (B.27)
Vo= 1Y Pujg Cujg (i6)] _ )
- Zn;éi Zg |:<wm‘,g + 5ni,gvn,g (?Yg ) 15 ig Ez]k Sn],g } =0

As before, 5m‘,g = D, x Oui,g denotes the CPl-adjusted disutility from CO; emissions and e, =
(Pnj,an]-,g) /Y;j denotes the gross expenditure share on variety nj,¢. Following Equations (B.18)
and (B.21), when import taxes, production subsidies, and carbon taxes are set optimally, we can

simplify Equation B.27 by setting wy; ¢ + 65i gUn ¢ 77 = ;oo and bii gVig Zg) /g W =0. To

recover the optimal export subsidy formula from Equation B.27, we guess the followmg formula-

case of n # i is more involved because prices charged by n # i for itself and any third country ¢ # i, B, tg = Putgs
is not a policy choice of country i’s government, and so, we must track its change in general equilibrium—see
Appendix ?? for more details.

51 More specifically, this relationship can be derived as follows:

alang _ dln Pong dln Qn,g(in,g rrrrr QnN,g) _ dln Pnng
pni/g Qm',g (a In Q,,] k ) P.Y; - P”i/g Qni,g ( dIn Q¢ )Yx dInQ,; - rnj,kPni,ani,g < dIn Q¢ > Y.

nn8

. i . dln Pyyg _ . i dIn Py e aann,g(Qn]g QnNé) _ . . alan‘,g
= rm,kpn],an],g (aanmg )Yi = Pn],anj,g (aann,g Y, oIn Quig = Pn],an],g oI Quix Py
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tion which features a composite shifter, x;;:

Pii o P

, Yy Pijg 1
(14 xi;,) g Liig _ I8 — (14— ) xi; (B.28)
ij8 Pl],g pu,g Yg— 1 Pij,g €ij g ij,g

(ijk)

To be clear about the notation, & ~ ¢;; ik denotes the own the price elasticity of demand. Our

objective is to determine y;; , so that the above formula satisfies the first-order condition described
by Equation B.27. Plugging the above guess back into the Equation B.27 yields the following
equation in terms of Xj;:

ij,k) (ij k) k)
1+ e(y €ji o€
B ijk 1,8%ij,¢ Enj, g€ “8njg | Q. D..
1+ Z 1- Xijk (1] k) o Z Z ni,g P =0; [ Z],k]
g z] ' ijk n#i § ij k

To simplify the above equation, we net out the zero-sum terms using Cournot aggregation,1 +

X {EZ e Z;fé ] — Lnri Lig [ee’” e nl]]’g)} , and divide everything by 1 + ¢;;x. This step simplifies the

above equation as follows:

(ijk) * (ijk)
_ Z Cijg 811 s Yy (1+ £ g )enjgnjg 0
z]k ik e (ij k) i 1 (ij,k) )
I &k n#£i g eijk |1+ €iik
(ij,k) . ' (ij,k) . . . .
Noting that (1 T &k ) Cijk = — Lngi Lig CnjgEnj » WE CAN re-write the above equation in matrix
notation as i 1) (ii1)
r 1], 1], T r * 1], T
”1 81]]1 eij K gz]]K 1 + Zn#t Zg ni, qeﬂj S‘C‘V!]!,g
€ij1 8(1]1) o €ij1 8(”1) X Y Y. e 8111)
ij,1 ij,1 ij,1 n#i £ CnjgCnj,g
ij,K ii, K K
€ij,1 Efjljl : €ij K SEJUK : Xij,K 1 + Z”#l‘ Zg tmge”]& 1(11]113)
| cijk EE]IJKK) €ij,K SSJKK) | L Yontitig Cn]/gg'(1j,§> |
Si (ifk) .. (ijk) _ (ijk) 0. th E: = €ij, ‘365]1]?1() : trict
ince | ¢;j, KEijk | — Ykt Cijgily = Cijk T Lni Lig CijgEnj,y > 0, then Ejj = 0 ) is stric
1], g

diagonally dominant. Hence, given the Levy-Desplanques Theorem, E;; is invertible (Horn and
Johnson (2012)) and the above system recovers x;; as

(ij0)7 x (ijk)
61]g€l Zn;éit ; enjgs ]
87,8 ni,g "1 nJg
o= | e 1 B.29
Xl] . g(l]’ ) K + Z Z . . 1], ) ( )
i,k k kg n#i Lag “njgnje |

Putting together Equations (B.18), (B.21), and (B.28), with yx;;« (which is given by Equation
(B.29)), country i’s unilaterally optimal policy schedule can be summarized as
1+Sz‘*k_7k o T =5k
1+t]1k_(1+w]1k) (
1+xij,k - ( €z]k) l]k

) Uik . (B.30)
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B.3 Uniqueness of Solution to the F.O.C.s

The first-order conditions w.r.t. pji,k and pii,k (second line in Lemma 4) are inter—dependent These
condition, however, regulate optimal consumer-to-producer price ratios in market i, i.e., ]Z 2 / Piig,
and do not show up in the first-order conditions w.r.t. export prices, Pij/k. Setting 17, = 5”,;(,

the interdependent first-order conditions w.r.t. sz‘,k and P;; amount to NK equations and NK
unknowns, which are summarized by the following matrix equation:

A i
1ik Y—1
Py (1 + Wi + 01001k~ )

(14,1) (13,1) (14,1) (14,1) :
i€yt NN T PLKELK T ENPKENK o

: ) ) ) : Fix _ n1

: : : - Pij Yk

(NiK) (Ni,K) (Ni,K) (Ni,K)

€1i1€7; 1 U eNiEN T CLKEK "t ENiKENK
ik ( 7k*1>
L Pnik Tk ]
(B.31)

The first matrix is NK x NK and the second is NK x 1. Inverting the above matrix equation
identifies the optimal tariff, 1 4 t]l P = ~j*i,k / Pji, and prod~uction subsidy, 1+ s7, = Pjix/ P;Ik
independent from the choice of export subsidies (or P;x/ P5p). To perform this step, we first
prove that the system of equations specified by (B.31) is invertible.

Lemma 6. The square matrix, E = [e]l L€ 51 k,g)] Y is non-singular, with | det(Z2) |> [T, enix > 0
ng,j

The proof of this lemma can be put as follows. Following Proposition 2.E.2 in Mas-Colell et al.
(1995) the Walrasian demand function satisfies e;; =| eji,ksg.{,l,’{k) | = YXngik | em,gegZ g) |. Because
there exists a ji, k such that ¢j;x > 0, the matrix E is strictly diagonally dominant. The Levy-
Desplanques Theorem (Horn and Johnson (2012)), therefore, ensures that & is non-singular. The
lower bound on det(E) follows trivially from Gerschgorin’s circle theorem. Specifically, following

Ostrowski (1952),

jder@) =11 e 1= T ensel ) =TT >0

n,87jk

Given Lemma 6, the trivial solution to Equation B.31, which we presented by Equation (B.18),
must be the unique solution.

C Proofs and Derivations for Second-best Policies

In this appendix, we analyze unilaterally optimal policy choices under second-best scenarios
where the government is unable to use a subset of policy instruments in IP;. To fix ideas, we
formally define our notation of second-best.

Definition. The Unilaterally Second-best Policy for country i is achieved by choosing a subset of
policy instruments in IP; to maximize carbon-adjusted welfare, W; (equation 14), subject to equi-
librium conditions (1)-(8).

We consider three cases: (1) Carbon taxes are unavailable, (2) Export subsidies are unavail-
able, (3) All policy instruments but carbon taxes are unavailable. For the sake of exposition, this
appendix focuses on the special case where abatement technologies have a Cobb-Douglas speci-
fication. Namely, we assume a unitary elasticity of substitution between labor and carbon inputs,
i.e.,, ¢ = 1. Under this assumption, the carbon cost share, «; t, is constant and can be interpreted as
the CO, emission elasticity. Without loss of generality, we also assume that a;; = &) is common
across origins.
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C.1 The government is unable to use carbon taxes

As the emission elasticity approaches zero, i.e., axy — 0, our model collapses to a model with ex-
ogenous emission intensity a la Markusen (1975). As such, carbon taxes are redundant and can
be dropped from the model as firms do not undertake abatement. In this case, the optimal pro-
duction subsidy will include the markup-correcting term % plus an extra term that subsidizes
low-carbon-intensive (low-v) industries. Namely,

Y
Y — 1

1+si% = (1+ diixvix) B
As before, the carbon-reducing term depends on W—;l because there are scale economies in abate-
ment. For instance, it may be optimal to subsidize a high-returns-to-scale industry that exhibits
a high carbon intensity. That is because subsidizing such an industry may lower CO,emission
through scale effects, dominating the relocation effects that promote high-carbon-intensive firms.
Alternatively, maintaining the assumption that &y € (0,1), we could examine second-best
production subsidies in cases where the government is not afforded the ability to directly tax
carbon. Suppose v; is the emission intensity under some carbon tax that is different from the
unilaterally optimal. This might be either because emission is unabated, or quite the opposite,
because home country has set its carbon tax in line with international agreements at a higher
level compared to the unilaterally first best. In either case, production taxes must correct emission
externalities that are too little or too much from the unilateral point of view:

-1

Tk (14 i (vig —vf)]

Y —1

1+si% =

where v} is the first-best carbon intensity attainable under the unilaterally optimal policy. Con-
sider a country that emits a unilaterally sub-optimal amount of carbon, i.e., v;; < vi*,k' This sce-
nario would occur if the country is abiding by international climate agreements. It is optimal in
that case to offer additional subsidies to possibly carbon-intensive industries to promote domestic
production.

C.2 The government is unable to use export subsidies

In this case, the optimal carbon tax remains uniform and follows the same rule as in the first-best
case. Derivations for this case are similar to those resulting in Theorem 2. There is, however,
one key difference between this second-best case and the first-best. When export subsidies are
restricted, Lemma 2 no longer holds. That is, wage effects are no longer welfare neutral. Instead,
even when P; is chosen optimally, country i can improve its terms-of-trade by inflating w; relative
to w_;. The resulting optimal tax schedule internalizes these gains by featuring an additional
tariff shifter, #;, that is uniform and strictly positive. In particular,

L+t = (L E)(1+ wjix) + 5]-i,kvjlk%;1 Vi, k

T{fk = TZ-* = (sii,k Vk

More formally, t_'i = (W)Pl Y/ (alar?;)i)]pi,y where Bi = Zk Zﬁél |:Pji,iji,k — %Si,kpij’inj’k

denotes country i’s balanced trade condition and IP; = IP; — {Bijc} ik is the second-best policy set
that excludes export subsidies. Intuitively, f; is zero under the first-best policy schedule—because
when export subsidies are available, they can more-than-replicate the gains from shifting tariffs

by E,‘ > 0.
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C.3 Carbon taxes are used as protection in disguise

Suppose the government is banned from using all tax instruments apart from carbon taxes. In
that case, optimal carbon taxes are no longer uniform. It is instead optimal for country 7 to apply
a higher carbon tax on industries where it possesses more export market power—using carbon
taxes as protection in disguise. To make this point succinctly, consider a simplified version of our
baseline model with the following set of assumptions:

1. Preferences are given by the Cobb-Douglas-CES specification under equation (25);
2. Country i is a small open economy with §_;;; = 0; and
3. All industries are perfectly competitive, i.e., 7 — oo and f;; = 0 for all i and k.

Below, we present an implicit formula for optimal carbon taxes, which indicates that (when the
government is banned from using trade policy measures) it is optimal to tax carbon above the
first-best level in low-¢ industries.

Proposition 1. Suppose the government in i is unable to apply any tax instruments apart from carbon
taxes. The unilaterally optimal carbon tax in this second-best scenario is given by

w(1— o) (1= Ajigriig) +1 > x
== A (C2)
ik <06i(1 — o) (1= Aixrii) +rig )

where &; > « is a country-wide term that depends on the industry-composition of country i’s production.

Proof. We can express global vector of COzemissions in terms of Z(Y,P) = Z(D(Y,P)) where
D(Y,P) = {Djux(Ys, By) }j . denotes the global vector of Marshallian demand functions. Ap-
pealing to this choice of notation, the first-order condition w.r.t. 1 — a; can be expressed as,

(aW(Yi,f’i)_aAi(Z(Y,f’))>< aY; )W+(8Vi(.)_aAi(Z(Y,P))).( InP; )w

8Yi 8Yi 0 ln(l — a,-,k) dln f’l’ dln f’l‘ ah’l(l — ai,k)
. <avz-(.) - 8Ai(Z)> _dinw
dlnw ow dIn(1 —a;x) ’
(C3)

where A{(Z) = Y,k (0niZng) and Y; = w;L; + Y [k P;i xQix]. Under constant returns to scale,

a h’l P,',,/k
dIn(1—a;y)

derivative of CO,emissions w.r.t. abatement as follows

IA(Z() IIn B, IA(Z()) 3y,
InD; ’<a1n(1—ai,k)>w+ Y <a1n(1—ai,k)>w

in,k 1 oY,
= — 0ii kUi k ; [Pin,inj,kffSka )} + ("‘i,k - 1) 3ii Vi j Pii k Qi e + 04 Vi i Pii x Qi <M>w

) = —1. Also, noting that Z;; = v;;P;;xQ;r and _;; = 0, we can write the partial
w

dinw_;
dIn(1-a;x)
imation holds exactly in the two-country case. General equilibrium wage effects relating to w;
can be characterized by applying the Implicit Function Theorem to the balanced trade condition,
Bi(aj, wi; W) = ¥z Yo (Pig(@))Qjig (@i, wi; W) — Py o (a;, w;) Qi (a, wi; W_;)). This applica-
tion yields the following:

dinw; (ii k) (iik) . oY; oB; \ !
din(l1—a;;) <Z [Pﬁ'ka”?kgﬁfk ~ Pk Qi (1 teijk )} + 1,2 (PigQjig) oln(1—a;;) /), ) \0lnw;

j#i %8

Following Appendix ??, we can set ~ 0 by choice of numeriare—noting that the approx-
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Plugging the above two expressions back into Equation C.3, invoking Roy’s identity ( a%V_fk =

—g—}‘ijni,k), and recalling that Y; = w;L; + Y a; kPii Qi , yields the following equation that de-
scribes the first-order condition w.r.t. a;,

k . ik
PiixQiik — “zkz [ Py 1 Qij (1 + 85]1];( )” + 6iivik Y [Pij,sz‘j,kffg;fk )}
j

1 ~ ~ olnY;
- <06k - 1> 0ii k Vi k Pii k Qi — ; ([aig — diigVig) PiigQiig) <aln(1—;lk)>
_ . dInY;
-Ai |). [Pji,iji,keljli,k Py Qiji (1 + €5k } + ZE Pi ¢Qjig) (aln(l—la)> ] =0,
j#i j#i 8 ik) 7w

(C.4)

_ I(Vi—Ai(Z))/dInw;
= 0B;(aw;w )/E)lnwl
a uniform term without an industry subscript. Dividing Equation C.4 by total sales from origin

i, Rix = ¥ PinxQink, and defining & = Z] [T’z]k (1 + gfjlfkk)ﬂ = —er (1 —rijxAii k) allows us to
express the above equation in more compact form as follows,

is

where 5” ¢ = D; :6;i k. denotes the CPI-adjusted disutility from carbon and A; =

bi; 5
tiik — ik Eik + Oék* (Eix—1) = (1T —ax) ik
Tk Tk
5ii olnY; 1 = olnY; _
+Z ("‘18’ { TZ,J r”g”g> <aln(1 — ai,k)>wri'k — A [gl’k (1= A) <81n(1 - ai’k)> 1k] 0.

(C5)

Next, we need to characterize (a]n(aliy_"w)) .To this end, we apply the Implicit Function Theorem
i w

to Y; = wiL; + Y %k P;i kQix], treating w as given. In this process we also note that 7, = 1
given our parametric assumption with regards to preferences. Performing this step delivers the
following expression for the partial derivative of income w.r.t. abatement,

L . “sz] [ l]le]k (1 +81] k)] _“i,kgi,kr'
d1In( N :

= — ik
1- ai,k) Y — Zg &i¢Mii,g zz,ngz,g 1—a;A;

where &; = Y, a; ;7 is the weighted average carbon elasticity associated with economy i. Plug-
ging the above equation back into the first-order condition characterized by Equation C.5 yields
the following implicit formula for second-best carbon taxes:

Wi — i) Eik+1—ry apir—1 1\ =
k 1= ( ik l,kzg ik : itk T = <~ 11:6 ik 5ii,k/
Tik &ikCik — &ikCik — Tiik

where &; ;. is a composite term that is defined as follows relative to a;x:

~ - 1T —ap Nk Sii
=i =N L L } : ) 1— g
ik = ik [1 — )\J 1—a;) ; (“Z’g [ Tig Tiiglig

To finalize the proof, we need to characterize A;, which will in turn deliver a more specific char-

acterization of &; ;. For this purpose , we appeal to the definition, A; = ;é_‘?;ﬁ{g),))//%lﬁl qu"_, which
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implies that

— Sii i
(T —a) = Aii + Lk ([“i,kgi,k — ez (Eije — 1)} Vi,k) + Lk (i — Giivije] rigkrie) (%)al

Bi = Y,
(1—Ai) <m) L~ Lk [Einrin]

We can replace for a; & — ai,k% (&ix — 1) from the FO.C. (Equation C.5), which implies

_ 51‘1‘, 51'1'/ dY; dlnY; |
(1— &) — A+ X ([Vii,g — (1 —wig) Tﬂ ri,g) +X ("‘i,g [1 - Tj] rii,gri,g) [(alnw,> +tig (aln = a,q)>

A=

(1—Ai) [(ai@) + Lk (m) }
)] o D= ] ) [ (25, + e (),
(1—Ai) [(e&)ai + Lk (alngﬁﬂi,k))w}

Zg [(1 - “i,g) (

(C.6)

Considering the updated expression for A; we can reapply the Implicit Function Theorem to Y; =
w;Li + Yk (a; kPii xQi k) to characterize the term ( oY, ) +2 (%) in the numerator and
w

olnw;

denominator. In particular,

9Y; y dlnY; _ 1= Y (igrip) + Yk (@ig€irie) > aiplitix 18
dInw oln(l—aig) /, 1— & 1—adii  1—aidi

k

Plugging the above expression back into Equation C 6 and assuming that a; ; = « for all k, yields
the following equation that implicitly determines ;- ﬂ‘\ A

1—a - - 51'1' ‘ 1—« 5
(1= Ad) 1—aA; Ai=(1-a) ; [(1 Ti,g) rl’g] * 1—alA; ; <(X [1 TzJ i grlg)
Finally, plugging the expression for ;=% A implied by the above equation back into our earlier

expression for &; ; — «, updates the express10n as follows:

Aip— o= [(1 —«) ; [(1 - f) rlg] +txz ([ ZJ rii,gri,g>] (1—Au)""

B i\ 1—a(l—rig) B (@ig—a)Eig+1—riig\ 1 —a(l—rig)
Z[(l_ﬂk> 1— Ay rl'g} __ZK Eig—1 ) T—7a) )

3 XCig

The above system implies that &; ; = &; is uniform, provided that the emission elasticity a;, = «,
is also uniform. Capitalizing on this observation and replacing &;, = —é€g (1 — rijgAiig), We can
obtain the following expression for &; in terms of «, which asserts that &; > a:

1—7iig 1— zx(l—rii,g)
r4
Zg|: (1 7’115 113)4’1 (1_)‘1'1') L8

e (1-righig) 1—a(l-riig) .
Zg {<1 + €g(17rii,g/\ii,g)+l (1-Ai) Tig

>0

np— o =
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D Proofs and Derivations for Cooperative Border and Production Taxes

D.1 Globally Optimal Carbon Border Taxes

We first solve for globally optimal carbon border taxes in the perfectly competitive case (yx — o)
where the market equilibrium is globally efficient barring climate externalities. To present the
optimal policy problem, we formulate all equilibrium variables as a function of global tariffs,
t,global wages, w, and global income levels, Y, following the logic discussed in Section 3.1 and
Appendix A.2. When working with this formulation of equilibrium variables, note that w and
Y are implicit functions of t. Accordingly, (t;w,Y) is feasible if w and Y satisfy the labor market
clearing and balanced budget conditions given t. In line with our earlier choice of notation, we let
& denote the set of feasible policy-wage—income combinations that satisfy the general equilibrium
constraints. Under this notation, carbon-adjusted welfare in country i can be expressed as

Wi(tw,Y) = Vi(w;L; + Ti(tw,Y), Pi(t; w)) — Aj(Z(t;w, Y)).

Globally optimum carbon border taxes solve the following problem, wherein a central planner
chooses t to maximize global welfare subject to feasibility:

N
t = arg max Y Wi(tw,Y) st.(tw,Y)e& (P)
=1

1=

Similar to the unilaterally optimal policy problem, we can simplify Problem (P) by capitalizing on
a set of intermediate envelope results. First, we can appeal to a version of the Lerner symmetry
to show that wage effects are welfare neutral. To present this result, it is easiest to temporarily
switch notation and express welfare in terms of feasible tariff-wage combinations, (t, w) € &,.
Here, &, is defined with the same logic as the discussed earlier: (t,w) € &, if w satisfies the
labor market clearing conditions given t. Let t;; and t;; respectively denote the tariffs collected
and paid by country i. Relatedly, let t_; = t — {t;; t;;} denote all tariff variables unrelated to
economy i. Appealing to the Lerner symmetry (and noting our temporary switch of notation) we
can conclude that for any a € Ry,

(i tij, t_;w, w_;) € & = (atj, tij/a,t_;aw;, w_;) € &

Wa (b, tij, s wi, W) = Wy (atj;, tij/a, t_;; aw;, w_;) Vn
The above result immediately indicates that any possible welfare gains from changing w, can be

perfectly mimicked with an appropriate adjustment to the global tariff vector t. Hence, any gains
that channel through wage effects will be already internalized by the optimal choice t*:

IW (¥, w™)

W =0.

Second, since the planner has access to lump-sum international income transfers, it effectively
has full control over Y. That is, conditional on the optimum choice of transfers, income effects are
welfare neutral:

OW (t"; w*, Y")

aY

Before using these two envelope results, it is useful to reformulate Problem (P) into a problem
where the central planner chooses prices rather than tariffs. Note that—by assumption—the cen-
tral planner cannot apply domestic subsidies but has full discretion vis-a-vis tariffs. That is to
say, the central planner can set all consumer prices associated with goods that cross international
borders—namely, {P,nn}n ccWhere P_,, = P, — Py,. Using this correspondence, we can refor-

=0.

mulate all equilibrium variables as function of{f’_nn }n, and the vector of wages, w, and income
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levels, Y. After the reformulation, welfare in country i can be expressed as follows:

W; (t w, Y {P_nn}n,w Y \/}(wiLi—i—T,'({P_,m}n;w,Y),f’_ii,f’ii(wi)) —Ai(Z({P_nn}n;W,Y)).

Appealing to the above formulation and the previously-discussed envelope conditions, we can
recast Problem (P) as one where global welfare is maximized by directly choosing the “consumer”
price of all traded goods, treating w and Y as fixed vectors.

Lemma 7. Problem (P) can be reformulated as one where a central planer chooses the “consumer” price
of traded varieties while treating w as if it were constant and treating the import demand schedule as if it
were invariant toY. To put it formally, the reformulated optimal policy problem can be expressed as

The solution to which determines the globally optimal carbon border tariffs as the optimal wedge between
consumer and producer prices:

L+ t5, =P/ P Vjik #ii k.

Next, we derive the necessary F.O.C.s for optimality w.r.t. each price instrument. Using the
notation introduced for partial derivatives in Section A of the main appendix (under Notation A),

we can express the FO.C. w.r.t. to Pji,k as
an — ;- 67% =0. (D.1)
din Pji,k WY dln Pji,k WY

)N: W, oV, }N:
n=1 dln Pji,k WY 8 In P n—=1

Capitalizing the same technique presented earlier, we can write the above F.O.C. in terms of Mar-
shallian demand elasticities as follows:

ZZ [wnngngge,ﬁﬁ] +2.), { nig ~ Drig ngenjzlﬂ ZZZ[ anngnggs;{fﬂ

8§ n#i

ZZ[ ni,g — 1+5 nVng] nzg) ngenjll;(} o Z{Vzg zngugS”g }

8§ n#i

0,
(D.2)

where the second line derives from the following equilibrium relationship and definition for o

Z“n,gpni,ani,g = Zgnvn,gpni,ani,g; 571' = Z [Sn] - Si-
8 8

n

The FO.C. described by the last line in Equation D.2 describes a system of equations, which can
be expressed as a matrix equation—similar to we did in our baseline optimal policy problem. Be-
fore transitioning into matrix notation, it is useful to simplify Equation D.2 using some primitive

properties of Marshallian demand functions. First, supposing preferences are homothetic, we can

(jik) _

appeal to a corollary of the Slutsky equation—namely, Py;; ¢ Qi ¢€,;; . = Pji,iji,ksg‘Zli,g )—to simplify

Equation D.2 as:
Puig \ (nig) 5 (ii,g)
YN 1= (146 nvngl< 5|~ 6.y [Vilggji,k } =0. (D.3)
S ni nig s
Since demand is homogeneous of degree zero, we can show that Y, ; Y, ]’”g = -Y ]”g .
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Using this property, the first-order condition w.r.t. Pji,k (described by Equation D.3) reduces to

ni,g

L |f

: 14 0_nVng] ](7]i,g)] =) {[1 + 5_ivi,g]£§§f,’(g)} . (D.4)
8 n#i

8
We can write the system of F.O.C.s specified by the above equation in matrix algebra and solve for
P]z k

P]ﬁk ]k

the ] N(K — 1) x 1 vector of optima import price wedges T* ;; = [ . In particular, Equation

D.4 is analogous to the following matrix equation:

=1

T = (E(—ii”)) Bk,
wherel is a K x 1 column vector of ones; and E( ) and E( i) : are respectively (N — 1)K x N(K —1)
and N(K — 1) x K matrixes of CO,-adjusted demand elasticities:

EGY = (148 aung) e B = [(1+ 8 ig) e

. 4 i .
} jkng } kg

As in the baseline optimal policy problem, the optimal price wedges identified by T* ; fully de-

px
termine the optimal tariff w.r.t. to each traded goods as 1 + t]l P = P’—”]z Finally, note that the
I

invertibility of E( i)

can be established using the same logic presented under Lemma 5.
Cobb-Douglas-CES Preferences. We can derive simple formulas for globally optimal carbon
border taxes in the special case where preferences have a Cobb-Douglas-CES specification (see
Section 3.3 for details about this specification). In that case, Marshallian demand elasticities as-
sume the following formulations:

‘ o
et =0ifg £k el = (- DAup ifn£j;  elp) = —1— (e —1)(1— Aj).

Plugging these elasticity values back into Equation D.4, delivers the following first-order condi-
tion w.r.t. the price of good ji, k:

Z Ifm‘,k

n#i Pni,k

[T+ 0 nvug] [(0% = 1) Apig = T (14 (0% = 1))] | = [T+ vix] (0 — 1) A

One immediately observe from the above equation that the first-order condition w.r.t. to the price

of good ji, k has no index specific to ji,k. Capitalizing on this observation, we define 7,;; =

Pyi

ng [14 0_yvye) and rewrite the above equation as
ni,g

g‘ [Tige [(0% = 1) Auie — Luej (14 (0 — 1))]] = [1+ 0_vig] (0% — 1) Ajig.

Since the above equation is independent of ji, k, the optimal price vector should yields a 7,
that is independent of j and uniform across all export partners—i.e., ’7;;“k = Tk Invoking this
observation about uniformity, it is straightforward to solve for 7.}, which yields the following
formula for the globally optimal carbon border tariff on good ji, k:

p ﬁ,k - 14 (0% —1)Ajik
Pir 1+ [1+¢_vix] (ox — 1)Ajix

1 + t]z K= (1 + (ﬁ_]'l/]',k) .
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D.2 Globally Optimal Production Taxes

Globally optimal carbon border taxes are limited by their inability to tax domestic transactions.
This is a serious limitation since most CO,emissions are associated with goods that never cross
international borders. Cooperative can overcome this limitation by applying global optimal pro-
duction taxes. The optimal policy problem, in that case, choose the entire vector of consumer
prices not just those that cross international borders:

N
max ) W ({P.},;W,Y) (P").
{Pn}n i=1
We can repeat the steps presented above to derive an analytical solution for the above problem.

Without repeating all the derivation details, the optimal production subsidy to goods associated
with origin i-industry k is given by

P; 1
I4sh= gk = .
ink (P—zvz,k

The above tax schedule differs from the optimal border tax in two ways. First, it applies to all
goods and services including those that are produced and sold within-national borders. Second, it
does not feature the correction for cross-demand effects. The reason is that all goods can be taxed,
so there is no need for taxes to internalize cross-substitution between taxable and non-taxable
goods. Later, in Appendix F, we show that globally optimal production taxes are significantly
more effective at cutting global CO, emissions that pure carbon border taxes.

D.3 Border Adjustments Intended to Level the Playing Field

Carbon border adjustments can be used to level the playing field for firms subjected to high car-
bon taxes in climate conscious countries. Suppose country i applies its a carbon tax rate in ex-
cess of its unilaterally. The high carbon tax prompts abatement by local firms, which raises their
marginal cost and puts them at a competitive disadvantage against foreign firms. The level the
playing field for individual domestic industries, the government in i can offer the following bor-
der tax adjustment:

i3 et
1+ t;(i,k = (1 — Ll?ik) Tk 1+ xl-]',k = (1 — El:k) Tk,
where 4, is the abatement choice implied by the globally optimum tax rate. The efficacy of the
above policy is limited by a possible misalignment between firm-level profits and national-level
welfare. Specifically, under a set of plausible assumptions, the above tariff and export subsidy
schedule may very well worsen the national-level terms of trade. So, it appears to be motivated
primarily by political economy rather than welfarist considerations.

E Data and Calibration

Expenditures, Revenues, and CO, Emissions. Given information on expenditure, CO, emis-
sion, and applied tariffs {Pﬁ,k Qijiks Ziks tik }].l., - and the estimate_d structural parameters, {7k, 0k, &;  } ik
we construct the baseline data, B, = {Aji,k, €ijs Tjiks Pjks Viks WiLi, Y;} jik» needed to implement our
quantitative analysis. Values for CO, emission intensities, v; s, are calculated as follows

Zik

Uik = =
’ 15 1
anl THtink Pin,inn,k
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where by structure, £, = 0. Total national expenditure Y; and expenditure share variables, A,
and e; ;. can be recovered from variety-level expenditure and tariff data as follows:

15 19 P.. . 15 B . )
~ kQ]zk D =1 Pk Quik

Z Z JUR= JLK, Jt 15 B ’ L ]

i=1k=1 Yont1 PoikQuik Y;

Finally, the national wage bill, w;L;, industry-level labor shares, p;;, and revenue shares, 7j;x,
can be constructed as follows, given variety-level expenditure and tariff data and the estimated
structural parameters:

15 19
_ =1\ 1 -
w;L; = Z [(1 - ﬂéi,kly : ) PijkQijk|

=1 k=1 v L+ tijk
15 o me1Y PixQik 1 5
Zj:l (1 o k T ) T+tijx ) T ting Pin,inn,k
Pik = wil,; ; Viik =

- .
175 PinkQink

Environmentally-related Taxes. We have collected environmentally-related tax data from EU-
ROSTAT and OECD-PINE. Both of these data report environmentally-related taxes based on the
same definition making them compatible in order for us to merge them. Specifically, in both
data sets, environmentally-related taxes consist of taxes on energy, pollution, transports, and re-
sources. The data from EUROSTAT cover only European countries, reported for every industry
and also for the category of household consumption. The data from OECD-PINE cover more than
a hundred countries, reported at the level of countries, meaning that in these data we observe
neither disaggregated industry-level records nor the distinction between firms and households.
We call these environmentally-related taxes as emission taxes.

We face two issues in mapping our model to these data. First, our model allows emission
taxes only on production while in the data, a portion of them are paid by households. Second, we
do not observe these taxes by industry disaggregation in non-European countries. We continue
to explain how we re-calibrate the data to make our model quantification consistent with the
accounting of taxes and emissions.

For a generic variable x, let x; ; be that variable in country-industry ik, and x; be the country-
level aggregate. In addition, let x" be that variable from production side, and xH from house-
hold consumption side, amounting to x = x” + xH. Specifically, we have: TZEk = T;kZik, Where
TE refers to emission tax paid by country-industry ik, Z;;, measures tonnes of CO, emission in
cduntry-industry ik, and T; is the associated tax rate. First, we explain how we scale the data
from production side to make them consistent with the national accounting of taxes and emis-
sions. For European countries, we directly observe these variables by industry disaggregation,
but for household consumption, we only observe variables at the country level. Starting with
CO, emissions, let ¢Z be an adjustment scalar that brings emission data into country-level aggre-

gates. This adjustment requires: Z;; = c?Z} where ¢ = % Similarly, let cf be an adjustment to
. .. . . _l P _ T]-E .
bring emission tax data into country-level aggregate: 7;x = ¢/ 7;; where ¢/ = Tz With these

two adjustments, for every country we re-scale the emission and tax data from the production
side to make their aggregates equal to the observed levels in the entire economy.

Next, we explain our data construction regarding that we do not observe environmentally-
related taxes by industry disaggregation in non-European countries. For country i, we observe
from OECD-PINE the emission taxes collected as percentage of GDP. From here, we calculate total
emission taxes TF in country i. We observe these taxes by industry disaggregation, Tfk, only for
the EU. For non-European countries, we make the assumption that 7,/ 7; x, = Tru i/ TEu k, —that
is, the relative emission tax rate of industry k to that of a reference industry is the same between
the EU and that in other countries. For a non-EU country i, the accounting of taxes and emissions
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TEukZik TE
Yk TEupZik L
assumption, we construct industry-level emission taxes for non-European countries in a way that

is consistent with their total emission taxes which we observe in OECD-PINE data.

require that: TF = Y 7;xZ;, which then implies Tfk = . Using this proportionality

Emission Disutility Parameters. Our calibration of countries” perceived CPI-adjusted disutil-
ity from emissions is based on two assumptions: (a) unilaterally optimal domestic emission tax
equals the currently-applied energy tax in a country; (b) the globally optimal CO, tax equals
world’s disutility from CO; emissions,

{TiE = Yu(Pix +Pi)Zix  (a) E1)
SCC =Y, ¢ (b)

We let ¢; be proportional to country i’s share of world GDP adjusted for differences in energy tax
rates across countries. Specifically, we recover relative values of ¢; across countries, by making
two assumptions: (i) If every individual person cares equally about global warming, the aggre-
gate care of a larger country will be proportionally larger. To reflect the importance of size, it is
more plausible to denote the damage from climate change as a percentage of countries” real GDP.

?;?, which is equivalent to % x é (ii) We then acknowledge that coun-
177 ) ]

tries do not care equally about carbon taxes. We take a stand that countries’ care about climate
change is reflected in their current policy toward the environmental damage of burning fossil
fuels. As such, we make the assumption that country i relative to j’s care about climate change

. . . - . B TF/Z;
is proportional to their observed emission taxes per tonne of CO,, which means: % (S ETlE;Z 3 .
) j j

This means that, % o~

Putting these two assumptions together, we can specify ¢; as
¢i = hyi(TF/Z)), vi =Yi/Yw.

Equation (42)-b requires that if countries could act cooperatively, they would target the social cost
of carbon with their domestic CO; taxes, };¢; = SCC. This pins down scalar h in the above
‘om i — _ScC : 7.
equation, h = STz and delivers ¢; as
. TE/Z;
iz—yl 12 ~_SCC.
Y. yi(Ti /Z;)

Using equation (42)-a, we can then calibrate the local adjustment to carbon taxes, ¢; x, by attribut-
ing the difference between observed emission taxes and the calibrated ¢; to the local component
of emission taxes,(ﬁil b TF = 0@+ Gin) Zix = LxPixZix = TF — ¢;Z;. Notice that, g, = ¢«
where we observe (; ; in the data as the amount of local pollutants generated in country-industry
i,k (for every one tonne of CO,). Putting together, this delivers ¢ as

. (1 —hy)TE
b= SLZITE oy,
Zk gz,kzz,k

- y;SCC
Yivi(Ti/Z;)

F Additional Quantitative Exercises

FE1 Globally Optimal Carbon Border Taxes

In this appendix, we quantify the CO, reduction and welfare gains associated with cooperative
carbon border taxes (see Section 4.2). These consequences are then compared to those of coopera-
tive production and carbon taxes. This comparison illuminates the reasons behind the inefficacy
of border taxes at cutting CO, emissions.
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Following Section 4.2, the change in tariffs when transitioning from the applied rate to the
globally optimal carbon border tax rate is described by:

A -1
1:?,( = (14 (0% — DAiigdiin) (1+tjix) (

1+ (14 s [@nla] Oijevine] (0% — 1) Asigii

143 [@aPi] ﬁj,kvj,k> :

nZj

Solving the above equation alongside equilibrium conditions 32-37, determines the change to
equilibrium variables R = {R,, R;} as a function of baseline data and parameters B = {B,, B, By, B. }
In this process we are assuming away changes in export subsidies and production taxes, i.e.,

—

1+ xj, = ﬁs\i,k = 1, and setting carbon taxes to their unilaterally optimal level.

The first two columns in Table A.1 report the CO, reduction and welfare effects implied by
globally optimal (or cooperative) carbon border taxes. The adoption of cooperative carbon border
taxes by all countries can cut global CO, emissions by 0.3% and raise global welfare by a mere
0.03%. Clearly, cooperative carbon border taxes prevent the substantive welfare loss implied
by non-cooperative border taxes. However, they deliver a smaller reduction in CO; emissions
compared to the non-cooperative border taxes (Table 3). There is a simple intuition behind this
contrast. Cooperative carbon border taxes cut CO, emissions purely through composition effects.
Noncooperative border taxes, on the other hand, cut CO, emissions through both composition
and scale effects. The latter effect results from a sever shrinkage of global output under the non-
cooperative Nash equilibrium.

Table A.1: Cooperative border taxes vs. other cooperative tax instruments

Cooperative Taxes (CRS)

Carbon Border Tax Production Tax Carbon Tax

Country ACQO2e AW ACO2e AW ACO2e AW

AUS 0.9% 0.14% -6.2%  0.19% -47.3%  0.46%
EU 1.0% 0.19% 0.0% 0.37% 92%  1.62%
BRA -0.1% 0.00% -6.9%  -0.01% -69.1% -0.31%
CAN 0.1% 0.00% -2.0%  0.05% -46.4%  0.23%
CHN -0.5% -0.06% 92% -0.12% -68.8% -0.44%
IDN -0.7% -0.04% -6.7%  -0.07% -66.5% -0.48%
IND -1.5% -0.17% -15.3% -0.36% -75.6% -0.98%
JPN 0.3% 0.16% -1.2%  0.32% -22.5%  1.34%
KOR -2.3% 0.11% -85%  0.17% -45.6%  0.26%
MEX -0.3% -0.09% -5.3% -0.12% -78.8% -0.28%
RUS -0.6% -0.43% -10.9% -0.58% -80.4% -0.72%
TUR 0.2% 0.11% -2.6%  0.23% -39.5% 0.15%
TWN -4.9% 0.33% -16.6%  0.33% -59.1% 0.18%
USA -0.1% 0.07% -71%  0.10% -47.9%  0.28%
RoW -0.6% -0.23% -6.0%  -0.30% -84.5% -0.34%
Global -0.3% 0.03% -7.0%  0.08% -60.3%  0.47%

In summary, the first two columns in Table A.1 re-establish the inefficacy of carbon border
taxes. The remaining columns clarify why that is the case. As previously argued, carbon taxes lack
efficacy for two reasons: (1) most COpemissions are produced by industries that are less-tradable,
and (2) carbon border taxes are not granular enough to induce firm-level abatement. The second
two columns in Table A.1 elucidate Reason (1). If cooperative governments are willing to tax
all production—not just traded production—for climate objectives, they can cut CO, emissions
by 7%. To put it differently, the ability to tax non-traded production yields a more than 20-fold
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increase in efficacy. Carbon taxes are even more effective because they can directly target firm-
level abatement. The last two columns in Table A.1 report the gains from cooperative carbon
taxes, which elucidate Reason (2). Cooperative carbon taxes can cut CO, emissions by 60%, which
is close to 9-times higher than what is achievable via production taxes.

E2 Impact of Carbon Border Adjustments Adopted Unilaterally by the EU

Recall from Section 3.2 that unilaterally optimal border taxes exhibit a terms-of-trade-driven com-
ponent and a carbon-reducing component. In this appendix, we attempt to isolate the pure impact
of the carbon-reducing component. Specifically, we consider a counterfactual scenario wherein
the EU adopts its unilaterally optimal policy while other countries remain passive. We contrast
the results from this exercise to a policy scenario in which the EU does not incorporate the car-
bon border tax component in its policy schedule (i.e., by setting d,;x = 0 fori = EU, n # EU
while keeping dry; i1 ¢ at its original value). We report the difference in the equilibrium outcomes
between these two policy scenarios as the effect of the carbon-reducing component of the EU’s
unilaterally optimal trade policy.

We find that the optimal carbon border adjustments to import tariffs and export subsidies
are on average 0.71 and 0.95 percentage points, respectively. These numbers reflect the carbon
content of the EU’s optimal border taxes. Figure A.1 shows the carbon border adjustments as-
sociated with the EU’s optimal import tariffs and export subsidies across non-service industries.
As explained above, these reported values are calculated as the difference between two different
equilibria. Hence, these values differ from a simple calculation of border adjustments at the same
baseline values. This also explains why in a few cases, the border adjustment is slightly negative.
In any event, carbon border adjustments tend to be larger under the constant-returns to scale
assumption.

Before concluding this appendix, we should clarify a basic point about unilaterally optimal
carbon border taxes. These taxes induce a relocation of firms from foreign countries into the
EU, in which case the EU can tax their carbon content more effectively. As a result of these firm
delocation effects, CO, emissions rise slightly in the EU but decrease elsewhere, prompting a
0.17% reduction in global emissions. This is, however, a modest effect if we take into account that
the EU is the largest region in terms of GDP and has the highest aversion to CO, emissions in our
sample.
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Figure A.1: Unilaterally Optimal Border Carbon Taxes of the EU

(a) Carbon border taxes (as a part of tariffs)
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(b) Carbon border subsidies (as a part of export subsidies)
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Notes: This figure shows optimal carbon border adjustments in tariffs and export subsidies set by the EU. Each dot
is an average across trade partners for an industry reported in percentage points. CRS stands for constant returns to

scale, and IRS for increasing returns to scale (as our main specification).
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G Additional Figures and Tables

Additional Figures

Figure A.2: Industry-level Share of Global Emissions vs Trade-to-GDP Ratio
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Note: This figure shows the scatter plot of CO2 emission of every industry as a share of total emissions against trade-
to-GDP ratios.
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Figure A.3: Optimal Carbon Border Taxes for the EU
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Note: This figure shows for every industry the carbon border taxes adopted optimally and unilaterally by the EU, at
our baseline data and parameter estimates, for three values of SCC.

Figure A.4: Welfare Gains of Staying vs Leaving the Club-of-all-nations - Constant Returns to
Scale
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Note: This figure shows for the case of constant-returns-to-scale (CRS), for every country, the percentage change to
welfare of staying in the club-of-all-nations relative to leaving the club-of-all-nations unilaterally.
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Figure A.5: Reduction in CO2 Emissions under Globally Optimal Carbon Taxes
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Note: This figure shows the absolute value of percentage change to CO2 emissions under the globally first-best carbon
tax, for all values of carbon demand elasticity between zero and one, and two values of SCC, 31 $/tC and 68 $/tC.

Additional Tables
Table A.2: Countries and their Select Characteristics

Country Share of Share of Carbon Emission CO2 Normalized

World GDP  World CO2 Intensity (7;) Tax Rate (7;) Disutility (¢;) &i
AUS 1.7% 1.4% 100.00 32.51 0.49 40.43
EU 27.2% 12.1% 53.57 80.41 19.12 100.00
BRA 2.4% 2.4% 121.33 13.43 0.28 16.70
CAN 2.0% 1.7% 102.68 20.83 0.37 25.90
CHN 13.6% 23.1% 204.31 6.93 0.82 8.61
IDN 1.0% 1.8% 218.95 8.43 0.07 10.48
IND 2.2% 6.5% 359.48 5.25 0.10 6.53
JPN 8.4% 2.9% 40.99 69.13 5.08 85.97
KOR 1.9% 1.6% 99.68 26.80 0.44 33.33
MEX 1.2% 1.4% 137.31 3.76 0.04 4.67
RUS 2.0% 5.8% 344.11 3.69 0.07 4.59
TUR 1.0% 0.9% 116.09 48.45 0.41 60.25
TWN 0.7% 0.8% 139.84 13.69 0.09 17.03
USA 21.1% 15.3% 87.32 18.18 3.35 22.61
RoW 13.5% 22.1% 197.23 2.21 0.26 2.75

Note: This table shows for every of the 15 regions (13 countries + the EU + the RoW), their share of world GDP, share of
world CO2 emissions, carbon intensity (CO2 emissions per dollar of output) normalized by that of Australia, emission
tax rate (dollar per tonne of CO2), calibrated CPI-adjusted disutility parameter from one tonne of CO2 emission (¢;),
and the ratio of ¢; to country i’s GDP normalized to 100 for the EU. All CO2 measures are CO2 equivalent.
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Table A.3: Non-cooperative and Cooperative Outcomes - Alternative Baseline Equilibrium

Increasing Returns to Scale

Non-Cooperative Global Cooperation
Country ACO, AV AW ACO, AV AW
AUS 10.5% 0.5% 0.2% -36.6% 1.8%  2.4%
EU 18.8% 1.8% 1.3% 7.0%  31% 4.5%
BRA 21.8% 1.6% 1.5% -621% 1.6% 2.0%
CAN 7.6% -1.3% -1.5% -34.8% 24%  3.0%
CHN 22.8% 1.6% 1.5% -63.4% 13% 1.6%
IDN 23.7% 0.8% 0.7% -57.8% 11% 1.5%
IND 25.0% -0.6% -0.7% -704% 12%  1.6%
JPN 21.7% 2.4% 2.0% -9.5%  32%  4.5%
KOR 37.8% 1.6% 1.3% -39.3%  2.7%  3.4%
MEX 19.7% 0.7%  0.7% -75.0% 3.3% 3.4%
RUS 8.6% 11% 1.1% -76.7%  3.7%  3.9%
TUR 14.8% 1.7% 1.2% -27.3% 44%  55%
TWN 67.3% 0.3% -0.0% -57.8%  12%  1.7%
USA 16.7% 12% 1.0% -40.4% 2.6% 3.1%
RoW 13.3% -2.5% -2.6% -81.5% -1.2% -1.1%
Global 18.6% 0.9% 0.6% -53.4% 2.0% 2.8%

Note: This table shows for every country the change to CO2 emission, real consumption, and welfare from the baseline

to non-cooperative and cooperative equilibrium. The baseline is observed data, which means that the effects of optimal

production taxes, which restore marginal-cost pricing, are also considered.

Table A.4: Non-cooperative and Cooperative Outcomes - CRS

Constant Returns to Scale

Non-Cooperative Global Cooperation
Country ACO, AV AW ACO, AV AW
AUS -52% -1.8% -1.8% -47.3% -0.4% 0.5%
EU 02% -1.0% -1.0% 9.2% -00% 1.6%
BRA -55% -11% -1.1% -69.1% -0.7% -0.3%
CAN -8.7% -41% -41% -46.4% -0.4% 0.2%
CHN 21% -09% -0.9% -68.8% -0.8% -0.4%
IDN 22% -1.5% -1.5% -66.5% -0.9% -0.5%
IND -0.3% -3.6% -3.6% -75.6% -1.4% -1.0%
JPN 0.7% -1.0% -1.0% -22.5% -01% 1.3%
KOR 1.9% -29% -29% -45.6% -0.5% 0.3%
MEX -1.2% -3.5% -3.5% -788% -04% -0.3%
RUS -6.7% -41% -41% -80.4% -1.0% -0.7%
TUR -4.3% -3.5% -3.5% -39.5% -11% 0.1%
TWN 99% -48% -4.9% -59.1% -0.4% 0.2%
USA -0.1% -1.5% -1.5% -479% -02% 0.3%
RoW 47% -2.6% -2.6% -84.5% -0.5% -0.3%
Global -13% -1.6% -1.6% -60.3% -0.3% 0.5%

Note: For the case of constant-returns to scale (CRS), this table shows for every country the change to CO2 emission,

real consumption, and welfare from the baseline to non-cooperative and cooperative equilibrium.
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Table A.5: Alternative Specifications and Policy Scenarios for Carbon Border Taxes

ACO2 ACO2 as % of 1st-best AV
Main specification -0.62% 1.02% -1.71%
Main specification with SCC=68 $/tC -0.71% 1.01% -1.72%
Main specification with ¢ = 1 (Cobb-Douglas) -2.07% 2.85% -1.64%
CRS -1.29% 2.16% -1.63%
CRS with SCC=68 $/tC -1.42% 2.04% -1.64%
CRS with ¢ = 1 (Cobb-Douglas) -2.70% 3.74% -1.64%
No ToT border taxes (base: zero tariffs) -0.87% 1.42% -0.01%
No ToT border taxes (base: applied tariffs) -0.31% 0.51% 0.01%
Cooperative border taxes -0.34% 0.56% 0.03%

Note: This table shows the effects of optimal border taxes (Proposal 1) on emission and consumption under alternative
scenarios/specifications. The columns report the change to CO2 emissions, and that as percentage of the reduction
attainable in the globally first-best outcome, as well as the change to real consumption. The 1st column reproduces
the results of the main specification. The 2nd column reports results of the main specification under SCC of 68 $/tC.
The 3rd column reports results of the main specification under the Cobb-Douglas production function corresponding
to ¢ = 1. The 4th-6th columns repeat the same exercises for the case of constant-returns-to-scale (CRS). The 7th
and 8th columns report results for the cases in which carbon border taxes exclude terms-of-trade driven components
and include only carbon-reducing components, with the baselines of zero tariffs or currently applied tariffs. The last
column reports results of optimal cooperative border taxes.

Table A.6: Climate Club Game - Successive Dominant Strategies - Constant Returns to Scale

Core Members

1st Round

2nd Round

3rd Round

EU, USA

CAN, MEX, ROW

AUS, BRA, IND, JPN, KOR, RUS, TUR, TWN

CHN, IDN

Table A.7: Climate Club Game, SCC= 31, ¢ = 0.25

Core Members 1st Round 2nd Round 3rd Round Remain Outside of the Club
EU, USA CAN, ROW AUS, JPN, KOR, RUS, TUR, TWN MEX BRA, IND, CHN, IDN
Table A.8: Climate Club Game, SCC= 31, ¢ = 0.99
Core Members 1st Round 2nd Round 3rd Round
EU, USA CAN, ROW AUS, IND, JPN, KOR, MEX, RUS, TUR, TWN BRA, CHN, IDN

Table A.9: Climate Club Game, SCC= 68, ¢ = 0.63

Core Members

1st Round

2nd Round

3rd-5th Round

Remain Outside of the Club

EU, USA

CAN, ROW

AUS, JPN, TWN

KOR, MEX, RUS, TUR

BRA, IND, CHN, IDN
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