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Abstract

This paper studies how household heterogeneity affects the level and cyclical be-
havior of the optimal carbon tax in a real economy. We demonstrate that an
equity-efficiency trade-off arises due to income inequality and heterogeneity in
the marginal disutility of pollution. Two scenarios are analyzed: one with unre-
stricted income redistribution to mitigate inequality and another where redistri-
bution is constrained to carbon tax revenues. Our findings reveal that household
heterogeneity and redistribution policies significantly shape the level and cyclical
behavior of the optimal carbon tax, decoupling it from the social cost of carbon.
When the planner prioritizes redistribution towards poorer households, the opti-
mal tax rate is lower than in the unconstrained scenario, and its fluctuations are

amplified by countercyclical inequality.
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1 Introduction

Climate change poses one of the most pressing challenges of our time, with carbon
taxes widely recognized as a cost-effective tool for reducing greenhouse gas emis-
sions. However, designing optimal carbon taxes is a complex task that must account
for the heterogeneous effects of these policies across diverse households. Differences
in income, wealth, and access to financial markets significantly influence carbon tax-
ation’s economic and social impacts, shaping its feasibility and effectiveness. For
instance, low-income households, which allocate a larger share of their income to
energy-intensive goods, are disproportionately vulnerable to rising energy costs in-
duced by carbon taxes. These regressive effects risk exacerbating existing income in-
equalities unless carefully addressed.

Motivated by the need to balance environmental objectives with social equity, this
paper investigates the optimal design of carbon taxes within a dynamic stochastic gen-
eral equilibrium (DSGE) framework. The analysis focuses on the interactions between
carbon taxation, household heterogeneity, and macroeconomic dynamics. Specifically,
we address several key questions: How does household heterogeneity shape the level
and structure of optimal carbon taxes? What are the trade-offs between equity and effi-
ciency in economies characterized by significant income and consumption inequality?
And what are the implications of household heterogeneity for the cyclical behavior of
the social cost of carbon and optimal taxation?

Our approach is built on four main blocks. First, we consider a real economy with
limited asset market participation where carbon emissions represent a negative exter-
nality in the households’ utility function that firms do not internalize, with the opti-
mal response being a Pigouvian tax. Limited asset market participation gives rise to
consumption and income heterogeneity between “hand-to-mouth” (henceforth HtM)
households—who consume labor income and transfers—and ”savers”—who have full
access to financial markets. As a result, only a fraction of households own the pro-
ductive sector, implying that taxes on firms” production are effectively levied on the
financial income accruing to savers (similar to Kdnzig, 2023).

Second, a central assumption is that consumer utility is non-separable in (higher)
consumption and (lower) emissions, implying that the negative effects of emissions
depend on the household-specific level of consumption.? This generates inequality in

the marginal disutility of pollution and allows us to formalize the stylized fact that

! Among others, Grainger and Kolstad (2010), Sager (2019), and Belfiori et al. (2024) highlight how
the emissions associated with household spending differ across income levels. See also Bento et al.
(2009) and Fullerton and Heutel (2010), who focus on carbon taxes.

2Formally, the model incorporates the environmental externality in a non-additive manner, implying
that consumption and the stock of emissions are complementary (referred to as the compensation effect
by Michel and Rotillon, 1995).



poorer households suffer relatively more from environmental hazards (European En-
vironment Agency, 2018; Hausman and Stolper, 2021; Cain et al., 2024; Colmer et al,,
2024).% In this respect, our notion of HtM is intended to capture poorer households
(rather than the "wealthy” HtM, as in Kaplan et al., 2014), consistent with the afore-
mentioned studies on the differential exposure of the bottom of the income distribu-
tion to the adverse effects of climate change.*

Third, we analyze two policy scenarios for designing the optimal carbon tax. In
the unconstrained scenario, the planner can redistribute income freely across house-
holds, eliminating consumption and income inequality. Here, the optimal tax aligns
with the social cost of carbon (SCC), resembling a representative agent framework and
achieving the first-best outcome. In the constrained scenario, redistribution is limited
to tax revenues, leading to consumption and income inequality in equilibrium. In this
setting, the planner faces an efficiency-equity trade-off, as the tax must balance the
dual objectives of addressing environmental externalities and mitigating inequality.
This scenario introduces key differences: the SCC incorporates the elevated emission
disutility experienced by poorer households, while the planner’s redistributive motive
affects the private cost of emissions and the resulting optimal tax rate.

Finally, we examine how economic fluctuations generated by total factor produc-
tivity (TFP) shocks influence optimal carbon tax rates and their interaction with house-
hold welfare. Specifically, we explore how countercyclical consumption inequality
mitigates fluctuations in the SCC by disproportionately benefiting poorer households
during economic expansions. Redistribution policies further shape the cyclical be-
havior of the tax, with fluctuations in inequality introducing a time-varying wedge
between the SCC and the tax.

Our findings contribute to the literature on climate policy by emphasizing the
role of household heterogeneity and macroeconomic fluctuations in shaping the op-
timal design of carbon taxes. First, we show that household heterogeneity signifi-
cantly influences the optimal carbon tax, both in its level and cyclical behavior. The
presence of HtM households, who consume their entire income and display a higher
marginal disutility from the environmental externality, increases the social cost of car-
bon and leads to a higher tax rate than a representative agent framework. Second,
redistributive constraints play a critical role in shaping the optimal tax rate. When
redistribution is limited to tax revenues, the tax rate reflects both the environmental
damage from emissions and the potential to alleviate inequality. Third, we find that

3An alternative setup would include the climate externality as directly affecting production rather
than utility. However, our modeling choice seems more natural, given our focus on heterogeneity in
the effects of pollution across households. Furthermore, including the externality in utility better fits
the notion of conventional pollutants that directly affect health (as also discussed in Heutel, 2012).

“Relatedly, we verify the sensitivity of our quantitative results to different calibrations of the param-
eter controlling the HtM population share.



the cyclical properties of inequality affect the dynamics of the carbon tax. Counter-
cyclical inequality dampens SCC fluctuations, but redistribution motives amplify the
tax’s cyclical variability. This is most evident when the planner prioritizes redistribu-
tion towards poorer households, which, while reducing inequality, introduces greater
volatility in the tax rate.

Related literature Our paper contributes to the growing body of research (see, among
others, Heutel, 2012; Golosov et al., 2014; Annicchiarico and Di Dio, 2015; Benmir
et al.,, 2020; Gibson and Heutel, 2023; Kénzig, 2023; Sahuc et al., 2024) addressing
climate issues through business-cycle models.” While most of these studies adopt a
representative-agent framework (except for Kianzig, 2023), we advance the literature
by introducing a limited asset market participation model that underscores the quanti-
tatively significant role of cyclical inequality in shaping the optimal carbon tax. Specif-
ically, we demonstrate that the optimal tax is not necessarily procyclical (as suggested,
for instance, by Heutel, 2012; Benmir et al., 2020) when consumption and income in-
equality exhibit sufficient countercyclicality, particularly under a scheme where tax
revenues are rebated to firm owners. Moreover, our results reveal that the optimal av-
erage tax in the two-agent model diverges significantly from its representative-agent
counterpart, varying based on the redistribution scheme employed.

This work closely aligns with the contribution of Kénzig (2023), who examines
the heterogeneous effects of carbon pricing in a two-agent framework similar to ours.
The author argues that redistributing carbon tax revenues to the poorer—who bear
the most significant burden due to their higher share of spending on energy-intensive
goods——can mitigate its adverse economic impacts by stabilizing inequality fluctu-
ations while still achieving substantial emission reductions. In a similar vein, we
demonstrate that the constrained optimal policy with redistribution to the HtM re-
duces and stabilizes inequality (in terms of absolute deviations from the steady state)
relative to the business-as-usual (BAU) scenario while prompting firms to cut emis-
sions by 20% to 30%. However, unlike Kdnzig (2023), who evaluates various redis-
tributive schemes under a given (and not necessarily optimal) tax rate, our approach
reveals a critical trade-off between environmental and redistributive objectives in the
design of the optimal carbon tax.

Despite abstracting from nominal rigidities and focusing on the issue of optimal
carbon taxation (similar to Heutel, 2012; Benmir et al., 2020, in a representative-agent
setup), our work also connects to a broader macroeconomic literature exploring the
interrelations between limited asset market participation, inequality fluctuations, and
business cycles (e.g., Bilbiie, 2020, 2024; Cantore and Freund, 2021; Bilbiie et al., 2022).
Specifically, we highlight how consumption inequality between savers and hand-to-

SFor a review of the literature on business cycles and climate policies, see Annicchiarico et al. (2022).
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mouth households introduces a wedge in the social planner’s Euler equation for the
stock of greenhouse gases. This wedge, whose level and dynamics strictly depend
on alternative redistribution schemes for carbon tax revenues, influences both the first
and second moments of the social cost of carbon and, consequently, the optimal carbon
tax.

Our finding that inequality and redistribution have an impact not only on the
level but also the dynamics of the optimal carbon tax in response to aggregate shocks
constitutes a key contribution to the growing literature on carbon taxation in hetero-
geneous agent settings (Fullerton and Monti, 2013; Jacobs and van der Ploeg, 2019;
Goulder et al., 2019; Kédnzig, 2023; Fried et al., 2024). Indeed, most studies in this field
primarily focus on the tax level and abstract from aggregate uncertainty in finding the
transition path from a BAU to a (potentially optimal) carbon tax scenario. Our anal-
ysis differs in other aspects as well. First, unlike Fried et al. (2024) and Belfiori et al.
(2024), who use Stone-Geary preferences to capture the stylized fact that poorer house-
holds allocate a higher share of their expenditure to energy-intensive goods, we adopt
an external habit utility specification (as in Benmir et al., 2020) that reflects the regu-
larity that poorer households are disproportionately affected by environmental risks,
in line with the environmental justice literature reviewed by Cain et al. (2024). As a
result, the optimal tax in our unequal economy scenario—when rebates are provided
to savers—is considerably higher than the representative-agent counterpart, which
contrasts with the findings of Belfiori et al. (2024).° Additionally, in our model, the
emission tax is levied on firm production rather than household consumption, mean-
ing that the fiscal burden falls primarily on wealthier households, who own the entire
productive sector due to limited participation in asset markets (as in Kénzig, 2023). In
this sense, the uniformity and progressivity of the tax rate arise by construction in our
setup. Conversely, they represent a constraint and a result (respectively) in the social

planner’s problem in Belfiori et al. (2024).

Structure The rest of the paper is organized as follows. Section 2 presents the lim-
ited participation setup. Sections 3 and 4 discuss the main analytical results, which
characterize the decentralized economy and the optimal carbon tax under different re-
distribution schemes. In Section 5, the model is calibrated and simulated to evaluate
the quantitative relevance of inequality for the optimal tax, and the robustness of the

main results is verified in Section 6. Finally, Section 7 concludes.

®This result aligns with Jacobs and van der Ploeg (2019), who demonstrate that the Pigouvian tax
rate is larger when pollution disproportionately harms the poor.



2 Model

We consider an RBC model with an environmental externality due to an accumulated
pollution stock, similar to Heutel (2012). Our economy, however, features two types
of households: HtM, who consume all their income, and savers, who invest in finan-
cial markets. Furthermore, given our focus on the household side of the economy, the
environmental externality is introduced in the utility—rather than the production—
function (as in Acemoglu et al., 2012; Barrage, 2019; Benmir et al., 2020; Belfiori et al.,
2024). Firms produce output, generating greenhouse gas (GHG) emissions. We con-
sider both a decentralized and a centralized economy in scenarios with and without
redistribution, determining the optimal carbon tax based on household inequality and
its impact on the economy. In the centralized case, the government imposes a carbon

tax to internalize the SCC and may redistribute resources between households.

2.1 Stock of GHGs and emissions

The accumulation of greenhouse gases (GHGs) depends on human activity according

to the following law of motion:
Xepr = Xy + L, (1)

where X, is the concentration of GHGs in the atmosphere at time ¢, £, > 0 is the
flow of emissions (specified below), and 1 € (0, 1) is the linear rate of continuation of
CO2-equivalent emissions on a quarterly basis.

Emissions result from human activity as follows:
E = (1-pm)aY, ”, 2)

where 1, € [0, 1] is the fraction of emissions abated by firms, Y; denotes aggregate
output, and ¢;, ¢o > 0 are carbon intensity parameters governing the relationship

between the production process and emissions.

2.2 Firm

The production side of the economy is standard. Firms maximize profits in a com-
petitive market and produce according to a Cobb-Douglas production function that

combines capital and labor:

Y, = g'AK{N/} 7, 3)
log(ef') = palog(eiy) +n, (4)



where o € (0,1) denotes the capital share of income, A is a (constant) productiv-
ity shifter, and ¢;' is a TFP shock that follows an AR(1) process in logs, with n* ~
N(0,0,4).

Dividends are defined as:

D, =Y, —W,N, — I, — f(Mt)Yt — 1 Fy, (5)

that is output net of the wage bill, investment, abatement costs, and the (potential) tax

on emissions levied by the fiscal authority. The abatement cost function f () = 6, uf>

depends on ¢;—which pins down the steady-state fraction of abated emissions, the

level of abatement y, and 6,—the elasticity of abatement costs to abatement effort.
The capital stock follows the law of motion:

Kt+1 == (1 - (S)Kt + (I) (%) Kt, (6)

t

with ¢ (é—i) being the capital adjustment cost function defined as in Jermann (1998):

I, by L\
(L) = -t b
(Kt) [1—6 (Kt) i

The elasticity e controls the strength of adjustment costs, while the parameters b, b,

()

ensure that adjustment costs do not affect the economy’s steady state.

2.3 Households

We distinguish between two groups of households. A fraction of the population con-
sists of HtM households (denoted by the superscript "H”) who are assumed to be
excluded from financial markets and consume their labor income every period. The
rest of the population (representing a fraction 1 — ) consists of savers (denoted by
the superscript ”S”) who work, trade bonds, and own the productive sector through
stock shares. To exclusively focus on heterogeneity in consumption and the disutil-
ity from pollution, we assume that both groups do not value leisure and supply their

whole-time endowment to work in the firm.

Utility function Both groups of households feature external habit preferences in the
spirit of Campbell and Cochrane (1999). Specifically, both groups of households dis-
play power utility derived from consumption net of the environmental externality:
) i X l1—0o
u =G ey, ®)

l—0




where x € [0, 1] denotes the sensitivity of utility to the GHGs stock, or equivalently
the strength of the environmental externality.

This specification introduces the environmental externality in a non-additive way,
implying that consumption and the stock of emissions are complements (the so-called
compensation effect in Michel and Rotillon, 1995). It accounts for the stylized fact that
poorer households suffer relatively more from environmental hazards (European En-
vironment Agency, 2018, Hausman and Stolper, 2021; Cain et al., 2024; Colmer et al.,
2024). To see this, note that the marginal disutility of an increase in the stock of GHGs
is given by:

uy, = —x(C; — xX) 7. C)

Hence, consumption heterogeneity implies unequal marginal disutility of pollution,
even if the deep parameters are homogeneous across households. Specifically, as HtM
households consume, on average, less than savers, the former will display a larger

marginal disutility of accumulated GHGs.

HtM Households HtM households are excluded from financial markets and only

choose consumption to maximize lifetime utility:

& OH . XX )170
H = E t( t t 1
g U =R P 1
subject to the budget constraint:
WiNI +TH = CH. (11)

Therefore, labor income and lump-sum transfer from the government finance con-
sumption expenditures. If negative, 7Y denotes a lump-sum tax paid to the govern-

ment.

Savers Savers have full access to financial markets and choose consumption, bond

holdings, and stock holdings to maximize lifetime utility:

OO CS _ XX )170
U =E ac: - 12
{Cf,svg?ﬁz,tstﬂ} ! ° ; ﬁ l—0o ( )
subject to the budget constraint:
WiNS + B, + Sy(Dy + B) + T, = CF + P/Byyy + B Siq1. (13)

The budget constraint states that consumption and purchases of equity shares (in
quantity Sy, at price P?) and risk-free bonds (in quantity B;,; at price P?) must be

7



financed by labor income W; N;’ and the returns on financial investments. Shares pur-
chased in the previous period yield a dividend D,, while bonds yield a single con-
sumption unit per bond in the following period. Moreover, the household receives

lump-sum transfers from the government 7;° (or pays taxes, if negative).

24 Government and market clearing

The government runs a balanced budget, meaning that carbon tax revenues finance
net transfers:
ik =Tt (14)

where aggregate lump-sum transfers are a weighted average of the two agents”:
T =T + (1= )T (15)

Similarly, aggregate consumption and the equilibrium in the labor, stock, and

bond markets are derived as:

Ci = G +(1-7)C7, (16)
N, = N4+ (1 —~)N?, (17)
1 = (1—79)8, (18)
0 = (1-79)B, (19)

where the equilibrium in financial markets accounts for limited asset market partici-
pation. While bonds are in zero net supply, the supply of stocks is normalized to 1.

Finally, market clearing in the goods market requires:
Vi =Ci+ L + f(p)Ye, (20)

i.e., total output is consumed, invested, or used to abate emissions.

3 Competitive equilibrium and decentralized economy

We start by analyzing the competitive equilibrium, where firms maximize profits, and
households maximize utility, taking the government’s carbon tax rate as given. We
show that the private marginal cost of emissions for firms is simply the carbon tax.
Consequently, firms do not abate emissions in the decentralized economy (BAU sce-

nario) where the tax rate is zero.



Households Since they are excluded from financial markets and labor supply is in-
elastic, HtM households consume labor income every period. Conversely, the problem
of the saver reads:

o CS _ XX )170
U =E G - 21
{CigvgflﬁivstﬁLl} ' ’ ; 4 l-0o @D
subject to the budget constraint (13). The associated Lagrangian is:
i S 1-0o
s _ v ) (G —xXi)
LS = Eo» =)
t=0
AN WNS + By + Sy(Dy + FY) + T — CF — P/ Byt — PtSSt-i-l]}'
The resulting FOCs are:
CP oo X = (CF —x X)), (22)
By Ptb = Eth,Hp (23)
S o P =EM, o (Der + Py (24)

Equation (22) denotes savers’ marginal utility of consumption and Mft = BN
the associated stochastic discount factor (SDF). Conditions (23)-(24) are the key asset
pricing equations for bonds and stocks. As usual, the bond price reflects expected
marginal utility growth, while the stock price equals the expected discounted payoff,
i.e., dividends plus the resale price.

Firms The representative firm chooses output, labor, investment, capital stock, abate-
ment, and emissions to maximize its value, using the saver (firm owner) marginal
utility to discount payoffs:

maz Eo Y B'AD, (25)
t=0

{Ye, Nt L. Ky 1,8, B¢

subject to the emission equation (2), the production function (3), the law of motion for
capital (6), and the adjustment cost function (7).



The associated Lagrangian is:

£ = Eo Zﬁt)\f{y; — WiN, — I — f(,ut)Y; — Eimy
t=0

o [eAAKENEY — Y]
I
+Q, {(1 — 0K, +® (?t) K, — Kt+1}

t

VB — (1= ) ¢1Yt1¢2]}-

The resulting first-order conditions are:

Yiior =1~ f(u) = V(1 = ¢2) Er/Ys, (26)
Ny Wy = (1 - Oé)gt)/;ﬁ/Nta (27)
. It B —_—
an () =1 28)
. o S It+1
Kipr: Qr = EM,yQ 0r10Yip1 /K + Qe |(1 = 0) + @ K -
t+1
]—t ) 1—e
b a ) , 29
' (Kt-i-l ] } @)
E ,
et ViE—— = ()Y, (30)
—
Et : ‘/tE = Tt, (31)

where f(11;)" = 010,5> " is the marginal cost of abatement.

Conditions (27)-(29) are standard in a limited asset market participation setup,
where the firm’s SDF depends on savers’ (rather than aggregate) marginal utility of
consumption. Condition (26) determines the real marginal cost of production. Pro-
ducing one additional unit increases profits but the cost of abatement and the cost
of higher emissions (the term V,”(1 — ¢,)E;/Y;) need to be subtracted. Notice that
V;E—the Lagrange multiplier on the emissions constraint— can be interpreted as the
firm’s private marginal cost of increasing emissions (through larger production, as
(1 —¢9)E /Y, = OE;/0Y;). This is determined by condition (31) and equals the carbon
tax rate. In a BAU scenario, the tax is not imposed. According to equation (30)—which
governs the optimal level of abatement—if the tax is zero, then the firm finds it opti-
mal not to abate (1, = 0), implying that the real marginal cost equals one, as in the
standard RBC model.

Thus, in the competitive equilibrium firms do not consider the stock of GHGs

to be a control variable and neglect their negative impact on household utility when

10



making production decisions. Therefore, firms do not abate emissions without gov-
ernment intervention, with their shadow cost equal to zero. In the next section, we
show that this generates inefficiency because the SCC—i.e., the implicit price of car-
bon for a social planner that maximizes welfare—is instead positive. Therefore, the
optimal policy re-aligns the firm’s private cost of emissions with the SCC.

4 Optimal carbon tax

This section solves the social planner’s problem under different configurations. Specif-
ically, we consider a utilitarian planner—meaning that the welfare weights are equal
to the population shares—under different transfer policy constraints. In the uncon-
strained case, the planner can freely reallocate income across households. Then, the
planner redistributes both tax revenues and financial income to eliminate consump-
tion (and income) inequality between HtM and savers (similar to Belfiori et al., 2024).
In the constrained case, redistribution is restricted to tax revenues, resulting in con-

sumption and income inequality in equilibrium.

4.1 Unconstrained transfer policy

Consider first the case where the planner can freely transfer income between the two
groups of households. (The PU superscript will denote this case). The problem of the
planner is to choose group-specific consumption, investment, capital stock, output,
abatement, emissions, and the stock of GHGs to maximize welfare:

max Wi = U + (1 —4)U?, (32)

{0151—170597]757Kt+17Y;57/'Lt7Et7Xt+1}

subject to the law of motion for GHGs (1), the emission equation (2), the production
function (3), the law of motion for capital (6) and the associated adjustment cost func-

tion (7), the definition of aggregate consumption (16), and the resource constraint (20).
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The associated Lagrangian is:

LY = E, Zﬁt{ — XX;) +(1—7) <CtS(I i();)l

AfU[Yt - ’YCtH - ( - V)CS — I — f(,ut)Yt]
I
+AUQPY {( — 0K, + @ ( e > K, — Ktﬂ}
t
+M Yo Ve AKP N/ = V)
NV X — X, — B

S [Et —(1- ﬂt)@blytl_@} }

Consumption The FOCs w.r.t. the two agents” consumption levels are:

Gl N = (G =X X)), (33)
Gt AT = (G =X X)) (34)

which implies:
ch =7, (35)

If the planner can freely transfer resources between households, she only needs to
consider the aggregate—rather than individual—budget constraint. Therefore, the
optimality condition requires consumption to be equalized across households, i.e., in-
equality is eliminated, and the resulting allocation resembles a representative agent
economy. Recalling the expression for aggregate transfers—equation (15)—it can be

easily shown that equalized consumption entails:

T/ = 7'E + Dy, (36)

T8 = T:Et—(lj—th, (37)

that is, the planner uniformly redistributes the revenues from the optimal tax while

transferring financial income from the saver to the HtM.

Emissions, abatement, GHGs, and optimal tax level Consider the FOCs wrt abate-
ment, emissions, and the stock of GHGs in the atmosphere:

pe - VPTUEJ (1 — ) = flm)Ys, (38)
E, V;E,PU _ ‘/tX,PU’ (39)
X+ V= EM[ [ [ Vti—(IPU + x1, (40)

12



where M1, = B(AL1/AY) is the social planner’s SDE.

The crucial difference with the decentralized economy is that condition (39) equal-
izes the private cost of emissions to the social cost of carbon. Therefore, the social
planner internalizes the adverse effects of emissions because she considers the stock
of GHGs to be a control variable. Comparing (39) and (31), it follows that the optimal
policy restores the first-best allocation in the competitive equilibrium by imposing the
tax rate:

= YXPU (41)

i.e., by re-aligning the firm’s private cost of emission to the SCC. In turn, the policy in-
duces firms to abate emissions optimally. The SCC—determined by condition (40)—is
essentially an asset pricing formula. The social value of carbon equals the expected
utility loss due to a unit increase in the stock of emissions (x), plus its continuation
value—Dbecause emissions persist in the atmosphere according to the parameter 7. The
social planners” SDF, M[", ;, discounts this expected loss. As shown earlier, the latter
is the same as the one that would prevail in a representative agent economy since con-
sumption is equalized across agents through direct redistribution of financial income
from the saver to the HtM household.

Production and investment Finally, the social planner also chooses output, invest-
ment, and capital stock:

VootV =1—f(u) = V" (1 = o) B /Y3, (42)

I —€
I : QP (é) =1, (43)

by ( I[;:J“] } (44)

These optimality conditions are common to the RBC literature and are equivalent to
the decentralized economy, except that the SDF depends on the planner’s, rather than
the saver’s, marginal utility.

Next, we show that if the transfer policy is constrained to redistribute only the tax
revenues (not also financial income), household heterogeneity modifies the SCC and

the optimal tax.

13



4.2 Constrained transfer policy

Consider now the case where the social planner cannot directly redistribute resources
between households. Specifically, the planner can only transfer (lump-sum) the tax

revenue to HtM and/or savers based on a policy of the form (see, e.g., Kdnzig, 2023):

1-¢

CZ—;‘/S = TtEt7 (45)
L=y
TH = %TtEt. (46)

The parameter ¢ € [0, 1] controls the share of revenues accruing to HtM households.
For example, £ = 0 (£ = 1) implies that taxes are fully transferred to savers (HtM). If
§ = v, instead, tax revenues are redistributed uniformly across all households.

The problem of the planner reads:

max Wi =~yUE + (1 —)U?, (47)
{CH,CP 14, K41, Ye e, B, X1 }
subject to the same constraints as before, plus the individual HtM budget constraint
in equation (10) and the transfer policy configuration (45)-(46). Indeed, as direct re-
distribution is ruled out, the planner must consider individual budget constraints.
However, given the aggregate resource constraint, the savers” budget constraint is re-
dundant. (This case will be denoted by the superscript PC).

The associated Lagrangian is:

e m N (CFf = XX (CF = xX)'
L = Eogﬁ{W (-0 +(1=7) -0

AW =G = (L= )CF = L = f(p)Yi]
FAPONIPC [ NE 4 S, ot
v

I
AR [(1 —0)K,+® <?> K, - Kt+1}
t
Aol e AR N = Y]

—i-)\fCVtX’PC[XtH —nX; — Et]

Vi i [Et -(1- /Lt>¢1}/;517¢2:| }

Below, we discuss only the FOCs that differ from the unconstrained transfer policy

scenario.
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Consumption The constrained problem gives rise to the following optimality condi-

tions for consumption:

(CH _ XX )70 _ )\PC
e o LG Y } (48)

CY o N =(CF —xX)™. (49)

¢y

Compared to the unconstrained case, the Lagrange multiplier on the resource con-
straint, \/’¢, is a function of savers’ marginal utility. In other words, the planner’s
marginal utility coincides with the savers” one. The Lagrange multiplier on the HtM

MPC measures instead the relative difference between HtM and

budget constraint,
savers’ marginal utility of consumption, weighted by the HtM population weight.
Therefore, \/""“ represents the key metric of inequality in the limited participation

economy, which collapses to zero if asset market participation is full (y = 0).

Emissions, GHGs, and optimal tax level The optimality conditions for emissions
and the stock of GHGs now read:

Et : V;E’PC _ V;XJDC _ )\f{,PCth’ (50)

X VPO —EMPS, {nv;)jf”c +x [1 AP C} } , (51)

where M}, = B(A[G/A\C) denotes the social planner’s SDF in the constrained case.
The SCC now features an additional term, x)\ff;f C, that accounts for the relatively
higher disutility of GHGs related to the presence of poorer-than-average households
(recall equation (9)).” Further, the social planner now equalizes the private cost of
emissions (V;”"7“) to the SCC net of the marginal utility benefit coming from redis-
tributing tax revenues towards HtM households (the term )\f ’PC%Q).

E,PC
"/;’

By imposing = 7, in equation (50), we can solve for the constrained optimal

tax rate: < PO
‘/; )

IRERIEI Ve

Constraining the transfer policy available to the planner has two opposite effects on

*
T

(52)

the optimal tax. On the one hand, emissions have a more negative impact on so-
cial welfare relative to the unconstrained case (i.e., V;X7¢ > V,%"Y), because HtM
households suffer relatively more from the accumulation of GHGs. The effect of the
higher SCC calls for a higher tax. On the other hand, emissions generate revenues that
the planner can use to close the consumption (income) gap between savers and HtM
households. Recall that, in the first-best (unconstrained) policy, the planner finds it

7Aslong as v # 0 and CH < CR, Af"PC > 0. In other words, consumption inequality raises the
average SCC relative to the unconstrained (representative agent) scenario.
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optimal to equalize consumption across agents. Thus, from the social planner’s point
of view, the redistributive benefit of positive emissions partially compensates for the
negative externality due to the accumulation of GHGs. This effect calls for a lower tax
rate, which would induce lower abatement efforts by producing firms. In this sense,
an efficiency vs equality trade-off emerges in the presence of inequality and heteroge-
neous marginal disutility of pollution.

It is easy to see that the highest tax rate, and thus the highest abatement effort,
is obtained when tax revenues are fully rebated to savers (¢ = 0). If tax revenues
are instead redistributed uniformly (§ = 7), then the average tax in the presence of
inequality is aligned with the one prevailing in a representative agent economy. To see
this, consider the steady-state SCC:

VAR = - _ﬁ X [1+ AT, (53)

and the steady-state optimal tax:

VX ,PC
T = T e/ aPC NPT (54)
It is easy to notice that if £ = ~, then:
* 6

Thus, the steady-state constrained optimal tax rate under uniform redistribution coin-
cides with the unconstrained one (recall equation (41), evaluated in the steady state).
Finally, if the tax is disproportionately redistributed towards the HtM—i.e., if £ > y—

then the tax is lower than the unconstrained one.

Optimal tax dynamics Consumption and income inequality between savers and
HtM households also have implications for the cyclical properties of the SCC and the
optimal tax rate. To see this, suppose that the SCC is procyclical in the representa-
tive agent economy (as found in Heutel, 2012, among the others). Intuitively, during
expansions, increased production generates higher emissions, which translates into a
larger SCC—through the externality effect (captured by x) and the continuation value
(captured by nV;33"). Thus, countercyclical (procyclical) consumption inequality will
dampen (amplify) fluctuations in the SCC.® Countercyclical consumption inequality
means that, during expansions, the marginal utility of the HtM declines more relative
to the savers’ one. In other words, poorer households enjoy a relatively more signif-

icant improvement in economic conditions that mitigates the negative social impact

8Notice that if consumption inequality is countercyclical, )\fgf ¢ is countercyclical too.
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of the environmental externality, which is mainly concentrated among precisely these
households. If inequality is strongly countercyclical, the positive effect of such a redis-
tributive channel on HtMs” utility might even dominate, making the SCC potentially
countercyclical too. In turn, the behavior of the SCC maps one-to-one into the dynam-
ics of the optimal tax if the planner fully rebates the revenues to savers (£ = 0).
However, in the presence of redistribution ({ > 0), the dynamics of the marginal

H,PC
t

(dis)utility gap A affects not only the SCC but also the planner’s marginal benefit
of redistribution, which enters in the denominator of the optimal tax. Thus, while
dampening the dynamics of the SCC, countercyclical inequality could actually amplify
fluctuations in the optimal tax relative to the unconstrained case. This counteracting
effect is more substantial for higher values of &, i.e. the larger the share redistributed to
HtM households. Intuitively, suppose the planner is concerned about redistribution.
In that case, she will find it optimal to bring the tax rate more in line with the SCC
when inequality is low, that is, during expansions (if inequality is countercyclical).
Even in the case of uniform redistribution (£ = +), which results in an average rate that
is equal to the representative agent economy, the decoupling between the SCC and tax
rate dynamics holds, due to fluctuations in inequality that determine a time-varying

wedge between the two variables.

5 Quantitative model

In this section, we calibrate and simulate the model to provide a quantitative assess-
ment of how the level and dynamics of inequality affect the behavior of the optimal
tax along the business cycle. In line with the analytical intuition developed before,
we find that the highest average tax rate is obtained in the constrained policy sce-
nario with a rebate to the savers. In contrast, the tax rate becomes strongly procyclical
and volatile if tax revenues are fully redistributed to HtM households. Indeed, in
the baseline calibration inequality is markedly countercyclical, which implies that the
planner’s redistributive motive weakens during expansions. Overall, inequality plays
a quantitatively relevant role in determining the SCC and the optimal carbon tax, both

on average and along the business cycle.

5.1 Calibration

We calibrate the model to the U.S. economy at the quarterly frequency. The calibra-
tion is based on the BAU scenario because the U.S. has not implemented any carbon
tax. Macroeconomic and environmental parameters follow Heutel (2012), while the
parameters on habit preferences are taken from Benmir et al. (2020). The resulting

parameterization is summarized in Table 1.
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We set the fraction of HtM households to 20% to capture the lowest income quin-
tile (in line with European Environment Agency, 2018, among the others). However,
in Section 6, we consider alternative calibrations too—with v equal to 11% or 33%,
consistent with the literature distinguishing between “poor” and “wealthy” HtM (see,
e.g., Kaplan et al., 2014; Bilbiie, 2024). Households’ discount rate is set to 3 = 0.98267,
whereas the local utility curvature and utility externality weight are 0 = 4.199 and
x = 4 x 107*. In our calibration, the latter two parameter values imply that the agent-
specific steady-state effective risk aversion (RRA" = Txjc7) ranges between 4.85 and
5.98 across the different policy scenarios, which lie well below the value of 10 consid-
ered as an upper bound in the asset-pricing literature (Mehra and Prescott, 1985).° As
these parameters directly affect households” marginal disutility of pollution, we will
discuss the sensitivity of our quantitative results to variations in o and .

The production sector’s parameters are standard in the RBC literature, with a cap-
ital share of income a = 36% and a capital depreciation rate 6 = 2.5%. In the baseline,
we abstract from capital adjustment costs (¢ = 0), although we test the sensitivity of
our results to this parameter in Section 6. Regarding the exogenous technology pro-
cess, TFP shocks are set to have volatility o,, = 0.007 and persistence p* = 0.95. The
shifter A is imposed to normalize output to 1 only in the BAU steady state. This al-
lows for welfare comparison between the BAU and optimal policy scenarios, as the
tax affects the production level (and, thus, consumption) by changing firms” marginal
costs.

Regarding environmental parameters, the pollution decay n = 0.9979 implies that
atmospheric carbon dioxide has a half-life of about 83 years. Parameters ¢, and 6, con-
trol the cost of abating emissions as a share of total output. The calibrated value of
the 6, (2.8) implies a convex cost function, while the coefficient §; = 0.05067 controls
the average cost and, therefore, abatement efficiency. The latter dimension is particu-
larly important for the planner’s balance between efficiency and equity objectives, as
shown in the robustness analysis. Furthermore, the parameters ¢, and ¢, govern the
steady state emissions-to-output ratio and the elasticity of emissions to output, respec-
tively. We set ¢; = 1 and ¢, = 0.304, implying an elasticity of 0.696, as estimated in
Heutel (2012).

Finally, three different transfer policy rules are contemplated for the constrained
optimal policy analysis. Tax revenues are fully rebated to savers, uniformly redis-
tributed to all households, or fully transferred to the HtM. These three alternatives
map into £ = 0/v/1.

9Specifically, the lowest values are obtained in the constrained optimal policy case with rebate to
savers (RRA® = 4.85 and RRAH = 5.11). The highest ones emerge in the BAU scenario (RRA® = 5.46
and RRAH = 5.98).
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5.2 Optimal carbon tax and welfare implications

Following Kim et al. (2008) we solve the model using a second-order approximation
to the policy functions. Averages of key variables of interest are reported in Table 2.1
Consider first the BAU and unconstrained optimal policy (representative agent)
scenarios. The imposition of the optimal tax reduces average output, consumption,
and investment.!" A positive tax on emissions induces positive abatement (1 = 32.2%),
which raises abatement costs. Since the abatement technology is quite efficient in our
baseline economy (i.e., ¢, is quite low), abatement costs still represent a small share
of total output, despite the significant abatement effort. Indeed, in this economy, an
optimal tax of 2% (the same value found in Benmir et al., 2020) reduces emissions
and the stock of GHGs by about 33%—from 1.001 to 0.676 and from 476.84 to 321.79,
respectively—and the associated SCC. The stronger impact on emissions relative to
consumption implies a substantial improvement in welfare (W,) which, however, is
differently distributed between savers and HtM. Namely, the gain in aggregate welfare
reflects the remarkable improvement in the poorer households’ lifetime utility (U),
who benefit the most from both the decline in the stock of GHGs and the rise in their
consumption due to the redistribution (of both tax revenues and dividend income)
that equalizes consumption across all households. Relative to the BAU scenario, also
asset market participants’ lifetime utility (U;) slightly rises as the negative utility effect
of lower consumption is dominated by the benefits of emissions abatement.
Constraining the transfer policy only to redistribute tax revenues has quantita-
tively relevant effects on aggregate quantities, the optimal tax, and welfare. In line
with the analytical intuition developed earlier, the highest (lowest) tax rate is ob-
tained when tax revenues are fully rebated (redistributed) to savers (HtM). When
¢ = 0, the optimal tax rate equals 3.2%, i.e. 60% higher than the unconstrained level.
Therefore, for standard parameter values, consumption inequality—as captured by
the marginal utility gap A"} ¢ _raises the SCC (V;¥) in a quantitatively relevant man-
ner (recall equation (51)). Intuitively, poorer households suffer greater disutility from
the environmental externality, raising the SCC. The higher tax naturally induces more
abatement and, thus, a larger drop in emissions and GHGs. However, the associated
abatement costs imply lower output (through firms” marginal costs), investment, and
consumption. Moreover, consumption inequality is exacerbated relative to the BAU
scenario, with the consumption ratio C{ /C/ rising from about 1.29 to 1.32. The latter

effect is mostly due to a stronger decline in the HtM’s consumption, reflecting a wage

1Tn the constrained policy scenario, the model’s steady state needs to be found numerically. As the
marginal utility gap enters the SCC but is also affected by the optimal tax rate, the SCC cannot be found
analytically.

n the BAU scenario, average output is not exactly equal to 1—as imposed in the non-stochastic
steady state—due to the presence of aggregate risk that drives precautionary savings and, thus, a
slightly higher average stock of capital.
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fall due to the higher marginal production costs generated by substantial abatement ef-
forts. Despite this side effect, the policy is welfare-improving both at the aggregate and
the agent-specific level, suggesting that, for the HtM, the cost of lower consumption
and higher inequality are more than compensated by the benefit of strong emission
reduction.

As shown in equation (52), redistributing tax revenues to HtM households decou-
ples the optimal tax rate from the SCC. As ¢ rises, both the SCC and the optimal tax
decline, with the impact on the latter being more noticeable. Mechanically, as the tax
rate drops, all aggregate quantities move toward the BAU economy (where 7 = 0 by
construction). Conversely, consumption inequality decreases because of two concur-
ring channels. First, a lower tax raises wages through the firm’s marginal cost. Second,
although aggregate revenues fall, the net transfers received by poorer households be-
come larger, further expanding their average consumption. In turn, this reduction in
inequality compresses the SCC. This positive consumption effect is outweighed by the
smaller cut in emissions, resulting in lower aggregate welfare compared to the uncon-
strained or tax rebate to S agents (£ = 0) cases, although HtM households gain on net
from the redistribution policy. Finally, as anticipated analytically, the tax under uni-
form redistribution coincides with the unconstrained one, generating almost identical
aggregate and environmental implications. Nevertheless, as tax revenues alone are
insufficient to eliminate inequality, poorer households with strong disutility from the
environmental externality imply a higher SCC and more contained welfare improve-
ments relative to the representative agent economy, especially for the HtM.

Overall, the results suggest that inequality is quantitatively relevant in determin-
ing the optimal tax level. Therefore, a relevant efficiency-equality trade-off emerges
for the social planner. An unconstrained policy where a carbon tax and direct trans-
fers across households are available achieves the first best, addressing both the en-
vironmental externality and consumption/income inequality. However, if only tax
revenues are available for redistribution purposes, then the second-best policy calls
for a high tax—reflecting a higher SCC due to the presence of poor households who
particularly dislike the adverse externality effects—that is fully rebated to firms and
thus firm owners. In other words, the planner finds it optimal to address the environ-
mental externality even if this exacerbates inequality. Indeed, for poorer households,
the benefit of emissions abatement dominates the negative effect of a (relatively small)
reduction in their consumption. Nevertheless, as argued in Section 6, the design of the
second-best policy critically hinges on the abatement technology efficiency parameter,
6;.
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5.3 Optimal carbon tax dynamics

Consumption and income inequality also affect the cyclical behavior of the optimal
tax. To analyze the amplification/attenuation in the SCC and optimal tax dynam-
ics due to time-varying inequality, Table 3 reports model-implied standard devia-
tions. Figure 1 depicts the impulse response functions of selected variables to a one-
standard-deviation positive TFP shock.

Standard deviations The model under the BAU scenario performs similarly to stan-
dard RBC models, with (log) consumption (investment) being 0.70 (2.24 times) as
volatile as output. In the unconstrained (representative agent) scenario, aggregate
volatility is slightly amplified, as the planner’s redistribution policy stabilizes poorer
households” consumption at the expense of the savers’, directly affecting the standard
deviation of investment—through savers’ stochastic discount factor. Relatedly, the
SCC exhibits a larger standard deviation relative to BAU, due to the removal of coun-
tercyclical fluctuations in the marginal utility gap (\/’) that exert a dampening effect
on the SCC’s dynamics (as shown later). Naturally, introducing the tax reduces the
variability in the emissions stream too.

The constrained optimal policy has a limited stabilizing impact on macroeco-
nomic aggregates compared to the BAU benchmark. However, the different redis-
tributive schemes significantly alter the behavior of agent-specific consumption, in-
equality, SCC, and optimal tax. When moving from the rebate (( = 0) to the full
redistribution (£ = 1) policy, the marginal utility gap dynamics are strongly amplified
as the volatility of the HtMs’ consumption rises relative to the savers’ one. In turn, as
anticipated analytically, larger fluctuations in the marginal utility gap dampen the vari-
ations in SCC while amplifying those in the tax rate, which map into relatively stable
emission flows. Recalling equation (52), these results suggest that the countercycli-
cal time-variation in the planner’s redistributive motive (the denominator) dominates
that in SCC (the numerator), resulting in a strong amplification of the optimal tax dy-

namics as fiscal revenues are redistributed towards poorer households.

Impulse response analysis To provide intuition about the model-implied dynamics,
Figure 1 displays the responses of selected variables to a positive 1-standard deviation
TFP shock. To account for the fact that different scenarios are approximated around
different steady states (as shown in Table 2), we report absolute deviations (multiplied
by 100) from the respective stochastic steady state. The BAU economy (red-dots solid
line) features standard business-cycle dynamics, with higher TFP raising output, con-
sumption, and investment. Expanded production raises emissions, whereas the ab-

sence of a carbon tax induces no abatement by polluting firms and leaves transfers to
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zero. Concurrently, savers” consumption rises substantially less than the HtMs’, which
maps into markedly countercyclical consumption inequality—as captured by the neg-
ative response of the marginal (dis)utility gap (A). Such a response drives a fall in the
SCC, which declines despite the rise in emissions. Therefore, the redistributive effect
of the shock, which mitigates the aggregate marginal disutility of pollution by favor-
ing HtM consumption during expansions, dominates the rise in the stock of GHGs in
the determination of the SCC.

The countercyclical behavior of the SCC is a novel result relative to existing lit-
erature that abstracts from household heterogeneity in the study of optimal carbon
tax dynamics. In this respect, it is instructive to compare the responses under BAU
with those under the unconstrained optimal policy—which results in a representative
agent economy (black solid lines). From an aggregate perspective, while unchanged
for output, the emissions response is substantially smaller and less persistent relative
to BAU, due to the hump-shaped response of the optimal tax inducing a gradual in-
crease in abatement effort over time. Therefore, as in Heutel (2012) and Benmir et al.
(2020), the SCC—and, thus, the optimal tax—is procyclical in the representative agent
economy, where the marginal utility gap is zero by definition.

The countercyclical behavior of the SCC also holds in the constrained optimal
policy scenarios, as the marginal (dis)utility gap always declines in the limited partic-
ipation economy. However, as argued analytically, only if tax revenues are fully re-
bated to savers does the tax rate exactly reflect the dynamics of the SCC. Hence, when
§ = 0 (blue dashed lines), the tax rate slightly falls on impact to then climb above
average only after about 5 periods, producing a steeper profile of the emissions pos-
itive response. From a redistributive perspective, the expansion in emissions entails
that tax revenues (and transfers) still rise, and the consequent rebate to savers slightly
mitigates the fall in consumption inequality relative to BAU. When instead revenues
are partially (£ = ) or fully (§ = 1) redistributed to the HtM (cyan dash-dotted and
green dotted lines, respectively), the dynamics of the tax rate strongly diverge from
that of the SCC. Specifically, despite the SCC being always countercyclical, the tax rate
becomes strongly procyclical. In these cases, therefore, abatement swiftly reacts to the
positive technology shock, effectively containing the surge in emissions. Moreover,
full transfers to HtM households sustain their consumption relative to asset market
participants.

Why does the tax rate behave so differently in the presence of redistribution? Re-
call that when only tax revenues are available to address consumption inequality, the
optimal tax (52) reflects an efficiency vs equality trade-off. On the one hand, the plan-
ner would like to set a high tax that significantly curbs the stock of GHGs, thus ad-
dressing the environmental externality. On the other hand, emissions generate tax

revenues that can be used to close the consumption gap between asset market par-
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ticipants and HtM households, with this redistributive motive becoming stronger the
larger the share of revenues to redistribute to the poor. As reported in Table 2, this
tension is resolved in favor of the redistributive objective, with the average tax rate
declining as ¢ rises. However, the trade-off evolves dynamically along the business cy-
cle. In our calibrated economy, consumption inequality shrinks following a positive
technology shock. Therefore, during expansions, the planner’s redistributive motive
becomes weaker relative to the climate objective, triggering a stronger hike in the tax
rate. In other words, the planner finds it optimal to take advantage of expansions—
i.e. times of lower inequality—to decisively address the negative effects of the climate
externality, resulting in a much more procyclical tax compared to the representative
agent case.

Overall, in a similar vein to Kédnzig (2023), we find that the constrained optimal
policy with redistribution stabilizes both emissions and inequality, which is lower on
average and exhibits smaller absolute deviations from the steady state relative to BAU.
However, recall that IRFs are expressed in absolute deviations from different stochastic
steady states. Therefore, a similar absolute deviation in inequality (or the tax rate)
between different redistribution schemes entails very different responses relative to
the steady state. For example, in the full redistribution (¢ = 1) policy, inequality is
on average lower than in the full rebate (( = 0) case (recall Table 2). Thus, in relative
terms, the inequality dynamics are strongly amplified as ¢ rises, consistent with the
information conveyed by the standard deviations discussed earlier.

6 Sensitivity analysis

In this section, we analyze the robustness of the relevance of cyclical inequality for
both the level and the dynamics of the SCC and the optimal carbon tax along some
key parameter values. The resulting tables and figures are reported in Appendix A.

Different HtM shares As a first robustness exercise, we consider a lower or higher
share of HtM households by setting the parameter v = to 0.11 or 0.33. These shares are
in line with Kaplan et al. (2014), who show that about one third of US households are
HtM, with only a third of them (hence, about 11% of total population) being “poor”
in terms of illiquid wealth. Tables A.1-A.4, and Figures A.1-A.2, demonstrate that,
as expected, a lower (higher) share of HtM weakens (strengthens) the quantitative
implications of inequality for the SCC and the optimal tax. However, the qualitative

insights remain unaltered.

Low abatement efficiency Our results underline a trade-off between efficiency and

equity for the design of the optimal carbon tax. In this perspective, the parameter
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¢h—which controls the abatement technology efficiency through the abatement cost
function—can, in principle, change the second-best policy, which, in the baseline anal-
ysis, consisted of a high tax (inducing large abatement efforts) with rebate to savers.
Thus, we simulate the model with 6; being 3.5 times the baseline. Such a value im-
plies that the planner can induce half as much abatement in the unconstrained policy
scenario given the same tax rate.'> Table A.5 confirms this conjecture. As the abatement
technology is less efficient, the planner needs a tax that is too high to improve the
HtM'’s lifetime utility through reduced emissions significantly. Consequently, the sec-
ond and third-best policies imply redistributing revenues to the HtM or uniformly, re-
spectively. Therefore, the prevalence of efficiency vs equity objectives crucially hinges
on the planner’s ability to curb emissions through the carbon tax. Table A.6 and Figure

A.3 show instead that this parameter is almost irrelevant to the model dynamics.

Utility function parameters The habit utility function parameters directly affect house-
holds’ risk aversion, elasticity of intertemporal substitution, and valuation of climate
damages. Thus, we repeat the analysis by halving the local curvature parameter
(0 = 2) or the surplus consumption ratio (1 — xyX/C") in the BAU non-stochastic
steady state (by setting x = 8.7360 x 107*).® Tables A.7-A.10 and Figures A.4-A.5
show that these parameters affect both the means and the standard deviations of all
variables. Lower o (higher x) implies larger (smaller) marginal disutility from emis-
sions, resulting in lower (higher) average SCC and optimal tax rates in the scenarios
with inequality."* Similarly, lower o (higher x) dampen (amplify) the dynamics of the
marginal (dis)utility gap, implying that the SCC becomes more procyclical (counter-
cyclical). In all cases, the relationship between inequality and optimal taxes remains

intact from both a qualitative and quantitative point of view.

Capital adjustment costs Finally, we consider the sensitivity of our results to the
capital adjustment cost parameter by setting ¢ = 1.5 (similar to Benmir et al., 2020).
By construction, this parameter does not affect the steady state but only the model
dynamics (Tables A.11-A.12 and Figure A.6). By making investment less volatile and,
thus, dividends less countercyclical, capital adjustment costs make the marginal (dis)utility
gap less countercyclical. As a result, the SCC and optimal tax rate are always procycli-
cal (even in the unequal economy under BAU and constrained optimal policy). How-
ever, the dampening (amplifying) effect of countercyclical inequality on the SCC (tax)

12Gince inequality affects the optimal tax, in the constrained scenario it would not be possible to
induce less abatement without changing also the optimal tax rate. This is possible in the representative
agent economy, where the average SCC is a function of 3, n, and .

BBRecall that half o (surplus consumption) maps into half (double) the baseline effective risk aversion
in the BAU scenario. The resulting values still lie towards the lower bound usually considered in the
external habit literature (see Benmir et al., 2020, for comparison).

4The average unconstrained optimal tax and SCC are not affected by o instead.
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dynamics remains quantitatively relevant, as suggested by the change in the standard
deviations moving from the unconstrained scenario to the constrained optimal policy
with a full redistribution to HtM households.

7 Conclusion

This paper explores the implications of household heterogeneity for the design and
cyclical behavior of optimal carbon taxes in a real economy. Given our focus on bal-
ancing the potentially heterogeneous costs and benefits of a carbon tax, we incorporate
the environmental externality directly into the utility function. By allowing for com-
plementarity between consumption and the stock of emissions, our setup introduces
inequality in the marginal disutility of pollution, disproportionately affecting poorer
households. The presence of heterogeneous agents thus shapes both the level and dy-
namics of the optimal carbon tax, revealing an efficiency-equity trade-off for the social
planner.

Starting from a benchmark decentralized setup, in the absence of a carbon tax
(BAU scenario) firms have no incentive to internalize the environmental externality,
leading to zero abatement in equilibrium. We then consider, moving to a centralized
solution, two distinct scenarios. First, the unconstrained case, where the planner can
redistribute income freely across households, effectively eliminating consumption and
income inequality. Here, the optimal carbon tax aligns with the SCC, reflecting the
tirst-best solution that addresses environmental externality without being influenced
by household heterogeneity.

In the constrained case, where redistribution is limited to tax revenues, key differ-
ences arise. The social cost of carbon reflects the immediate and future loss of utility
from emissions and incorporates the increased disutility experienced by poorer house-
holds. Moreover, the planner faces a trade-off: higher emissions reduce welfare due
to their environmental impact but also generate additional tax revenues that can be
used to alleviate and stabilize inequality. This trade-off results in an optimal tax rate
influenced by environmental and redistributive considerations. Our analysis high-
lights that, under constrained redistribution, inequality amplifies the SCC and leads
to higher average tax rates. However, if revenues are redistributed to poorer house-
holds, the tax rate decreases relative to the unconstrained case, and its fluctuations
become more pronounced in the presence of countercyclical inequality.

The second key contribution of this paper lies in examining the cyclical proper-
ties of the SCC and the optimal carbon tax. We show that countercyclical consumption
inequality mitigates fluctuations in the SCC as poorer households disproportionately
benefit from economic expansions, which reduces the social impact of emissions ex-

ternalities. Contrary to findings in the literature, this effect can even render the SCC
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countercyclical under strongly countercyclical inequality. Furthermore, the relation-
ship between the SCC and the optimal tax is contingent on redistribution policies.
While the tax directly tracks the SCC when revenues are fully rebated to savers, redis-
tribution introduces a time-varying wedge between the two, amplifying the cyclical
variability of the tax rate, particularly when redistribution is targeted toward poorer
households.

Finally, we quantitatively assess how the level and dynamics of inequality influ-
ence the optimal carbon tax along the business cycle. The results confirm that inequal-
ity plays a quantitatively significant role in shaping both the average level and the
cyclical behavior of the tax. Notably, the findings underscore the planner’s efficiency
and equity dilemma. In the unconstrained scenario, the planner achieves the first-best
solution by addressing both environmental externalities and inequality. In the con-
strained case, the second-best policy calls for a higher tax to mitigate the dispropor-
tionate environmental impact on poorer households, even at the cost of exacerbating
inequality. However, this approach ultimately benefits poorer households by priori-
tizing emission reduction over a small reduction in their consumption.

These findings have important implications for climate policy, emphasizing the
need to consider household heterogeneity and the efficiency-equity trade-off we high-
light when designing carbon taxation policies. Future research could extend this frame-
work to explore the role of endogenous labor supply, nominal rigidities, and relaxation
of the government-balanced budget assumption in shaping the optimal carbon tax.
Furthermore, our setup can also be used to analyze optimal carbon taxation under
different Pareto weights (e.g., to introduce an inequality-averse planner) or to study
the dynamics in response to additional shocks (e.g., to emissions from the rest of the
world or to the carbon tax itself).
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