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Abstract

This study develops a small open economy dynamic stochastic general equilibrium
model with green and brown intermediate goods, banks subject to capital require-
ments, and public investment. The domestic economy might face domestic or foreign
carbon taxes and an emissions cap. The model is used to analyze which environ-
mental, fiscal, and bank regulation policies are effective facilitators of the domestic
economy’s green transition and the costs involved. Among the policies that can
generate an exogenously imposed and fixed emissions reduction, most costly is the
exogenous world brown energy price increase, followed by the emissions cap reduc-
tion, while the introduction of domestic carbon taxes does not change GDP in the
long run. The reason for this stark difference is that domestic carbon taxes and
emissions cap violation penalties are used to stimulate public green investment.
However, only domestic carbon tax revenues are substantial as brown entrepreneurs
do not violate the emissions cap in equilibrium. Bank regulation policies and other
fiscal policies are not capable of generating large emissions reductions. During the
green transition induced by domestic carbon taxes, the first years of the transition
are characterized by a run on brown energy in anticipation of higher prices in the

future.
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1 Introduction

Climate change and global warming constitute a considerable threat to the economy
and the environment, and the global temperature increase since pre-industrial times in
2017 amounted to roughly 1°C already (IPCC, 2018). Moreover, the financial system
considers climate change as a significant challenge for financial stability (Carney, 2015;
NGFS, 2019) and central banks diligently think about playing a more active role in
facilitating the green transition (Lagarde, 2020; European Central Bank, 2021). To limit
the adverse consequences of climate change, the Paris Agreement tries to limit global
warming to significantly below 2°C, which requires to reach zero-net emissions of COy
within the next 50-60 years (IPCC, 2018). This will imply an immense effort for many
economic agents and exposes the global economy to transition risks (for a detailed review
on the different types of climate change risks see, for example, Batten, 2018).
Traditionally, climate policy has solely been the focus of governments by introducing
carbon taxes or cap-and-trade systems and providing subsidies to encourage investment in
climate change abatement technologies (see Delgado-Téllez et al., 2022, for an overview
of current environmental fiscal policies in the euro area). Most of the economic mod-
elling literature also focuses on such policies (see, for example, Nordhaus, 1991, 2006,
2008; Fischer and Springborn, 2011; Heutel, 2012; Dietz and Stern, 2015; Pindyck, 2017).
However, as the opening paragraph demonstrates, the fight against climate change in-
volves the whole society and many economic agents can play a key or at least supporting
role in achieving environmental policy targets. Therefore, this paper concentrates on the
interplay of fiscal, environmental, and bank regulation policies to achieve emissions re-
ductions in a small open economy dynamic stochastic general equilibrium (DSGE) model,
calibrated to Latvia (an EU member state), which displays a low level of implemented
or discussed green financial regulation (D’Orazio and Thole, 2022). The modelling lit-
erature combining fiscal, environmental, monetary, and bank regulation policies is still
relatively limited (noteworthy studies include Benmir and Roman, 2020; Comerford and
Spiganti, 2020; Carrattini et al., 2021; Diluiso et al., 2021; Ferrari and Nispi Landi, 2021;
Giovanardi et al., 2021; Abiry et al., 2022) and — to the best of my knowledge — no small
open economy model has been developed to analyze the effects of a combination of the
aforementioned policies so far. This paper attempts to fill this gap in the literature.
Specifically, the economy features two domestically produced intermediate goods —
brown and green goods. Moreover, brown intermediate goods can also be imported
from abroad. The key difference between these domestically produced goods is that
the brown intermediate good is produced with imported brown energy which results into
emissions as a by-product, while the green intermediate goods production function utilizes
domestically produced renewable energy as the third input besides labour and capital.

There are three types of consumers. Workers supply labour to the three producers (green



good, brown good, renewable energy), own the banks and hold deposits. They act as
financial regulators and collect bank capital requirement costs. Furthermore, they own
the perfectly competitive final goods firm which assembles the final goods using the three
intermediate good types, buy foreign bonds, and pay foreign carbon taxes on brown
intermediate goods imports. Green entrepreneurs own the green intermediate goods firm,
the renewable energy producer, as well as the green and renewable energy capital stocks.
Finally, brown entrepreneurs own the brown intermediate goods firm and the brown
capital stock. Moreover, they have to pay penalties for violating the emissions cap and
domestic carbon taxes on brown energy imports to the government.

The banks originate loans to both types of entrepreneurs who need to finance a frac-
tion of their investments with loans, as per loan-in-advance constraints. Banks finance
themselves using equity and deposits, subject to an incentive compatibility constraint.
Bank regulation comes in the form of an asymmetric bank capital requirement cost func-
tion that depends on the distance of equity to a regulated share of risk-weighted assets.

The government collects revenues from consumption taxes, labour taxes, emissions cap
violation penalties, and domestic carbon taxes to fund public investment in green and
brown public capital and wasteful government spending. The environmental tax revenues
are exclusively used for green public investment (and wasteful government spending,
though at a lower share than for standard tax sources).

Regarding the small open economy elements, all consumers combine domestic and
foreign final goods in their consumption bundles and entrepreneurs need to use both
domestic and foreign goods for their investments in capital. Moreover, all imports are
subject to iceberg and unit transport costs. The domestic final good is additionally
exported. There are funds provided for by the foreign economy (these foreign funds are
meant to represent EU structural investment and cohesion funds) that are used by the
government to exclusively finance (green and brown) public investments in addition to
the public investment share of domestic tax revenues.

Finally, I ignore externalities (in utility or production volumes) from emissions since
the small open economy is so small that it cannot drive global warming. Instead, I
exclusively focus on the transition risks of climate change and the efforts by the domestic
economy to curb emissions due to international treaties such as the Paris Agreement.

Therefore, the model allows me to analyze a number of fiscal and environmental
policies: (i) changing the domestic carbon tax rate; (ii) adjusting the emissions cap;
(iii) changing the foreign carbon tax rate; (iv) adjusting the share of public resources
directed to green public investment. Moreover, bank regulation can be made sector-
specific by changing the relative absconding rates in the banks’ incentive compatibility
constraint and /or adjusting the risk weights for green and brown loans, respectively. For
example, the risk weight for green loans could be lowered or the risk weight for brown

loans could be increased to support the green transition. Additionally, the fractions



of loans that need to be financed by bank loans can change, different for each sector.
Naturally, a combination of different policies can also be analyzed.

The research question of this study is to quantify the effects of changes in fiscal,
environmental, and bank regulation policies with respect to achieving a lower amount of
emissions originating from the economic activity of the domestic economy. In particular,
I provide model-based assessments with respect to the following questions: Can bank
regulation policy help achieve climate policy targets and could it serve as a substitute to
the traditional environmental policy instruments? How costly is it to significantly curb
emissions in terms of output losses? What is the most effective policy, taking emissions
reductions, welfare, and economic performance into account?

First, bank regulation policy alone does not generate enough reallocation pressure to
the green sectors to considerably curb carbon emissions. They can nevertheless support
fiscal and environmental policies in achieving climate change targets by alleviating the
economic loss very slightly (in the order of 0.01-0.04 percentage points) that some of the
other policies generate. The reason for this bank regulation policy failure is related to a
relatively low asymmetry in the bank capital requirement cost function (needed to match
several growth rate volatilities in the data) on the one hand and, probably, the absence
of nominal frictions and New-Keynesian model elements on the other hand.

Second, by normalizing the induced reduction of emissions to 17% relative to the
benchmark model in line with Latvia’s climate change targets (see Treasury of the Re-
public of Latvia, 2021) for the following policies, I can meaningfully compare these policies
with respect to their macroeconomic implications. The most costly policy is an exogenous
increase of brown energy import prices due to developments on world fossil fuel markets.
The emissions cost reduction of 17% comes at the cost of a GDP loss of —2.53%. This
policy is followed by the reduction in the emissions cap which generates only an economic
loss of —1.86%, which is, however, dependent on supplying a larger amount of public funds
to green (vis-a-vis brown) investment. If instead carbon tax revenues and emissions cap
penalties are used in the same way as standard tax revenues, then the economic loss
slightly increases to —1.91%. Nevertheless, the effect of this green economy-supportive
fiscal policy seems relatively small, at least in terms of GDP. This is very different when
considering domestic carbon taxes. The GDP loss can then be —1.34%, if carbon tax
revenues and emissions cap penalties are not used in a green economy-supportive way.
However, GDP basically does not change (—0.07%) when these proceeds are distributed
to the green sector.

Third, a number of fiscal policies can generate emissions reductions at various rates,
while producing economic benefits or losses. Just introducing a foreign carbon tax rate
(by foreign governments) is not an efficient way to reduce domestic carbon emissions
since the emissions reduction only amounts to —0.04%, while domestic GDP declines

by —3.99%. Interestingly though, if both the domestic carbon tax rate and the foreign



carbon tax rate are set to the same level that is needed for the domestic carbon tax
rate to reduce emissions by 17%, the emissions reduction even reaches —18.75%. This
great environmental performance, however, still comes at a high price: GDP declines by
—4.17%. Increasing either the domestic or the EU public green investment share (for
standard tax revenues, i.e. consumption and labour taxes) to 100% (from 31.5% or 45%,
respectively) leads to emissions reductions in the order of around 0.10% while producing
aggregate economic losses of roughly —0.6%. Finally, increasing the domestic carbon
tax rate to half the value needed in the aforementioned scenario to reach an emissions
reduction of 17% and at the same time reducing the emissions cap half-way as well, one
records an emissions reduction of about 10% while generating an economic expansion in
terms of GDP of 0.15%. Therefore, the emissions reduction size and the mix of policies
matter considerably for the aggregate economic outcome.

Fourth, I also study the transition period for the two most traditional environmental
policies to combat climate change, i.e. the domestic carbon tax rate and the emissions
cap. I find that, initially, a domestic carbon tax rate leads to more imported brown
energy, in line with the stranded assets literature that expected tighter environmental
policies can lead to a run of utilizing or mining fossil fuel resources before such policy is
actually implemented (see, for example, Barnett, 2020). The transition of emissions to
lower values appears much smoother when considering the emissions cap policy. In both
cases, I find evidence that policy uncertainty significantly matters for the final outcome,
by including shocks to the domestic carbon tax rate or the emissions cap in the respective
simulations. Therefore, policy makers should ensure that the green transition is orderly
and smooth, as otherwise outcomes might prove to be less beneficial than projected.

Fifth, I also develop a number of alternative models to explore the sensitivity and
robustness of the aforementioned results. Two alternative models consider different uses
of the productive public funds: instead of building public capital, these funds are used
for lump-sum transfers to entrepreneurs or to partly finance the private investment ex-
penditures of entrepreneurs. In the first case, these productive public funds do not play
a role for aggregate GDP outcomes; consequently, different environmental and fiscal poli-
cies lead to the same effects. However, there are larger differences with respect to the
welfare and aggregate consumption outcomes. In the second case, the productive public
funds are less effective than in the benchmark model, but still significantly shape the
GDP outcomes resulting from the different transition policies. In the second set of two
alternative models, a higher asymmetry in the bank capital requirement cost function is
applied and debt-to-income borrowing constraints are utilized as the main financial fric-
tion of entrepreneurs instead of loan-in-advance (LIA) constraints. A higher bank capital
requirement cost asymmetry makes bank regulation policies matter more for economic
outcomes, while switching to debt-to-income (DTI) borrowing constraints do not change

the implications of the benchmark model considerably.



The remainder of the paper is organized as follows. The following section reviews
the related literature. Section 3 outlines the model, while the derivation of the model’s
equilibrium is in Appendix A. Section 4 specifies the model’s calibration and Section 5 is
devoted to the analysis of the calibrated model’s results. Section 6 explores the sensitivity

of these results employing alternative models. Finally, Section 7 concludes.

2 Literature Review

The study closest to this one is probably Diluiso et al. (2021). They study an estimated
New Keynesian (NK) model for the euro area with green and brown energy sectors which
features banks subject to capital requirements and a central bank that engages in asset
purchases. Their model does not feature a climate change externality as does my model.
An important difference to my model is the absence of any fiscal policies (e.g. carbon tax).
They study the effects of an orderly vs. a disorderly transition and find that the transition
costs in an orderly transition are quite limited but become substantial in a disorderly
transition. Monetary policy should thus react aggressively to inflation to mitigate the
costs of a disorderly transition. Implementing green asset purchase programmes by the
central bank in a financial crisis, simulated using a capital quality shock, stimulates the
economy, but the stimulus is not much different to the stimulus of a market neutral asset
purchase programme. Increasing the brown energy sector loan risk weight reduces the
financial crisis-induced recession but leads to a prolonged recovery period.

Another very related study is Benmir and Roman (2020) who develop an NK model
with green and brown intermediate goods sectors, a banking sector subject to capital
requirements, a government that can set a carbon tax, and a central bank engaging
in quantitative easing (QE). The carbon tax is effective to achieve emissions reduction
targets but comes with substantial welfare costs. Lower green loan risk weights lead to an
increase in output at a minimal welfare cost, but this policy alone is not enough to achieve
the ambitious Paris Agreement emissions reduction targets. Green QE policies are found
to be more effective and become even more effective when applied in conjunction with
carbon tax implementation. Similar findings with respect to the green bank regulation
policy and the need for the implementation of a carbon tax are uncovered by Carrattini
et al. (2021) who use a real business cycle model with green and brown final goods sectors.
Ferrari and Nispi Landi (2021) exclusively study a temporary green QE policy in an NK
model and find positive, yet small effects of implementing such a policy for emissions and
welfare. Bartocci et al. (2022) uncover effective fiscal policies (green energy subsidies and
labour tax cuts) for limiting the macroeconomic costs of higher carbon prices in their
NK model and find that QE can offset the recessionary effects of these fiscal policies at
the effective lower bound. Varga et al. (2021) using a dynamic general equilibrium model

find similar results with respect to fiscal policy effects in the net-zero carbon transition



period. Benkhodja et al. (2022) also investigate different fiscal policies to induce greener
consumption and production in a model economy (calibrated to France) with private
banks, green and brown firms, and green and brown goods-consuming households. The
subsidy to green firms’ labour costs is found to be the most efficient policy.

An integrated assessment model with green and brown sectors, a central bank, and a
fiscal authority is developed by Abiry et al. (2022). In contrast to Ferrari and Nispi Landi
(2021), they focus on the effects of a permanent (not temporary) green QE policy. How-
ever, their findings are similar and the benefits of such a QE policy relatively small. A
carbon tax is once more found to be the more effective policy and, contrary to Benmir
and Roman (2020), the carbon tax policy is not complementary with green QE.

Slightly different research questions are investigated by several other studies. First,
Schuldt and Lessmann (2021) assess that the existence of financial frictions in an RBC
model with clean and dirty entrepreneurs and sector-specific financial accelerator mech-
anisms lead to the 2030 climate mitigation target be missed by 11 percentage points
(—44% emissions instead of —55%). Second, Comerford and Spiganti (2020) study the
implications of the Carbon Bubble or stranded assets issue for the macro economy and
economic policy. The Carbon Bubble pertains to the requirement of leaving unused a
large proportion of the currently known fossil fuel reserves in order to keep global warming
limited. They cast exogenous carbon budget targets into a model with zero-carbon and
high-carbon investment goods and a financial accelerator mechanism. If the investors
are leveraged, the Carbon Bubble may induce a fire-sale of assets. Economic policies
protecting investors’ balance sheets can mitigate such economic crises.

Having reviewed the literature studying various types of climate change policies in
E-DSGE models with financial frictions, my study also relates to several other strands
of literature. First, the initial economics of climate change literature concentrates on
(optimal) carbon tax policies, cap-and-trade systems, and carbon abatement policies in
macroeconomic models: Nordhaus (1991, 2006, 2008); Fischer and Springborn (2011);
Heutel (2012); Dietz and Stern (2015); Pindyck (2017). Second, a growing literature
concentrates on the analysis of monetary policy and its effects on climate change: An-
nicchiarico and Dio (2015, 2017); Economides and Xepapadeas (2018); Annicchiarico and
Diluiso (2019); Economides and Xepapadeas (2019); Dietrich et al. (2021); Ferrari and
Pagliari (2021); Annicchiarico et al. (2022). The third and final strand of literature to
mention is theoretical and empirical studies that use asset pricing techniques to inves-
tigate the climate change, asset valuation, and economic policy nexus: Donadelli et al.

(2020); Meinerding et al. (2020); Bolton and Kacperczyk (2021, 2022).
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3 Model

In this section, the model is described in detail. It belongs to the class of real business
cycle models and, therefore, all quantities in the model are given in real terms. The
domestic economy is a small open economy that trades with the rest of the world.

I do not model a climate change externality via a damage function in production or
via a utility term because the small open economy, represented by Latvia in the real
world, cannot influence global climate due to its tiny share in world GDP. Therefore,
the focus is on climate change-induced transition risks; since Latvia needs to reduce its
emissions to meet contractual obligations due to it being a member of the European Union
and the Paris Agreement. In line with the empirical evidence presented in Ciccarelli and
Marotta (2021) most shocks in the model are supply-side shocks to capture climate change

transition risks. Figure 1 provides a summary of the model.

3.1 Workers and final goods firm

The workers in the model own the final goods firm and the banks in the model. They
derive utility from consumption, subject to an additive internal habit, and leisure. Their

total mass is equal to A, € (0,1) and their lifetime utility function is given by:

= . Cw s hwow s— 1= . z - L s L+1/f
U, — Z {Bw( - ts—1) Bual t+s) }7 (1)

1 — 7 1+1/f

s=0

where 5, € (0,1) is the time discount factor, h,, > 0 is the habit parameter, 7, > 0
denotes the relative risk aversion parameter, L > 0 is the total time endowment, a > 0 is
a scaling parameter, and f > 0 determines the labour supply elasticity. Moreover, C,, ,
is workers’ consumption and L; is labour supplied to the production sectors.

For final consumption goods production, a representative perfectly competitive firm
uses an amount C , of the domestically produced (local) final good and an amount Cj, ,

of the imported foreign good according to the following production technology:

Nw,c

1 ! Nw,c—1 1 N Nw,c—1 \ nw,c—1
Cw,t —= (1 — ww,c) Nw,c (Cw,t) Nw,c _|_ (ww’c) Nw,c (Cw t) Nw,c , (2)

)

where wy, . > 0 is the weight of the foreign good in the production function and 7,, . > 0
denotes the elasticity of substitution between domestic and foreign consumption goods.

The workers’” income consists of labour income, the output of the final goods firm, the
revenue of exporting goods, the capital income from holding deposits and foreign bonds,
the net worth of non-surviving banks as well as the bank capital requirement violation
costs, and the revenues of working capital friction loans. This income is used to finance

consumption expenditure, to invest in deposits and foreign bonds, to provide for the



start-up fund for new banks, to purchase the green, domestic brown, and foreign brown
intermediate goods for final goods production, to pay deposit adjustment costs, and to

provide domestic final goods for export. Thus, the budget constraint is given by:

S, A* D Y, Y @
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where 7, is the consumption tax rate, £ (t¢) denotes iceberg (unit) transport costs for
workers importing foreign consumption goods, 7/ is the employee labour tax rate, W is
the wage, Af (D) is foreign bond holdings (bank deposits) between time ¢t — 1 and time
t, Das = ¢a/2[(Dsy1 — D)/Ay)? denotes deposit adjustment costs, Y; denotes final goods
output, p,; and Yy, (py and Y;ft) are the price and quantity of green (domestic brown)
intermediate goods, (1+ ¢}, + 75,)Sipp +1t; and Yy, are the price and quantity of foreign
brown intermediate goods where (5, (t;) are iceberg (unit) transport costs and 75, is the
foreign carbon tax rate. The following function introduces time-varying iceberg transport

costs which increase in the share of imported foreign brown intermediate goods:

Yo )
Yor #Y55

* _ * *
bhy = Lp1 T Ly

Moreover, X; is the amount of exports of the domestic final good where exporting is
subject to iceberg (unit) transport costs at rate (£, (t¥) that are paid by the workers, and
S; is the exchange rate. Moreover, R} | is the gross foreign risk-free rate and eRF+-1 a
domestic risk premium earned on holdings of foreign bonds between time ¢ —1 and time t.
Similarly, Rg4;—1 is the gross deposit interest rate. Additionally, ®; denotes the start-up
fund for new banks, 6, is the survival probability of banks, NW, is the aggregate net
worth of banks, and [';*"°? are the bank capital requirement costs (penalties) collected
from surviving banks by the financial regulators, which are assumed to be part of the
workers” population. Finally, the term v;(RjeR* — 1)W, L, is the aggregate revenue of
working capital loans collected from the entrepreneurs (which is by assumption not taken
into account by workers in their optimization problem).

Domestic final goods are produced according to the following constant-elasticity-of-

substitution (CES) production function:

1
1
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where ¢ > 0 denotes the elasticity of substitution between intermediate goods and



W%w‘”i,ba“’;b > (0 are the input shares of green, domestic and imported brown inter-
mediate goods (1 = wy,y 4 w), + w,). Note that the prices of the domestic final good
and of the final consumption good are normalized to 1.

The key difference between green and domestic brown intermediate goods concerns
the amount of emissions generated by the production of these goods. Green intermediate
goods production does not yield any emissions, whereas domestic brown intermediate
goods production leads to emissions. The foreign brown intermediate goods generate

emissions abroad, but this is not taken into account by the domestic economy.

3.2 Green entrepreneurs and green production sector

The lifetime utility function of green entrepreneurs is given by:

> $(Coigs — hgCoiys1)79
Ug,t _ Z {Bg( g,t+ _g g;t+ 1) } 7 (6)
s=0 1 ")/g

where 3, € (0,1) is the time discount factor, h, > 0 is the habit parameter, and ~, > 0
denotes relative risk aversion. The total mass of green entrepreneurs is A, € (0,1).
Moreover, Cy; is green entrepreneurs’ consumption.

For final consumption goods production, a representative perfectly competitive firm
uses an amount C’;t of the domestically produced (local) final good and an amount Cf ,

of the imported foreign good according to the following production technology:

ng,c

1 ’ ng,c—1 1 . ng,c—1\ ng,c—1
Cgvt = (1 - wgvc) 9. (Cg,t) nee 4 (wg,C) 9. (Cg t) 9. 5 (7)

)

where wy . > 0 is the weight on the foreign good in the production function and n,. > 0
denotes the elasticity of substitution between domestic and foreign consumption goods.

The income of green entrepreneurs consists of the revenue from selling green inter-
mediate goods, selling renewable energy output for green intermediate goods production,
and taking out loans from the banks. This income is used to finance consumption expen-
diture, to pay wages, to buy renewable energy for green intermediate goods production,
to invest in private green and renewable energy capital, and to pay back the loans from

last period. Thus, the budget constraint of green entrepreneurs is given by:
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where A,Lg+ (AyLey) is the demand for labour in green intermediate goods (renewable
energy) production, 7f is the employer labour tax rate, 1 (i}, ¢.) denotes the iceberg
transport costs rate for green entrepreneurs importing foreign consumption (green in-
vestment, renewable energy investment) goods and, similarly, unit transport costs are
denoted by t¢, ¢!, and t!, Ef (E;) denotes the renewable energy demand (supply), pe is
the price of renewable energy, I? , (I7,) is the amount of domestic (foreign) goods directed
to private green investment and, similarly, 7, f,t (I7,) for renewable energy investment. R
(By+) is the gross interest rate on (amount of) green loans between time ¢t — 1 and time ¢.
The term v;Rfe®* + 1 — vy in the wage bill accounts for the assumption that a fraction
vs of the pre-tax work bill has to be financed by taking out loans at the domestic risk-free

rate.!

This is introduced to give shocks to the domestic risk premium a larger role in
the model. Taking out green bank loans is subject to the following LIA constraint or the

following DTT constraint (only one is active and binds in equilibrium at a time):

Bguw1 = LIAG (15 + [(1+ ) Sy + I, + 1L, + [(1+ D) Sy + 17, (9)
mpBy i1 < DT 4 (pgiYyr + peiEr), (10)

where LIA,; denotes the fraction of loans relative to total investment expenditure that
are required to be taken out by green entrepreneurs and DTI,,; the maximum ratio of
debt to income the green entrepreneurs are allowed to have,? which are governed by the

following stochastic processes:

LIA,, = (1 - pglA)mg + pI;IA -LIAg -1 + 55}?, (11)
DTI,; = (1 — p)™DTI, + po™ - DTI .y + b7, (12)

where the persistence parameters are given by pp'*, pP € (0,1) and e[* ~ N(0,03™),

9 gt
&TI ~ N(0, O'!I})TI). Green intermediate goods are produced according to the following

Cobb-Douglas production function:

3

Ytq,t = (Etd>7r1 (Kg,t + Kﬁ,t)“ (Ag,t)‘ng,tyrSa (13)

where the parameters 7y, mo, 3 € (0, 1) denote the input shares of renewable energy, green

capital, and labour, respectively.” The quantity Ky, (K} ,) is the amount of private (pub-

!These loans are provided for by the workers. Thus, these loans do not enter the balance sheets of
banks but instead the budget constraint of workers, as shown in Equation (3).

2The constant my = 3.3616 is introduced to account for the fact that loans in reality typically have
maturities of multiple years, while in the model they are one-period (one-year) loans.

3Several E-DSGE models do not rely on energy as an additional input but instead just on capital and
labour: Benmir and Roman (2020); Carrattini et al. (2021); Schuldt and Lessmann (2021); Benkhodja
et al. (2022). On the contrary, Diluiso et al. (2021); Ferrari and Nispi Landi (2021); Varga et al. (2021);
Abiry et al. (2022) rely on renewable vs. non-renewable energy sources as in this paper. Typically,
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lic) green capital. The variable A,; introduces green labour productivity shocks, accord-

ing to the following stochastic process (p, € (0,1) — persistence level, £, ~ N (0,0,)):
In(Ags) = pgIn(Ay 1) + 44, (14)
Renewable energy is produced according to the following production function:
B} = (Kog+ K2)" (AcshwLes)”, (15)

where the parameters vy, 5 € (0,1) denote the input shares of renewable energy capital
and labour, respectively. The quantity K., is the amount of renewable energy capital,
and the variable A, ; introduces renewable energy labour productivity shocks (p. € (0, 1)

— persistence level, €., ~ N(0,0.)):
In(Acs) = peIn(Ac 1) + ey (16)

Private green, renewable energy, and public green capital accumulate according to:

Kg,t+1 = (1 - 59)Kg,t + [1 - ¢g,z’/2 ([g,tfl/[g,th - 1)2} Ig,tfh (17)
Kepi1= (1= 0)Key+ [1— ¢eif/2(Teso1/Tes—z — 1)°] I, (18)
KP = (1= 06Ky, + [L— ¢gi /2018, 1 /10, —1)?] IV, . (19)

where I}, is the amount of public green capital investment supplied by the government,
dg,0c € (0,1) denote the green and renewable capital depreciation rates and ¢g;, ¢e; > 0
determine the amount of quadratic investment adjustment costs. Note that there is a
time-to-build friction assumed so that it takes two periods after the investment is made
until new capital becomes available.

For final green (renewable energy) investment goods production, representative per-
fectly competitive firms use an amount I, (I/,) of the domestically produced final good
and an amount I, (I7;) of the imported foreign good according to the following produc-

tion technologies:

"g,i
1 1 ng,'L*1

1 Ng,i~ 1 Ng,i—1
Loe = <(1 — ) "o (Ig,) o 4 (W) "0 (L) o > T (20)

different types of energy are bundled together and then used by other homogenous firms, but Abiry et al.
(2022) also use renewable vs. fossil fuel energy in production to classify green and brown firms.

4The input share of capital will be chosen to be quite high relative to the other production functions
(see Section 4 for details). In the related literature, one finds several assumptions on the capital shares
of renewable energy production functions, ranging from a capital share of 0 (i.e. labour share of 1) in
Abiry et al. (2022) to a capital share of 1 in Diluiso et al. (2021).
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Ne,i

I, = ~ o Ve (I e New (T* e\ e
et = | (1 —wes) ’(e,t) it (We) ’(e,t) ’ ) (21)

where w,; > 0 (we; > 0) is the foreign good weight and 7,; > 0 (1.; > 0) denotes the

elasticity of substitution between domestic and foreign final goods.

3.3 Brown entrepreneurs and brown intermediate goods firm

The lifetime utility function of brown entrepreneurs is given by:

- BS(C, s_h C, s— 1=
Uth _ Z { b bt+ - _bf)/: t+ 1) ’ (22)
s=0

where 3, € (0,1) is the time discount factor, h, > 0 is the habit parameter, and 7, > 0
denotes relative risk aversion. The total mass of brown entrepreneurs is given by A\, €
(0,1) so that the shares of all consumers sum up to 1, i.e. A\, + Ay + A, = 1. Moreover,
Ch, is brown entrepreneurs’ consumption.

For final consumption goods production, a representative perfectly competitive firm
uses an amount Cét of the domestically produced final good and an amount Cy, of the

imported foreign good according to the following CES production technology:

M, c

1 y nb,c_l 1 nb,c_l nb,c_l
Chi = ((1—%,0)%76(06,» e 4 (whe) e (CF) ) , (23)

)

where wy . > 0 is the weight on the foreign good in the production function and 7, . > 0
denotes the elasticity of substitution between domestic and foreign consumption goods.
The income of brown entrepreneurs consists of the revenue from selling brown in-
termediate goods and taking out brown loans from the banks. This income is used to
finance consumption expenditure, to pay wages, to import brown energy, to invest in
private brown capital, to pay back the loans from last period, and to potentially pay
emissions cap violation costs and domestic carbon taxes. Thus, the budget constraint of

the brown entrepreneurs is given by:

Wt(ufR;‘eRPt +1—vp+77) oLy

(1+7)(Coy + [(1 4 ¢5) S + t5]Cry) + " (24)
i (Stpz,t + Tz,t)Zt + Ilf,t + [(1 + Lé)st + t;)][lit + Rb,tBb,t 4 & _ pbth;ft + Bb,t+1
)\b >\b )\b )\b )\b )\b ,

where A\, Ly, is the demand for labour in brown intermediate goods production, ¢f (¢8)
denotes the iceberg transport costs rate for brown entrepreneurs importing foreign con-
sumption (investment) goods and, similarly, unit transport costs are denoted by ¢ and ¢,

Z; denotes the brown energy demand, S;p.; is the price of brown energy in domestic units
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where 7, is the domestic carbon tax rate levied on total emissions Z;, If’t (I;;) is the
amount of domestic (foreign) goods directed to private brown investment, and Ry; (Bs;)
is the interest rate on (amount of) brown loans between time ¢t — 1 and time t. Moreover,
I'. + denotes the costs for violating the emissions cap, as imposed by the environmental
regulator. See Section 3.4 for details on this function. Loans have to be taken out for
financing a fraction of brown investment expenditure, subject to the following LIA (or

DTI) constraint (where only one is active and binding in equilibrium at a time):

Bygs1 = LIA (I, 4+ [(1+ 44) S + t]15,), (25)
myBy i1 < DTy (po Vi), (26)

where LIA;; denotes the fraction of brown investment expenditure that has to be financed
by brown loans and DTI,; is the brown DT ratio (pi™* € (0, 1), pP™ € (0, 1) — persistence

levels, ey ~ N(0,03™), et ~ N(0,09™)):

LIA,, = (1 — py")LIA, + o™ - LIAy, 1 + 57", (27)
DTIL,; = (1 — pp™)DTL, + pp ™ - DTT,, 4 + 5}3;”. (28)

Brown intermediate goods are produced according to the following production function:
Y;ft = (Zy)™ (Ak,t(Kb,t + Kit))az (AptAwLpt), (29)

where the parameters aq, as, ag € (0,1) denote the input shares of brown energy, brown
capital, and labour, respectively. The quantity K, (K| ﬁ ;) is the amount of private (public)
brown capital. Both brown capital stocks are subject to capital quality shocks A, and

the variable Ay, introduces brown labour productivity shocks (px, p» € (0, 1) — persistence
levels, er ~ N (0, 0%), epe ~ N(0,0)):

In(Ax:) = prIn(Agi—1) + s, (30)
In(Ap:) = ppIn(Aps—1) + €bs (31)

Private and public brown capital accumulate according to the following laws of motion:

Ky = (1 — 0p)Ap 1 Kpp + [1 — Ovi/2 (Lpy1/Lpy—2 — 1)2} Iy, (32)
Klf,t-l—l = (1 - 6b)Ak7tK5,t + [1 - ¢b7i/2([§t—1/15t—2 - 1>2] [I?,t—h (33)

where I{: . is public brown capital investment supplied by the government, ¢, € (0,1) de-

notes the brown capital depreciation rate and ¢ ; > 0 determines the amount of quadratic

®As in Diluiso et al. (2021), the emissions flow is equal to the brown energy amount utilized in the
economy, i.e. emissions are equal to Z;.
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investment adjustment costs. Note that there is again a time-to-build friction assumed so
that it takes two periods after the investment is made until new capital becomes available.

For the production of the final private brown investment goods, a representative per-
fectly competitive firm uses an amount Ij, of the local final good and an amount I;,
of the imported foreign good according to the following production technology (ws; > 0
— foreign final good weight, 7, > 0 — elasticity of substitution between domestic and

foreign final goods):

1 ‘ Mp,i—1 1 M,i =L\ 7y -1
Iy, = ((1 —wpi) i (L) " A (W) (L) ™ ) : (34)

3.4 Environmental policies

On the one hand, environmental regulation comes in the form of domestic and foreign
carbon taxes. The domestic and foreign carbon tax rates 7., and 7, are set according

to the following exogenous stochastic processes:

Tz,t = (1 - )OTZ )?z + PTsz,t—l + 872,t7 (35)
Tl;k,t = (1 — Pr; )ﬁ’; + PrgTz:tq + Erf it (36)

where 7, > 0 (7; > 0) is the steady-state domestic (foreign) carbon tax rate, the param-
eter p,. € (0,1) (prr € (0,1)) denotes the persistence of domestic (foreign) carbon tax
rate shocks, and e, ; ~ N(0, 0. ), erx s ~ N(0,0.).

On the other hand, environmental regulation also comes in the form of an emissions
cap so that the following quantity is the amount of emissions each period that can be
emitted without brown entrepreneurs paying significant penalties: ¢, 2P,

The constant Z"°“? is the amount of brown energy demanded if there were no emis-

sions cap violation costs.® The penalty function for violating this emissions cap is:

L.y = oo™ =2 g (6,70 — 7,_,), (37)
T o

where the penalty to be paid by brown entrepreneurs at time ¢ becomes very high if
emissions at time ¢t — 1 (Z;_1) exceed the limit (¢;Z2"°°?). On the contrary, the amount
to be paid becomes slightly negative when emissions lie considerably below the limit to
proxy for revenue from selling unused, freely allocated certificates on the open market.
This is due to using the asymmetric cost function above, whose functional form is similar
to the capital requirement cost function in Valencia et al. (2017). Although free emissions

are gradually phased out (European Commission, 2021), there are still free emissions and

6That is, the steady-state amount of brown energy in the equivalent model where the parameters ¢;
and ¢ in Equation (37) are set to zero while all other parameters are set as in the benchmark calibration.
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especially for sectors at high risk to reallocate their production out of the EU. Hence,
assuming a part of the function being negative to proxy for selling unneeded, freely
allocated certificates still seems to be a reasonable assumption. The process ¢, determines

the current level of the emissions cap (ps € (0,1) — persistence level, g4, ~ N(0,04)):
b = (1= pg)d + podr1 — g1 (38)

3.5 Banks

Banks grant loans to both types of entrepreneurs and finance them using a combination

of net worth and deposits. The balance sheet and net worth accumulation of bank j are:

By jt+1+ Byjirn = NWj, 4 Dj iy, (39)
_ capreq
NWji1 = Ry 11Bg i1 + Ro1 By s — Rai Dy — U5 — Tisjera,  (40)

where T}, j;+1 is a lump-sum type corporate tax that each bank j (also the non-surviving
banks) needs to pay (to the government). I denote the value of bank j at time t by
Vi, which is a function of bank j’s net worth, i.e. V;;(NW;,). Furthermore, a bank

survives with probability 6, (6 — steady state of the bank survival probability, ps € (0,1)

— persistence of bank survival probability shocks, and g4, ~ N (0, 09)):
Ht = (]_ — pg)g -+ pg@t_l — &bt (41)

If a bank does not survive, the remaining net worth is transferred to the workers, yielding

the following law of motion (M4, — workers’ stochastic discount factor):
Vie(NWj1) = Ey[(1 = Op1) M s 1 NWj 1 + Op 1M 11 Vgt (NW 1) (42)

The banks are subject to a friction so that banks can divert a fraction of the funds unless

the following incentive compatibility constraint holds:
Vie(NW;i1) = W(rkg1 By i1 + e Bojat), (43)

where ¥ > 0 determines the severity of this constraint and the variables xy; and ks,
determine the relative absconding rates for green and brown loans, respectively. Since
some banks are exiting each period, some new banks are born each period as well to
keep the size of the banking sector constant. These new banks get a start-up fund from

workers equal to a fraction 7 € (0,1) of aggregate worth of banks:

(bt =T" NWt (44)
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Therefore, aggregate net worth of banks evolves as follows:

B B
NWi g = 041 ( [(Rg,t+1 - Rd,t)l\f’—twfl + (Ryss1 — Ray) N”JJ L+ Ry |[NW, (45)
t t

capreq
- Ft+1 - ﬂs,t—&—l) +¢)t

Finally, the banks are subject to a regulatory capital requirement. They have to pay costs
equal to the following function which increase significantly when net worth falls below a

fraction capreq > 0 of risk-weighted assets:

s = Lo WA o (NW, — capreq - RWAL), (46)

where aggregate risk-weighted assets between times ¢t and ¢ 4+ 1 are:
RWA, 11 = vg+Bg 41+ Vb1 By i1 (47)

This cost function is taken from Valencia et al. (2017). The relative absconding rates and

risk weights are given by:

Fgi = (1= Pry) g F PryFgi—1 = Exgts (48)
Kbt = (1 — Py )Bb + PryKbt—1 + Enyit (49)
Vgt = (1 = pu,)Ug + Po,Vgi—1 — Eugyts (50)
Upt = (1 — pu,)Up + P, Ubi—1 + Euy i (51)

where K, > 0 (R, > 0) is the steady-state relative green (brown) loan absconding rate
and U, > 0 (T, > 0) is the steady-state green (brown) loan risk weight. Furthermore,
the parameters py,, Pr,, Py Po, € (0,1) denote the persistence levels as well as Ergt ™
N(0,04,), €yt ~ N(0,04,), v,0 ~ N(0,0,,), v, ~ N(0,0,,).

Here, one can assume that the risk weight for green loans is lower than the risk weight
for brown loans so that banks face tighter regulatory constraints if they lend a lot to brown
entrepreneurs and looser regulatory constraints if they lend more to green entrepreneurs.
This can be done to encourage banks to grant more funds to the green sector in order to

facilitate the economy’s green transition.”

"Sector-specific absconding rates can also serve as bank regulation policies as in Benmir and Roman
(2020). Sector-specific risk weights as here are also used by Diluiso et al. (2021). Other sector-specific
bank regulation or macro-prudential policies that have been investigated include taxes and/or subsidies
to banks for green and/or brown loan issuance (Carrattini et al., 2021) as well as portfolio adjustment
costs for deviating from a regulated brown loan share (Ferrari and Nispi Landi, 2021).
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3.6 Government

Government income consists of consumption and labour taxes revenue. The government
also receives revenues from domestic carbon taxes and penalties for the violation of the
emissions cap, an exogenous amount of funds EU; from abroad (i.e. EU funds from several
infrastructure-related and cohesion funds), and the lump-sum corporate tax from banks
Tis+. A share 1—s; of the consumption and labour tax revenues is used for wasteful public
consumption and the remaining revenues are channelled to public investment, whereas
all the funds from abroad are used for public investment. In particular, a share s;s,; of

consumption and labour tax revenues and a share s®V of EU funds are earmarked for

g’t
public green capital investment and the remainder of these revenues with shares s;(1—s,;)
and 1 — sftU are earmarked for public brown capital investment. The carbon tax revenue

as well as the penalties for the violation of the emissions cap are partly used for wasteful

public consumption at a share s;, while the remaining funds are completely earmarked

]1 tax

beny = 0 as in the benchmark calibration)

for public green capital investment (in case

or used proportionally with share s,; for both public green and brown investment as for

tax

beny = 1 as will be explored in the scenario analysis).

standard tax revenues (in case 1
Finally, the lump-sum corporate tax on banks is fully earmarked for wasteful public

consumption. Thus, green and brown public investment expenditures are:

1P = si{sguTe(MuClyy + [(1 4 15) S + 5] AClh y + AgCly + [(1 4 15) Sy + LA C,
+ MChy + (14 65)Se + t5IMChy) + 5gu(7 + 70) A WiLe} + sty BU,
+ (1= sp)(1 = 1%, 4 590130, ) (Tu Zi + Te), (52)
1D, = si{(1 = sg)me(MuClyy + [(1 4+ 05) St + 1o)X Cloy + XgCly + (14 15) Sy + o] A Cr
+ MChy + [+ 65) St + 1] MCry) + (1= s0) (7 + 7)) AW Le} + (1 = sVTEU,
+ Ly, (1= ) (1 = 80.0) (72420 + i) (53)

The steady-state value of the domestic green public investment share s, ; = (1—pb)-54+pb-
Sg1—1+¢€p  is equal to the steady-state output share of the green sector in the economy, i.e.
5, = 79 / (?g + 7£ + ?Z), and the steady state value of the EU green public investment
share sV = (1 — pZV) - 50U + plV . sPV | 4 eIV is calibrated according to European
Structural and Investment Funds data in Section 4. Wasteful public consumption G.; is

given by the following expression (which is the government budget constraint):
Gc,t - Taggr,t + ﬂs,t + EUt - Ig,t - Ilﬁt? (54)

where T,,,.: denotes aggregate domestic distortionary tax revenue (from standard tax
sources, i.e. consumption and labour taxes, as well as the domestic carbon tax and

emissions cap violations costs revenues, but excluding the bank lump-sum corporate tax).
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3.7 Rest of the world
Brown energy is supplied inelastically at the following exogenous world market price:
ln(pz,t) = (1 - pz)z_?z + Pz ln(pz,tfl) + Ez,ts (55)

where the parameter p, € (0,1) denotes the persistence level and ¢,;, ~ N(0,0.). The
natural logarithm of the steady state of the brown energy price is p,.
The exchange rate is governed by the following law of motion (5 — steady-state log

exchange rate, ps — persistence level, e,, ~ N (0, 0y)):
In(Sy) = (1 — ps)S + ps In(Si—1) + €5 (56)

The foreign risk-free interest rate is for simplicity assumed to be a constant, while the

foreign bond and domestic risk-free interest rates are subject to a risk premium:

Ry =1n(1/p), (57)
RP; = —Cga(A:H/Y; - Z*/V) + Erts (58)

where the parameter gzga > ( measures the sensitivity of the risk premium to the net
foreign assets position and ¢, ~ N (0, ;).

The EU funds in the steady state are equal to a share of steady-state domestic output
and obey the following law of motion (sgy > 0 — steady-state size of EU funds as a share

of steady-state domestic output Y, pgy — persistence level, epyy ~ N(0,051)):
EU; = (1 — ppv)sev - Y + ppo - BUi_1 + pug. (59)

Finally, the rest of the world demands domestic final goods. Foreign demand is
given exogenously (Z — natural logarithm of steady-state foreign demand, p, € (0,1) —

persistence level, e, ~ N(0,0,)):
In(Xy) = (1 = p2)T + po In(Xy—1) + €0z (60)
3.8 Market clearing conditions and current account
The labour market clears when the following condition is satisfied:
Ly =Ly, + Lyy+ Ley. (61)
The renewable energy market clears when demand meets supply:
E! = E?. (62)
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The current account is given by:®

SeAfpr + Sipz a2 + Au[(1 4 15,) St +15,]Ch  + Ag[(1 +¢5)S: + £5]Cy (63)
+ X [(1+65) S + t5]Chy + (L4 T 4 75) b Yoy + (1 + L;)St + t;]I;t
F (14 ) S+ )15+ [(1+ ) Se + 4], = Xo/[(1+ 15)S] + Ry_1€™7 1 S, A7 + EUL.

Aggregate private consumption, private investment, and public investment are given by:

Caggrt = MCuit + MCot + MGty Laggre = Lot + Len + Iogs  Loggry

=17, + 1, (64)

Finally, the aggregate resource constraint can be derived using the budget constraints of
all three consumers and the government as well as the current account equation (Equa-
tions 3, 8, 24, 54, and 63):”

Y, = MCly + XgChy + MChy + Laggre + Ioggry + Gey + AuTae + (1 +5) X, (65)

aggr,

4 Calibration and Data Fit

The model is calibrated to the Latvian economy. Latvia is a small open economy in an
economic and monetary union, the euro area. Therefore, it is realistic to assume that
world resource prices and other foreign quantities are taken as given by the domestic
economy, as assumed throughout the model development. However, the main reason for
considering Latvia as the domestic economy in our model is that Latvia probably mostly
faces transition risks originating from climate change but only limited physical risks.'
Nevertheless, as a country that has signed the Paris Agreement and which is a member
of the EU, substantial pressure exists to reduce domestic carbon emissions to keep global
climate change limited. Therefore, transition risks of climate change certainly have to
be taken into account and Latvia will need to increase the share of renewable energy
production and consumption and achieve a green transition of the economy to fulfill

its international obligations. These circumstances have been reflected in the model by

8Total imports expenditure is defined by IMP; = p, ;S; Z; + (1 + I T,:t)pb,tSthft + A [(14+5)S: +
t1C0 0+ Agl(1+49)Se + 5107, + Nol(1+ 1) St + t]C5, + [(1+ 1) Se + Ll 17, + [(1+ 1) S + 12, +
[(1+¢3) St + 1)1, and total exports revenue is given by: EXP; = X;/[(1 + ¢7,) ).

9 Additionally, I assume that the lump-sum corporate tax on banks is given by Tjs+ = (6: —1)NW,;_1 +
Dt+1 — Rd,t—lDt + Rg,th,t — Bg,t+1 + Rb,tBb,t — Bb,t+1 — Htrzapreq + (I)t. In this way, one obtains a, falrly
standard aggregate resource constraint, as in the national accounts.

0 atvia’s location in north-eastern Europe yields a humid continental or oceanic/maritime climate.
Thus, winters can be cold and long, while summers are shorter and less hot than in Western and Southern
FEurope. Thus, temperature increases probably rather lead to positive effects for agriculture, tourism,
and the population’s sentiment than negative effects. Latvia has an extensive coast line and so negative
effects from floods and storms can also be expected. However, the total direct (physical) effects of climate
change might not be negative for Latvia.
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assuming that there are no negative externalities from climate change or emissions, but
including policies such as carbon taxes, emissions caps, and public green investment.

The annual data used for calibration of the model mostly spans the period 1995-2020
and mostly comes from Eurostat. For several time series the data is not available for the
whole time period which implies using shorter series in these cases. All the details on the
utilized data and all the parameter summary tables are supplied in Appendix B.

First, I discuss which parameters are borrowed from other papers. Table B.2 provides
a summary of all borrowed parameters. The main source is Buss and Griining (2020)
who develop and estimate a rich fiscal DSGE model for Latvia.

As in that paper, I set the consumption tax rate to 7. = 0.21 (corresponding to the
effective rate of value-added and excise taxes), the labour tax rate for workers to 7* =
0.225 (corresponding to the effective rate of payroll taxes and social security contributions
paid by employees), and the labour tax rate for firms to 77 = 0.155 (effective rate of social
security contributions paid by employers). Buss and Griining (2020) set the import shares
in consumption (investment) goods to 0.45 (0.65) and, thus, I set wy, . = wy . = wp = 0.45
(Wg,i = We;; = wp; = 0.65). They estimate the elasticities of substitution between domestic
and foreign goods in consumption (investment) bundles to be 1.854 (1.059) and, therefore,
I set Nu.c = nge = Mpe = 1.854 (Ng; = Ney = My = 1.059).

Further following Buss and Griining (2020), I use their estimated habit parameter
to set the workers’ habit parameter to h,, = 0.607, set the working capital fraction to
vy = 0.5, and set the sensitivity of the risk premium to the foreign bonds to GDP ratio
to gz~5a = —0.01. Moreover, the share of public investment expenditure in total public
expenditure of standard tax revenue sources (i.e. consumption and labour taxes) is
assumed to be s; = 0.117, consistent with Latvian data.

The elasticity of substitution between green, domestic brown, and foreign brown goods
is set as in Acemoglu et al. (2012) to e = 3.

Second, I compute a number of shares or ratios in the data to match as best as possible
the corresponding steady-state ratios in the model by setting the appropriate parameters
to certain values. Table B.3 provides a summary of these moments and parameters. For
the actual fit with the data, see Table 1 further below which reports simulated moments.

In the data, the total private investment to GDP ratio is equal to just below 22%. In
the model, this is closely matched by setting the capital depreciation rates to 10%, i.e.
dg = 0. = 0 = 0.10, as well as setting the capital shares to my = 0.21, ay = 0.24, and
v1 = 0.70 in green intermediate goods, brown intermediate goods, and renewable energy
production, respectively. The labour share is assumed to be quite low in renewable
energy production (v = 0.20), but the most important input in the other sectors. Green
intermediate goods production is assumed to be slightly less energy-intensive than brown

intermediate goods production (m; = 0.09 vs. «; = 0.11). The domestic green sector
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share!! and the renewable energy share in the data are equal to roughly 34.5% and
35.5%, respectively. Setting the steady-state log brown energy price equal to the price
of renewable energy in the steady state'” and the weights of green (domestic brown,
imported brown) intermediate goods in the final goods production function to w, 4 = 0.35
(wf;b = 0.55, wy, = 0.10) allows the model to get close to these statistics. The shares
in all intermediate goods production functions sum up to 0.9 to imply some non-zero
steady-state profits for both types of entrepreneurs from firm ownership.

In the benchmark model, only the LIA constraints are active, while the DTI con-
straints are assumed to be not present. The different LIA ratios for green and brown
loans (mg =0.75 vs. LIA, = 2.25) are the key parameters to allow for a relatively low
green loan share, as computed using data from Latvia’s Credit Register.

Next, a number of parameters are set to match exactly key statistics in the data
or set to conventional values in the literature, according to a standard procedure in
the literature, or in ad-hoc way, if no good data guidance exists. Table B.4 provides a
summary of these model parameters.

The steady-state real log exchange rate in the model is set to s = In(0.7382) in line
with the purchasing power parity of Latvia for GDP relative to the EU-27 countries in
2020. The share of workers in the population is set to be A, = 0.8844 to account for the
average manager share in Latvia’s population of 11.56% over the period 2008-2020, while
the shares of both green and brown entrepreneurs are 2.44% and 9.12%, respectively, to
account for the relative size of employment in green sectors vs. brown sectors of 21.10%.

The time discount factor of workers is set to 3, = 0.985 and the time discount factors
of entrepreneurs to 5, = 3, = 0.98. The spread between these discount factors contributes
to a sizeable spread between the deposit interest rate and the loan interest rates. The
habit parameters of entrepreneurs are set to lower values than for the workers, i.e. h, =
hy = 0.25, since entrepreneurs are assumed to care less about smoothing consumption.
The utility over consumption for all consumers is assumed to be logarithmic, i.e. v, =
vg = W = 1, a standard assumption in the macroeconomics literature. The labour
elasticity is set to the standard value of f = 0.7. The total time endowment is assumed
to be L = 3 and the parameter @ is pinned down by requiring that the workers work one
third of their total time endowment in the steady state, which implies a = 0.2920.

Adjustment cost parameters for private and public investments are set to ¢g; = ¢.; =

1 The domestic green and brown sectors are constructed by first computing average emission intensities
across the 44 sectors at the NACE 2 level of aggregation in Eurostat data and then taking the 11 sectors
with the highest average emission intensities to aggregate them to the domestic brown sector and the 11
sectors with the lowest average emission intensities to aggregate them to the domestic green sector (in
terms of real output produced). See Table B.1 for details on the NACE activities included in the green
and brown sector, respectively.

12Evidence that renewable energy production is hardly more expensive than brown energy production
is provided by Lazard (2019).
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¢p,i = 0.05 to contribute to the high observed log private investment growth volatility and
the adjustment costs parameter for deposits is set to ¢4 = 1 to imply sufficient hurdles
for banks to quickly attract deposits. The steady-state unrestricted emissions quantity is
found to be Z™°“? = (.8649 by setting ¢; = ¢ = 0 and all other parameters to the same
values as in the benchmark calibration. I assume that the current account is balanced
in the model and let T = In(0.6271) be pinned down by requiring that the steady-state
amount of net-foreign assets is A = 0. To ensure that the banks’ incentive compatibility
constraint is binding, I set ¥ to a high value of 0.67 and the steady-state bank survival
probability € to 0.9. The banks’ start-up fund size is assumed to be 12.9% of steady-state
bank net worth: 7 = 0.129.

Regarding fiscal, environmental, and bank regulation policies, the emissions cap is
set at 100% of the unrestricted amount of brown energy imports, i.e. ¢ = 1; there are
no carbon taxes domestically and abroad, i.e. 7, = 7, = 0; and the risk weights and

absconding rates are equal for both green and brown loans, i.e. U, =%, = Uy = K, = 0.75.

Figure 2: Emissions cap violation and capital requirement cost functions
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Notes: The left panel depicts the emissions cap violation cost function I', ; as a function of the distance

of the actual amount of emissions to the emissions cap (¢ Z2"°“? — Z;_1). The right panel depicts the

capital requirement cost function T'y****? as a function of the distance of the actual capital adequacy

ratio to the regulatory capital adequacy ratio (NW; — capreq - RWA;;1).

The regulatory capital adequacy ratio is set to capreq = 0.135 to act as a target
capital adequacy ratio rather than just a simple regulatory minimum capital adequacy
ratio. Thus, it is set much higher than the minimum ratio of bank regulation policy
(for example, 8%). The bank capital requirement and the emissions cap violation cost
functions are parametrized to feature substantial asymmetry, while at the same time
being low enough to allow for a decent fit to macroeconomic volatilities.'® Figure 2
depicts these costs functions. Latvia’s share of EU ETS revenues as a share of Latvia’s

GDP was 0.09% in 2019 which is nicely matched by the model (see Table 1 below), lending

13The parameter choices are vo = 60, 41 = 0.1, 72 = 0.1 and ¢¢ = 60, ¢1 = 0.1, ¢ = 0.1, respectively.

23



further support for the parametrization of the emissions cap violation cost function.
The steady-state share of EU funds in domestic output that contribute to public in-
vestment in the domestic economy is set to sgy = 0.0342 in line with data on European
Structural and Investment Funds for the EU budgeting period 2014-2020. Classifying
projects in the areas “Low-Carbon Economy”, “Climate Change Adaptation & Risk Pre-
vention”, “Environment Protection & Resource Efficiency”, and “Network Infrastructures
in Transport and Energy” as green EU investment and computing the share of EU fi-
nancing in these ares to total EU financing implies a share of 57Y = 0.4485. A much
larger fraction from environmental taxes and fees than from the general consumption and
labour tax revenue is channelled to public investment, to be precise exactly three times
more since 1 — s, = 0.351 which is three times s;. This is reasonable to assume as envi-
ronmental taxes and fees are more likely to be used to finance green transition projects
than revenues from general taxation. The steady-state domestic green public investment
share is set to the steady state green sector share in the model and, thus, it is given by
5, = 0.3156. The minimum amount of iceberg transport costs for foreign brown goods is
ty1 = 0.04, while there is a significant sensitivity to the ratio of imported brown goods to
total brown goods, i.e. ¢, = 0.06, making it increasingly more costly to import foreign
brown goods, relative to producing them domestically. These iceberg transport costs are
assumed to be substantial to avoid that the economy switches to fully or largely importing
brown goods, when confronted with an increase in the domestic carbon tax. For all other
import goods, it is assumed that iceberg transport costs amount to 4%, in line with the
evidence by Obstfeld and Rogoff (2001). For all imported goods, unit transport costs are
assumed to be 6%, in line with the evidence portrayed in Irarrazabal et al. (2015) that
the median additive trade costs are equal to 6%. The dummy parameter 1;%  is set to
0 so that environmental tax revenues are exclusively used for green public investment.
Finally, Table B.5 reports the persistence levels and standard deviations of the model’s
exogenous shocks. Several shocks are muted since they are directly related to economic
policies in the benchmark calibration.'* Specifically, the emissions cap stringency shock,
the risk weight shocks, the absconding rate shocks, the carbon tax rate shocks, the
(domestic and EU) public green investment share shocks, and the LIA ratio shocks are
muted. The largest active shocks are the labour productivity shocks in all three sectors,
ie. 0, = 0, = 0. = 0.02, and the brown energy price shock (o, = 0.02). Next in
line are the brown capital quality shock with an assumed volatility of o = 0.01 and
the bank survival probability shock with gy = 0.005. A number of small open economy
shocks are also active with moderate volatilities, i.e. o, = 0.004 (foreign demand shock),
opy = 0.0025 (EU funds shock), o, = 0.002 (exchange rate shock), and o, = 0.002 (risk

premium shock). The persistence levels of all shocks are set to the relatively standard

4They are, however, turned on when computing the benchmark model’s impulse response functions.
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value of 0.85.

Table 1: Simulated model moments and data counterparts

Moment Description Model Data
IE[ Efitzt] Renewable energy share 27.02 3541
[m] Green sector share 31.56  34.66
E[wg’t = %] Green loan share 18.88 12.09
E[th“] Emissions cap violation costs to GDP ratio 0.10 0.09
IE[F‘ZT’t+thZ‘] Environmental tax revenue share 0.40 8.84
E[Iag,i”] Aggregate private investment to GDP ratio 19.97  21.84
E[F] Imports to GDP ratio 52.30  56.10
E[Eépt] Exports to GDP ratio 4997  48.56
E[Zestbot] Total loans to GDP ratio 28.83  106.22
E[RVB\I/XL] Capital adequacy ratio (risk-weighted) 15.49  20.32
E[%] Capital adequacy ratio (unweighted) 11.62 11.29
Elrq.] Deposit interest rate 1.45 1.51
Elwg rg,t + (1 — wg4)7b.4] Average loan interest rate 2.47 2.68
Elrg.] Green loan interest rate 2.38 1.07
E[re.¢] Brown loan interest rate 2.49 3.18
o(Ayy) GDP growth rate volatility 5.31 5.72
o(Algggr,t) Aggregate private investment growth rate volatility 9.43 16.67
o(Acaggrt) Aggregate private consumption growth rate volatility — 13.51 6.35
0(Age,t) Public consumption growth rate volatility 8.36 5.98
o(Aey) Renewable energy growth rate volatility 2.02 6.01
o(Ayg.t) Green output growth rate volatility 6.13 7.88
o(Ayp ) Brown output growth rate volatility 5.19 8.07
o(Aig ) Private green investment growth rate volatility 18.37  21.44
o(Aipy) Private brown investment growth rate volatility 10.01 8.63
o(NX:/Y2) Net exports to GDP ratio volatility 2.86 5.33

Notes: This table reports the simulated model moments and the corresponding data counterparts (see
Appendix B for the data details) for a variety of macroeconomic variables. The model moments have
been obtained from a stochastic simulation of the model for 2500 periods (years) using a first-order

perturbation approximation in dynare (version 4.5.4). All moments are reported in percentage points.

To check how well the model reproduces the targeted data moments and some other
moments, | simulate the model for 2500 years. Table 1 reports the simulated moments
of this exercise and the corresponding empirical counterparts.

The targeted ratios (renewable energy share, green sector share, green loan share,
emissions cap violation costs to GDP ratio, aggregate private investment share, imports
and exports to GDP ratios) are all relatively well reproduced by the model. Notably,
the share of environmental tax revenue in total tax revenue falls considerably short of
the counterpart in the data. This can be mostly reconciled by noticing that certain con-

sumption excise duties such as gasoline taxes are counted as environmental tax revenues
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in the data.'® However, in the model only the domestic carbon tax and the emissions cap
violation costs are counted as environmental taxes.

The risk-weighted capital adequacy ratio is at 15.49% above the target ratio of 13.5%,
but roughly consistent with the long-run average in the data. The unweighted capital
adequacy ratio is very slightly higher in the model than in the long-run data counterpart
(11.62% vs. 11.29%). The deposit interest rate is in line with the data between 2004
and 2020. The average interest rate on loans in the model matches nicely the data from
Latvia’s Credit Register for total loans between 2018 and 2021. The green loan interest
rate in this data is quite low at 1.07% and the brown loan interest rate is significantly
higher than the average loan interest rate at a value of 3.18%, whereas in the model
there is no significant variation across the rates due to sector-unspecific bank regulation
policy.'0

Aggregate log output volatility in the model is at about the same size as in the data.
The log aggregate private consumption growth rate volatility is substantially too high in
the model, whereas log public consumption growth rate volatility is about the same size in
the model as in the data. Log aggregate private investment growth volatility is a lot higher
than log output volatility but still does not reach the empirically observed excessively high
volatility. Sector-specific output growth and investment growth volatilities are well in line
with the data; however, renewable energy growth rates do not exhibit as much volatility
as in the data. There is also substantial variation in the net exports to GDP ratio in the

model, but it reaches only about half the variation in the real world.

5 Results and Analysis

This section presents and analyzes the calibrated model results. First, Section 5.1 contains
a short-run analysis using impulse response functions from all economic shocks. Next,
Section 5.2 discusses a long-run analysis by investigating the effects of permanent changes
to economic policies in the model. Finally, Section 5.3 investigates the transition period

dynamics for two environmental policies.

5.1 Short-run analysis (impulse response functions)

Impulse response functions are used to evaluate the dynamic short-run effects of all
21 economic shocks in the model. The description of the shocks and shock sizes as

well as the full set of impulse response functions are relegated to Appendix C. In order

5The total amount of excise duty in Latvia’s tax revenues was an impressive 11.8% in 2020, according
to Tax Policy Strategy Division, Tax Analysis Department (2022), which probably already accounts for
a large part of the gap between the model and the data.

16These rates are constructed by using value weights across the different NACE activities that form
the green and brown sectors.
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to conserve space, only a high-level summary of the results from the impulse response

function analysis is provided in this section. Table 2 provides this summary.

Table 2: Impulse response function analysis summary

Aggregate Green Brown Domestic

Shock economy economy economy emissions
Green labour productivity (eg.¢) +- + - -

Brown labour productivity (5,) - — - - + +
Renewable energy labour productivity (e.,)  +— - + - -
Brown capital quality (ep,) - — — - + +
Bank survival probability (e9,) - — - 4= 4=
Foreign demand (g,,) - —+ —+ -+ -+
Exchange rate (e5,) - — - = =
Domestic risk premium (g,,) - —+ —+ -+ -+
‘Brown emergy price (e.,) - - = -
Domestic carbon tax rate (e,.,) + - + T -
Foreign carbon tax rate () - —+ —+ -+ -+
Emissions cap (e5,) - —+ - + - -
EU funds (epoe) + - + + +
‘Domestic green public investment share (2,)  + - + - -
'EU green public investment share (¢£Y) + - + - -
Green loan risk weight (,,,) - — — - - -
Brown loan risk weight (s,,,) - —+ —+ -+ -+
Green loan absconding rate (e, ) - - - = =
Brown loan absconding rate (e, ;) - -+ -+ -+ =+
Green LIA ratio (4) —+ —+ -+ -+
Brown LIA ratio (1) —+ —+ -+ -+

Notes: This table summarizes the short-run effects of all 21 economic shocks in the model over a period
of 30 years using impulse response functions on the aggregate economy (evaluated by looking at aggregate
output Y;), on the green economy (evaluated by looking at green intermediate goods output Yy ), on
the brown economy (evaluated by looking at domestic brown intermediate goods output Yb‘it), and on
domestic emissions (evaluated by looking at brown energy imports Z;). The positive (negative) sign
indicates that the response is positive (negative). If there are two signs, the first sign indicates the initial

or extremely short-run reaction, while the second sign indicates the reaction over the longer run.

Shocks to labour productivity As the main technology shocks, the model features
shocks to labour productivity in all three domestic production sectors. The positive shock
to green labour productivity (see Figure C.1 for details) naturally leads to an expansion
in green intermediate goods production which somewhat spills over to increased produc-
tion volumes of renewable energy. Brown intermediate goods production decreases over

the whole horizon, while there is an initial positive reaction of brown energy imports
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that turns negative after year 2. On the aggregate level, final goods output increases first
significantly, then decreases, and eventually quickly converges to around 0. Aggregate pri-
vate consumption follows the same pattern as final goods output. The technology shock
leads to a short-lived investment boom in all sectors, but it only increases persistently in
the brown sector, as the brown sector tries to catch up with the increased productivity
of the green sector. The positive shock to brown labour productivity (Figure C.2) leads
to more or less to similar reactions on the aggregate level, but at the sectoral level to
opposite reactions, as compared to the previous shock. Thus, brown intermediate goods
production increases throughout the horizon, whereas the green intermediate goods and
renewable energy producers cut production volumes. As the final labour productivity
shock, Figure C.3 depicts the impulse response functions of a positive shock to renew-
able energy labour productivity. The shock delivers similar consequences for the four
dimensions mentioned in Table 2 as the green labour productivity shock, albeit at lower
magnitudes, while also naturally providing for a persistent increase in renewable energy

production.

Other macroeconomic and financial shocks A positive shock to brown capital
quality (Figure C.4) leads to short-lived production booms in all three sectors, while
investment in the two green sectors (in the brown sector) decreases (increases) strongly.
Hence, the brown intermediate goods sector also experiences a longer-term expansion af-
ter a short period of decline in the years 2-5. The renewable energy production declines
significantly over the long run. Final goods output experiences dynamics similar to the
brown sector due to the dominant size of this sector. Aggregate consumption increases
a lot in the first period, but decreases strongly in the next period, before converging
relatively quickly to zero. Emissions exhibit an inconclusive behaviour. A negative shock
to the bank survival probability (Figure C.5) leads to a fall in the capital adequacy ra-
tio and small negative effects in the medium run (while one observes expansions in the
first period in all production sectors) due to the depression of investment incentives in the
green sectors. An increase in foreign demand (Figure C.6) makes the whole economy ben-
efit, after an initial decline to finance additional investment in the green sectors. Brown
investment sees a persistent decline, which is compensated for by increased brown public
investment. Aggregate consumption, output, and investment experience expansions from
year 2 to 10. However, also brown energy imports rise considerably during these years
which is bad news for the environmental balance. The exchange rate shock (Figure C.7)
that leads to higher costs for imports leads to the more or less exact opposite effects.
As the next macroeconomic foreign shock, a domestic risk premium shock is considered
(Figure C.8). Most directly, it makes the wage bills more expensive due to the working
capital friction. This implies production volumes declines in all sectors initially, which

are, however, reversed quickly due to increasing investment levels in the green sectors (at
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the expense of brown investment levels). The effects on the environment or brown energy
imports remain negligible. As the final macroeconomic shock, an increase in fossil fuel
prices, akin to the current energy price dynamics observed in most of Europe, is proxied
by an increase in the price of brown energy in Figure C.9. As expected, negative effects
materialize, especially in the brown intermediate goods sector, which cannot be compen-
sated for by increased brown private investment. The small good news is that brown

energy imports fall due to the higher price, which is good news for the environment.

Environmental policy shocks Due to the redistribution of carbon tax revenues to
green public investment, a shock to the domestic carbon tax rate (Figure C.10) is expan-
sionary, which is especially visible in large positive effects on green intermediate goods
output and renewable energy production. These positive effects spill over to the brown
sector, which experiences an expansion until around year 6 as well before turning nega-
tive. Thus, final goods output increases over the whole impulse response function hori-
zon. However, aggregate private consumption declines considerably initially due to the
increased size of public consumption. There is an investment boom in the green sectors,
but not on aggregate due to the decline in brown private investment. Brown energy im-
ports fall due to the higher price. A shock to the foreign carbon tax rate (Figure C.11)
implies a redistribution from importing brown intermediate goods to producing them do-
mestically. Also, production levels in the green sector increase. This only happens from
year 2 onward due to the lag in building capital and, thus, the first year is characterized
by a recession caused by higher prices for final goods production. Overall, the positive
effects are much smaller and the (negative) effect on brown energy much more short-lived
(turning positive after year 2 actually), due to this environmental policy mainly increas-
ing costs to the domestic economy, while not providing for any benefits, such as increased
public investment with the domestic carbon tax rate shock. The emissions cap shock
(Figure C.12) is very effective in reducing emissions, while at the same time stimulating
the green sectors due to public redistribution in the form of increased green public in-
vestment. Therefore, the long-run growth prospects are as good here as in the case of a
domestic carbon tax rate increase. However, there is some very short-term pain in the

initial period where GDP declines.

Fiscal policy shocks An increase in public funds available for public investment ex-
penditure is simulated via a positive shock to EU funds in Figure C.13. Both green
and brown public investments increase in response to the shock. The green intermedi-
ate goods and renewable energy sectors can manage to sustain a pronounced increase
in their production volumes, while the brown intermediate goods sector experiences an
initial decline in production volumes and brown energy imports as well as a less persistent

production expansion afterward. Therefore, an increase in public funds is good news for
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the environment. Final goods output and aggregate consumption increase in the long
run and decrease only initially. Both shocks that simulate an increase in the share of
public resources directed to green public investment (domestic funds in Figure C.14 and
EU funds in Figure C.15) lead to a short-term aggregate gain in final goods output and
aggregate consumption due to the expansion in the green sectors. However, increased
public investment in the green sector crowds out private green and renewable energy
investment which is redirected to brown price investment and there is a decline in ag-
gregate economic activity in the years 2-5. Thus, brown intermediate goods production
does not decline as much and green production output does not increase as much as they
could have without the crowding-out effect. Nevertheless, the environment benefits by

experiencing a decrease in domestic emissions in the longer run.

Bank regulation and financial friction shocks Both the decrease in the green loan
risk weight (Figure C.16) and the increase in the brown loan risk weight (Figure C.17)
lead to benefits in all production sectors and a small expansion in final goods output,
while the increase in the brown loan risk weight is more successful to lead to a persistent
increase in green and aggregate economic activity. The effect on emissions is in both
cases rather inconclusive. Similar dynamics are observed for shocks to the absconding
rates (Figures C.18 and C.19). Positive shocks to both LIA ratios also lead to similar
dynamics (see Figures C.20 and C.21). These shocks lead to more loans taken out by
green and brown entrepreneurs, respectively. This, in turn, leads to larger investments in
private green and renewable energy capital, which generates a boom in the green sectors
from year 2 onward. Brown intermediate goods output also increases, which is due to
increased brown public investment, financed by larger consumption tax revenues due to
increased private aggregate consumption. The effects on brown energy imports remain

again rather inconclusive.

5.2 Long-run analysis (scenarios)

The idea behind the long-run analysis is to investigate the effects of permanent changes
in economic policies on several macroeconomic quantities. Technically, these permanent
changes are assessed by comparing the steady states of the benchmark model to an alter-
native calibration (that incorporates 1-3 parameters changes relative to the benchmark
calibration). The results of this scenario analysis are reported in Tables 3 and 4 as well
as Figures 3 and 4 (Tornado charts). For many scenarios the parameter changes are
normalized to induce a 17% reduction in emissions, in line with the indication mentioned
on page 6 in Treasury of the Republic of Latvia (2021) that Latvia might have to achieve
an emissions reduction (in the non-ETS sectors), relative to 2005 levels, of 17% by 2030
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to reach its EU climate change target.'” For the scenarios where such a reduction is tech-
nically not feasible, I impose a reasonable policy change to assess how large the emissions

reduction can be from such a policy change.

5.2.1 Environmental policies

In this section, the following 6 scenarios are discussed: an increase in the domestic carbon
tax rate from 0 to 11.68% (Scenario [1]); an increase in the price of imported brown energy
by about 106% from 0.1507 to 0.3101 (Scenario [2]); an increase in the foreign carbon tax
rate from 0 to 11.68% (Scenario [3]); a decrease in the emissions cap from 100% to 82.66%
(Scenario [4]); a joint increase of domestic and foreign carbon tax rates from 0 to 11.68%
(Scenario [7]); finally, Scenario [8] combines half of the increase in the domestic carbon
tax rate of Scenario [1] and half of the decrease in the emissions cap of Scenario [4], i.e.
setting 7, = 0.0584, ¢ = 0.9133.

Firstly, the increase in the domestic carbon tax rate (Scenario [1]) is quite efficient in
reaching the 17% emissions reduction target, while keeping economic costs at a minimum.
This is due to the revenues of the domestic carbon tax being used for public green
investment and wasteful public spending exclusively, while none of these revenues are
diverted to public brown investment. Therefore, final goods output only decreases by a
negligible —0.07%, which is due to a large increase in excess of +10% in green intermediate
goods production that essentially compensates for the reduction in brown intermediate
goods production (—5.06%) and foreign brown intermediate goods imports (—4.74%).
Quite large is the increase in public green investment of 60.44% and in the renewable
energy share from around 27% to about 36%. Thus, if public funds from environmental
tax resources are used wisely, the green transition need not be recessionary. However, the
decrease in aggregate consumption is substantial at —6.34%, which shows up in aggregate
welfare figures as well.'® One should keep in mind though that this result in the model
is due to a quite efficient government that can identify very well efficient public green
projects and finance them in a frictionless way.

Secondly, an increase in the price of fossil fuels or brown energy (Scenario [2]) also

has the potential to reduce emissions by the targeted —17%. However, the transition will

1"Tn several studies, such exogenous emissions reduction targets are used to study the effects on macroe-
conomic and financial variables. Diluiso et al. (2021) use a 24% reduction target for the period 2020-2030
in line with the current targets by the European Commission for the EU, Schuldt and Lessmann (2021)
use the 55% reduction target of the EU by 2030 (relative to 1990 levels), and Varga et al. (2021) a 94%
reduction target by 2050 in line with the EU-wide net zero emissions target. On the contrary, Benkhodja
et al. (2022) simulate a 1 percentage point increase in the carbon tax rate and fiscal policy shocks worth
around 1% of quarterly French GDP, while Carrattini et al. (2021) and Bartocci et al. (2022) simulate a
carbon tax increase of $30.5 and $75, respectively, per ton of carbon.

18A decrease in aggregate welfare from —35.68 to —38.59 is observed, which mostly originates from a
decrease in welfare of the brown entrepreneurs (from —6.55 to —40.77), while the green entrepreneurs
experience an increase in welfare from 42.23 to 45.48.
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be quite painful as this is an exogenous shock that the domestic economy can only partly
adapt to. It increases, first and foremost, the costs of important raw materials in the
production processes, and results in a GDP loss of roughly —2.5% and thus a substantial
welfare loss. It could be argued that such a shock in the model represents well the current
dynamics on world fossil fuel markets after the start of Russia’s war against Ukraine. This
analysis also shows that countries with smaller dependence on fossil fuels would suffer
less from such a shock. The good news of this analysis is that, even though there is
a lot of economic pain involved, higher fossil fuel prices incentivize the domestic model
economy to become ‘greener’, noticeable in the increase of the renewable energy share
by more than 2 percentage points (pp) and the smaller output loss in green intermediate
goods production (—1.73%), vis-a-vis brown intermediate goods production (—2.92%)
and imports of foreign brown intermediate goods (—2.90%).

Thirdly, an increase in the foreign carbon tax rate at the same rate as the domestic
carbon tax rate in Scenario [3] does not lead to a significant emissions reduction (the
effect on the steady state of Z; is only —0.04%), but leads to one of the largest output
loss across all scenarios considered of —3.99%. The large reduction in imports of brown
intermediate goods of around —25% does not spill over enough to a reduction in do-
mestic brown intermediate goods production (—0.65%), as green intermediate goods and
renewable energy production cannot hold their original production levels as well (—0.34%
and —1.12%, respectively) to achieve significant reductions in emissions. There is even
a reduction of —0.2pp in the renewable energy share observed. Interestingly, combining
the domestic carbon tax increase with the foreign carbon tax rate increase (choosing the
same rates of 11.68%) in Scenario [7| implies an interesting interaction effect as carbon
emissions are now reduced at —18.75%. The large output loss of —4.17% is only 0.18pp
higher than in Scenario [3] but a quite sizeable additional emissions reduction of 1.75pp
is generated by the harmonized introduction of carbon taxes in the domestic economy
and abroad. This can be explained by the effect of raising prices for brown products both
domestically and abroad to strengthen the relocation from domestic brown intermediate
goods production to green intermediate goods production. Green production increases
a lot more than in Scenario [1] (+13.41% instead of +10.27%) and brown production
decreases considerably more (—7.21% instead of —5.06%). Therefore, harmonized policy
introduction seems to be very important to achieve significant emissions reductions as
the key take-away of this analysis.

Fourthly, the emissions cap can be reduced to 82.66% to achieve the desired emissions
reduction of 17% in Scenario [4]. This proves to be more painful than domestic carbon
taxation but less painful than an exogenous increase of world brown energy prices in
terms of output loss (—1.86%). Interestingly, aggregate consumption does not fall much

in this scenario (—0.47%). Therefore, aggregate welfare is not harmed as much as in
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Scenarios [1] or [2]." The reason for the lower reduction in consumption is the lower
aggregate investment need (which decreases in this scenario by —1.62% but increases in
Scenario [1] by +0.74%). The adjustment to produce greener in the domestic economy
is thus mostly achieved by adjusting labour shares across the different sectors instead
of adjusting capital shares. If one combines half the domestic carbon tax increase of
Scenario [1] and half the just discussed emissions cap decrease in Scenario [8], the economy
only manages to reduce emissions by roughly 10%, but at a net economic gain (GDP is
up by +0.15%). Aggregate private consumption, however, still decreases significantly by
almost —4%.

5.2.2 Fiscal policies

Next, I turn to analyze scenarios that pertain to changing fiscal policies to achieve emis-
sions reductions. I discuss the following 3 scenarios in this section: an increase in the
domestic green public investment share from 0.3156 to 1 (Scenario [5]); an increase in
the EU green public investment share from 0.4485 to 1 (Scenario [6]); and an increase in
both the domestic and EU green public investment shares to 0.9 (Scenario [20]).

Firstly, Scenario [5] implies a full diversion of domestic public funds from consumption
and labour taxes allocated to public investment to green public investment, which expe-
riences an increase of +8.81%. Thus, no more resources from these funds are spent on
brown public investment anymore, which in total decreases by —5.23%. This fund real-
location implies an enormous increase of green intermediate goods production of close to
but below +14% and a substantial decrease in brown intermediate goods production and
imports (—7.46% and —7.03%, respectively). On aggregate, a relatively small decline in
GDP is recorded (—0.58%), alongside a similar decrease in aggregate private consumption
(—0.34%), which happens due to an increase in aggregate private investment (+0.54%).
The emissions reduction is rather small at only —0.12% though and, thus, such policy
cannot be the cornerstone of a general policy package to support the green transition.
Very similar effects and sizes are observed when EU funds are exclusively used for green
public investment in Scenario [6], which does not warrant another discussion, as the
mechanism is very similar. Combining these two scenarios by setting both public green

], implies an amplification of the effects, i.e. the

investment shares to 0.9 in Scenario |20
magnitudes of the effects are larger than the sum of the effects in Scenarios [5] and [6].
The reason or this observance and the mechanism is similar to the amplification effect
observed in Scenario [7], when combining domestic and foreign carbon taxation, i.e. the

reallocation effect is amplified by diverting even more funds for green public investment

19 Aggregate welfare only declines from —35.68 to —36.37 in Scenario [4], relative to —39.95 in Sce-
nario [2] or —38.59 in Scenario [1].

20Getting both shares to 1 does not work due to model stability issues.
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than in the individual scenarios. Therefore, the output loss is greater (—1.48%), the de-
cline in aggregate consumption is larger (—1.16%), but the additional amount of private
investment needed is smaller than in any of the scenarios [5] and [6] due to investment

adjustments being smaller than the sum of the scenarios in all categories.

5.2.3 Bank regulation policies and changes in financial frictions

The final category of single-category policies I consider are discussed in this section.
Specifically, the following 6 scenarios are analyzed: a decrease in both the green loan risk
weight and the green loan absconding rate from 0.75 to 0.5 (Scenario [11]); an increase
in both the brown loan risk weight and the brown loan absconding rate from 0.75 to
1 (Scenario [12]); an increase in the green LIA ratio from 0.75 to 1 (Scenario [13]); an
increase in the brown LIA ratio from 2.25 to 3 (Scenario [14]); a decrease in the green
loan risk weight from 0.75 to 0.5 (Scenario [18]); an increase in the brown loan risk weight
from 0.75 to 1 (Scenario [19]).

Firstly, just decreasing the green loan risk weight in Scenario [18] does not lead to the
desired effect of a lower loan interest rate for green loans and, therefore, the green loans
demanded by the green entrepreneur slightly decrease by —0.04%, alongside a decrease
in green intermediate goods production of —0.02%. Therefore, the real scenario to assess
the effect of reducing bank regulation frictions for green loans is Scenario [11|, which
combines the decrease in the green loan risk weight with a corresponding decrease in the
green loan absconding rate. This works as desired as the green loan interest rate drops
to 2.18 percentage points (pp), which provides benefits to the green intermediate goods
sector, albeit at a low level of +0.08%. This spills over to the brown sector, which can
also increase production by 40.02%. Therefore, emissions do not fall. Financial stability,
as proxied by the capital adequacy ratio, is also not affected and just increases by 9 basis
points to 15.38. Increasing solely the brown loan risk weight in Scenario [19] entails the
desired effect of increasing the loan costs to brown entrepreneurs (the loan interest rate
increases to 2.55pp) and, at the same time, leads to a small decrease in the green loan
interest rate. Small benefits to the green sector’s production (+0.03%) and small de-
clines in the brown sector’s production (-0.03%) are recorded, while there is no effect on
emissions. Combining the brown loan risk weight increase with an increase in the brown
loan absconding rate in Scenario [12] is the bank regulation policy which has the largest
effects on economic outcomes, similar to the findings of Diluiso et al. (2021) who demon-
strate that the policy to relatively penalize brown loan issuance is more effective than to
relatively reward green loan issuance. There is a considerable increase in both green loan
financing costs (r, = 2.84pp) and brown loan financing costs (r, = 3.28pp). So, relatively
speaking, taking out green loans becomes cheaper than taking out brown loans. This

is reflected by green (brown) intermediate goods production increasing (decreasing) by

36



"6°0 O SOIRT[S JUOUIISOAUI USAIS 7] O}
bmw.m = 9s) |0g| otreuang ‘Afreuy {1 09 JySrom ISLI weo] UMOIq o1} SulseaIdUI s[rejus (9a) [T] orrewssg ‘Aprermurs (g 0y
JSTom ISLI weo] weaId oy Surtomo] sayernuus (%a) [g7] orreusdg o)1 Aq SUOISSIUIO 9oNPaI 0} [TT| OLIRTUSIG UI S SURO[ USAIS 10] SUOTIOLI] [RIDURUY SULIOMO] opIsSuore

PU® O1ISOWOP AT) [P0 SUISLIIDUT SOJR[NUIIS (

Q@omqoﬁmmﬁuooﬁEwmmﬁowwdmopﬂsimmAmﬁnmmévF:oﬁmq@omSﬁdmamoﬂdm_:_oiﬁq@omEmmquoﬁgﬁwﬁdwgoﬁot@Ewoqmzmwgim\s&Sqos%wmﬁ
[g] otrewang ur s 9471 03 9JRI XBY WOCIRD USIDIO] oﬂﬁ Suryyes seqemnuuts (Py fa ‘11) [9T] orreusdg ‘Afrerruas (o)1 Aq SUOISSIMS 99NPAI 0} [[]| OLIRUSIG UI S SURO]
9218 10 SUOIIDLY [RIDURUY SULIGMO[ T[JIM UOTIOUN(TOD UI SSBAIDUT 9)eI Xe) U0 Ied drysowop ® seyemnuns (b Pa “21) [gT] oureusng ‘g 09 oryel YT UMOIq WIS A1)
SurseaIdUI JO 81090 o1} sajeSseaut (1) [p1] orreusog ‘Afrefruas (1 03 oryer Y[ ueo[ weaIs oy SurseaIdur jo syepge a1y seyeSnseaur (Fy1) [¢1] orreuwsog 1 0y
9)el FUIPUOISqe pue YoM FSLI URO] 95‘85 o1} )0q SulseaIdur A¢ SURO[ UMOI( IO0J SUOIOLI] [RIOURUY Ul 9SeaIDUl UR soje[nuuls (4 ‘9a) _mﬂaﬂmq@um ‘Aprerraats (G-()
0} 9yel SUIpUOISqe pue JSM YSLI eo] uaIS o1} [j0q SULMO] Aq SURO[ USAIS 10] SUOTIOLY [eIdURU] SULPMO] s[rejus (Py ‘fa) [11] otreusdg *(Qg-TT SoLIRUaOS)
paj1odal oIe SOLIBUSIS JO 19S PUOIIS S} WOIJ SINSII ) ‘PIRMUO UWN[OD PIIY} 9} WOL] [POUW JILWTDU] ) JO serijuenb [[e I0J S[oAd] a1} sp10dal uwnjod
PU0dds 9], [OPOW [IBWIYOUS] S} O} dAIYR[SI SUOIPRIASD a8ejusdied ur peyroder are seryipuenb Ioyjo [[e ‘summiod [[e ssorde sjutod oSejueorad ur pajiodar are
VM/MN (g +°a)/°q (X + A+K) /P& {(Z+0) /5 soyer oy pue L O soyel 450103U1 WRO] AT, "SUOIIRIQI[RD [0POUI JUDIOHIP SSOIOR sdje)s Apea)s o) Sutredurod
£q 1SOI9UIT JO SO[RLILA [RIDADS UO (Serdr[0d JUAISHIP JO SUOIyeUIqUIOd Surpnyour) sororjod 9Suetd 9)RUITD UTRLID JO SO oY) JO $)NsaI oY) s310daI S]] ST, :SOPON

9¢'GT 9c'cl 6€°GT €V'ST €V'el €V'ST Syl LLET 8¢']T 8€'GT LT'ST YA/ MN
9¢'CT °6°8T 98']T 17°61 66'8T 2S°0C 8]V1 ¥9°€C S8T'6T 76'8T 68']T (g +°g)/%gq
818 L9°T€ TCREE 95°z¢ e6°Ce 88°7¢ 9g°1¢ ¥g1e 89°T¢ 19°T€ 9¢°1E (X + 8 +5%) /5%
L€°9¢ ¢c0'LT TO'LT 96°0¢ ¢8'9¢ 90'9¢ ¢0'LT T0°LT 6692 70°LC T0'LT (z+a)a
%65°8— %TT'0— %9170 %L8°C— %06 T— %Sy e— WYV ee %0€°0 %Y1 C— %210 TZ8E0 9
%V0°€T %80°0 %¥0°0— %EV0 %9C 1— %10°L %EeT0 %1eee %1e0— %¥e0 0680°0 bg
16°C Gq'C Sv'e [4°Nxé [4°N4 [4°né 9¢'C ov'e 8C'¢ 16°C 16°C 9
16°C 4744 GG'¢C 8T'C 8T'C 8T'C 9¢°C ov'c ¥8'C 8T'C 16°¢C bu
%8L¢8— %c00— %¥0°0 %SC T— %66°¢— %TS €— %00°0 %%S0°0 %Cy 0— %S0°0 8790°0 MN
%I8'8CT %00°0 %00°0 %Y10 %S9 1— %.L7°09 %100 %T10°0 %61°0— %S0°0 €Iv0°0 %~
%LG'8— %TT'0— %910 %L8°C— %68 T— %Sy e— %80°0 %0€°0 %Y1'Cc— %¥1°0 TC61°0 I
%S0°€T %80°0 %¥0°0— %ET0 %LT T— %10°L %EeT0 %20°0— %1e0— %E€0 0T€0°0 °1
%S0°¢eT %80°0 %S0°0— %EV0 %LT T— %7c20°L %eT0 %20°0— %1E0— %EE0 ce0T’0 by
%TE0 %¥0°0— %80°0 %IST— %Yo 1— %S8°0 %0T1°0 %LT0 %68 T— %20 €920 +b66vy
%02 0— %00°0 %00°0 %00°LT— %¥0°0— %00°L1— %00°0 %00°0 %10°0— %00°0 0998°0 Z
%eTvs %€0°0 %20°0— %85S0 %00 T— %8V°9¢ %G00 %10°0— %C1'0— %ET0 2c0ze0 H
%91 1— %%0°0— %¥0°0 %ey 0— %99°C¢— %1€9— %90°0— %¢€0°0 %EV 0— %90°0 80¢8°0 46607
%8S T1— %€0°0— %¢€0°0 %SC e— %00°6C— %SLV— %10°0 %200 %8V 0— %¢c20°0 ¢6592°0 X
%e0°CT— %¢0°0— %¥0°0 %Gee— %29°0— %L0°6— %100 %200 %08°0— %720°0 L998°0 %\w
%90°' 1T %€0°0 %20°0— %CC’ 1 %SC0— %¥e 0T %€0°0 %€0°0— %90°0 %80°0 L814°0 5%
%8V 1— %10°0— %200 %Y 1— %.L6°¢— %90°0— %200 %¥0°0 %1E0— %¥0°0 09€9°1T A
— — - g'0= "y g0= "0y g'0="Cx — — — — — ¢ I9jowrRIR ]
60=ps — — g0="a g0="%a g0=fba — — 1=y g0= by — ¢ 1eomEIeg
6'0="s =14 g'0="Ya 128°0 = ¢ LTT°0= e LIT°0 = *2 €= 9vIT 1="0vyr1 =14 g0 ="Ya — 1 1030ureIRd
[oz] [61] [81] [21] [o1] [et] [p1] [et] [z1] [t1] yousyg

I 3red ‘symsol SISATRUR OLIRUOOG :§ S[qR],

37



"pejordep ore sjutod aFejueniad Ul suolyRIASD SINJOSqR UOTYM 10 VAN /MN ‘(g + °g)/°a

“(Ix + w% +%X)/°X ‘(z +)/d sotyer o) pue 9L ‘Pu soyer yserejur ueol oY) jo worpdedxs oY) UM serjjuenb [[e 10j pajoldep ore [9pOU YIRWYDUA( S} pUR
UOTIRIGI[RD DAIJRTID)R O} UMD SPOULIIPIP o8ejuaotad o], *((g—T] SOLIRUAIG) SOLIRUIIS JO 19S PUODIS oY) I0] Ss)Ietd opeulq], s3ordop oInSy sIyJ, :SojON

a a ' Oa ‘g
T g0 0 g0 T 0z 01 0 01" 0Z i [ils
T T T T
= < VA/MN = < VA/MN = VA/ MN
r 4 ('g +"a)/’a r E r
= RIS S S = 4 =
4 r q(z+a)la r q r (z
g F EK r q r ‘g
q = —1'a = 4 = '
u L H - H - au
5, L 1, L 1, L 5,
i r qar r qar r i
i r i r Har r i
U r 4 r 4 r i
T r 41 r 41 r T
T F BN F = F 1
r 1 r 1 r I
z r 1z r 1z r z
a r E r E r q
"0 r q r q r o)
r Y r E r X
> r 45 = 4 = A
A = R = 4 = X
X r 14 r 14 r X
. . . .
s = mM;ON_ ”H. @pn—al H m@nﬁWH_ m mwhmm F@ B—NH_ “U mwnmpnm%ﬁ—mw: “m
VIT VIt
0¢ 01 0 01 0z 0& 0g ¢ 0 01~ 0z 0 T 90
T — — — T
YA/ MN r ﬁ o VAYI/MN r h + VAYI/MN YA/ MN r YA/ MN
(% +°a)/"a o 1 (g + %) /a o - (g +°a)/°a (g +°aq)/°q o (' +°a)/°a
(& + 8+ R)/°& r 0%+ +%)/"% r J0x+ 4% (B + K+ r (B + 1+ %)/
(z+a)|a r 1(z+a)/a r J(z+a)a (z+a)/a r (z+a)/a
i I Ha F Ha g F g
g F g I g iy F i
w L Ju L Ju u L a
iy L 1s, L 1s, 5 L 5
i r qdr r A i r i
i r i r i i r i
7 r 17 r 17 7 r 7
T r 11 r 11 T r T
T 3 1T 3 1T T 3 T
r a1 r a1 T r T
z r 1z r 1z z r z
a r qa r qa r T
] r =44 r =44 r )
X = 1.4 = 1.4 s = K
e r RE r RE e r e
X r 11 r 11 X r X
A r 14 r 14 A r A
RN (1 e I ‘[v1] :a yIT ‘[eT] D %0 feT] g PutPa 1] v

I dred ‘synsor sisApeur

OLIRUOOG :f 9aIN3I

38



+0.06% (—0.50%), though this is achieved by adjusting labour shares across the sectors,
as loan demands and investment needs fall in all sectors. Additionally, both renewable
energy production (—0.12%) and brown energy imports and emissions (—0.01%) slightly
decrease. On aggregate, final goods output (—0.31%), aggregate private consumption
(—0.43%), and — most substantially — aggregate private investment (—1.39%) decrease.
Notably, there is no loss of financial stability, but rather a gain, as the capital adequacy
ratio increases to 18.38%, due to the higher loan interest rates the banks charge on brown
loans in particular.

Secondly, simulating increasing LIA ratios for the green entrepreneurs (Scenario [13])
and for the brown entrepreneurs (Scenario [14]) can be both interpreted as increasing
financial frictions or providing more loans in the respective sector. Due to the decreasing
interest rates for both types of loans in both scenarios, the latter interpretation seems to
prevail. Since these changes in the strength of financial frictions fail to imply different
interest rates for the two types of loans, these policies cannot be considered success-
ful sector-specific financial policies. Scenario [13] implies a small decline in production
volumes of green intermediate goods (—0.03%) and renewable energy (—0.01%), while
providing small stimuli to the brown sector, final goods output, and aggregate private
consumption. Scenario [14] leads to increases in all production volumes and investments,
while leading to a small decline in aggregate private consumption (—0.06%).

To sum up, bank regulation policies and changes in financial frictions in my model
seem to imply very small aggregate effects and completely fail to reduce emissions.?! Nev-
ertheless, they can be used to stimulate certain sectors of the economy more than others.
This finding does not come as a big surprise as several studies find rather small effects of
using sector-specific bank loan risk weights or sector-specific loan issuance subsidies/taxes
(Carrattini et al., 2021; Diluiso et al., 2021) or unconventional monetary policy (Ferrari
and Nispi Landi, 2021; Abiry et al., 2022) for the purpose of reducing emissions in the
long run (Diluiso et al., 2021, do find sizeable output effects of a policy penalizing brown
loan issuance for the short to medium run up to 40 quarters, however). An interesting
exception is Benmir and Roman (2020) who find that reducing the green loan absconding
rate increases steady-state output by 1.03% and reduces the welfare loss due to carbon
taxation from —1.18% to —0.53%.

5.2.4 Combinations of policies from different categories

I also analyze several scenarios that combine policies from the three categories above

which are discussed in this section. In particular, these 5 scenarios are analyzed here:

21 This failure is partly related to using a relatively small degree of asymmetry in the bank capital
requirement cost function (Equation 46), relative to Valencia et al. (2017). However, this is needed
to match the data statistics of the Latvian economy well (especially with respect to macroeconomic
volatilities). See Section 6.2 for a sensitivity analysis using a higher asymmetry in the cost function.
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an increase in the domestic carbon tax rate to 11.84%, alongside assuming that environ-
mental tax revenues are utilized in the same way as standard tax revenues by increasing
the share of wasteful spending from environmental tax revenues to 88.3%, i.e. setting
sp = 0.883, and reducing the share of the public investment spending from environmental
tax revenues directed to green public investment from 1 to 3, i.e. setting 1}% = 1 (Sce-
nario [9]); similarly, Scenario [10] combines reducing the emissions cap to 82.66% with
environmental tax revenues being utilized in the same way as standard tax revenues from
consumption and labour taxation (Scenario [10]); Scenarios [15], [16], and [17| combine
the joint reduction of the green loan risk weight and absconding rate with an increase in
the domestic carbon tax rate to 11.7%, with an increase in the foreign carbon tax rate
to 11.7%, and with a decrease in the emissions cap to 82.66%, respectively.

Firstly, I analyze the effects of assuming that environmental tax revenues in the green
transition induced by one of two environmental policies (domestic carbon tax rate and
emissions cap) are used just like the standard tax revenues in Scenarios [9] and [10]. These
two scenarios combine a change in environmental policy with a change in fiscal policy.
Relative to scenarios [1| and [4], these two scenarios entail larger aggregate losses, with
respect to both final goods output and aggregate private consumption, due to the less
favourable fiscal support of the green sector in these cases. This is especially pronounced
when looking at the introduction of the domestic carbon tax rate, which now leads to a
decline of —1.34% in GDP, while the change was virtually zero in Scenario [1].?* For the
emissions cap policy, the additional GDP loss is only equal to 5 basis points. These results
can be easily explained by looking at the changes in public investments. Green public
investment only increases by +3.90% in Scenario [9] which is even less than the increase in
brown public investment of +5.32% (while in Scenario 1] these numbers were +60.44%
and —3.52%, respectively). Both public investments now decrease in Scenario [10] at
rates of change of close to —2%, while Scenario [4] entails an increase in public green
investment of +0.10%. Generous green subsidy conditions are, therefore, instrumental to
alleviate the negative aggregate economic effects of the green transition.

Secondly, bank regulation policy in the form of reducing the green loan risk weight
and absconding rate is combined with one of three environmental policies (domestic
carbon tax rate, foreign carbon tax rate, and emissions cap) in Scenarios [15], [16], and
[17]. Thus, here I analyze scenarios that combine bank regulation and environmental
policies. As expected from the previous analysis of the bank regulation policy to reduce
both the green loan risk weight and absconding rate, the results are essentially almost

indistinguishable to the Scenarios [1], [3], and [4], which just study environmental policy

22These numbers are in line with the current literature. For example, Diluiso et al. (2021) find a
GDP loss of —0.8% in their euro area model for a larger emission reduction target (24% instead of 17%
by 2030) without any carbon tax recycling, while Varga et al. (2021) find a value of —1.83% in the
regulation policy case and values between —0.86% and —0.61% in the scenarios that feature a carbon
tax and several revenue recycling methods for a 94% emissions reduction scenario by 2050.
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changes. There is a little support to alleviate the negative aggregate GDP effect caused
by environmental policy changes, but it does not prove to be a significant change. Hence,
there is little interaction found between these policies, similar to Abiry et al. (2022) who

also do not find significant feedback effects between green QE and carbon tax policies.

5.3 Transition period analysis

After discussing the short-run transitory dynamics of economic shocks in Section 5.1 and
the effects of changes in parameters on the steady state of the model in 5.2, in this section
I combine these two approaches and provide a transition period analysis of permanent
shocks to the economy.

Specifically, only the two most successful and traditional environmental policies to
achieve the desired carbon emissions reduction of 17% are analyzed in this section: do-
mestic carbon tax and reduction in emissions cap. I use the benchmark calibration as the
initial value for both transition period simulations and set 2005 as the starting date, in
line with Latvia’s likely target to reduce carbon emissions by 17% in 2030 with a baseline
reference year of 2005. The scenario calibrations [1] and [4] discussed in the previous
section are used as the main model. Therefore, the model converges to the long-run
scenario values, as implied by the initial value for the exogenous variable (e.g. domestic
carbon tax rate of 0%) and the final value (e.g. domestic carbon tax rate of 11.68%) and
subject to the chosen persistence parameter (always 0.85) which implies convergence to
the final value of the exogenous variable around 2030. However, the path is uncertain
as shocks to the exogenous variable can happen in any year (see, for example, Barnett,
2020; Donadelli et al., 2020; Bretschger and Soretz, 2022, for reasons why uncertainty
in environmental policies to combat climate change can be important to consider). The
graphs containing the transition periods for these two scenarios are depicted for 55 years
from 2005 to 2060 and provided in Appendix D.

Domestic carbon tax rate This transition scenario is depicted in Figure D.1. Shocks
to the domestic carbon tax rate induce a large amount of uncertainty in the path of the
domestic carbon tax rate (panel L) and, consequently, in the path of macroeconomic
variables like final goods output (Panel A), green intermediate goods production (Panel
D), brown intermediate goods production (Panel E), and — to a lesser extent — renewable
energy production (Panel F'). However, the general directions, as derived in Section 5.2,
are clearly visible. Final goods output does not substantially change in the long run, while
the mean path for green (brown) intermediate goods output converges to a considerably
higher (lower) level. Renewable energy production behaves similarly to green intermediate
goods production. And so do the capital stocks (Panels G-I). This results in a significantly

lower level of emissions in the long run (Panel K), but there is substantial variability
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across the paths. Very noticeable is also the initial increase in carbon emissions due to
the initial increase of brown intermediate goods production, in line with evidence from
Barnett (2020) who demonstrates in his model that policy uncertainty can lead to a
run on oil by oil firms before the uncertain point in time when oil mining will become
restricted. This, in turn, also leads to an initial dip in green intermediate goods and

renewable energy production (Panels D and F).

Emissions cap Finally, the transition dynamics induced by a convergence to a lower
emissions cap are depicted in Figure D.2. In contrast to the previous transition dynamics,
the transition here seems to be smoother, when looking at the emissions dynamics which
smoothly converge to a lower value from the first year of the transition onward (Panel K).
There are still some non-smooth dynamics in the first 2-3 years of the transition period in
aggregate macroeconomic quantities and sector production volumes (Panels A—C and D—
F) though, which originate from labour supply dynamics and adjustments in the current
account (i.e. foreign bond holdings). However, an effect like a run on brown energy
imports, as observed in the previous transition scenario, is absent here. Despite again
displaying a considerable amount of uncertainty stemming from unexpected emissions
cap shocks, one can still clearly see the loss in final goods output over the long run that
was previously documented in the scenario analysis (Panel A). The green sector benefits
again in the long run and the brown intermediate goods sector loses ground (Panels D

and E), which is also reflected by capital stock dynamics (Panels G-1).

6 Robustness and Sensitivity Analysis

This section investigates three alternative setups of the model, two setups pertain to a
different use of public funds and one setup to implementing a different financial friction
(regulation). Moreover, one alternative calibration is explored in which the asymmetry
in the capital requirement cost function is considerably increased. The technical details
on the three alternative model setups as well as the tables with the results from all four

robustness checks that are discussed below are provided in Appendix E.

6.1 Alternative uses of public funds

In the benchmark model, productive public funds (i.e. government revenue net of wasteful
public consumption) are used to build public capital that increases firm productivity in
the domestic economy. Here, I analyze two alternative uses: (i) these funds are distributed
in a lump-sum fashion to both types of entrepreneurs and (ii) these funds are used as an
investment subsidy that finances a fraction of private investment expenditures of both

types of entrepreneurs. I will concentrate both on the effect of these assumptions on
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simulated moments of the model as well as on a subset of the 20 scenarios analyzed in

the previous section.

Lump-sum transfers to entrepreneurs Switching to using productive public funds
for lump-sum transfers requires me to slightly change some other parameters to ensure
model convergence. The start-up funds of workers to banks have to be slightly increased
as a share of bank net worth (7 = 0.133). In addition, the emissions cap is taken out
of the toolkit of the environmental regulator by setting ¢; = ¢ = 0. Table E.1 (fifth
column) reports the simulated moments of this model variant. There are no significant
deviations in the simulated means except for the expected change in moments involving
the emissions cap violation costs, as both ratios become zero. One can, however, observe
more economic fluctuations in this model. All volatilities of log growth rates increase, with
the exception of log aggregate private consumption growth rate volatility that experiences
a mild decline from 13.5pp to 11.3pp. The reason is the higher volatility in the income
of entrepreneurs due to the novel public lump-sum transfer component which transcends
to larger fluctuations in production quantities in general equilibrium.??

Turning to the scenario analysis, the left-hand side of Table E.2 reports the results
of five scenarios in this alternative model. The first scenario simulates an increase in the
domestic carbon tax rate to reduce emissions by 17%, which now leads to a large loss in
final goods output of —1.88%, in contrast to the benchmark model, where the loss was a
mere —0.07%. This stark difference, due to lump-sum transfers to green entrepreneurs,
is much less effective in stimulating ‘green’ growth than public investments that lead to
public capital. Realizing that the Scenarios [2] and [4] (brown energy price increase from
0.2583 in the alternative benchmark model to 0.3022 and domestic carbon tax increase
plus environmental revenues being treated just like standard tax revenues, respectively)
lead to exactly the same GDP and sector-specific production output and investment
outcomes makes clear that lump-sum transfers have no effect on the production side of the
economy whatsoever. One positive difference to the benchmark model is the considerably
reduced loss in aggregate private consumption levels (—1.48% in Scenario [1], —1.73% in
Scenario [2], and —1.83% in Scenario [4]), translating to a lower welfare loss.?* Therefore,
Scenario [3|, which simulates an increase in the share of lump-sum transfers going to

green entrepreneur, yields no real effects on the economy. In Scenario [5], the domestic

23The just discussed changes relative to the benchmark model should have been actually compared to
an alternative benchmark model, in which the same parameter adjustments have been applied. Thus,
it is not exactly a fair comparison and more like comparing apples with oranges what I have done here.
Thus, I have also computed the moments of this alternative benchmark model (results are available from
the author upon request), and the observations regarding volatilities stay the same. There are higher
bank capital adequacy ratios in the lump-sum transfer model relative to the alternative benchmark model
as an additional observation that can be made from this analysis.

24This might be partly due to the involuntary recalibration as well, however.
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carbon tax rate increase is coupled with a reduction in the green loan risk weight and
absconding rate leads to similar aggregate outcomes, while the green sector gains more
and the brown sector loses more due to cheaper loans to the green entrepreneurs. One
interesting difference to the benchmark scenario analysis that remains to be mentioned is
the much smaller carbon tax rate (3.2% instead of 11.7%) needed to induce an emissions
reduction of 17%.

Investment subsidies to partly finance private investments by entrepreneurs
Table E.1 (sixth column) reports the simulated moments of this model variant. I had
to adjust the model parameters slightly here as well for model stability and deactivated
the emissions cap policy (¢ = ¢ = 0). The relatively stable contribution of the govern-
ment to private investment expenditure (the government finances around 25.7% of green
entrepreneurs’ investment expenditure and 27.7% of brown entrepreneurs’ investment ex-
penditure in the steady state) leads to a higher aggregate investment to GDP ratio (an
increase by more than 7pp is observed relative to the benchmark model), which due to
the import content in investment goods bundles also implies increases in trade to GDP
ratios and lower investment growth volatility, which implies a small — yet substantial —
stabilizing effect for other macroeconomic volatilities, in particular with respect to sector-
specific investment growth rate volatilities. Notably, no change in public consumption
growth volatility is observed. Similar remarks as in Footnote 23 also hold for these obser-
vations, and there is now no additional observation that can be made regarding capital
adequacy ratios.

The right-hand side of Table E.2 reports the scenario analysis results. The same
scenarios as for the previous model variant are analyzed to facilitate comparability. The
public investment subsidies have an effect on growth, as in the benchmark model, but
they seem to be smaller. Thus, building (efficiently) public capital is found to be the best
policy regarding the use of public funds. There is still a sizeable GDP loss of —1.58%
in the domestic carbon tax rate scenario and of —1.57% when coupled with a reduction
in the green loan risk weight and absconding rate. But these scenarios fare better than
the increase in the brown energy price (—1.90%) and Scenario [2.4] which couples the
domestic carbon tax rate increase with environmental tax revenues used like standard
tax revenues (—1.76%). The aggregate private consumption losses are slightly larger

than in the previous model variant, however, pointing to lower welfare.

6.2 Different specifications and calibrations of financial frictions

Two robustness checks are analyzed in this section. Firstly, a higher asymmetry is cho-
sen in the bank capital requirement cost function to explore whether this could help

to make the capital requirement regulation more effective in assisting the green transi-
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tion. Secondly, instead of loan-in-advance constraints as the main financial friction on

the consumer side, I implement debt-to-income borrowing constraints.

High asymmetry in bank capital requirement cost function The left-hand side
of Table E.3 reports the scenario analysis results (five scenarios), while the third column
of Table E.1 reports the simulated moments of this alternative calibration. Also, this
calibration required me to deactivate the emissions cap and to considerably increase the
ratio of start-up funds to bank net worth to 7 = 0.39 in order to obtain a stable model.
The increased asymmetry (and level) of the capital requirement cost function implies
larger costs of the banks (the fraction of bank capital requirement costs to bank net worth
increases from around 3% in the benchmark model to around 32%). The high asymmetry
also means that changes in the capital adequacy ratio produce greater economic effects, as
apparent from an enormous increase in macroeconomic volatility, especially for aggregate
investment growth.

The scenarios considered in Table E.3 are an increase in the LIA ratio for green loans
(Scenario [3.1]) or brown loans (Scenario [3.2]) on the left-hand side of the table. On
both sides of the table, a domestic carbon tax rate increase is coupled with a reduction
in green loan risk weight and absconding rate in Scenarios [3.3]|/[4.3|, a reduction in
the green loan risk weight in Scenarios [3.4]/[4.4], and an increase in the brown loan
risk weight in Scenarios [3.5]/[4.5]. As expected, there are indeed larger macroeconomic
effects from changing these bank regulation policies. GDP increases or decreases more in
the respective scenarios. However, emissions reductions still remain unfeasible to achieve
with bank regulation policies alone in these scenarios. Notably, the domestic carbon tax
rate increase coupled with the reduction in green loan regulation is slightly more harmful
to the economy in Scenario [3.3], as compared to Scenario [15] in Table 4 (—0.29% vs.
—0.06%), implying that the effectiveness of other green transition policies seem to be

significantly affected as well.

Debt-to-income borrowing constraints Table E.1 (fourth column) reports the sim-
ulated moments of this model variant. Due to an enormous observed decrease in macroe-
conomic volatility, I not only adapted the bank start-up fund size which was needed again
for model stability, but also increased volatility parameters to find a good match with
the data. In line with macro-prudential regulation, currently implemented in Latvia by
the financial regulator (see European Systemic Risk Board, 2022), I set the steady-state
debt-to-income ratio for brown (green) entrepreneurs to DTI, = 6 (DTIL, = 2). There-
fore, brown entrepreneurs are regulated according to the nation-wide standard, while
green entrepreneurs are more credit-constrained as in the benchmark model to match the
low green loan ratio in the data and to capture potential resilience of banks to fund green

projects. This model does a very good job in matching aggregate investment growth
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volatility, but fails to produce the high volatility observed in the other macroeconomic
aggregates. Sector-specific intermediate goods production growth rates are, however, very
similar to the benchmark model moments, while there is now more volatility in brown
investment growth than in green investment growth, contrary to the data.

The right-hand side of Table E.3 reports the scenario analysis results. Unlike the
left-hand side of the table, Scenario [4.1] simulates an increase in the green DTI ratio to
3 (from 2) and Scenario [4.2] a decrease in the brown DTI ratio to 4 (from 6). The key
take-away from this side of the table is that switching to DTT instead of LIA constraints
does not change the general big picture: Relieving financial constraints for the green
sector or making it harder for the brown sector to take out loans is good for the green
sector and harmful for the brown sector, but this leads neither to large aggregate effects

nor sizeable emissions reductions.

7 Conclusion

In this study, I develop a small open economy model with green and brown sectors, banks
subject to capital requirements, and public investment. In terms of fiscal, environmental,
and bank regulation policies, domestic or foreign carbon taxes can be implemented, the
shares of public revenues directed to green (vis-a-vis brown) public investment can be
changed, a more stringent emissions cap can be set, as well as the relative severity of
financial frictions in green and brown loan origination can be altered. I quantify the
effects of changes in these policies with respect to achieving lower domestic emissions
while taking into account the effects of these policy changes on macroeconomic outcomes.

Among the policies that can achieve an emissions reduction of 17%, in line with
Latvia’s goal for 2030 (relative to the year 2005 carbon emissions), I find that the most
costly policy is the world price increase in brown energy (GDP loss equal to —2.53%).
Second comes the emissions cap reduction policy (—1.86% or —1.91%%°). Finally, the do-
mestic carbon tax rate implies the emissions reduction at basically no GDP loss (—0.07%).
However, it is important that these tax revenues are used for green (and not brown) public
investment, since otherwise the GDP loss increases to —1.34%.

Furthermore, bank regulation policies and changes in sectoral financial frictions prove
to be mostly useless to induce emissions reductions. They can, however, slightly stimulate
aggregate economic activity (especially in the green sectors). Increasing the asymmetry
in the bank capital requirement cost function makes the effects of such policy changes
greater, but even then these policy changes do not generate large emissions reductions.

Other fiscal policies might be quite costly (e.g. foreign carbon taxes producing domestic

25The outcome is —1.91% if environmental tax revenues are not exclusively distributed to green public
investment and wasteful public spending but also to brown public investment in the same way as standard
tax revenues.
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GDP losses of —3.99%, changing green public investment shares producing GDP losses
of roughly —0.6%) while failing to reduce domestic emissions considerably.

The transition period dynamics for the domestic carbon tax-induced green transition
prove that the risk of stranded assets induce firms to utilize brown energy as long as it
is not too costly in anticipation of considerably higher costs in the future. The green
transition induced by lowering the emissions cap seems to be much smoother, in terms
of emissions dynamics.

When productive public funds are used to provide lump-sum transfers to entrepreneurs
instead of being used to build public capital, the differential results with respect to GDP
losses disappear, but welfare and aggregate consumption outcomes appear to become
better. When these productive public funds are used instead as subsidies to partly fi-
nance private investment expenditure of entrepreneurs, the GDP outcome becomes less
optimistic for the domestic carbon tax introduction and there is a smaller amount of
heterogeneity with respect to GDP outcomes, pointing to a lower efficiency of subsidizing
private investment expenditure relative to building public capital.

Going forward, the transition period analysis could be extended to compare orderly
vs. disorderly transitions directly. Moreover, the model allows for further extensions in
future work, e.g. by including price setting frictions and inflation dynamics, by adding
externalities caused by domestic emissions, or by extending the bank regulation policy
tool set with reserve requirements or other tools. Furthermore, a two- or three-country
model could be worthwhile to develop to better account for monetary policy implemen-
tation in the euro area and economic developments in foreign economies. This would
allow to address some shortcomings of my one-country model. Specifically, channels like
the international harmonization (in both level and timing) of carbon taxes or other en-
vironmental policies, the reallocation or attraction of green or brown industries, firms,
or production via changes in foreign direct investment or trade flows, as well as differ-
ences in national or supranational bank regulation policies could be explored in such a

multi-country setting.
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A Equilibrium

I solve for the competitive equilibrium of this economy by letting all agents maximize utility or value subject to the specific

constraints the agents face. I first formulate and solve for the agent-specific optimization problems. Subsequently, I define

the competitive equilibrium of the economy.

A.1 Workers

The workers maximize their expected utility (1) subject to the budget constraint (3) with the definition of the consumption

bundle (2) substituted into the objective function. This gives rise to the following Lagrangian:

Nw,c
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where \y,¢ denotes the Lagrange multiplier attached to the budget constraint. First, the first order conditions with respect

to domestic consumption C¥

.+ foreign consumption C
,

w,t?

and total labour supply L: are derived (please note again that

the last term above, i.e. the aggregate revenue from working capital loans which are transferred to the workers from the

entrepreneurs, is not taken into account by the workers in their optimization problem w.r.t. the optimal

labour supply

decision):
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which can be combined to yield the following expression for the household’s stochastic discount factor:
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Second, the first order condition with respect to deposits D41 is:
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which yields the following basic Euler equation:
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Third, the three first order conditions with respect to green intermediate goods demand Yy ;, domestic brown intermediate

goods demand Y;¢,, and foreign brown intermediate goods demand Y,", are given by:
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A.2 Green entrepreneurs

The green entrepreneurs maximize their lifetime utility (6), subject to their budget constraint (8), the private green and
renewable energy capital accumulation equations (17) and (18), the loan-in-advance constraint (9), and the debt-to-income
borrowing constraint (10), after substituting the green intermediate goods production function (13) and renewable energy

production function (15) into the objective function:
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Note that for readability purposes the functional form of the green investment goods production function has not been

substituted into above Lagrangian. One also needs to substitute the following functions into the Lagrangian, i.e.

Ng,i

Ng,i—1

=<, 9. 1 Ngi=l\ Mg i1
Tgprs = | (L —wga) 198 (Ig 116) "9F 4 (wg,i) "9 (Ig pqs) "9 .
Me,i

L, Ne,i—1 1 Me,i=1\ Mg ;—1
IeﬂH*S = (1 - "Je,i)ne’l (Ie t+s) Tei 4 (w€ 1) et (I:,t+5) Neyi ;

for deriving the first order conditions. First, the two first order conditions with respect to the domestic and foreign

consumption goods demand of green entrepreneurs are given by:

1

1—wg,)C ng.e
cy t: 1+ TC)Ag,t = ((Cg,t - hgcg,tfl)_wg — BghgEt [(Cg,tJrl - hgcg,t)_’yg}> <(ng7)”> ’ (A.13)
g,t

1

Ng,c
wg,cCg,t) 9-¢

S+ 7)1+ eg) S + tg]Ag,e = ((Cg,t —hgCg—1)779 — BghgEs [(Cg,tﬂ - thg,t)_A""D < ok
g,t

(A.14)

Second, the next ten first order conditions with respect to green labour L4 ¢, renewable energy demand Etd, private green
(renewable energy) capital demand Ky ¢y1 (Ke,t+1), domestic private green (renewable energy) investment goods Ié,t
(If’t), foreign private green (renewable energy) investment goods I, (I ,), green loans Bg 41, and renewable energy

labour Le ¢ are given by:
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A.3 Brown entrepreneurs

The brown entrepreneurs maximize their lifetime utility (22), subject to their budget constraint (24), the brown capital
accumulation equation (32), the loan-in-advance constraint (25), and the debt-to-income borrowing constraint (26), after

substituting the brown intermediate goods production function (29) into the objective function:
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Note that for readability purposes the functional form of the brown investment goods production function has not been
substituted into above Lagrangian. One needs to also substitute the following function into the Lagrangian, i.e. Ij ;4 =

Mb,i
1 Mp,i—1 M, =1\ Ty -1

—_— »

KR 1
(L —wyp,3) "ot (If trs) T (we,) (I ) T , for deriving the first order conditions. First, the two first

order conditions with respect to the domestic and foreign consumption goods demand of brown entrepreneurs are:
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Second, the next six first order conditions with respect to brown labour L; ;, brown energy Z:, brown capital Ky 141,

domestic brown investment goods Ig,t, foreign brown investment goods I;’t, and brown loans By, ;11 are given by:
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A.4 Banks

The banks maximize their value Vj ;(NW ;), defined by the Bellman Equation (42) which is assumed to satisfy V; ;(NW; ;) =
viNWj ¢, subject to their incentive compatibility constraint (43). This implies bank j’s optimization problem:
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where the Lagrange multiplier picc,+ is attached to the incentive compatibility constraint. For deriving the following first
order conditions with respect to green loans By j +41, brown loans By, ; :11, and net worth NW ¢, one also has to substitute

into the objective function the law of motion for individual bank’s net worth (40):
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where the bank’s stochastic discount factor is different from the worker’s stochastic discount factor by the term:

Qi1 =1— 041 + Orp1ve41. (A.38)

A.5 Definition of the equilibrium (LIA constraint version)

The competitive equilibrium system with just LIA constraints (and no DTI constraints) consists of a set of 87 variables

that solves a set of 87 equations. In particular, the following set of 87 variables, i.e.
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solves the following 85 equations — (2), (3), (4), (5), (7), (8), (9), (11), (13), (14), (15), (16), (17), (18), (19), (20), (21),
(23), (24), (25), (27), (29), (30), (31), (32), (33), (34), (35), (36), (37), (38), (39), (41), (43), (44), (45), (46), (47), (48),
(49), (50), (51), (52), (53), (55), (56), (57), (58), (59), (60), (61), (62), (63), (A.2), (A.3), (A.4), (A.5), (A.8), (A.9), (A.10),
(A.11), (A.13), (A.14), (A.15), (A.16), (A. 7),( 118), (A.19), (A.20), (A.21), (A.22), (A.23), (A.24), (A.26), (A.27), (A.28),
(A.29), (A.30), (A.31), (A.32), (A.33), (A.35), (A.36), (A.37), (A.38) — and the following two equations:
pytt =0, A.40)
MbD;H =0 (A.41)

The necessary modifications of this equilibrium system to include DTI borrowing constraints and to remove the LIA

constraints are discussed in the third paragraph of Appendix E.
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B Data and Parameter Summary Tables

B.1 Details on the data

The Latvian data used to calibrate the model and to assess the data fit mostly comes
from Eurostat. Whenever possible, the time period 1995-2020 is used; however, a number
of time series are only available for a shorter period of time. Data from Latvia’s Credit
Register for the period 2018-2021 is also used to obtain information about (sectoral) loan
amounts and loan interest rates. Information on the aggregate banking sector in Latvia
comes from the ECB Statistical Data Warehouse for the period 2010-2020.

Macroeconomic aggregates For the macroeconomic aggregates, per-capita quarterly
time series are constructed by using the annual data on “Total population national con-
cept” as the denominator and linearly interpolating the annual population numbers to
obtain a quarterly time series. Quarterly nominal GDP is “Gross domestic product at
market prices” and made real by using the GDP deflator “Price index (implicit deflator),
2010=100, euro”. Nominal consumption is “Final consumption expenditure” and deflated
using the 2010 consumption deflator, and nominal investment is “Gross fixed capital for-
mation” and deflated using the 2010 investment deflator. Nominal imports and exports
are downloaded using the time series “Imports of goods and services” and “Exports of
goods and services” and deflated using the respective deflator series. Net exports are
defined as exports minus imports.

All series are seasonally and calendar adjusted data and all these series are available
from 1995:Q1 to 2020:Q4. For the log growth rates, first, quarterly log growth rates are

constructed and then summed up to form annual growth rate series.

Employment data To obtain the share of entrepreneurs in total population, I use
quarterly Eurostat data for Latvia between 2005:Q1 and 2020:Q4 on “Employment by
sex, age and professional status” and divide “Employed persons except employees” by
“Employed persons”. To obtain the ratio of green entrepreneurs to brown entrepreneurs,
I use quarterly Eurostat data for Latvia between 2008:Q1 and 2020:QQ4 on “Employment
by sex, age and detailed economic activity (from 2008 onwards, NACE Rev. 2 two digit
level)” (age class 15-64 years) and sum up all the employed people in green sectors and all
the employed people in brown sectors (according to the sectoral classification in Table B.1
and as far as available) and divide the obtained green sector employment numbers by the

brown sector employment numbers.

Government-related data In the same way as the aforementioned macroeconomic

aggregates, nominal government consumption is given by “Final consumption expenditure
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Table B.1: Green and brown sector: Composition and emissions intensities

NACE 2 activity

Green, brown,
or neutral sector

Emissions
intensity

Repair and installation of machinery and equipment Neutral
Manufacture of wood and of products of wood and cork, except furniture; Neutral
manufacture of articles of straw and plaiting materials

Water collection, treatment and supply Neutral
Wholesale trade, except of motor vehicles and motorcycles Neutral
Rental and leasing activities Neutral
Manufacture of coke and refined petroleum products Neutral
Wholesale and retail trade and repair of motor vehicles and motorcycles Neutral
Manufacture of other transport equipment Neutral
Postal and courier activities Neutral
Human health activities Neutral
Manufacture of paper and paper products Neutral
Manufacture of machinery and equipment n.e.c. Neutral
Sports activities and amusement and recreation activities Neutral
‘Warehousing and support activities for transportation Neutral
Architectural and engineering activities; technical testing and analysis Neutral
Retail trade, except of motor vehicles and motorcycles Neutral
Manufacture of rubber and plastic products Neutral
Manufacture of fabricated metal products, except machinery and equipment Neutral
Repair of computers and personal and household goods Neutral
Manufacture of electrical equipment Neutral
Printing and reproduction of recorded media Neutral
Manufacture of motor vehicles, trailers and semi-trailers Neutral

93.91
89.92

88.08
81.48
81.10
75.00
67.03
61.54
59.01
53.69
50.75
46.98
46.93
45.46
45.07
41.40
40.09
30.80
29.02
26.29
23.22
22.88

Notes: This table reports average emissions intensities of 44 different NACE 2 activities for the period
2008-2019, calculated using Eurostat data for Latvia. Specifically, the emissions intensity is calculated
as CO2 equivalent emissions (in gram) per euro of output (2010 chain linked volumes) by using anual
Eurostat data for Latvia on “air emissions intensities by NACE Rev. 2 activity”. Moreover, the table
indicates in the second column whether the activity belongs to the brown sector, to the green sector, or

to neither of the two, according to being either in the top quartile of emissions intensities or the lowest

quartile, or being in the two quartiles in the middle, respectively.
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of general government”, deflated using the respective government consumption deflator

and made a per-capita series by using the total linearly interpolated population data.
Regarding the ratio of environmental tax revenues to total tax revenues, annual Eu-

rostat data for Latvia for the period 1995-2020 is used on “Percentage of total revenues

from taxes and social contributions (excluding imputed social contributions)”.

Sectoral data Sectoral emissions intensities are calculated as CO2 equivalent emissions
(in grams) per euro of output (2010 chain linked volumes) by using annual Eurostat data
for Latvia on “air emissions intensities by NACE Rev. 2 activity” for the period 2008-
2019.

To construct real sectoral output data, annual Eurostat data for Latvia between 1995
and 2019 on “National accounts aggregates by industry (up to NACE A*64)” is used.
Specifically, output is the national accounts indicator and the units of measure “Current
prices, million euro” and “Price index (implicit deflator), 2010=100, euro” are used to
construct real sectoral output data. According to the classification in Table B.1, the
11 green sectors’ output levels are summed up to form a green sector real output series
and, similarly, for the brown sector. The green sector share is the green sector’s output
divided by the sum of the green sector’s output and the brown sector’s output.

In the same way, sectoral real investment data is constructed by using the dataset
“Gross capital formation by industry (up to NACE A*64)”.

Environmental data The renewable energy share is available at Eurostat for the pe-
riod 20042020 and named “Share of energy from renewable sources”. Renewable energy
consumption is given by annual Eurostat data for Latvia for the period 1995-2020 on
“Final energy consumption (Europe 2020-2030)” times the renewable energy share (thus
renewable energy consumption is available only between 2004 and 2020 for Latvia. The
resulting annual time series is used to construct an annual log growth rate series.

To construct the share of the EU ETS revenues distributed to Latvia as a percentage
of Latvia’s GDP, the total nominal EU ETS revenue from 2019 is used?® and taken to
be exactly 14 billion euros and the share of Latvia’s GDP in total EU GDP (2019) is
computed to be 0.19%. Latvia’s share of EU ETS revenues are then 0.19% times 14 billion
euros and this is divided by nominal Latvia’s GDP in 2019 to obtain 0.09%, as reported
in Table 1.

Bank, loan, and interest rate data Latvia’s household deposit rates for new deposits

come from the ECB Statistical Data Warehouse from 2004 onwards. The series name is

26Extracted from (accessed 12 August 2022) https://climate.ec.europa.eu/news-your-voice/
news/carbon-market-report-emissions-eu-ets-stationary-installations-fall-over-9-2020-11-18_
en.

99


https://climate.ec.europa.eu/news-your-voice/news/carbon-market-report-emissions-eu-ets-stationary-installations-fall-over-9-2020-11-18_en
https://climate.ec.europa.eu/news-your-voice/news/carbon-market-report-emissions-eu-ets-stationary-installations-fall-over-9-2020-11-18_en
https://climate.ec.europa.eu/news-your-voice/news/carbon-market-report-emissions-eu-ets-stationary-installations-fall-over-9-2020-11-18_en

“Annualised agreed rate (AAR) / Narrowly defined effective rate (NDER), Credit and
other institutions (MFI except MMFs and central banks) reporting sector — Deposits with
agreed maturity, Up to 1 year original maturity, New business coverage, Households and
non-profit institutions serving households (S.14 and S.15) sector, denominated in euro”.
This monthly annualized series is utilized for the period 2004:M1-2020:M12.

The total loans to GDP ratio is constructed by dividing Non-MFT corporate loans in
Latvia by Latvia’s GDP. The resulting series is quarterly and available between 2011:QQ1
and 2020:Q4. The Non-MFT corporate loans data is available from the ECB Statistical
Data Warehouse with the series name being “Loans vis-a-vis domestic NFC reported by
MFT excluding ESCB in Latvia (stock)”. Unweighted and risk-weighted capital adequacy
ratios are based on Latvijas Banka’s internal estimates for the period between 2011:Q1
and 2020:Q4.

Latvia’s Credit Register is used to obtain the outstanding nominal loan amounts in
December of each year and the nominal loan interest rates in December of each year for
sectors at the NACE 2 level. The data is available on an annual basis for the years 2018-
2021 only. The sectoral classification in Table B.1 is used to classify the loan amounts and
loan interest rates as green vs. brown. The loan amounts are then summed up to form
the green and brown sector’s loan amounts. The green loan share is the green sector’s
loan amount divided by the sum of the green sector’s loan amount and the brown sector’s
loan amount. The corresponding green and brown sector’s interest rates are computed
by using a value-weighted average (weighted by the share of the loans taken out by a

particular NACE 2 activity sector to the whole green or brown sector).

B.2 Parameter summary tables

The following Tables B.2-B.5 summarize all the parameters in use for the benchmark

model.
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Table B.2: Parameters borrowed from other studies

Parameter Description Value Source
{Ww,er Wg,c; Wh,e } Import share consumption bundles 0.45 1
{Nw,csNg.cr Mb.c } Substitution elasticity consumption bundles 1.854 1
{wg,i, Wei,wo i} Import share investment bundles 0.65 1
{Ng,isNe,isMb,i} Substitution elasticity investment bundles 1.059 1
hew Worker habit parameter 0.607 1
vy Working capital fraction 0.5 1
ba Risk premium sensitivity to foreign bonds to GDP ratio —0.01 1
Si Share of public investment expenditure 0.117 1
Te Consumption tax rate 0.210 1
T Labour-related tax rate (employees) 0.225 1
TF Labour-related tax rate (employers) 0.155 1
€ Green and brown intermediate goods substitution elasticity 3 2

Notes: This table reports the model parameters that are borrowed from other papers. Source codes:
1=Buss and Griining (2020); 2=Acemoglu et al. (2012).

Table B.3: Data moments and parameters set to match these moments

Parameter Description Value

Targeted steady states / data moments

S Aggregate private investment to GDP ratio 0.2184
% Green sector share 0.3466
Y +Y,+Y,

EgB‘:Eb Green loan share 0.1209
E;E? Renewable energy share 0.3541

Implied parameters

{6g,0c, 0} Capital depreciation rates 0.10
D, Steady-state log brown energy price In(0.1507)
Wy.g Green intermediate goods share in final goods production 0.35
w‘f;b Domestic brown intermediate goods share in final goods production 0.55
wy b Foreign brown intermediate goods share in final goods production 0.10
m Renewable energy share in green intermediate goods production 0.09
To Green capital share in green intermediate goods production 0.21
3 Labour share in green intermediate goods production 0.60
a Brown energy share in brown intermediate goods production 0.11
Qo Brown capital share in brown intermediate goods production 0.24
Qs Labour share in brown intermediate goods production 0.55
2] Green capital share in renewable energy production 0.70
Vo Labour share in renewable energy production 0.20
LIA, Steady-state green LIA ratio 0.75
LIA, Steady-state brown LIA ratio 2.25

Notes: This table reports some data moments in the upper panel and the model parameters that are

set to match these data statistics in the lower panel.
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Table B.4: Data-implied, conventional, or ad-hoc parameters

Parameter Description Value
Aw Share of workers in population 0.8844
Ag Share of green entrepreneurs in population 0.0244
b Share of brown entrepreneurs in population 0.0912
Buw Worker time discount factor 0.985
Bg Green entrepreneur time discount factor 0.98
B Brown entrepreneur time discount factor 0.98
{Yws Y679} Relative risk aversions 1
hg Green entrepreneur habit parameter 0.25
hy Brown entrepreneur habit parameter 0.25
f Labour supply elasticity 0.7
L Total time endowment 3
a Worker leisure utility parameter 0.2920
{bg,is beis Pb,i} Investment adjustment costs parameters 0.05
bd Deposit adjustment costs 1
zmocap Steady-state unrestricted emissions quantity 0.8649
T Steady-state log export quantity In(0.6271)
s Steady-state log real exchange rate In(0.7382)
v Incentive compatibility constraint stringency 0.67
[ Steady-state bank survival probability 0.9
T Size of bank start-up fund 0.129
capreq Regulatory capital adequacy ratio 0.135
{Tg,Up} Steady-state loan risk weights 0.75
{Rqg, R} Steady-state loan absconding rates 0.75
Yo Bank capital requirement cost function parameter 1 60
Y Bank capital requirement cost function parameter 2 0.1
Y2 Bank capital requirement cost function parameter 3 0.1
) Steady-state emissions cap stringency 1
Ty Steady-state domestic carbon tax rate
T Steady-state foreign carbon tax rate 0
do Emissions cap violation cost function parameter 1 60
o1 Emissions cap violation cost function parameter 2 0.1
o) Emissions cap violation cost function parameter 3 0.1
SEU Steady-state share of EU funds as a fraction of GDP 0.0342
§5U Steady-state EU green public investment share 0.4485
Sp Share of wasteful spending of environmental taxes and fees 0.649
Sg Steady-state domestic green public investment share 0.3156
Z‘fm Distribution indicator for environmental tax revenues 0
{Lﬁ ,‘Lg,‘Lg, Lgs Iceberg transport costs 0.04
Lyslesty) (all goods except imported brown goods)
{,tiw“’, g,ltg,tg, Unit transport costs 0.06
tystesty,ty} (all goods)
tha Minimum iceberg transport costs for brown goods 0.04
tho Iceberg transport costs sensitivity to brown goods import share 0.06

Notes: This table reports the model parameters that are set exactly equal to empirical counterparts, to

conventional values in the literature, or in an ad-hoc way.
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Table B.5: Parameters of exogenous processes

Parameter Description Value
{Pgs Pes Pbs P> P25 Py P Persistence

P85 PEU > Pbs Pugs Prigs Puys Prey» levels 0.85
Pr. ey P8, pEY pEIA, ppIAY (all shocks)

o Volatility green labour productivity shocks 0.02
O¢ Volatility renewable energy labour productivity shocks 0.02
o Volatility brown labour productivity shocks 0.02
o, Volatility brown energy price shocks 0.02
Ok Volatility brown capital quality shocks 0.01
o Volatility bank survival probability shocks 0.005
Oz Volatility export quantity shocks 0.004
OEU Volatility EU funds shocks 0.0025
Os Volatility exchange rate shocks 0.002
o Volatility risk premium shocks 0.002
{o?, O'gE Y og, Ty Orys Ouy Volatility parameters 0
Oy Or. s O, O oA} (inactive shocks)

Notes: This table reports the persistence levels and shock standard deviations of the exogenous processes
in the model.
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C Impulse Response Functions

The following figures contain the impulse response functions for all shocks in the model
and for a selected number of variables.

The variables are: (A) final goods output (GDP) Y, (B) aggregate private consump-
tion Cuggri, (C) aggregate private investment I,44-;, (D) green private investment I,
(E) renewable energy private investment I.;, (F) brown private investment I,:, (G)
green intermediate goods output Y,,, (H) domestic brown intermediate goods output
Yb‘ft, (I) imported brown intermediate goods Yy, (J) risk-weighted capital adequacy ra-
tio NW;/RWA,, 1, (K) brown energy imports (emissions) Z;, (L) renewable energy out-
put/consumption E;, (M) green public investment 77

g,t?
(O) exogenous variable that is experiencing an unexpected shock.

(N) brown public investment I},

The considered shocks are (all simulated shocks happen in period 1 and are subject
to a persistence level of 0.85): (Figure C.1) a positive shock to green labour productivity
A,y of size e,1 = 0.02, (Figure C.2) a positive shock to green labour productivity Ay,
of size ;1 = 0.02, (Figure C.3) a positive shock to green labour productivity A.; of size
ge1 = 0.02, (Figure C.4) a positive shock to brown capital quality Ay of size e, ; = 0.01,
(Figure C.5) a negative shock to the bank survival probability 6; of size €93 = 0.005,
(Figure C.6) a positive shock to foreign demand X; of size ¢, ; = 0.004, (Figure C.7) a
positive shock to the exchange rate S; of size €51 = 0.002, (Figure C.8) a positive shock
to the domestic risk premium RP; of size ¢, = 0.002, (Figure C.9) a positive shock to
the price of brown energy p,, of size €,; = 0.02, (Figure C.10) a positive shock to the
domestic carbon tax rate 7., of size ¢,,; = 0.01, (Figure C.11) a positive shock to the
foreign carbon tax rate 7, of size e.»1 = 0.01, (Figure C.12) a negative shock to the
emissions cap ¢, of size €451 = 0.025, (Figure C.13) a positive shock to the amount of EU
funds EU; of size epy; = 0.0025, (Figure C.14) a positive shock to the domestic green
public investment share s,; of size €} | = 0.01, (Figure C.15) a positive shock to the EU
green public investment share si? of size 55? = 0.01, (Figure C.16) a negative shock
to the green loan risk weight v, of size ,,1 = 0.10, (Figure C.17) a positive shock to
the brown loan risk weight vy, of size €, 1 = 0.10, (Figure C.18) a negative shock to the
green loan absconding rate x4, of size €., = 0.10, (Figure C.19) a positive shock to the
brown loan absconding rate ¢ of size €., 1 = 0.10, (Figure C.20) a positive shock to the
green LIA ratio LIA,; of size el = 0.10, (Figure C.21) a positive shock to the brown

vg,1

LIA ratio LIA;, of size 514 = 0.10.

vp,l T
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Figure C.1: Impulse response functions — green labour productivity shock
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Notes: This figure depicts impulse response functions for a positive one-standard-deviation shock to the

labour productivity of green intermediate goods production A, ; (€41 = 0.02).
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Figure C.2: Impulse response functions — brown labour productivity shock
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Notes: This figure depicts impulse response functions for a positive one-standard-deviation shock to the

labour productivity of brown intermediate goods production Ay, (€51 = 0.02).
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Figure C.3: Impulse response functions — renewable energy labour productivity shock
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Notes: This figure depicts impulse response functions for a positive one-standard-deviation shock to the

labour productivity of renewable energy production A ; (.1 = 0.02).
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Figure C.4: Impulse response functions — brown capital quality shock
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This figure depicts impulse response functions for a positive one-standard-deviation shock to

brown capital quality Ay, (ex1 = 0.01).



Figure C.5: Impulse response functions — bank survival probability shock
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Notes: This figure depicts impulse response functions for a negative one-standard-deviation shock to
the bank survival probability 6; (91 = 0.005).
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Figure C.6: Impulse response functions — foreign demand shock
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Notes: This figure depicts impulse response functions for a positive one-standard-deviation shock to
foreign demand X; (5,1 = 0.004).
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Figure C.7: Impulse response functions — exchange rate shock
A Y, B: Caggrt C: Taggrt
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Notes: This figure depicts impulse response functions for a positive one-standard-deviation shock to the

exchange rate Sy (5,1 = 0.002).
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Figure C.8: Impulse response functions — domestic risk premium shock
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Notes: This figure depicts impulse response functions for a positive one-standard-deviation shock to the

domestic risk premium RP; (e,1 = 0.002).
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Figure C.9: Impulse response functions — brown energy price shock
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Notes: This figure depicts impulse response functions for a positive one-standard-deviation shock to the

brown energy price p, ¢ (.1 = 0.02).



Figure C.10: Impulse response functions — domestic carbon tax rate shock
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Notes: This figure depicts impulse response functions for a positive shock to the domestic carbon tax

rate 7, (€,.1 = 0.01).



Figure C.11: Impulse response functions — foreign carbon tax rate shock
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Figure C.12:
A Y,

B: Cagg?",t

Impulse response functions — emissions cap shock
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Notes: This figure depicts impulse response functions for a negative shock to the emissions cap ¢
(€¢,1 = 0.025).



Figure C.13: Impulse response functions — EU funds shock
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Figure C.15: Impulse
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Figure C.16: Impulse response functions — green loan risk weight shock
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Notes: This figure depicts impulse response functions for a negative shock to the green loan risk weight
Vgt (€v,1 = 0.10).
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Figure C.17:
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Figure C.18: Impulse response functions — green loan absconding rate shock
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Figure C.19: Impulse response functions — brown loan absconding rate shock
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Figure C.20: Impulse response functions — green LIA ratio shock
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Figure C.21: Impulse response functions — brown LIA ratio shock
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D Transition Period Dynamics

The following figures provide simulations of transition dynamics from the current bench-
mark model to the alternative model corresponding to specific scenarios, as discussed in
Section 5.2, for the period 2005-2060. Therefore, the benchmark model is taken to be
representative of the year 2005.%" Its steady state is taken as initial starting values for the
simulations. The model corresponding to the specific scenario is then utilized to let the
model converge from the initial steady state (benchmark calibration) to the alternative
calibration according to the specific scenario. All volatilities are, however, chosen to be
zero, except for the specific shock that induces the transition.

Specifically, Figure D.1 depicts the dynamics for the introduction of the domestic
carbon tax rate and a transition to the level needed to imply an emissions reduction of
17%. Shocks to the domestic carbon tax rate 7,; might happen along the way to account
for policy uncertainty (o,, = 0.01). Next, Figure D.2 depicts the dynamics for a decrease
in the emissions cap that implies an emissions reduction of 17% in the long run. Shocks
to the emissions cap ¢; might happen along the way to account for policy uncertainty
(0, =0.01).

In each figure, 12 variables are depicted: (A) final goods output (GDP) Y;, (B) aggre-
gate private consumption Cyyq¢, (C) aggregate private investment I+, (D) green inter-
mediate goods output Yy, (E) brown intermediate goods output,/consumption Y/,, (F) re-
newable energy output £, (G) private green capital stock K, (H) private brown capital
stock Ky, (I) private renewable energy capital stock, (J) green loan ratio By ;/(By++Bot),
(K) brown enery imports (emissions) Z;, and (L) the exogenous variable that is inducing

the transition, i.e. the domestic carbon tax rate 7,; or the emissions cap ¢.

27Since the 17% emissions target for Latvia is chosen corresponding to 2005 base levels, as discussed
in Section 4, 2005 is chosen as the start date.
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Figure D.1: Transition dynamics — domestic carbon tax rate
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Notes: This figure depicts transition dynamics induced by an increasing domestic carbon tax rate
7.+ The only shock active is the shock to the carbon tax rate e, ; with an assumed volatility of
or, = 0.01 to capture policy uncertainty in the model. The solid blue line depicts the mean response
across 250 simulations for 55 years, whereas the dashed blue lines represent confidence bands, computed

as mean response + 1.645 times the standard deviation across the 250 simulations at each point in time.
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Figure D.2: Transition dynamics — emissions cap
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Notes: This figure depicts transition dynamics induced by a decreasing emissions cap ¢;. The only
shock active is the shock to the emissions cap €4 with an assumed volatility of o4 = 0.01 to capture
policy uncertainty in the model. The solid blue line depicts the mean response across 250 simulations
for 55 years, whereas the dashed blue lines represent confidence bands, computed as mean response +
1.645 times the standard deviation across the 250 simulations at each point in time.
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E Robustness and Sensitivity Analysis: Details

The following three paragraphs describe model modifications that are analyzed in Sec-
tion 6 to explore the sensitivity and robustness of the main results with respect to key as-
sumptions about the nature of public funds usage (the first paragraph describes the model
where productive public funds are distributed in a lump-sum fashion to entrepreneurs in-
stead of being used to build public capital, and the second paragraph describes the model
where productive public funds are used to partly finance the investment expenditures of
entrepreneurs instead) and the nature of financial frictions (the third paragraph describes
the necessary modifications to the equilibrium system to include the debt-to-income bor-

rowing constraints instead of the loan-in-advance constraints).

Lump-sum transfer model The public funds used as (green and brown) public in-
vestment expenditure in the benchmark model are now redistributed to the (green and
brown) entrepreneurs as lump-sum transfers.

Firstly, just to use more appropriate notation, let me denote these lump-sum transfers

by Ty, and T}, keeping the definitions unchanged relative to the benchmark model:

TP, = s5i{sgame(MClpy + [(1 4 15) St + t5MCliy + AgChy + [(1+ 5)S, + LN Cr
+ MChy + (14 65) St + t5]MCiy) + 500 (T + 7)) AW Le} + 55V EU,
+ (1 —s) (1 = 132, + sgu 130 ) (20 Ze + ), (E.1)
Ty, = si{(1 = sg)7e(MChyy + [(1+05) S + 5] A Chi , + XgC , + [(1 4 15) Sy + t5] 0 Cr
+ MChy + (L4 15)Se + t5IMCiy) + (1 = sg) (7 + 70 ) AW Le} + (1 — 527 )EU,
+ 130 (1= sp) (1 — $g.0) (T2 Zs + T2y). (E.2)

Secondly, one has to delete the public capital accumulation equations (19) and (33) from
the set of equilibrium conditions and remove the public capital stocks from the produc-
tions functions for green intermediate goods, renewable energy, and brown intermediate

goods, which yields the following production functions:

Yoo = (B (Kgu)™(AgeAwLge)™, (E.3)
Ef = (Ke,t)'/l (Aeﬂg)\wLe’t)VQ, (E4)
Yy = (Z)* (Ape(Kpe))™® (ApedwLpg)™. (E.5)

Thirdly, the budget constraints of the entrepreneurs change to:

Wt(ufR;‘eRPt +1—vp+77)(AwLlgt + AwLey)
Ag

(L4 7)(Ch + [(1+05) S +E)Co ) +
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N PesEY N I+ (4 0)S + I

9 ot Loy A+ D)S + ]I, L BoaBy
)‘9 /\9 )‘9 )‘9
_ Pyt 4 Per L} i By 11 I Tip,t (E.6)
)‘9 )‘g )\g )\g , '

and

Wt(l/fRz‘eRPt +1—vr+ 7)Ao Liy

(1+7)(Chy + (14 ¢5)Se + t5]Cr ) + " (E.7)
i (Stpz,t + Tz,t)Zt + [If,t + [(1 + L?;)St + té]ll;k,t 4 Rb,tBb,t + E _ pbvty;ft + Bb,tH + Tio,t
Ap Ap b Ap Ap Ap Ao

Investment subsidy model The modifications of the model in the previous paragraph
are very simple to make. For this model, where the public productive funds are used to
partly finance private investment expenditures of entrepreneurs, some more modifications
are necessary.

Firstly, some modifications are as in the last paragraph. Thus, Equations (E.1),
(E.2), (E.3), (E4), and (E.5) are also valid for this model variant. Additionally, the
public capital accumulation equations (19) and (33) are again removed from the set of
equilibrium conditions.

Secondly, I introduce two additional variables, s?'¢ , and s% ,. which denote the shares

inv,t inv,t»

of private investment expenditure by green and brown, respectively, entrepreneurs, fi-

nanced by the government. These variables satisfy the following equilibrium conditions:

TP, = 0%, (I;{t + {1+ ) S+ I, + I+ (1 + S+ t)12) (E.8)
Ty, = 58 (Lo + [(L+ ) Se + ] 17,) - (E.9)

Thirdly, the budget constraint of green entrepreneurs changes to:

Wt(VijeRPt +1—vp+77)(AwLlgs + AyLey)

(1+ TC)(C;t + [(1T+¢5)S: +15]C; ) +

)‘9
N Pes Y N (L= 08 AL, + (L + ) S+ ]I + I, + [(1 4 02)Se + )17, }
)‘9 )‘9
R, B Y. ot B B
n g;ﬁ\ gt :pg,;\ g,t+p,; t+ g)lt+1’ (E.IO)
g g g g

Moreover, the brown entrepreneurs’ budget constraint is here given by:

I/Vt(l/fRZeRPt +1—vp+7) Lyt
Ap

(Stpz,t + Tot) 2y (1— 51i;fv,t){ff,t +[(1+ LZ)St + té]Il:t} Ry+Byy T4
+ + + —=

(14 7)(Cyy + [(1 4 ¢5) S + 6)Cry) +

+
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_ DYy n By 11
b Y

(E.11)

Fourthly, the LIA constraints for both types of entrepreneurs are adapted to look as
follows (replacing Equations 9 and 25):

Bypr > LIAG (1 = 8 ) (g + [(1 4+ 09) S + 1)Ly + Lo, + [(1+00)S, + t]17,), (E.12)
Bys1 > LIA, (1 — st ) (1, + [<1+Lb)St+t2N;‘,t>- (E.13)

Finally, a number of first order conditions in the optimization problems of the en-
trepreneurs change. Specifically, the right-hand sides of Equations (A.19), (A.20), (A.21),
(A.22), (A.31), and (A.32) change to:

= (1 — 8% ) (14 pg P LIA G ) A, (
= (1= 505 ) (1 + pg A LIAG ) Ag o [(1 + ) Se + 1), (
= (1= 5% ) (1 + pg P LIAG Ay, (
= (1= 59 (1 + plfALIA )G [(1 + )5S, + t), (E.17
= ( (L4 ' LIAG ) Ao, (
= ( (1+ gy LIAG )Xo [(1 + ) S, + 83). (

1—
1—-

)
)
Sant)
Savt)
Model modifications to replace LIA constraints by DTI borrowing constraints
It is very simple to change the model of Section 3 and its equilibrium (described in Ap-
pendix A) such that loan-in-advance constraints are replaced by debt-to-income borrow-
ing constraints. Firstly, assume that Equations (9) and (25) are replaced by ,u;thA =0 and
,ubLgA = 0, respectively, in order to deactivate the loan-in-advance constraints. Secondly,
one needs to replace equilibrium conditions (A.40) and (A.41) by the debt-to-income

borrowing constraints in Equations (10) and (26).
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Table E.1: Alternative models and calibrations: Simulated moments

Bench- High cap. req.  DTI  Lump-sum Investment

Moment mark asymmetry model transfer subsidy Data
E[5E-] 27.02 27.02 26.75 27.54 26.70 35.41
Y.t
E[ t+Y2t+Y;t] 31.56 31.58 31.26 32.58 31.19 34.66
Elwg: = 5—457) 18.88 18.92 18.01 19.39 18.71 12.09
B[] 0.10 0.10 0.10 0.00 0.00 0.09
B[Sttt 0.40 0.00 0.40 0.00 0.00 8.84
E[fegent] 19.97 19.93 20.22 20.00 27.26 21.84
E[IF] 52.30 52.27 52.01 55.09 56.51 56.10
E[EEE:] 49.97 49.94 49.67 52.78 54.64 48.56
E[Zettbot] 28.83 28.77 117.36  28.66 28.87  106.22
NW;
E|rwass) 15.49 16.52 12.79 16.18 15.56 20.32
NW;
El5r5] 11.62 12.39 9.59 12.13 11.67 11.29
Elra,] 1.45 1.51 1.48 1.47 1.46 1.51
Elwgrg: + (1 —wgi)res] 247 2.57 2.37 2.54 2.48 2.68
Elrg,] 2.38 2.46 2.37 2.42 2.40 1.07
Elry,] 2.49 2.60 2.37 2.56 2.50 3.18
o(Ay,) 5.31 7.01 2.25 7.22 5.18 5.72
o (Niaggr,t) 9.43 17.28 15.63 13.55 8.19 16.67
o(Acaggr,t) 13.51 15.98 1.34 11.34 13.58 6.35
o(Ageyt) 8.36 9.98 1.88 11.34 8.36 5.98
o(Aey) 2.02 2.64 1.94 2.74 1.86 6.01
o(Ayg,e) 6.13 7.96 6.09 7.25 5.36 7.88
o (Ayp,i) 5.19 6.78 4.06 7.50 5.43 8.07
o(Nigy) 18.37 25.68 8.57 24.88 13.84 21.44
o(Aiyy) 10.01 18.85 21.15 15.23 8.39 8.63
o(NX/Yy) 2.86 3.76 3.18 4.35 3.24 5.33

Notes: This table reports the simulated model moments for the benchmark model (reproduced from Ta-
ble 1), for four alternative calibrations and models (described in Appendix E and analyzed in Section 6),
and the corresponding data counterparts for a variety of macroeconomic variables. The four alternative
calibrations and models are the following variations: (1) “High cap. req. asymmetry” assumes a cali-
bration of the bank capital requirement costs function as in Valencia et al. (2017) (yo = 120, v1 = 3.5,
v = 1) with additionally setting 7 = 0.39, ¢; = 0, ¢2 = 0 due to technical stability constraints in
the model; (2) “DTI model” assumes that there are no loan-in-advance constraints but instead debt-to-
income borrowing constraints in the model (assumed parameters, different from the benchmark model:
ﬁg =2, DTI, =6, 7 = 0.11, o4 =0y, = 0, = 0.06, 0, = 0.005, 09 = 05 = 0, = 0, = 0y = 0.01);
(3) “Lump-sum transfer” assumes that the productive public funds are used to finance lump-sum transfers
to entrepreneurs with additionally setting 7 = 0.133, ¢1 = ¢2 = 0 due to technical stability constraints;
(4) “Investment subsidy” assumes that the productive public funds are used to finance a fraction of pri-
vate investment expenditures of entrepreneurs with additionally setting ¢; = ¢ = 0 due to technical
stability constraints. The model moments have been obtained from a stochastic simulation of the model
for 2500 years using a first-order perturbation approximation in dynare (version 4.5.4). All moments are

reported in percentage points.
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