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Revenue-Neutral Pollution Taxes
in the Presence of a Renewable Fuel Standard

Tristan D. Skolrud and Gregmar 1. Galinato

We assess the welfare implications of a revenue-neutral tax in the presence of two Renewable Fuel
Standard (RFS) policies for cellulosic biofuels: the waiver credit and the input-ratio requirement.
We extend the model of revenue-neutral taxation to allow for the taxation of a dirty input in
an imperfectly competitive market while integrating RFS-specific policies. Simulations from
Washington and Oregon indicate that a revenue-neutral tax raises welfare by 19%—21% but growth
in cellulosic ethanol production is minimal, ranging from 0.6% to 1.5%. Pollution taxes, cellulosic
ethanol production, and welfare are more responsive to the waiver credit than to the input-ratio
requirement.
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Introduction

A carbon tax is an effective and efficient means of reducing greenhouse gas (GHG) emissions
(Tol, 2005), but considerable opposition exists for adopting such a program in the United States.
However, when the revenue from a carbon tax is used to offset an existing distortionary tax policy,
public support across political groups increases drastically (Amdur, Rabe, and Borick, 2014).
Representative Delaney (2015) announced federal legislation taxing GHG emissions, using the
revenues to offset corporate tax rate. There is growing support for imposing a revenue-neutral tax
system to control GHG emissions at the state level:! California, New York, Massachusetts, Oregon,
and Washington have proposed initiatives that imply a revenue-neutral carbon tax while reducing an
existing distortionary tax.

In 2007, Congress passed the Energy Independence and Security Act (EISA), which imposes
increasing consumption mandates through 2022 for several types of renewable fuel, designated as
Renewable Fuel Standards (RFS). The act is a way to reduce GHG emissions by substituting for
energy feedstock with a relatively lower emissions coefficient. The law mandates an increasingly
important role for biofuels derived from cellulosic feedstocks such as woody crops or agricultural
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" A few countries have experimented with the use of revenue-neutral carbon taxes. The carbon tax implemented in British
Columbia, Canada, in 2008 redistributed all tax revenues to consumers through offsetting tax reductions and transfers (Murray
and Rivers, 2015). Norway implemented a carbon tax in 1991, with tax revenues redistributed to consumers through pension
funds (Sumner, Bird, and Smith, 2009).
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residue,? which are considered second-generation or advanced biofuels (conventional biofuels from
sugar or starch are first-generation biofuels).>

There are two important RES policies related to the cellulosic biofuel requirement: the input-
ratio requirement, which imposes a lower bound on cellulosic fuel use in blended-fuel production,
coupled with a waiver price, which can be used to circumvent the input-ratio requirement (CFR,
2011). These two instruments together led to no significant effect on cellulosic production—even
when the input-ratio requirement was raised—because firms have the option to purchase waivers
instead (Skolrud et al., 2016). Cellulosic fuel production increases when waiver prices increase
(Skolrud et al., 2016). We are not aware of any study that considers a revenue-neutral tax with the
RFS policies to incentivize cellulosic fuel production.

This article determines the effect on welfare and cellulosic fuel production from a revenue-
neutral tax that targets crude oil use given the existing RFS policies related to the cellulosic biofuel
requirements. We build a multisector general equilibrium model in which fossil fuel use is taxed and
the tax revenue is used to offset a distortionary tax (either an income tax or a sales tax). Focusing
on a crude oil tax allows us to determine the responsiveness of cellulosic ethanol production to
the consumption mandates specific to cellulosic biofuel due to its relative importance in EISA. We
provide a numerical simulation based on data from Washington and Oregon, both of which are
significant sources of cellulosic feedstocks for biofuels due to the abundance of agricultural land
and woody biomass (Yoder et al., 2010). The two states provide contrasting sources of reduction
in distortionary taxes: a state income tax in Oregon, which has no sales tax, and a sales tax in
Washington, which has no state income tax.

The development of the cellulosic ethanol industry has fallen far short of expectations (Lade,
Lin Lawell, and Smith, 2018; Olson, 2017). Until 2014, cumulative cellulosic biofuel production
from agricultural residues amounted to approximately 300,000 gallons—far short of the expected
0.5 billion gallons expected in 2012 or the 1 billion gallons expected in 2013 (U.S. Environmental
Protection Agency, 2016). A 2014 amendment to the RFS classified renewable compressed and
liquefied natural biogas as cellulosic biofuel, increasing cellulosic production to approximately 33
million gallons. However, only 758,000 of those gallons came from agricultural residues (U.S.
Environmental Protection Agency, 2016). In this paper, we develop a revenue-neutral tax model
under a hypothetical long-run scenario in which cellulosic processing has advanced far enough
that the production of cellulosic biofuels from agricultural and forestry sectors matches the current
production achievable from biogas.

The double-dividend hypothesis states that when an environmental tax is implemented, the
economy benefits in two ways: (i) a Pigouvian effect in the form of lower pollution and (ii) a revenue-
recycling effect in the form of lower deadweight loss in a market in which a distortionary tax is
decreased by the amount of pollution tax revenues raised (Pearce, 1991).* Bovenberg and de Mooij
(1994) identified a third, negative effect, called the tax-interaction effect, in which pollution taxes
that raise the price of a dirty good relative to the leisure price lead to less work and lower income
tax revenue. Empirical studies show that the Pigouvian and revenue-recycling effects are significant
enough to offset the tax-interaction effect, leading to a positive environmental tax, albeit lower than
the Pigouvian level (Parry, 1995; Bovenberg and Goulder, 2002). In the theoretical models that
delineate the three welfare effects, the tax considered is on the output itself. Gasoline production
uses a mix of fuel sources. In the United States, ethanol is mixed with fossil fuel, which has a
significantly higher emission coefficient. Thus, there is a need to explicitly model a revenue-neutral
tax on a dirty input.

2 By 2022, the mandate calls for the consumption of approximately 16 billion gallons of cellulosic biofuel, a significant
increase from the 33 million gallons produced in 2014 (FR2, 2015).

3 Very few articles have examined the growth of the cellulosic biofuel industry (e.g., Skolrud et al., 2016; Miao, Hennessy,
and Babcock, 2012). In contrast, there is an extensive literature on conventional biofuel production (see Rajagopal and
Zilberman, 2007, for a survey of the literature).

4 Bovenberg and Goulder (2002) provide an extensive survey of the literature.
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This article makes theoretical and policy contributions. In the double-dividend literature, a
Pigouvian effect, revenue-recycling effect, and tax-interaction effect are identified when a revenue-
neutral tax is imposed (Parry, 1995; Parry and Bento, 2001; Bovenberg and Goulder, 2002; Goulder,
2013). In our theoretical model, we identify a fourth effect that we call the residual Pigouvian effect,
which is the reduction in welfare in the polluting market due to a decrease in output and input use.
The effect is not new in the environmental taxation literature citep[refer to][p. S73]parry1995 but,
to our knowledge, this is the first time its welfare effects have been explicitly quantified in a general
equilibrium model.

We modify the general equilibrium model developed by Goulder, Parry, and Burtraw (1997)
to derive analytic expressions for the welfare effects from a revenue-neutral tax in the presence
of the RFS policy. We build on their model by integrating imperfect competition, an input-ratio
mandate, the addition of intermediate sectors, and the possibility of recycling tax revenue into a
consumer sales tax instead of a labor income tax. We show that when the pollution tax is applied
to an input instead of to an output, there is a further decline in output in the polluting sector as
long as the output effect dominates the substitution effect. When we include more intermediate
sectors to understand the effect on feedstock supply, the tax-interaction effect is expanded. Finally,
the recycling of revenues to reduce sales tax instead of income tax leads to a change in the revenue-
recycling and tax-interaction effect terms. The overall magnitude of both effects is dependent on the
sensitivity of the tax base to changes in the price of the polluting good.

In our simulations, we find that the marginal excess burden of income taxation exceeds the
marginal excess burden of consumer sales taxation, leading to larger revenue-recycling and tax-
interaction effects in Oregon than Washington. We also show that more stringent input-ratio
requirements and higher waiver prices lead to lower revenue-neutral taxes because of a reduction
in pollution where the latter policy has a more elastic responsiveness than the former policy. We
find that the optimal revenue-neutral tax is approximately 65%—68% of the optimal Pigouvian tax,
which is typical of estimates in the literature (Galinato and Yoder, 2010; Parry, 1995). Imposing a
revenue-neutral tax increases welfare by 19% in Washington and 21% in Oregon. Cellulosic biofuel
production increases slightly with the revenue-neutral tax, by 1.5% in Washington and 0.6% in
Oregon.

Theoretical Model

Our baseline general equilibrium model includes a consumption sector, in which a representative
consumer purchases goods produced in two final goods sectors: a composite-goods sector and a
blended-fuel sector that is directly affected by the RFS mandates. A government chooses the optimal
tax instrument given the welfare of all agents in the economy. We first assume that only an income
tax exists and is the main beneficiary from the pollution tax revenue. We relax this assumption later
in the paper to accommodate a sales tax to model the Washington State case.

Consumption Sector

The consumer derives utility from blended fuel, B, the composite good, X, leisure, H, and
environmental quality:

(l) U(B,X,H,E):M(B,X,H)—C(E),

where E is total emissions, u(e) is increasing and concave in all the arguments, and c(e) is an
increasing convex function. Total emissions is increasing in the inputs used in the production of
blended fuel, Y?, such that E = E (Y b ), where Eyy > 0. Total income is derived from labor earnings

3 Subscripts indicate partial derivatives.
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and government transfers. The budget constraint is
) pbB+X:(w7tl)(TfH)+G,

where pb is the price of blended fuel, w is the wage rate, ' is the per unit tax on labor, T is
an exogenous time endowment so that (7 — H) is time devoted to labor, and G is a lump sum
government transfer from all tax revenues. The price of the composite good is normalized to 1.
The structure of the consumer’s budget constraint in equation (2) is an important driver of double-
dividend results. The right side of equation (2) is similar to the consumer budget constraint of
Goulder, Parry, and Burtraw (1997), but the left side differs in that the consumer does not pay for the
tax on blended fuel directly. This distinction is necessary as we consider the imposition of an input
tax on production as opposed to an output tax.

The first-order conditions for an interior solution maximizing the consumer’s utility function in
equation (1), subject to the budget constraint in equation (2), taking environmental quality as given,
are

d
%:7u3+1pb:07
07
W:_MX‘FA:O,
® <
ﬁ:—uy-i-l(w—tl):O,
%:(l—tl)(T—H)—kG—pbB—X:O,

where A is the marginal utility of income. After manipulation, the first three equations show that the
marginal rate of substitution between goods is equal, and the last equation is the budget constraint.
The equations in equation (3) are solved simultaneously to yield the consumer’s demand functions,
defined by B(p®,w,t',G), X(p®,w,#",G), and H(p®,w,t',G). The indirect subutility function is
V(pb7w,tl,G) - M(B(pb,W,tl,G),X(pb,W,tl,G),H(pb,w,tl,G)).

Composite-Good Sector

The composite good is produced using constant returns to scale technology, with labor as the only
input, X = L*. The composite-goods sector has three roles in the model. First, it serves as our
numeraire good. Next, using the first-order condition in the profit maximization problem along with
an output price of 1, the optimal wage rate is 1 (i.e., w=1). Finally, we use the composite-good
sector in the simulation section to calibrate the scale of the other sectors.

Blended-Fuel Sector

The blended-fuel production function for firm i is Yib (Ys,xe, Yf,Lf’ ), where Y{ is cellulosic ethanol,
Y? is gasoline refined from crude oil, Y¢ is corn ethanol, and L? is labor used in the production
of blended fuel.® Output is increasing and concave in all arguments. The production of cellulosic

ethanol and gasoline are assumed to be exogenous in the base model. There are n firms in Cournot

6 We dropped the capital input in the production of blended fuel. We can do this without loss of generality: It will not affect
the results specific to the double-dividend hypothesis since it is not a taxed input and does not interact with the consumption
sector or any relevant constraints.
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competition in an oligopoly, such that the output price is endogenous.” We assume that the firm takes
all input prices as exogenous.

Firms in the blended-fuel sector are subject to the requirements of the RFS, which mandates
the use of multiple types of biofuels (CFR, 2011). The mandates are nested within multiple groups,
differentiated by the capacity of each fuel type to reduce life-cycle GHG emissions compared to
fossil fuels. The RFS caps the amount of conventional renewable fuel (i.e., corn ethanol) at 15
billion gallons after 2015, while the mandate for advanced biofuels, particularly cellulosic biofuel,
continues to increase until 2022 (CFR, 2011). Rather than attempt to model the entire nested
structure, we distill the mandates into two constraints: one that captures the role of corn ethanol
and one that captures cellulosic ethanol. This simplification maintains the central feature of the RFS
(i.e., increasing the use of renewable fuel in a way that requires more advanced biofuels as time
progresses) but still allows analytical tractability.

The total renewable fuel mandate can be satisfied with either cellulosic ethanol or corn ethanol,
but fuel blenders are required to use at least as much cellulosic ethanol as required by the
cellulosic mandate. The cellulosic mandate is equal to the cellulosic ethanol percentage standard,
Z¢, multiplied by the amount of gasoline refined from crude oil, Y, used by the fuel blender (i.e.,
Z°Y?). Since cellulosic ethanol is a much more expensive requirement on a per gallon basis than corn
ethanol and the two are perfect substitutes, we can write the corn ethanol mandate as the difference
between the total renewable mandate and the cellulosic mandate. Denoting the total renewable fuel
mandate by R, the amount of corn ethanol purchased by the blender to satisfy the total mandate,
defined as Y7, is then given by Y = RT — Z°Y?, or the remainder of the total mandate not satisfied
by the cellulosic requirement. This definition encapsulates the fact that blenders will use as much
corn ethanol as possible to satisfy the total mandate due to the relatively high cost of cellulosic
ethanol. Total ethanol is YZ = Y¢ + Y¢.

The RFS also specifies an alternative means to satisfy the cellulosic requirement that is not
available for any other type of biofuel. When cellulosic ethanol production is insufficient, firms
can purchase waiver credits (CFR, 2011) to satisfy their RFS obligation at a price of g dollars per
credit, where 1 credit is equivalent to 1 obligated gallon of cellulosic ethanol.® The RFS constraint
is Z°Y;° =Y;* + W; /g, where W, is the expenditure on waiver credits and g is the waiver credit price.
The amount of cellulosic ethanol required by the RFS, Z°Y?, can be satisfied either by using a
sufficient amount of cellulosic ethanol Y or by buying waiver credits, W;/ g’

The firm chooses cellulosic ethanol, gasoline from crude oil, and labor to maximize profit,

n
m=p" (Y v/ (YjC+Yje,Yj”,ij),tl,w,G Y (Y,»CH@E,Y,»O,L#)
=1

. chic o peYie . (po +l‘0)Y,‘0 . WL,'b o VVI
4)

subject to: Z°Y? =Y¢ + ?l’

1/[(3 :RT _ Z(:Y'i()7

7 We model the blended-fuel sector as an oligopoly, which is an appropriate assumption for both Washington and Oregon.
The Pacific Northwest is largely served by five blended-fuel producers (oil refineries), and although collusive behavior has
never been formally identified, the sector was investigated in 2008 by the Washington State Office of the Attorney General
(2008) due to suspicions of price collusion.

8 Cellulosic biofuel production is deemed insufficient when production fails to reach the amount mandated by the RFS
(CFR, 2011).

9 The waiver credit price is set by the U.S. Environmental Protection Agency as the higher value of $0.25 and the average
annual wholesale price of gasoline per gallon minus $3 (CFR, 2011). Cellulosic biofuel is the only type of biofuel specified
by the RFS to be eligible for waiver credits.
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where p”(e) is the inverse demand for blended fuel, p° is the price of cellulosic ethanol, p¢ is the
price of corn ethanol, p° is the price of gasoline refined from crude oil, and #° is the per unit tax on
gasoline use. The two constraints must be met for the firms to comply with the RFS mandates for
total renewable fuel and cellulosic ethanol. Solving the maximization problem yields the following
first-order conditions:'®

Tye = ph,YyeY? + p"¥fe — p* + g =0,
(5) Mo = phy Yo ¥ + pPYo — (p° +1%) + Z°(p° — ) =0,
T =P YY" + pY), —w=0.

Each equation shows the value of marginal product of each input equal to its marginal cost. For
cellulosic ethanol, the value of marginal product includes the value of the waiver price. For gasoline
refined from crude oil, marginal cost includes the oil price augmented by the tax and the effect
from the interaction with both RFS standards, the magnitude of which is partially determined
by the difference between the ethanol price and the cellulosic waiver credit price. The first-order
conditions in equation (5) are solved to yield both the best response functions for each firm and
the uncompensated input demand functions, given by given by Y<(0), Y?(8), and L?(6), where
0 = {p°,p° p°,w,t°,t',g,Z}.! The demand for corn ethanol is Y = RT — Z°Y?(0).

Equilibrium

The general equilibrium conditions that solve the model are derived using equations (3), (5), the
market-clearing condition for labor, '

(6) T=L"+X+H.

demand for blended fuel equals its supply,

) B (Pt wG) =" (Y<(8) +Y*(6).Y°(8),L7(8) )
and the government budget constraint,

®) G=t (T —H) +1°Y°,

where /(T — H) is the labor tax revenue and °Y° is the crude oil tax revenue. '3

Revenue-Neutral Policy Change

Using implicit demand functions from the consumer’s problem, equilibrium prices, and by
recognizing that in equilibrium, ¥ = B, we can write the indirect utility function as

) U (t”,tl,g,Z”) —u (Y”(YC,Y",L”),X (pb,t’) H (ph,tl)) — ¢(E),

where p? is the equilibrium price of blended fuel from equation (7).

19 To reduce notational clutter, we remove i subscripts when representing partial derivatives of firm-level variables (e.g.,
Yb =9vP/oYe).

11 Since we assume that the market is not perfectly competitive, the input demands are no longer a function of the output
price of blended fuel.

12 Note that the units on the right side are in labor-time. Since X is a linear function of labor, it can be measured in the
same labor-time units as 7 and H.

13 Unsubscripted variables from the blended-fuel firm’s problem represent the corresponding industry-level quantity (e.g.,
YO = 221:1)/[0)
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To assess the impact of a revenue-neutral policy change, where increases in the gasoline tax are
offset by decreases in the distortionary labor tax to maintain the level of G, we totally differentiate
equation (9), divide by the marginal change in the gasoline tax and simplify using the equilibrium
conditions to derive'*

1 dU dy? dyc dye drb
f—azD@ﬂ—bﬂJ—- b(yb yh=—
A dt ( Py aw ) TP\ e T ) T g

Pigouvian effect Residual Pigouvian effect
(10)
dy° dr’
[
+M(Y°+1t°— )| (1 +M)t'Hpo +
dre ( ) dre )’
Revenue-recyling effect Interaction effect

where D (Y?) =(1/A)cgEys is the marginal environmental damage in dollar terms and
M=t H,/(T —H—- ¢! H,) is the marginal excess burden of taxation. The numerator of M represents
the partial equilibrium welfare loss from an increase in the labor tax (i.e., the wedge distorting the
wage rate from its market equilibrium, ¢/, multiplied by the effect of the wedge on leisure). The
denominator of M represents the partial equilibrium gain in government revenues resulting from the
tax. We identify four welfare effects of the gasoline tax: a Pigouvian effect, a residual Pigouvian
effect, a revenue-recycling effect, and a tax-interaction effect.

The Pigouvian effect is the combined change in marginal environmental damages and marginal
utility resulting from the impact of the gasoline tax on blended fuel. If the marginal social
benefit, D(Y?) — p? Y)ﬁ’o, is positive, the Pigouvian effect will be positive. Our version of the effect
differs from its typical formulation in two ways. First, our effect includes the impact of imperfect
competition, captured by the impact on the price of blended fuel induced by the change in blended-
fuel production resulting from the gasoline tax. In perfect competition, the output change from
one firm would have no effect on the output price. The second departure is the input-oriented tax,
targeted at only one of the dirty inputs. This is a slight change from double-dividend models that
consider environmental taxes assessed on the output, in which case the entire effect dy® /dt° would
be included in the Pigouvian effect.!?

The residual Pigouvian effect that we find only occurs with a pollution tax on just one of the
dirty inputs and not output. It represents the change in marginal utility from a change in blended-
fuel production resulting from changes in total ethanol from cellulosic and corn feedstocks (the
Y;’E ((dY*€/dt°) + (dY*¢/dt°)) term) and labor (the YL”,, (dL? /dt®) term). If the output effect dominates
the substitution effect, so that the marginal effect of the gasoline tax rate on corn and cellulosic fuel
and labor are both negative, the residual Pigouvian effect will be negative. This is consistent with our
expectations since an increase in the gasoline tax leads to lower use of all inputs in the blended-fuel
sector, leaving less blended fuel for consumption.

The revenue-recycling effect represents the gain in efficiency from using the gasoline tax revenue
to offset the labor tax, which reduces deadweight loss in the labor market. This effect is positive
under our assumptions.

The tax-interaction effect consists of three components. When blended fuel and leisure are
substitutes, an increase in the blended-fuel price increases leisure, thereby decreasing labor. This
decrease in labor reduces labor tax revenue, #'H,o; increases the deadweight loss, ! MH,0:'° and
reduces labor in the blended-fuel sector, dL” /dt".17 When the gasoline tax increases and less

14 To ensure revenue neutrality, we use the fact that dG/dt® =0 and dr' /dt® # 0, as shown in the online supplement
(www.jareonline.org).

15 See Parry (1995, pp. S73-S76) for an example of intermediate good taxation and the resulting Pigouvian effect.

16 Note that ' Hyo is the change in leisure from the crude oil tax multiplied by the wedge. Multiplying this change by the
marginal excess burden of labor taxation, M, makes this term the marginal change in deadweight loss.

17 In the case in which blended fuel and leisure are complements, the tax-interaction effect becomes an efficiency gain, as
discussed in Goulder, Parry, and Burtraw (1997).
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blended fuel is available to the consumer, labor shifts from the blended-fuel sector toward leisure
and composite-good-producing labor. The overall tax-interaction effect is negative.

Optimal Tax Derivation

The government considers the welfare of producers, consumers, and other parties negatively affected
by pollution.'® The government maximizes the sum of consumer surplus, profits from the blended-
fuel and composite-good sectors, and tax revenues, minus the disutility from pollution by choosing
an optimal tax on gasoline refined from crude oil,
an Q(t°) =maxd(t°) + nnf’(t”) + t(t°) — c(E(t?)),

tG
where consumer surplus is §(t°) = v(t°) — p?(t°)B(t°) — X (t°) — (w — t')H, total tax revenue is
7(t°) = mt°Y? + (T — H), and profits in the composite-good sector are 7*. After manipulating the
first-order condition, the Pigouvian tax is

1
(12) i =cpEyp ——5{ &0 —t'Ho
N——" nYto N~

A B

The Pigouvian tax, 7°, is decomposed into three components.'® The first component, A, represents
the marginal damages from blended fuel. The second component is the marginal effect of the
gasoline tax on consumer surplus, 8. In partial equilibrium, these are the only components. In
general equilibrium, the optimal Pigouvian tax also includes the marginal effect on government
revenue, B, scaled by the impact on crude oil use resulting from the gasoline tax.

To calculate the optimal revenue-neutral tax,29 we allow the labor tax to be a function of the
gasoline tax, so that the government’s objective function is written as Q = Q(¢°, ! (1°)).Taking first-
order conditions and solving for the optimal revenue-neutral tax,

1 drt
(1 Yy nfgdre "

where ¥ =Y3 + Yy (dt! /dt°) is the marginal change in gasoline use from the gasoline tax under

revenue-neutral taxation, y=Y/Y9 is the ratio of marginal changes in gasoline use from the
gasoline tax under revenue-neutral and Pigouvian taxation, Q. =8, + nt°Y{ +T — H — t'"H, —
ncgEyoY] is the marginal impact on social welfare from the labor tax, and dr' jdt° = —(Y° +
1°(dy®/de®) — talb (dp°/dt°))/(T — H — t'H,) is the reduction in income tax that can be financed
by a change in gasoline tax while maintaining a balanced budget. Thus, the revenue-neutral tax is a
fraction of the Pigouvian tax minus a term that captures the social welfare loss from labor taxation
weighted by the change in the labor tax induced by the change in crude oil tax while maintaining a
balanced budget. We expect the optimal revenue-neutral tax to be lower than the Pigouvian tax. The
difference in magnitude between the two taxes will depend on the difference between the change in
gasoline as a result of the gasoline tax when the labor tax is variable (¥,) and the change in gasoline
usage as a result of the gasoline tax when the labor tax is fixed (Y,3). The sign and magnitude of y
depend on the ratio of the impact of the labor tax on gasoline divided by the impact of the gasoline

18 Since the pollution taxes reflect the shadow value of an externality, they are not considered simple transfers and are
included in the welfare function. Including pollution tax revenues in the maximization of the welfare function shows the total
value society places on pollution damages from crude oil use.

19 Since our policy does not tax all polluting inputs, our Pigouvian tax in equation (12) would be lower than a Pigouvian
tax that accounts for all polluting inputs.

20 See the online supplement for complete derivation.
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tax on gasoline production multiplied by the reduction in the income tax that can be financed from
gasoline tax revenues. For a complementary input relationship between labor and gasoline in the
production of blended fuel, Yt‘,’(dtl /dt®) > 0, implying that y > 1.

Extending the Baseline Model

We extend the baseline model in two ways. First, we allow for the revenue from the gasoline tax
to offset a sales tax instead of an income tax to examine how states without any income tax can
benefit from a revenue-neutral tax. Second, we incorporate intermediate sectors in the production
of cellulosic ethanol to endogenize the production process. By including intermediate sectors, we
analyze the extent to which labor market distortions are exacerbated or mitigated outside of the
direct effect on the industries subject to the environmental tax.

The Double-Dividend with a Sales Tax

There are two differences in the setup of the model with a sales tax instead of income tax. First,
the consumer’s budget constraint now takes the form p?B 4 (1 4 )X = w(T — H) + G, where t*
is the per unit tax on the composite good. The labor tax is now removed from the right side of
the budget constraint. The second difference is the government’s budget constraint, which is now
G=1t'X +1°Y°.

The change in welfare given a change in gasoline tax based on our four effects is?!

1dU b bob dye o (op (AYS  dY€ p dLP
Iﬁ‘(D(Y) pYY”) aw ) TP\ g t g ) Y g

Pigouvian effect Residual Pigouvian effect
(14)
dy?° dL’
+M Y+ — | = [ (L + M) Ko + —
dre ( 0%+ G )
Revenue-recyling effect Interaction effect
where M* = —1*X;x /(X + *X;x) is the marginal excess burden of taxation from sales. The numerator

of M* is the partial equilibrium welfare loss from an increase in the composite-goods tax, and the
denominator is the partial equilibrium gain in government revenues resulting from the tax. We find
that differences in welfare effects between a sales or an income tax will hinge on marginal excess
burden of taxation, which in turn depends on the size of the tax base and the sensitivity of tax
revenue to changes in the tax rate. If the marginal excess burden of taxation is larger for income tax,
we expect the absolute magnitudes of the revenue-recycling effect and tax-interaction effects to be
larger compared to the sales tax case.

To derive the Pigouvian tax, we use a similar government objective function as equation (11),
except the tax revenue expression is now 7(1°) = nt°Y° 4 tX:?

1
(15) % = cpEyp ———= 8o + " X
N—— nY;U N~
A B

The only major difference occurs in the B component, which is modified to allow for a marginal
change in government revenue from the composite-good tax rather than the labor tax.

21 See the online supplement for proof.
22 See the online supplement for proof.
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Using a similar methodology as the baseline case, the optimal revenue-neutral tax, 7%, is

(16) % = it"”‘ - ;d—tx £
v nY$ dt°

where y* = (Y9 + Y,2(dt*/dt°))/Y3 is the ratio of marginal changes in gasoline use from the
gasoline tax under revenue-neutral and Pigouvian taxation, dt*/dt®=—(Y° +t°(dY?/dt°) +
*X;0) /(X + t*X;x) is the reduction in the sales tax that can be financed by a change in gasoline
tax while maintaining a balanced budget, and Qu: = 6 + FXpx + X — ncgEyoY{ 4+ nt°YS is the
marginal impact on social welfare from the sales tax. We expect the revenue-neutral tax to be lower
than the Pigouvian tax.

Intermediate Sectors in Cellulosic Fuel Production

We are also interested in the downstream impacts of taxes to the sectors that supply cellulosic
feedstock, most notably the agricultural and forestry sectors. Production of cellulosic ethanol occurs
in two stages: cellulosic refining and cellulosic-feedstock production. Production of cellulosic
feedstock occurs in both the agricultural and forestry sectors. Capital (K), labor (L), and land (R) are
inputs in each sector. The production function in each sector is Y* = Y*(K*,L*,R®), V s = a, f, which
is increasing and concave in all arguments. Assuming perfectly competitive markets, the equilibrium
conditions for input use is such that the marginal product value of each input equals its price,

p'Yes (K%, LY, R*) — r=0,
a7n pYs (K, L R*) — w=0,
PYS (K, L°,RY) — m =0,

where p°® is the output price for s = a, f; r is the price of capital; and m is the price of land.

The cellulosic-refining sector uses feedstock output from the agricultural and forest sectors
along with capital and labor to produce cellulosic ethanol. The production function is
Y¢ =YK L, Y4 YY), which is also increasing and concave in all arguments. Assuming perfect
competition, the first-order conditions are

PYEe(KE,LE, YY) — r=0,
PYS(KE LS, Y4 Y ) —w=0,
(18)
pCYYC“ (KC7LCa Yaa Yf) - pa = 07
pYgr (KLY ¥T) — pl =0,

where p¢ is the output price for cellulosic ethanol. Each condition equates the value of marginal
product to its input price.

Equilibrium entails that the systems of equations in (17) and (18) hold along with the following
market-clearing conditions:

19) YS(KS, LS R) =Y (p, p*, pl rw), Ys=a,f,

equating cellulosic-feedstock production to feedstock demand in the cellulosic-refining sector;
(20) YO(KS, LS, YY) =Y (p, p°, p w1 g, Z°),

equating cellulosic-ethanol production to ethanol demand from the blended-fuel sector; and

1) Y2 (p©,p°, p¢ w10t 8, 2°) = B(p®,w,t',G),
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equating total blended-fuel production to blended-fuel demand from the consumer. Additionally, the
markets for capital, land, and labor clear:

K=K+ K/ + K+ K,
(22) R=R"+FR,
T=L'+L +L°+L"+L"+H.
The labor-market-clearing equation is amended to allow labor in the new sectors in the economy.
The welfare effects from a revenue-neutral policy are
v = (00) o) (G ) oo (o (5 + ) <0

Pigouvian effect Residual Pigouvian effect

(23)

o

ay
+M (Y” +z“> — ((1 +M)t'Hpo +

dr° + dr° + dt° + dr°

dLb  dr* 4Lt dLe
dre '

Revenue-recycling effect Interaction effect

The first difference comes with the change in labor in the composite-good sector brought about
by a change in the gasoline tax. With more sectors, each sector will experience corresponding labor
changes as total labor decreases with the substitute to leisure. The total effect of the labor decrease on
welfare will be similar in each case, but with more sectors, the change will simply be disaggregated
to a finer degree in the tax-interaction effect.

The second difference is the derivative expressions that comprise the economic welfare effects.
In the baseline case, each of these derivatives is determined by differentiation of the fuel blender’s
first-order conditions combined with the equilibrium blended-fuel price equation. With more
intermediate sectors, these derivatives are determined using the full set of optimality conditions
from each sector to account for the general equilibrium change.

Numerical Simulation

We simulate the model for Washington State and Oregon to contrast the effect of a revenue-neutral
environmental tax with income tax (for Oregon) versus sales tax (for Washington). We calibrate
the baseline model with imperfect competition extended to include the intermediate sectors. All of
our simulations are short-run simulations since we do not have a dynamic stock that changes in the
model. Given our limited data and information regarding future potential changes in technology, we
only conduct comparative static effect of the RFS policy, under the assumption that technology and
production costs remain constant over time.

Functional Forms, Parameters, and Simulation Procedure

We employ constant elasticity of substitution (CES) production functions in each sector because
they are less restrictive than Cobb—Douglas and more tractable than a fully flexible functional form
such as the translog.?? In the agricultural and forestry sectors, this implies that

N\ 1/p°
(24) V=AY kg ) s ={a.fh

23 The popularity of the CES functional form in calibration studies of environmental economics ensures a high degree of
comparability across studies (see, e.g., Goulder, Parry, and Burtraw, 1997; Bovenberg and Goulder, 1996; Parry and Bento,
2001).
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where A® is a calibrated scaling parameter; dy, dj, and dy, are calibrated share parameters such that
dj, + d; + dj = 1; and the elasticity of substitution is 6* =1/(1 — p*).

For the cellulosic-feedstock-refining and blended-fuel sectors, we use nested CES production
functions to allow for elasticities of substitution to vary between pairs of inputs. In the cellulosic-
refining sector, we model cellulosic material from agriculture and forestry sources as close
substitutes, but we specify a complementary relationship between the labor/capital input pair and
the agricultural/forestry cellulosic material pair. We treat the blended-fuel sector in a similar manner,
with high degrees of substitutability between gasoline refined from crude oil and cellulosic ethanol
but low substitutability between fuel inputs and labor and capital. In keeping with our long-run
technology assumption, we allow the cellulosic-feedstock-refining sector to supply the blended-fuel
sector with an unrestricted amount of cellulosic ethanol. The functional forms for the cellulosic-
refining and blended-fuel sectors are

(25)
. ) . e pE PC/P;éch . o/ P pC/p;ayf 1/p¢
Yo = A (@) (i ey )P ) (1= 0) (T oy d5 ()3 ) :

(26)

b

b _ 4b b b P2 b P*/Pgorh b by phe P’ /PYeyo /P
Y7 =A"{(a )(ij{Kb,Lb}dj(/) KoL ) +(1-a )(Zj:{yc'7yo}dj () YCYU) )

where af, o, Ac, A?, d;-' for j= {KC,LC,Y“,Yf} and dj-’ for j= {Kib, Lf’, YS, Y?} are calibrated
parameters, 0§ = 1/(1 — p¢) for j = {K°L, Y4Y/} is the elasticity of substitution between the input
pairs in j for the production of cellulosic ethanol, and Gjl? =1/(1- p;’ ) for j = {K”L?,Y°Y°} is the
elasticity of substitution between the input pairs in j for the j = {K' brb. Y°Y?} production of blended
fuel.

The utility function is CES, where u(B,X,H) = (dgBP + dxXP + dyHP)"/P — SE. Following
Galinato and Yoder (2010), the marginal disutility of emissions, &, is set to $25/ton of COs,.
Emissions incorporates the total emissions from using gasoline refined from crude oil, cellulosic
ethanol, and corn ethanol, E = y°Y? + y°Y° + ¥°Y*, where y°,¥°,Y¢ are the emission coefficients
for gasoline refined from crude oil, cellulosic ethanol, and corn ethanol, respectively. These values
are expressed in CO; equivalents and are equal to 0.0089 tons of CO,/gal (U.S. Energy Information
Administration, 2016), 0.0036 tons of COj/gal, and 0.0071 tons of CO;//gal (CFR, 2011) for
gasoline refined from crude oil, cellulosic ethanol, and corn ethanol, respectively. The share
parameters of the utility function and each production function are calibrated and the elasticities
of substitution come from the literature (see Table 1). We follow Goulder, Parry, and Burtraw (1997)
in assuming that leisure time, H, is 1.4 times work time, which we set to 40 hours/week for 50
weeks/year in accordance with the U.S. Bureau of Labor Statistics (2013b) definition.

To calibrate the share parameters of the production functions, we use the method outlined
by Howitt (1995), calibrating the share parameters of the production functions by simultaneously

solving each system of first-order conditions as a function of baseline data. For example, we can
f PN

. . . . . d! f .

write the ratio of any two first-order conditions from a CES production function as = %

J @) pj

for i, j = K,L,R, where p; is the price for input i, i = K, L, R. Combining two of the ratio conditions

and the condition that d,’; + d[ + df, =1 identifies the share parameters. The scaling parameters
are recovered from each production function once the share parameters are solved and data for
inputs and output levels are used.>* The systems of first-order conditions are solved for production-

24 This method of identifying share parameters is sensitive to the underlying input quantity and price observations; using
data from different years would influence share parameter values.



486 September 2019 Journal of Agricultural and Resource Economics

Table 1. Elasticities of Substitution

Sector Elasticity  Source
Agricultural sector® 0.21 Yi et al. (2014)
Forestry sector? 0.46 Daniels (2010)

Cellulosic refining sector

Total 0.50 Assumption
Labor/capital 0.50 Assumption
Agricultural cellulose/forestry cellulose —> o0 Assumption

Blended fuel sector

Total -0 Assumption
Gasoline/cellulosic ethanol —> o0 Assumption
Labor, capital 0.50 Assumption
Composite good sector 0.50 Assumption
Consumer’s utility function 0.11 Banks, Blundell, and Lewbel (1997)

Notes: *We use estimates from switchgrass production for the agricultural sector.
bThe elasticity is an average of three different estimated elasticities between capital and labor, labor and logs, and capital and logs.

share parameters as a function of baseline data, which include quantities, prices, and elasticities of
substitution from Tables 1 and 2.7

We obtain quantity and price data for Washington and Oregon for various sectors and summarize
their values and sources in Table 2. Differences in state-level quantities demonstrate Washington’s
emphasis on agriculture over forestry; Oregon’s emphasis is the opposite. Washington employs more
labor and capital in agriculture and less labor and capital in forestry than Oregon. Washington has a
higher wage rate and land rental rate than Oregon. The remainder of the prices in the model do not
vary by state.

In 2014, the U.S. Environmental Protection Agency reported national production of cellulosic
ethanol equal to 33 million gallons (U.S. Environmental Protection Agency, 2016). To provide a
starting point for our hypothetical long-run scenario, we assume that Washington and Oregon could
account for a share of national cellulosic ethanol production equal to their respective shares of
national petroleum consumption. This is consistent with the findings of Yoder et al. (2010), who
discuss the considerable advantage held by Oregon and Washington in the long-run potential for
cellulosic feedstock production. In 2012, Washington’s share of national petroleum consumption
was 2%, while Oregon’s share was 0.9% (U.S. Energy Information Administration, 2013c,d),
accounting for cellulosic ethanol production of 660,000 gallons and 297,000 gallons, respectively.

In our model, we disaggregate the production of cellulosic feedstock into two sources:
agriculture and forestry. Without information specifying production from each sector, we assume
that half the feedstock is produced by the agricultural sector (in the form of switchgrass) and half
from forest residues in the forestry sector. Using yield data from Sims et al. (2010), we calculate the
amount of forest residues and switchgrass required to produce the postulated amount of cellulosic
ethanol per state.?® To calculate the forestry land requirement, we multiply forest residues (dry
tons) by the ratio of state-level forestry land to state-level residue production (Gale et al., 2012;

25 This method highlights the value of using the CES functional form: The system of first-order conditions in each sector
is enough to uniquely identify all parameters of the production function (Howitt, 1995). For further details on the calibration
process, refer to Skolrud et al. (2016).

26 Sims et al. (2010) indicate a range of 110-270 liters per ton (I/t) for conversion from switchgrass to ethanol, and a range
of 125-300 I/t for forestry residues. We use the midpoints of each range for our conversion factor. Dutta, Daverey, and Lin
(2014) derive a similar estimate that fits within the range of Sims et al. (2010).
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State
Parameters WA OR Units Source
Inputs
Agricultural labor® 1.16 0.34 Full-time laborers® U.S. Bureau of Labor Statistics (2013b,a)
Agricultural capital® 3.79 1.56 Tractors/equipment U.S. Department of Agriculture (2013c)
Agricultural resources 1,096 493.1 Acres U.S. Department of Agriculture (2013b)
Forestry labor® 3.17 1.87 Full-time laborers U.S. Bureau of Labor Statistics (2013b,a)
Forestry capital? 52.82 29.67 Capital units" Washington State Department of Natural
Resources (2012), Gale et al. (2012)
Forestry resources 17,257 11,840 Acres ‘Washington State Department of Natural
Resources (2012), Gale et al. (2012)
Cellulosic refining labor 22.6 10.17 Full-time laborers U.S. Bureau of Labor Statistics (2013b,a)
Cellulosic refining capital 342.64 154.19 Capital units Washington Research Council (2012)
Fuel blending labor¢ 1,130 508 Full-time laborers U.S. Bureau of Labor Statistics (2013b,a)
Fuel blending capital® 17,132 7,709 Capital units Washington Research Council (2012)
Gasoline refined from crude oil 5.67 2.55 Gallons (billions) U.S. Energy Information Administration
(2013a,c)
Composite good labor 15,035 12,098 Full-time laborers U.S. Bureau of Labor Statistics (2013b,a)
Composite good capital 174,157 159,495 Capital units U.S. Department of Agriculture (2013c),
Washington State Department of Natural
Resources (2012), Gale et al. (2012)
Composite good resources 27.65 36.57 Acres (millions) U.S. Department of Agriculture (2013b),
Washington State Department of Natural
Resources (2012), Gale et al. (2012)
Outputs
Cellulosic feedstock, agriculturei 6,575 2,959 Tons Sims et al. (2010), U.S. Energy
Information Administration (2013a,c)
Cellulosic feedstock, forestry' 5,879 2,645 Tons Sims et al. (2010), U.S. Energy
Information Administration (2013a,c)
Cellulosic ethanoli 660 297 Gallons (thousands) FR2 (2015), U.S. Energy Information
Administration (2013a,¢)
Blended fuel 2.6 1.17 Gallons (billions) U.S. Energy Information Administration
(2013a,c)
Composite good® 11.98 8.34 $ (billions) U.S. Department of Agriculture (2013a),
Washington State Department of Natural
Resources (2012), Gale et al. (2012)
Prices
Wage rate 36,296 33,596 $/year U.S. Bureau of Labor Statistics (2013b,a)
Rental rate of capital' 8,680 8,680 $/year U.S. Department of Agriculture (2014)
Land resource price 215 130 $/acre U.S. Department of Agriculture (2013c)
Cellulosic feedstock, agriculture 65 65 $/dry ton University of Kentucky Center for Crop
Diversification (2013)
Cellulosic feedstock, forestry 52.27 52.27 $/dry ton Gale et al. (2012)
Cellulosic ethanol 2.35 2.35 $/gallon Governors’ Biofuels Commission (2011)
Corn ethanol 1.82 1.82 $/gallon U.S. Department of Agriculture (2018)
Gasoline 2.24 2.24 $/gallon U.S. Energy Information Administration
(2013b)
Final blended fuel™ 3.76 3.76 $/gallon U.S. Energy Information Administration

(2013d)
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Table 3. Welfare Effects

State
Effects WA OR
Welfare effects
($/gal of gasoline)
Revenue-recycling $0.17 $0.21
Pigouvian $0.11 $0.15
Residual Pigouvian —$0.03 —$0.03
Interaction —$0.15 —$0.21
Sum of effects $0.10 $0.12
Aggregate social welfare effects
(percentage increase in social welfare from no-tax baseline)
Pigouvian taxation 10% 12%
Revenue neutral taxation 19% 21%

Washington State Department of Natural Resources, 2012). The agricultural land requirement is
based on an estimated yield of 6 dry tons of switchgrass per acre (University of Kentucky Center
for Crop Diversification, 2013). We assume capital-land and labor—land ratios are the same as those
used in state-level agriculture and forestry production.

We use numerical optimization to solve for the optimal tax rates for both the revenue
unconstrained and revenue constrained cases in our model. When we examine the revenue-
constrained case, we form a system of 28 equations in 28 unknowns, consisting of the first-order
conditions from each sector (equations 3, 5, 17, and 18); the two RFS constraints in the blended-
fuel-sector maximization problem (equation 5); the market-clearing conditions for capital, labor,
and resource inputs (equation 22); outputs (equations 19-21); and the government budget constraint
(equation 8). In the revenue-unconstrained case we have one less equation because we do not impose
the government’s budget constraint. We calculate optimal taxes by using numerical approximations
of the optimal tax expressions in equations (12) and (13) for Oregon and equations (15) and (16) for
Washington.?’

Simulation Results

Table 3 summarizes the welfare effects from an optimal revenue-neutral tax.?8 We find that, as
expected from our theory, the revenue-recycling and Pigouvian effects are positive, while the
residual Pigouvian and interaction effects are negative. The revenue-recycling effect is larger in
Oregon than in Washington. Therefore, simulation results for our two states suggest that the
efficiency gain from revenue-neutral taxation through the reduction of deadweight loss is higher in
Oregon, where an income tax is imposed, as opposed to the sales tax in Washington. Similarly, the
absolute value of the tax-interaction effect is larger in Oregon than in Washington. These magnitudes
are consistent with the fact that the marginal excess burden of taxation is larger for an income tax
than for a sales tax (Ballard, Shoven, and Whalley, 1985). The residual Pigouvian effect is smaller in
magnitude compared to the other welfare effects but accounts for 4%—5% of welfare change. A small
negative residual Pigouvian effect indicates that the output effects slightly dominate substitution
effects.

Washington and Oregon consume approximately 2.6 billion gallons and 1.17 billion gallons
of fuel annually. Imposing a revenue-neutral tax yields $261 million and $164 million in annual
welfare gains for Washington and Oregon, respectively. We find welfare growth in Washington on

27 Derivatives are approximated numerically using finite difference methods (see Judd, 1998).

28 Each of these welfare effects is composed of derivatives whose values are estimated using the entire system of 28
optimality and market-clearing conditions with finite difference approximation. Each derivative expression is re-evaluated
with the new endogenous prices and quantities at every step of the estimation.
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Table 4. Optimal Taxes at Baseline Parameter Values ($/gal of gasoline)

State
WA OR
Pigouvian $0.28 $0.34
Revenue neutral $0.19 $0.22
Table 5. Change in Fuel Production (millions of gallons)
State
2012 Baseline Values WA OR
Blended fuel 2,604.11 1,171.85
Cellulosic fuel 0.66 0.30
With Pigouvian Tax (% change from baseline)
Blended fuel —6.94% —-3.91%
Cellulosic fuel 3.01% 1.10%
With Revenue Neutral Tax (% change from baseline)
Blended fuel —5.58% —3.13%
Cellulosic fuel 1.47% 0.58%

the order of 10% from Pigouvian taxation and 19% from revenue-neutral taxation relative to a no-
tax baseline. Oregon welfare improvements are 12% and 21% for Pigouvian and revenue-neutral
taxation, respectively. These results are similar to Goulder, Parry, and Burtraw (1997), who find
net welfare gains of between $153.7 million and $952.1 million dollars depending on the marginal
damage of pollution. Under Pigouvian taxation, the authors find that welfare is between —121.1%
and 36% of the double-dividend welfare level.

Next, we examine values of the two taxes for each state (see Table 4).2° Our results indicate that
the revenue-neutral tax is approximately 65%—-68% of the Pigouvian tax due to the tax-interaction
effect and the residual Pigouvian effect. The results are consistent with evidence from Parry (1995)
and Galinato and Yoder (2010). The Pigouvian tax is slightly higher than the marginal environmental
damage ($0.25/gal of gasoline), which is the result of general equilibrium effects on consumer
surplus and government revenue, as shown in equation (12).

The Pigouvian and revenue-neutral tax regimes result in a change in blended fuel and cellulosic
fuel production (see Table 5). Both taxes lead to a decrease in blended-fuel production and an
increase in cellulosic fuel production. With the revenue-neutral tax, the absolute value of the change
for each fuel type is slightly lower where there is a minimal increase in cellulosic ethanol production
by 0.6%—1.5%. Here, the firm substitutes away from the now relatively more expensive gasoline
toward cellulosic ethanol, but the substitution effect is not large enough to overcome the decline in
production of blended fuel from the output effect.

With the calibrated parameters held fixed, we vary the values of the RFS percentage mandate and
the waiver price. Values for the RFS percentage mandate are varied from their 2014 level through the
proposed level in 2022. We also consider waiver prices ranging from a baseline level of $0.78/credit
to $2.23/credit in 5-cent increments. >

Figures 1 and 2 illustrate the responsiveness of the Pigouvian tax and Figures 3 and 4 show
the responsiveness of the revenue-neutral tax to both RFS policies. Both tax structures are much
more sensitive to changes in the waiver price than to changes in the cellulosic percentage standard.

29 For Washington, we use the Pigouvian and revenue-neutral tax expressions associated with a distortionary tax on the
composite good (equations 12 and 13, respectively); for Oregon, we use tax expressions associated with a distortionary tax
on labor income (equations 15 and 16, respectively).

30 The waiver price in 2012 was $0.78/credit, while $2.23/credit implies a maximum retail gasoline price of $5.23/gal
based on the relationship discussed in footnote 9.
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Figure 2. Simulated response of the Pigouvian tax to changes in the RFS

In the Pigouvian tax case, the average elasticity measuring its responsiveness to the waiver price is
—0.48 for Washington and —0.47 for Oregon, whereas the responsiveness to the percentage standard
is just —0.006 and —0.005 for Washington and Oregon, respectively. In the revenue-neutral tax
case, responsiveness to the waiver price is —0.71 and —0.57 and responsiveness to the percentage
standard is —0.009 and —0.008 for Washington and Oregon, respectively. When the waiver price
increases, producers use more cellulosic ethanol, decreasing gasoline use and subsequent marginal
environmental damage, necessitating a lower tax. When the percentage standard shifts, producers
can mitigate its effect by purchasing cheap waiver credits, requiring insignificant changes to input
levels. The level of marginal environmental damage is maintained along with the environmental tax.
The trend in Figures 14 is consistent across states; the slope of each curve varies only slightly.
Interestingly, a consistent pattern for Washington emerges, even with its use of a retail sales tax
in lieu of income taxes. This implies that the change in the optimal tax rate due to the change in

government policy variables is relatively unaffected by the difference in the type of distortionary tax
in the economy.
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Figure 3. Simulated Response of the Revenue-Neutral Tax to Changes in the Waiver Price

0.25
:\02 
< |
& - —- - o
@ : ———____-
® s, --a
£ 015 | e
E
3 I
s 0.1 f
g i
5
g I
00s | —=—WA
——OR
0-||||I||||I||||I||||I||||I||||I||||I||
2 3 4 5 6 7 8 9

Cellulosic Percentage Standard (RFS)
Figure 4. Simulated Response of the Revenue-Neutral Tax to Changes in the RFS

In Figures 5 and 6, we explore the impact of changes to the waiver price and RFS on cellulosic
ethanol production. Cellulosic ethanol production responds to changes in the waiver price much
more significantly than to changes in the RFS. The impact on ethanol production from changes
in the percentage standard is negligible because of producers’ ability to purchase waiver credits
(Figure 6).

Figures 7 and 8 examine changes in marginal welfare from a revenue-neutral tax. Notice that
the effect diminishes as waiver price increases (Figure 7) and RFS increases (Figure 8). Here, a
high waiver price leads to more cellulosic ethanol use by the energy sector and lower emissions.
Thus, emission taxation has a correspondingly smaller impact on welfare. All four effects decrease
in absolute value over the range of waiver price and RFS percentages considered, but the positive
effects decrease at a faster rate than the negative effects. The net effect is a decreasing influence of
the waiver price on welfare. Also, since more stringent RFS mandates can be met with more waiver
purchases, the change in welfare given this instrument is not declining as fast as the waiver price
change because the level of pollution remains steady.



492 September 2019 Journal of Agricultural and Resource Economics

3,000
2,500
2,000
1,500

1,000

500

Cellulosic Ethanol (thoutsands of gallons)

0||||IJ|J|I|J|Jl||||JJJ||I||JJI||||JJ
0.78 0.98 1.18 1.38 1.58 1.78 1.98 2.18

Waiver Price ($/gal)

Figure 5. Simulated Response of Cellulosic Ethanol Production to Changes in the Waiver
Price

700
600 |
500 F

400 [

300 E

200 |
F = =WA

Cellulosic Ethanol (thousands of gallons)

100 f ——OR

Cellulosic Percentage Standard (RFS)
Figure 6. Simulated Response of Cellulosic Ethanol Production to Changes in the RFS

Conclusion

This article analyzes the welfare implications of imposing a revenue-neutral tax in the context of
the Renewable Fuel Standard (RFS). We formulate a multisector general equilibrium model that
includes (i) a fuel-production sector subject to both RFS requirements and a revenue-neutral tax
on gasoline refined from crude oil usage and (ii) a consumer sector that values consumption of
blended fuel and environmental quality. The focus on taxing crude oil allows us to measure the
responsiveness of other renewable fuels—such as cellulosic ethanol—given such a tax.

We show theoretically that tax revenues can be recycled into a nonlabor tax and still have
welfare-enhancing effects, provided that the substitutability between fuel and the taxed good does
not allow for a tax-interaction effect that exceeds the revenue-recycling effect. We extend the basic
model to include imperfect competition and intermediate sectors for the energy sector.

We present evidence that the RFS waiver credit price affects the optimal tax rate, while the
RFS percentage standard for cellulosic biofuel has only a limited effect. With a suitable increase
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Figure 8. Simulated Response of Double-Dividend Welfare (per $/gal of gasoline) to Changes
in the RFS

in the price of cellulosic waiver credits, cellulosic ethanol production has the potential to increase
substantially. However, large changes to the RFS percentage standard will have limited effects on
production if the waiver price is low. This result echoes previous research by Skolrud et al. (2016)
highlighting the vulnerability of the burgeoning cellulosic ethanol industry to waiver credit prices
that are low enough to provide a less expensive pathway to RFS compliance. Finally, we note that
an increase in the waiver price will decrease the marginal welfare impact of revenue-neutral taxation
because of lower emissions when using more cellulosic ethanol.

Our work has a few limitations, mostly related to the assumptions that must be made to analyze
a young cellulosic ethanol industry with limited publicly available data. Specifically, we assume that
input ratios are similar between the agriculture and forestry sectors, and we are forced to assume
several elasticities of substitution for sectors with missing data. To analyze the issue at a regional
level, we must also make an assumption about the production of cellulosic biofuel feedstocks where
they have yet to be fully established. However, we are confident that the data proxies used in our
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analysis do not serve to mitigate the magnitude or importance of our primary results concerning the
effect of an increasing cellulosic mandate or a change to the cellulosic waiver credit price. Finally,
we focus only on short-run analysis, assuming that technology and production costs remain the
same over time. With more data in the future, one might be able to extend the model to incorporate
dynamic changes to cost or technology.

Our results show that the RFS policies affect the optimal choice of revenue-neutral taxes. A high
waiver credit price or a larger renewable fuel standard reduces the optimal revenue-neutral pollution
tax rate. By imposing a revenue-neutral tax on fossil fuel usage in fuel production, social welfare
increases significantly, by 19%-21%. The revenue-neutral tax induces a reduction in pollution and
a slight increase of 0.6%-1.5% in cellulosic production. Skolrud and Galinato (2017) show that
increasing a tax on crude oil and using the revenues to subsidize cellulosic fuel production leads
to an overall increase in social welfare of just 1%, but cellulosic fuel production grows by 28%—
238%. The ideal mechanism to return tax revenues is then dependent on the objectives of the policy
maker; to grow the cellulosic fuel industry, the preferable choice is to tax crude oil and subsidize
cellulosic fuel production. But if the policy maker’s objective is to increase overall welfare, it would
be preferable to reduce distortionary taxes instead.

[First submitted January 2018; accepted for publication December 2018.]

References

“What Are the Provisions for Cellulosic Biofuel Waiver Credits?” Code of Federal Regulations 40,
§80.1456(2011). Washington, DC: Government Printing Office. Available online at
https://www.govinfo.gov/app/details/CFR-201 1-title40-vol16/CFR-201 1-title40-vol 16-sec80-
1456.

“Renewable Fuel Standard Program: Standards for 2014, 2015, and 2016 and Biomass-Based
Diesel Volume for 2017 (amending 40 CFR 80).” Federal Register (2015). Washington, DC:
Office of the Federal Register. Available online at https://www.federalregister.gov/documents/
2015/12/14/2015-30893/renewable-fuel-standard-program-standards-for-2014-2015-and-2016-
and-biomass-based-diesel-volume-for.

Amdur, D., B. G. Rabe, and C. P. Borick. “Public Views on a Carbon Tax Depend on the Proposed
Use of Revenue.” Issues in Energy and Environmental Policy 13, Center for Local, State, and
Urban Policy, University of Michigan, Ann Arbor, MI, 2014.

Ballard, C. L., J. B. Shoven, and J. Whalley. “General Equilibrium Computations of the Marginal
Welfare Costs of Taxes in the United States.” American Economic Review 75(1985):128—138.
Banks, J., R. Blundell, and A. Lewbel. “Quadratic Engel Curves and Consumer Demand.” Review

of Economics and Statistics 79(1997):527-539. doi: 10.1162/003465397557015.

Bovenberg, A. L., and R. A. de Mooij. “Environmental Levies and Distortionary Taxation.”
American Economic Review 84(1994):1085-1089.

Bovenberg, A. L., and L. H. Goulder. “Optimal Environmental Taxation in the Presence of Other
Taxes: General-Equilibrium Analyses.” American Economic Review 86(1996):985-1000.

Bovenberg, L., and L. H. Goulder. “Environmental Taxation and Regulation.” In A. J. Auerbach
and M. Feldstein, eds., Handbook of Public Economics, Handbooks in Economics, vol. 3.
Amsterdam, Netherlands: North-Holland, 2002, 1471-1545.

Daniels, J. M. “Assessing the Lumber Manufacturing Sector in Western Washington.” Forest Policy
and Economics 12(2010):129-135. doi: 10.1016/j.forpol.2009.09.005.

Delaney, J. K. “Delaney Announces Climate Change Legislation to Reduce Carbon Pollution,
Protect Middle Class, Boost Economic Growth [Press Release].” 2015. Available online at


http://doi.org/10.1162/003465397557015
http://doi.org/10.1016/j.forpol.2009.09.005

Skolrud and Galinato Revenue-Neutral Pollution Taxes 495

https://web.archive.org/web/20181223073301/http://delaney.house.gov/news/press-releases/
delaney-announces-climate-change-legislation-to-reduce-carbon-pollution-protect.

Dutta, K., A. Daverey, and J.-G. Lin. “Evolution Retrospective for Alternative Fuels: First to
Fourth Generation.” Renewable Energy 69(2014):114-122. doi: 10.1016/j.renene.2014.02.044.

Gale, C. B., C. E. Keegan, E. C. Berg, J. Daniels, G. A. Christensen, C. B. Sorenson, T. A. Morgan,
and P. Polzin. “Oregon’s Forest Products Industry and Timber Harvest, 2008: Industry Trends
and Impacts of the Great Recession through 2010.” General Technical Report PNW-GTR-868,
U.S. Department of Agriculture, Forest Service, Pacific Northwest Research Station, Portland,
Oregon, 2012.

Galinato, G. L., and J. K. Yoder. “An Integrated Tax-Subsidy Policy for Carbon Emission
Reduction.” Resource and Energy Economics 32(2010):310-326. doi: 10.1016/
j-reseneeco.2009.10.001.

Goulder, L. H. “Climate Change Policy’s Interactions with the Tax System.” Energy Economics
40(2013):S3-S11. doi: 10.1016/j.enec0.2013.09.017.

Goulder, L. H., I. W. H. Parry, and D. Burtraw. “Revenue-Raising versus Other Approaches to
Environmental Protection: The Critical Significance of Preexisting Tax Distortions.” RAND
Journal of Economics 28(1997):708. doi: 10.2307/2555783.

Governors’ Biofuels Commission. “Cellulosic Ethanol Won’t Reach First-Generation Price until
2020 — Study.” 2011. Available online at https://www.governorsbiofuelscoalition.org/
cellulosic-ethanol-wont-reach-first-generation-price-until-2020-study/.

Howitt, R. E. “A Calibration Method for Agricultural Economic Production Models.” Journal of
Agricultural Economics 46(1995):147-159. doi: 10.1111/j.1477-9552.1995.tb00762.x.

Judd, K. L. Numerical Methods in Economics. Cambridge, MA: MIT Press, 1998.

Lade, G. E., C.-Y. C. Lin Lawell, and A. Smith. “Policy Shocks and Market-Based Regulations:
Evidence from the Renewable Fuel Standard.” American Journal of Agricultural Economics
100(2018):707-731. doi: 10.1093/ajae/aax097.

Miao, R., D. A. Hennessy, and B. A. Babcock. “Investment in Cellulosic Biofuel Refineries: Do
Waivable Biofuel Mandates Matter?” American Journal of Agricultural Economics
94(2012):750-762. doi: 10.1093/ajae/aar142.

Murray, B. C., and N. Rivers. “British Columbia’s Revenue-Neutral Carbon Tax: A Review of the
Latest ‘Grand Experiment’ in Environmental Policy.” Working Paper 15-04, Duke University
Nicholas Institute for Environmental Policy Solutions, Durham, NC, 2015.

Olson, S. “RNG, Cellulosic Fuels and the Renewable Fuel Standard.” BioCycle 58(2017):30.

Parry, I. W. “Pollution Taxes and Revenue Recycling.” Journal of Environmental Economics and
Management 29(1995):S64-S77. doi: 10.1006/jeem.1995.1061.

Parry, I. W. H., and A. Bento. “Revenue Recycling and the Welfare Effects of Road Pricing.”
Scandinavian Journal of Economics 103(2001):645-671. doi: 10.1111/1467-9442.00264.

Pearce, D. “The Role of Carbon Taxes in Adjusting to Global Warming.” The Economic Journal
101(1991):938. doi: 10.2307/2233865.

Rajagopal, D., and D. Zilberman. “Review of Environmental, Economic and Policy Aspects of
Biofuels.” Policy Research Working Paper 4341, World Bank, Washington, DC, 2007.

Sims, R. E., W. Mabee, J. N. Saddler, and M. Taylor. “An Overview of Second Generation Biofuel
Technologies.” Bioresource Technology 101(2010):1570-1580. doi: 10.1016/
j-biortech.2009.11.046.

Skolrud, T. D., and G. I. Galinato. “Welfare Implications of the Renewable Fuel Standard with an
Integrated Tax-Subsidy Policy.” Energy Economics 62(2017):291-301. doi: 10.1016/
j-eneco.2017.01.008.

Skolrud, T. D., G. L. Galinato, S. P. Galinato, C. R. Shumway, and J. K. Yoder. “The Role of
Federal Renewable Fuel Standards and Market Structure on the Growth of the Cellulosic Biofuel
Sector.” Energy Economics 58(2016):141-151. doi: 10.1016/j.eneco0.2016.06.024.


http://doi.org/10.1016/j.renene.2014.02.044
http://doi.org/10.1016/ j.reseneeco.2009.10.001
http://doi.org/10.1016/ j.reseneeco.2009.10.001
http://doi.org/10.1016/j.eneco.2013.09.017
http://doi.org/10.2307/2555783
http://doi.org/10.1111/j.1477-9552.1995.tb00762.x
http://doi.org/10.1093/ajae/aax097
http://doi.org/10.1093/ajae/aar142
http://doi.org/10.1006/jeem.1995.1061
http://doi.org/10.1111/1467-9442.00264
http://doi.org/10.2307/2233865
http://doi.org/10.1016/ j.biortech.2009.11.046
http://doi.org/10.1016/ j.biortech.2009.11.046
http://doi.org/10.1016/ j.eneco.2017.01.008
http://doi.org/10.1016/ j.eneco.2017.01.008
http://doi.org/10.1016/j.eneco.2016.06.024

496 September 2019 Journal of Agricultural and Resource Economics

Sumner, J., L. Bird, and H. Smith. “Carbon Taxes: A Review of Experience and Policy Design
Considerations.” Technical Report NREL/TP-6A2-47312, National Renewable Energy
Laboratory, Golden, Colorado, 2009.

Tol, R. S. “The Marginal Damage Costs of Carbon Dioxide Emissions: An Assessment of the
Uncertainties.” Energy Policy 33(2005):2064—2074. doi: 10.1016/j.enpol.2004.04.002.

University of Kentucky Center for Crop Diversification. “Switchgrass for Bioenergy.” 2013.
Available online at http://www.uky.edu/ccd/sites/www.uky.edu.ccd/files/switchgrass.pdf.

U.S. Bureau of Labor Statistics. “May 2012 State Occupational Employment and Wage Estimates:
Oregon.” 2013a. Available online at https://www.bls.gov/oes/current/oes_or.htm#45-0000.

. “May 2012 State Occupational Employment and Wage Estimates: Washington State.”
2013b. Available online at https://www.bls.gov/oes/current/oes_wa.htm#45-0000.

U.S. Department of Agriculture. Crop Values: 2012 Summary. Washington, DC: U.S. Department
of Agriculture, National Agricultural Statistics Service, 2013a. Available online at
https://www.nass.usda.gov/Publications/Todays_Reports/reports/cpvl0212.pdf.

. “Quick Stats: Area Cropland, Harvested.” 2013b. Available online at

https://quickstats.nass.usda.gov/results/93F20082-8 A27-3E48-9524-37A2749EE556.

. “Quick Stats: Tractors-Inventory.” 2013c. Available online at

https://quickstats.nass.usda.gov/results/3EE349F8-6DF1-30C4-BCA0-C67A886F25A8.

. “Agricultural Productivity in the U.S.: National Tables, 1948-2015.” 2014. Available

online at https://www.ers.usda.gov/data-products/agricultural-productivity-in-the-us.aspx.

. “U.S. Bioenergy Statistics, Table 15—Fuel Ethanol, Corn and Gasoline Prices, Marketing
Year.” 2018. Available online at https://www.ers.usda.gov/data-products/us-bioenergy-statistics/
us-bioenergy-statistics/#Prices.

U.S. Energy Information Administration. “Oregon Profile and Energy Estimates: Profile Analysis.”
2013a. Available online at https://www.eia.gov/state/?sid=OR.

. “Spot Prices for Crude Oil and Petroleum Products.” 2013b. Available online at

https://www.eia.gov/dnav/pet/pet_pri_spt_s1_d.htm.

. “Washington State Profile and Energy Estimates: Profile Analysis.” 2013c. Available

online at https://www.eia.gov/state/?sid=WA.

. “Weekly Retail Gasoline and Diesel Prices, West Coast Less California.” 2013d.

Available online at https://www.eia.gov/dnav/pet/pet_pri_gnd_dcus_r5xca_a.htm.

. “Carbon Dioxide Emissions Coefficients.” 2016. Available online at https://www.eia.gov/
environment/emissions/co2_vol_mass.php.

U.S. Environmental Protection Agency. “2016 Renewable Fuel Standard Data.” 2016. Available
online at https://web.archive.org/web/20170702061648/https://www.epa.gov/fuels-registration-
reporting-and-compliance-help/2016-renewable-fuel-standard-data.

Washington Research Council. The Economic Contribution of Washington State’s Petroleum
Refining Industry in 2011. Seattle, WA: Washington Research Council, 2012. Available online at
https://researchcouncil.files.wordpress.com/2013/08/2012refineryreportfinal040913.pdf.

Washington State Department of Natural Resources. “Washington Mill Survey 2010.” Series
Report 21, Washington State Department of Natural Resources, Olympia, WA, 2012. Available
online at http://www.dnr.wa.gov/Publications/obe_econ_rprt_millsurv_2010.pdf.

Washington State Office of the Attorney General. “Washington 2007-2008 Gas Price Study.” 2008.
Available online at https://www.atg.wa.gov/washington-2007-2008-gas-price-study.

Yi, E, P. Mérel, J. Lee, Y. H. Farzin, and J. Six. “Switchgrass in California: Where, and at What
Price?”” GCB Bioenergy 6(2014):672-686. doi: 10.1111/gcbb.12075.

Yoder, J., C. R. Shumway, P. Wandschneider, D. Young, H. H. Chouinard, A. Espinola-Arredondo,
C. Frear, S. Galinato, D. Holland, E. Jessup, J. LaFrance, K. Lyons, and K. Painter. “Biofuel
Economics and Policy for Washington State.” Research Bulletin XB1047E, Washington State
University School of Economic Sciences, Pullman, WA, 2010.



http://doi.org/10.1016/j.enpol.2004.04.002
http://doi.org/10.1111/gcbb.12075

Journal of Agricultural and Resource Economics 44(3):S1-S5 ISSN 1068-5502
Copyright 2019 Western Agricultural Economics Association doi: 10.22004/ag.econ.292327

Online Supplement: Revenue-Neutral Pollution Taxes
in the Presence of a Renewable Fuel Standard
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Deriving Welfare Effects with a Reduction in Income Tax

Using implicit demand functions from the consumer’s problem, equilibrium prices, and the fact that
Y? = B in equilibrium, we can write the indirect utility function as

(S1) Uty =u(Y? (10,6, 26, 8), X (p° '), H(p? 1)) — c[E(Y? (12,1, 2 8))].

To assess the impact of a revenue-neutral policy change, where increases in the gasoline tax are
offset by decreases in the distortionary labor tax, we totally differentiate equation (S1), dividing by
the marginal change in the gasoline tax:

diU_u LY}J_*_M dix_t'_u dﬂ_c’E dYb
dro "B Xaro " o Yoo

(82

The gasoline tax influences the consumer’s demand for leisure indirectly through changes in the
blended-fuel price, wage rate, and the labor tax; specifically:

dH dp® dr’
(S3) = :thdT”o + Hy o
where similar expressions apply for dX/dt° and dB/d:°. Tt will be useful to substitute the
expression for marginal environmental damages from the use of gasoline into equation (S2). Partially
differentiating the utility function, equation 1, with respect to total emissions, and substituting in the
emissions production function E = E(Y?) and the equilibrium expression for Y*, we obtain marginal
environmental damage in terms of dollars:

(S4) D(Y?) = %cEyb,

where Dy, < 0. Now we can substitute equation (S4) and the first-order conditions of the consumer,
equations 3, into equation (S2) to obtain

(S5)

1dUu  ,dy® ax N\ dH o\ dY?
——= — 4+ (1= ) — —D (Y ) :
Adre P g + dre + ( ! dr° dre

Using the time constraint, we can represent dX/dt° in terms of leisure and labor allocated to
blended-fuel production. Totally differentiating the time constraint and dividing by dt° gives us

dTdX dL* dH

S6 —_— = =0
( ) dre dre + dre + dro ’
implying that

dx dLb  dH
S7 - i
7 dre (dt” * dt") ’
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which expresses the change in composite-good consumption from changes in the gasoline tax in
terms of changes to leisure and labor for fuel blending. Substituting equation (S7) into equation (S5)
yields

1dU dy?b dLb  dH dH dy?®
(S8) ——=p’ —( b

- e i ISP i Y (0 el
Ade P ar dt0+dt0)+( Do P G

To decompose the effect of the gasoline tax on utility, we need to further decompose the dH /dt°
term. This will require the derivation of dt’ /dt°, or the reduction in the labor tax that can be financed
with the gasoline tax. To obtain this expression, we totally differentiate the governmentaAZs budget
constraint, G = ! (T — H) + t°Y?, maintaining a balanced budget:

(S9) dG =dt' (T — H) +t' (dT — dH) + dt°Y° 4 t°dY° = 0.
Dividing by dt° and substituting dH /dt° from equation (S3) yields:
dr' dp® dr' ,dy?
S10 —(T-H)-t(H H YO 4+1°— =0.
(510) e ) ( Pt ’]d0)+ T e

Rearranging terms and solving for dt! /dt° gives us

(S11) di' YO +1°(dY°/di°) — ' Hpe
dto o T — H — tlHtl

where Hyo = H, (dp”/di°). Now we are ready to explicitly define each of the effects associated

with the double-dividend hypothesis. First, we need to examine the dY”/dt° term, capturing the
total effect of the gasoline tax on blended fuel. Expanding the derivative, we can write

dyb dyc  dye dy° drb
S12 =vh [ — Yh, — +vh
( ) dto YE <dto + dto > + dta + Lb dto

Substituting this expression into equation (S8) yields

1du (., (dY¢ are p dY° . dL?

Ade P (YYE (dto g ) T g T g
arb N dH N (1 tl) dH (Yh) ar®
dee  dr° dre dee’

Next, we gather the dY/dt° terms that comprise the Pigouvian effect (PE) defined as PE =

(D (Y?) — p*Y{,) (—dY?/d1°). The revenue-recycling (RE) and tax-interaction (IE) effects require
further decomposition of the leisure effect dH /dt°. Substituting equation (S3) into equation (S13)

yields
YdU _pp 4 Yl a4 +de—Lb
- b dro ' dr° L dro

ar®  dH ; dr!
“Naw T ) T\ B B )

Substituting in the expression for dt! /dt® from equation (S11) and simplifying yields

1dU aye  dye p dLP
——=PE+p" (Y} + +Yh—

(S13)

(S14)

A dt° dro ' dre L gro

drr YO +1°(dY° /di°) — t'H,o
_ _ [l Hlﬂ + Htl _ ( / ; ) 1
dro T—H—tH,
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Define M as the marginal change in deadweight loss to describe these effects:

l‘lHt/

S16 M=_——+-—
(516) T —H—1t'H,

Substituting M into equation (S15) yields the following expression:

1dU dye dye dLb
:PE+p”<Y;’E (+ > + Y5 )

A dt° dro ' dre L gro

RPE

(S17)
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0 o 1
+M<Y i ) —(1— M)t Hy b

RE IE

Deriving the Optimal Revenue-Neutral Tax

The derivation of the optimal double-dividend tax follows the same steps as the Pigouvian tax
derivation. However, when calculating the optimal tax, we need to allow the labor tax to be a
function of the crude oil tax, so that the government’s objective function can be written Q =
Q(1°,¢(¢°)). Partially differentiating with respect to 7% gives us the first-order condition Q.0 =
Qo + (dt' /dt°)Q, = 0. Expressions for Q0 and (dt'/dt°) have been derived previously, but we
need an expression for Q,;:

20
ot!

dc JE 9Y?

(S18) "3 37 31

=9,

3

[+ ntY)+T —H—t'Hy —

Combining this equation with the first-order condition from the Pigouvian tax derivation gives us

) g oy 9 9 31
o dre “ T 9E 9Y? ot
(S19)
dr! ; dc JE 9Y?
T (5"+”I”Yz‘f’+T—H—er' —”aan;JaZf) B
We can factor out ¢° to obtain the following:
dc JOE 1 dr’
$20 P = i (80—t H + S (80 + T — H—'Hy)
(520) JE 977 ngy(’ ot g (%t "))
t()

where 9Y?/dt° = 9Y? /dt° + (9Y?/dt')(dt! /dt°). Defining y as y= (9Y7/9t°)/(dY?/dt°) and
substituting in 7° will allow us to simplify the above expression further:

(s21) L (W

= V55 570 (Yo +T —H—1'Hy).

_Je9EN_ v df
JE 9Y? nai,-” dre
dt°

We can simplify the expression for 7 even further by substituting in our expression for Q,, which
yields equation 13 in the text:

1 dr!

1
S22 = ———Q,.
(522 ! Yt n(9Y?,/dr0) dt° i
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Deriving Welfare Effects with a Sales Tax

With a sales tax, the new optimality conditions for the consumer are

¥
WZ—MB‘FAP,):O
27
(S23)
%:—MH—&-XWZO
d
QDf w(T —H)+G—p’'B—X.

Simultaneously solving the first-order conditions leads to implicit demand functions of the form
B(p®,t%), X (pb,1¥), and H(p®,1¥).

The blended fuel sector only has one noticeable change. The inverse demand function for fuel is
now a function of ¥, not ¢/, as are the corresponding input demand functions.

The gross indirect utility function is specified as (recognizing again that B = Y”in equilibrium)

(S24) Uo,r) = u(¥P(Y,Y, L), X (p",1%), H(p" 1)) — c(E(Y*(t%,1"))).
Total differentiation of this function and dividing by dt° yields

dUu dY” dX dH dy?°

S25 — = 'Eyo
(525) dro B g T o T G TR G
dX /dt® =X (dp?/dt®) 4 X;x(dt* /dt°), and similar expressions apply for dH /dt°. Substituting the
damage function and the consumer’s first-order conditions into equation (S25) yields

1 dU dy? dX dH dy?°
S26 ——=p 1 — +——D(Y° :
(520 i R G T A

We decompose the change in leisure into equivalent changes in composite-good consumption and
blended-fuel labor usage from the time constraint:

1dU _ , (p dY° yh aye Y arb
Adre A

(S27)

(XY B ey
dro  dt° dre dro’

The Pigouvian effect and the residual Pigouvian effect remain unchanged, so we substitute in these
expressions and decompose the change in composite-good consumption:

1dU bob dye ave . drb
Taw = (PO =P <‘dto) TP (YY‘ aw Y g

ar'\ arb
dt{) dt() :

(S28)

(Xzo + X —
Next, to derive di*/dt°, we totally differentiate the government’s budget constraint, requiring
the total change in government revenue to be equal to 0. Solving for dr*/dt° yields

dr* YO +1°(dY°/dt°) + ' X
dro X + X

(S29)
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From this expression, we can define the new M* term, which measures the marginal change in
deadweight loss:

—t* X«

(S30) M=
X + " Xyx

The numerator of M~ is the loss composite-good consumption to the consumer as a result of the
tax, and the denominator is the marginal change in government revenue resulting from the tax.
Substituting in M* and the expression for dr*/dt° gives us our final expression:

1dU dy° dye drr
—— = (D(Y°) — pPYs) [ - blyb=—— +yb—
)L dto ( ( ) p Iy ) < dro ) + p Y dro + b dro

(S31)
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Optimal Tax Derivation with Revenues Recycled to Offset Sales Taxes

The first-order condition from the government’s optimization problem of choosing the optimal
Pigouvian tax is

2Q(°) ond o

i oaY
(S32) S0 = 8o +n 50 T o +n <z 00

Ly 4 rx dc JE 0Yf
. on—- =
i "TOE dY? ar°

Solving this expression for 7 gives us a similar expression to the labor tax case, where 7°* denotes
the optimal tax in the distortionary sales tax case:

dc JE 1
~ox . Y0 95 v Xy
(533) M =3B ays “niave ey | & T X
~—— B
A

The optimal revenue-neutral tax solves the following equation:

0Q(7) _ o) | oe()dr _
are o drr dre

(S34)

We already have the expression for dQ(7?)/dt°, but we still need the expression for dQ(z?)/dt*:

90 dc OE IYP ,JYY
— =0 +t'Xpx + X —n—— L oL,
g O A A e v g T o

(S35)

Substituting in dQ(¢°)/dt° and IQ(¢°)/dt* into the equation for dQ(¢°)/dt° and solving for ¢
gives us the optimal revenue neutral tax:

1 1 dr*
S36 7oX = 71«))5 _ _ Q%
(536) Ve n (972, 910) dro™"

where 7°* is the optimal revenue-neutral gasoline tax in the presence of a distortionary sales tax and
7= (V2 + Yg(dr/di”)) /Y.
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