A Service of

ECOMNZTOR pr

Make Your Publications Visible.

Leibniz-Informationszentrum
Wirtschaft

Leibniz Information Centre
for Economics

Fredriksson, Per G.; Matschke, Xenia

Working Paper

Trade liberalization and environmental taxation in

federal systems

Research Papers in Economics, No. 4/14

Provided in Cooperation with:
University of Trier, Department of Economics

Suggested Citation: Fredriksson, Per G.; Matschke, Xenia (2014) : Trade liberalization and
environmental taxation in federal systems, Research Papers in Economics, No. 4/14, Universitat

Trier, Fachbereich IV - Volkswirtschaftslehre, Trier

This Version is available at:
https://hdl.handle.net/10419/104557

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/104557
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

W Universitit Trier

Trade Liberalization and Environmental
Taxation in Federal Systems

Per G. Fredriksson
Xenia Matschke

Research Papers in Economics
No. 4/14



Trade Liberalization and Environmental Taxation in Federal Systems

Per G. Fredriksson*, University of Louisville

Xenia Matschke*™, Universitat Trier and CESifo

March 4, 2014

ABSTRACT: The literature on trade liberalization and environment has not considered
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system has implications for the effects of trade reform. Trade liberalization leads to a
decline in pollution taxes regardless of whether pollution taxes are set at the federal
(centralized) or local (decentralized) level, and it increases social welfare. The effect
under a decentralized system is smaller than if these taxes are set by the federal gov-
ernment, and pollution emissions therefore decline in this case. Moreover, majority bias
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1. INTRODUCTION

The relationship between trade liberalization and the environment is a highly con-
tentious public policy issue. For example, the environmental provisions of the current
negotiations over the Trans-Pacific Partnership, which would be one of the world’s largest
trade agreements, have exposed deep rifts over environmental policy between the United
States and eleven other Pacific Rim nations. The environmental parts of the trade deal
have as of early 2014 been among the most highly disputed elements of the treaty nego-
tiations (see Davenport (2014) in the New York Times). Moreover, Sierra Club (2013)
raises significant concerns about the Transatlantic Trade and Investment Partnership
(TTIP) being negotiated in 2014 by the European Union and the United States. In par-
ticular, the Sierra Club argues that any harmonization within TTIP must be towards
stricter policies, and provide governments with the flexibility to maintain or strengthen
environmental and climate policies without constraints. Meanwhile, the literature ana-
lyzing the effects of trade liberalization on environmental policy and quality continues
to present contradicting results (see Copeland and Taylor (2004) for a survey). One
deficiency of this literature is that it has not sufficiently taken political institutions
into account, in particular the presence of a federal system (see Gulati and Kellenberg
(2013)). Federations may assign authority over environmental policy to either local or
federal levels of government (Oates (2002) provides a survey), and thus different levels
of government may respond differently to trade liberalization depending on the institu-
tional design. We investigate the effects of exogenous trade liberalization on pollution
taxes in a federation with majoritarian electoral rule under decentralized and centralized
environmental policy designs. We are not aware of any previous studies that analyze
this particular issue.

Many countries currently take part in trade-liberalizing efforts, be it at the multilat-

eral, bilateral, or even unilateral level. Trade liberalization may in turn affect domestic
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policies as well. Ederington and Minier (2003) suggest that unilateral incentives may
emerge for governments to distort domestic environmental policies as a secondary tool
of protection. The influence on environmental taxation is an important issue given the
double dividend debate pertaining to environmental taxation (see, e.g., Parry and Bento
(2001) and Jaeger (2011)). Moreover, trade liberalization and environmental taxation
occur in a variety of countries ranging from federal states such as the United States
and Canada to more centralized states such as France, and from states with majoritar-
ian electoral systems to states with proportional presentation. It seems an important
question to ask whether the impact of trade liberalization on environmental taxation
hinges on political institutions, e.g., the governmental level at which environmental pol-
icy is decided and on the electoral system. The question whether free trade agreements
should also include addenda on environmental policies to counteract negative environ-
mental consequences may actually depend to some degree on the political institutions
under which environmental policy decisions are taken. Moreover, taking the political
institutions into account may be of importance in related empirical work as well.

In this paper, the electoral regime is a majoritarian system. This is of particular
interest as such systems may exhibit a "majority bias” where the majority party favors
its home districts (Grossman and Helpman (2005); Fredriksson, Matschke, and Minier
(2010, 2011)). Taxes may be set at the federal or district level. In the case of federal
government policy-making, pollution taxes can either be uniform across districts, or
district-specific.

Our analysis shows that trade liberalization unambiguously leads to a decline in a
sector’s pollution tax regardless of whether pollution taxes are set centrally or decen-
trally. However, the effect of trade liberalization on pollution taxes under a decentralized
system is smaller in absolute value than if these taxes are set by the federal government.
If taxes are set at the federal level, pollution remains constant as the induced tax change

completely offsets the tariff change. In the decentralized system, the tax response is
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smaller, and the effect of the tariff cut dominates. As a result, emissions and pollution
tax revenue decrease when trade is liberalized. In either case, however, social welfare
increases as a result of the tariff cut. If the federal government sets a pollution tax, ma-
jority bias influences the response. In particular, the response is relatively stronger in
sectors which are disproportionally located in majority districts or which cause relatively
more damage in minority districts. In addition, with district-specific federal pollution
taxes, majority bias is relatively larger in majority districts. Our results suggest that
future empirical work in this area should consider the governmental level at which regu-
lations are decided. For example, studies of the pollution haven hypothesis, which treat
environmental regulations as endogenous, now have an additional determinant to con-
sider. When a measure of trade policy is included in such estimations, our findings imply
that it should be interacted with a measure of environmental policy decentralization.

Earlier related theoretical work on the effect of trade policy on environmental regula-
tion includes Bommer and Schulze (1999), Fredriksson (1999), Schleich (1999), Schleich
and Orden (2000), Damania and Fredriksson (2003), Lai (2005, 2006, 2007), and Kawa-
hara (2014) who study the effects of trade liberalization in lobby group models.! This
literature finds that trade liberalization may raise environmental policy stringency un-
der some conditions, but lower stringency in other situations. Gulati (2008), McAusland
(2003, 2008), and McAusland and Millimet (2013) study how freer trade impacts the
burden sharing of environmental policies between consumers and producers and the
implications for environmental policy stringency. Ferrara, Missios, and Yildiz (2009)
examine the role of trade discrimination for environmental standards. They argue that
trade discrimination yields stricter standards than free trade.

On the empirical side, the results are mixed, but frequently provide support for our
model predictions. Antweiler, Copeland, and Taylor (2001), Cole and Elliott (2003),

For models without a political economy perspective, see. e.g., Copeland (1990), Burguet and Sempere
(2003), Eerola (2006), and Lai and Hu (2008).
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Cole (2004), and Frankel and Rose (2005) report that the effect of more open trade
regimes varies by pollutant, but tends to reduce SOs emissions in most countries, in
particular developing countries. In a similar vein, McAusland and Millimet (2013) pro-
vide evidence for the U.S. and Canada that international trade has a beneficial impact
on environmental quality, while intranational trade harms the environment. In contrast,
Kellenberg (2008) finds that trade liberalization increases pollution in the poorest and
the richest countries, and Cole (2006) reports that it increases energy use. Findings by
Busse and Silberberger (2013) indicate that an increase in the net exports of pollution-
intensive goods leads to less stringent environmental regulations.

Our results also shed further light on whether environmental policy is a secondary
trade barrier, as discussed by Ederington and Minier (2003). Taking endogeneity issues
into account, Ederington and Minier (2003) find empirical evidence that environmental
policies act as a secondary trade barrier in the U.S. In particular, import competing
industries are underregulated in the area of the environment. However, they also find
that a lower tariff rate is associated with a higher stringency of environmental regula-
tions. Damania, Fredriksson, and List (2003) report that tariff liberalization decreases
environmental policy stringency when the level of corruption is low, but the reverse
effect occurs when corruption is endemic.? None of the literature, however, considers
how the interplay of trade liberalization, federalism, and a majoritarian electoral system
influences environmental taxation, pollution emissions, and social welfare.?

The remainder of this paper is organized as follows. Section 2.1 sets up the theoret-

ical model. Sections 2.2, 2.3, and 2.4 derive the pollution tax rate and the comparative

2Stricter environmental regulations in one country may also induce the so-called pollution haven effect
in another country. Levinson and Taylor (2008) show that U.S. industries whose pollution abatement
costs increased the most also experienced the highest increases in net imports from Canada and Mexico.
30ur focus is on the interactions between trade liberalization, federalism, and majoritarian electoral
systems. In order to keep the model tractable, we abstract from tax competition issues in decentralized
systems which have been extensively studied (see, e.g., Oates and Schwab (1988), Oates (2002), Greaker
(2003), and Ogawa and Wildasin (2009)).
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statics for district-specific federal taxation, uniform federal taxation, and district-specific

decentralized taxation. Section 3 concludes. The appendix contains a longer proof.

2. MODEL

2.1. Setup. A small open economy has individuals living in an odd (ruling out tied
elections) number K of geographically and politically separate districts. The population
is normalized to unity. Each individual i living in district k£ € {1, ..., K} consumes G + 1
goods and has quasi-linear preferences linear in i’s consumption of the clean numeraire
good 0 and nonlinear and additively separable in the consumption of the other goods
g € {1,...,G} whose production causes pollution. The setup with a quasilinear utility
function, popularized by Grossman and Helpman (1994), makes the demand of a non-
numeraire good ¢ independent of cross-price and income effects, provided income is
sufficiently high. We abstract from lobbying and focus on the political institution of
majoritarian electoral systems as in Grossman and Helpman (2005).

X}g 1s sector g output produced in district k. 0, is the pollution intensity coefficient
of sector g production, and ~;,; is the pollution exposure intensity coefficient reflecting
pollution suffered by district j residents due to sector g pollution emitted in district k;
when k # 7, it represents cross-district transboundary pollution, following Fredriksson,
Matschke, and Minier (2010). The numeraire good has world, domestic consumer, and
producer prices equal to unity. Good g € {1, ..., G} has a world market price p}.

The home country levies an exogenously given specific tariff 7, > 0 on imports of
non-numeraire goods, yielding consumer price pj +7,. If 7, < 0 and good g is imported,
we interpret 7, as an import subsidy. In case the production of the good exceeds demand,
the rate 7, > 0 represents an export subsidy. For expositional purposes, we concentrate
on the case where non-numeraire goods are imported and an import tariff 7, > 0 is
levied. Trade liberalization under GATT-WTO consists mainly of a gradual reduction

of most-favored-nation (MFN) tariff rates.
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An important assumption in our model is that trade liberalization and thus the faced
tariff rates are exogenous for the small country. Indeed, it appears reasonable that a
country unable to influence the world market price of a good ¢ likewise has little power
to impact WTO negotiations on the reduction of the import tariff rate 7,. Instead, the
country’s legislature can unilaterally set a domestic pollution tax t;, in district k& for
sector g; thus district & producers receive a sector g net price pry = pj + 74 — gty
The numeraire good is produced from labor only with constant returns to scale and
an input-output coefficient equal to unity. Assuming positive production of this good
yields a wage rate equal to one. Good g € {1,...,G} production requires labor and a
sector-specific input. With a fixed wage rate, the aggregate factor reward for district k
producers in sector g, Ty, (pky), depends on the producer price py,. All individuals receive
a share of wage income, tariff revenue, and pollution tax revenue. Capital owners of an
industry also receive a share of profit income. By Hotelling’s Lemma, the derivative
of 7, with respect to the producer price equals output Xj,. Supply is upward-sloping
(X%, > 0) and either linear or strictly convex in the producer price (Xj > 0).
Majority legislators care only about the welfare of their own constituents rather than
the welfare of the entire country. As a group, they maximize the joint welfare of their

districts. The objective function of the majority party in the legislature is:

A B c

G K

-~

Wy = 225 Tkg(Dhg +AMZZtkg‘9 Xig(Drg —i—AMZTgZ{Dkg Ty) — Xig(Drg)

k=1 g=1 k=1 g=1 g=1
K G
ZZng pkgﬁ 2(5 ’Ykgj+225 Ckg Tg (21)
ic:lgzl =1 g=1
D E

Dy denotes demand of good g where D;, < 0, and oM takes the value 1 if k is a majority
district, 0 otherwise. Majority welfare consists of the sum of industry profits of firms lo-

cated in majority districts (term A) and the tax (term B) and tariff revenue share (term
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(') going to majority district residents (Ay; € [.5,1] denotes their population share).
Pollution damage affecting majority districts (term D) is subtracted from welfare. The
sum of consumer surplus Cj, for the population living in majority districts enters wel-
fare (term E), but does not depend on the environmental tax in a small country. Only
the producer price, not the consumer price, reflects the environmental taxation of pro-
duction. Summing up, a pollution tax will lower industry profits, increase tax revenue
via the tax rate effect, but lower it via the negative tax base effect. The reduction in
domestic production increases imports and thus the tariff income base for the import
tariff. Finally, a pollution tax reduces domestic output and pollution damage.

We consider three different environmental policy designs for sector g:

F

1> Set at the federal (national) level.

(1) A district-specific pollution tax ¢
(2) A uniform pollution tax ¢ across districts, set at the federal (national) level.

3) A district-specific pollution tax ¢, set at the district level.
p p kg

In the first two scenarios, majority welfare given by (2.1) is maximized; in the third,

district welfare is maximized.

2.2. District-Specific Federal Pollution Tax. The FOC for maximizing (2.1) w.r.t.

a district-specific federal pollution tax tfg is given by
K
—0g XugOp' + AsOyXng — MsOotey Xy + Asby7oXpy + 02X1 > 67y = 0. (2.2)

J=1

Proposition 1. The federal district-specific pollution taz is

A B C D
N A~ K oM
P 5£4ng + Ko + Ty + M (2.3)
MO A0, XY, 0,Xp, b Ay '

where terms A, B, C, and D correspond to the profit, tax revenue, tariff revenue, and

pollution damage effects. If district k is a minority district (6} = 0), the government
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sets a positive pollution tax for district k production of g. In a majority district k,

however, the pollution tax may be positive, but also zero or even negative.

Proof. Solve (2.2) for t;;. To sign the tax, notice that 6" € {0,1} and Ay € [5,1]. O

The tax thg shows a clear majority bias: part A of the pollution tax is negative for
a majority district and zero for a minority district: An environmental tax reduces the
profits of the polluting firms, and if these reside in a majority district, the tax will be
lower. At the same time, if k is a majority district, part A is increasing in the majority
district population share Ay;. Part B arises because for a given production quantity, a
higher environmental tax rate increases the tax revenue which can then be distributed
among the population. Parts A and B taken together add up to a negative tax for ma-
jority districts and a positive tax for minority districts. Only if all population is located
in majority districts (i.e., if the majority party has won all districts), do parts A and B
exactly cancel. Moreover, the majority disregards any cross-boundary pollution appear-
ing in minority districts, as apparent from part D. Consequently, a higher concentration
of production in majority districts and a lower level of negative production externalities
affecting majority districts tend to reduce the equilibrium pollution tax. Part C' shows
that ceteris paribus a higher import tariff rate 7, also increases the pollution tax. This
must be true because an import tariff stimulates domestic production and thus increases
the tax base for the environmental tax. If parts C' and D are strictly positive and k is
a majority district, a non-positive pollution tax is more likely if production of g in £ is
substantial (X}, high) and/or its price sensitivity is low (X}, low).

The effect of a tariff decrease on thg can be unambiguously signed, however.

Proposition 2. The derivative of tfg w.r.t. T, equals

dty, 1
I ) 2.4
dr, O, >0 (24)
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If trade is liberalized, the government recompensates producers for resulting losses via a

lower pollution tax rate. Formulating the impact of a tariff change as an elasticity, we
dtf

find eig@ = ﬁ% = egTTngg’ where tg, is given by (2.3).
Proof. See appendix. 0

Both the environmental tax and the import tariff affect the producer price: An
increase in the import tariff increases the producer price one-to-one, whereas an increase
in the pollution tax decreases it. The effect of the pollution tax increase on the producer
price depends on the pollution intensity, however: The higher the pollution intensity,
the lower the producer price for a given environmental tax rate. The optimal producer
price remains the same from the government’s perspective when the tariff rate decreases
exogenously. For this reason, the environmental tax rate moves in the same direction,
but the necessary change is lower the higher the pollution intensity coefficient. The
pollution level remains constant, since the producer price and thus output do not change.

Consumer surplus, however, increases since the the consumer price falls.

Corollary 1. Assume federal district-specific pollution taxes. The level of pollution
emissions 1s independent of the tariff rate. Trade liberalization reduces pollution tax
revenue, while social welfare increases. A sufficient condition for trade liberalization to
induce an increase in majority district welfare is a weakly greater than proportional share

of sector g demand coming from the population in majority districts.

Proof. To see that pollution emissions are constant, notice that the producer price and
. atf . .. .
thus production does not change: ‘ZJT’“; =1 —(99;7’“; = 0. Together with (2.4), this implies
that tax revenue declines if dr, < 0.
The change in majority welfare W), given in (2.1), due to an increase in the tariff

rate 7, and taking into consideration the response of the optimal environmental tax rate,
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equals

AW K K K
M = — Zdékag + AMZDkg +AMTQZD;cg'

dry k=1 k=1 k=1
A sufficient condition for its negativity is — Z,i(:l M Dy + Ay 2211 Dy, <0.
To see that social welfare W increases, notice that social welfare equals Wy, in (2.1)

if 67 =1 for all k and Ay, = 1. Calculating the derivative of W with respect to 7, yields

aw _

s = Tg S rg < 0. Hence trade liberalization (dr, < 0) increases social welfare. [J

Summarizing, all industries experience environmental tax decreases when trade is
liberalized, but the change is smaller for more pollution-intensive industries, provided
the tariff levels fall by the same absolute amount in all industries. In the elasticity
formulation, we further see that the percentage change in the tax rate caused by a one-

percent decrease in the tariff rate depends on whether a district is a majority district.

Corollary 2. Majority bias causes the relative size of the trade liberalization effect on

district-specific pollution tazes to be greater in majority than in minority districts.

Proof. Proposition 1 shows that majority districts have, ceteris paribus, smaller pollution
tax rates. Hence the percentage change of a positive pollution tax rate due to a one-

percent tariff rate reduction is larger in majority districts. 0

2.3. District-Uniform Federal Pollution Tax. The FOC of maximizing (2.1) w.r.t.

a federal district-uniform pollution tax t5 is

K K K K
— 0y > XugOp' + Aasby > Xig — Aath >~ Xp + Auibyrg Y XJ,
k=1 k=1

k=1 k=1

K K
+02) X1 > 6 g =0, (25)
k=1 j=1
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In contrast to (2.2), the federal district-uniform pollution tax affects the production in

all districts, as is apparent from the summation over k in (2.5). Next, let us simplify

notation by defining X, = Zszl Xk, X;W = Z,[::l Xig0M  and X, = Zszl Xy

Proposition 3. The federal district-uniform pollution tax equals

A B c D
——
~N A~ K oM
o X Ko T 2 O e (2.6)
0T TR0, X,  B,X 0, A ’
Proof. Solve (2.5) for t]. O

Apart from the fact that the total g production quantity and its derivative appear in
(2.6) rather than the corresponding district k quantities, the formula for ¢} is identical

to the formula for ¢f, given in (2.3).

Proposition 4. The derivative of t5 w.r.t. T, equals

dtf 1
g
—4 =—>0. (2.7)
dr, 0,
F
Calculating the impact of a tariff change as an elasticity yields 65; Yy = Zt—ggZ—ﬁ = 9:%,
9> T g g

where t} is given by (2.6).
F
Proof. Differentiate (2.5) w.r.t 7, and tg and calculate % as the negative ratio of the

two partial derivatives. O

Corollary 3. Assume a federally set uniform pollution tax. The level of pollution emis-
sitons s independent of the tariff rate. Trade liberalization decreases pollution tax rev-
enue, while social welfare increases. A sufficient condition for trade liberalization to
induce an increase in majority district welfare is a weakly greater than proportional

share of sector g demand coming from the population in majority districts.

Proof. Similar to the proof of Corollary 1. O
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The absolute effect of a change in 7, is thus the same for both kinds of federal
pollution tax. The elasticity representation shows that since the uniform tax rate cannot
differ by district, the percentage change in the tax rate caused by a one-percent decrease
in the tariff rate must be uniform across districts as well, contrary to the case with
district-specific taxes where majority districts experienced greater percentage changes
in the pollution tax rate. Two forms of majority bias remain under federal district-
uniform taxation. Pollution taxes will differ depending on the location of polluting
industries (a higher concentration of production in majority districts leading to lower
pollution tax rates in these sectors) and the distribution of pollution damage incidence
between majority and minority districts (a higher concentration of pollution damage in

majority districts leading to higher pollution tax rates in sectors causing this damage).

2.4. District-Specific Decentralized Pollution Tax. District £’s welfare equals

A B C
f 7\ Y r 7\ Y 7 7\

G K

Z Thg(Prg) + Z trg0g Xg(Prg) + Ak Z Tg Z {Djg(79) = Xjg(psg)}

g=1 g=1

- Z g(Dig)0gVjgk + Z Crg(Tg), (2:8)
7j=1 g=1

g=1

s J/

v~ —~
D E

where )\, denotes district k’s population share. We assume that the total tariff revenue
is distributed across districts according to their respective population share. Compared
to majority welfare in (2.1), two differences are noteworthy. First, we assume that the
authority over tax revenue lies with the tax-setting entity, i.e., district k receives all
pollution tax revenue accruing in it (term B). In contrast, when calculating majority
welfare, the tax authority was assumed to lie with the federation, and the majority
districts received only a share of total tax income. Second, the majority cared about

all cross-border pollution affecting majority districts, whereas the district only cares
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about pollution affecting itself (term D). Consequently, the tax does not internalize any

cross-border pollution externalities. The FOC for maximizing (2.8) is
Og( M7y — ti0y) X1y + O2vige X1y = 0. (2.9)

Proposition 5. The district-set pollution tax is

c
D
-
thy = 5" + kot (2.10)
9
Proof. Solve (2.9) for t. O

The district-set pollution tax is simpler in structure than the federal district-specific
tax ] ;11 (2.3), and a comparison is instructive to understand why. If the district receives
all tax revenue created within its boundaries, the negative profit effect A and the positive
tax revenue effect B present in (2.3) cancel each other. The tariff revenue effect C' is still
present, but smaller in size in (2.10) because of the difference in revenue distribution:
The pollution tax in the decentralized case goes entirely to the district, whereas only
a fraction A\, of tariff revenue goes to the district. In contrast, in the federal case
the majority districts received a fraction AM of both revenues. The pollution damage
effect D differs in size because the federal government internalizes all majority districts’
pollution externalities, whereas the district itself only worries about pollution damage

within its own boundaries.

Proposition 6. A decrease in the tariff rate 1, lowers the decentralized pollution tax:

D
—te _ 2k 5, (2.11)
dr, O,
D
Formulating the impact of a tariff change as an elasticity, we find etDkg e = Cfit—’“;t%g =
5T Tg iy

ALTg
AeTg+Vegkby”’

where ty, is given by (2.10).
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Proof. Directly differentiate ;) in (2.10) w.r.t. 7,. O

In the elasticity representation, we see that the percentage impact of a one-percent
tariff change is increasing in the population share of the district and the tariff rate. The
size of the effect is decreasing in the pollution exposure in the district itself and in the

pollution intensity coefficient.

Corollary 4. Trade liberalization has a smaller effect (in absolute value) on the level of
decentralized than on the level of federally-set pollution taxes. Pollution emissions and
the pollution tax revenue decline, whereas social welfare increases if trade is liberalized.
A sufficient condition for district k welfare to increase as a result of trade liberalization
is that sector g in district k is weakly importing (i.e. Dy, — Xyy > 0) and that the price

elasticity of demand (in absolute value) weakly exceeds 1.

Proof. Since A\, < 1, (2.11) is smaller in absolute value than (2.4) and (2.7).
The derivative of national pollution damage with respect to 7, can be calculated

as S0 X rg (L= &), ZjK:l Yig; > 0. This means trade liberalization causes pollution

to decline because production Xj, shrinks in all districts if dr, < 0, i.e., dflikg =(1-
g

Ak) X1, > 0. Together with the fact that the environmental tax rates decline as well,

this means that the environmental tax revenue will shrink in all districts.

The derivative of social welfare W with respect to 7,, after taking the effect on the

optimal environmental tax rates tfg into consideration, equals

dTg —TQZD —|—ZX /\k tkg 9 Z’Ykgj

or, after substituting for ¢ from (2.10),

dTg—ngD +ZX Dl = D)7y — b Z Thgi] <0,

J=Ll3#k

i.e., trade liberalization increases social welfare.
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The derivative of district k£ welfare, assuming that the tariff rate change induces

environmental tax changes in all districts, equals

aw
di = Xpg — Dig — M7y Z (1= X)X, — 0, Z%’gk(l = A) Xy = M Zng
g j#k i#k J

+ M Dig+7, > D). (212)
J J

It is strictly negative if (but not only if) Dy, — X}, > 0 and Zj Dj,+7, Zj D:, <0. O

Regardless of whether environmental taxes are set at the federal or district level,
trade liberalization triggers a decrease in the environmental tax rates. In both cases,
the effect is smaller the higher the pollution intensity of an industry. However, when
taxes are set decentrally, the change in the environmental tax is smaller the lower the
population share of the district. The tariff decrease also reduces the producer price
and pollution, a lower population share implying a higher reduction. In the extreme
case, when the population share tends to zero, the decrease in the environmental tax
rate triggered by a tariff reduction approaches zero as well, and the pollution-reduction
effect of trade liberalization is maximal.

The difference in the pollution tax response to trade liberalization between decen-
tralized and centralized taxation arises because in the case of decentralized pollution
taxation, the tax revenue goes exclusively to the district, whereas the district only re-
ceives a small share of the tariff revenue. The revenue of both the centralized pollution
tax and the import tariff, however, are collected at the federal level and then distributed
across districts according to population. The allocation of revenue from the pollution
tax and import tariff is symmetric for majority districts in this case, contrary to the case
when pollution taxation is decentralized and the pollution tax revenue effect is stronger.

In the centralized case, the change in the import tariff is thus completely offset by a
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counteracting pollution tax change in equilibrium, whereas in the decentralized case,

the pollution tax changes less, resulting in a producer price and pollution reduction.

3. CONCLUSION

In this paper, we have considered a model in which a small country liberalizes its
trade policy. The trade policy change is modeled as exogenous, likely the result of a
WTO negotiation round which forces the country to lower its import tariff. In contrast,
the pollution tax is endogenous and is set either at the federal level or decentralized at
the district level. We ask how a tariff cut affects the politically optimal pollution tax,
social welfare, and the local pollution level and pollution tax revenue in the country.

We show that the optimal pollution tax reacts differently to trade policy changes
depending on the way pollution tax rates are determined. If the pollution tax is decided
at the federal level, a tariff decrease reduces the pollution tax such that the producer
price and pollution level remain constant, whereas the pollution tax revenue falls. Social
welfare, driven mainly by a consumer price reduction, increases. On the other hand, if
the pollution tax is decentralized and set by districts, a decrease in the tariff level
reduces the pollution tax as well. However, the producer price, pollution emissions and
the pollution tax revenue fall as a result of trade liberalization. Social welfare rises.

Majority bias (indirectly) affects trade liberalization under both types of federal pol-
lution tax design: the tariff elasticity of the pollution tax is greater in majority districts
when the majority party in (federal) government sets taxes that favor its home districts.
Under either form of federal taxation, the tariff elasticity is also higher in sectors heavily
concentrated in majority districts, and in sectors causing pollution damage mostly in
minority districts. No majority bias arises under decentralized pollution taxation.

Our results also provide some answer to the question whether trade agreements
should include environmental regulations (see, e.g., Ederington (2010)). While our model

results do not predict an increase in pollution due to trade liberalization, it is notable that
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the environmental policy becomes less stringent as a result of trade liberalization. Hence,
if one wants to rule out this effect, an addendum to trade liberalization agreements
concerning the stringency of environmental policy could be considered, in particular if
the country under consideration decides on environmental taxes at the federal level.
Our findings suggest that future empirical work that seeks to endogenize environmental

policy may want to take into account at which governmental level policy is set.

APPENDIX A. PROOFS

Proof of Proposition 2:

Starting point is the FOC of welfare maximization eq. (2.2) from which we want to

calculate SFOC
dtgg B oy
J-  9FOC-
dr, ol
Here,
OFOC
_57_:_ﬂﬁ%X@+@AMX%_ﬂﬁ@AMX%
g

K
+ 0, M Xy + O, M1, XP + 02X0 S 62y
j=1

or simpliﬁed 99[(2AM — 5116\/[)Xllcg + 99[(;——‘;’ — tlljg)AM + Zszl 5?/[/71693'])(]/.3/9]‘

Similarly,

OFOC

TG = XL — O3 Xy + BT A X
g

K
— 02A0r Xy — 02 Ay Xpty — 02X > My
j=1

or simplified —9;[(2AM — 5,?4)X,;g + Qg[(;—z — tfg)AM + Zjil 5§nykgj]X,’§’g].
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We thus find eq. (2.4)

F OFOC
dtk‘g _ Oy L
- 9FOoC T ’
dr, oir 0,

having taken into account that X}, depends on the pollution tax and the import tariff.
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