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Abstract

This is a supplementary paper to the paper “the Double Dividend from Carbon Regulations
in Japan”. In this paper, we describe the complete model structure, parameterizations, data
construction, and GAMS code for the simulation.
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1 Description of the model

1.1 Overview of the model

The model is based on a multisector dynamic general equilibrium model used in [Bohringer et al.|
(1997), Rutherford et all (2002), and [Rutherford and Light| (2002). It consists of the following six
parts: production side, households, the government, Armington sectors, investment good production
sector, and the rest of the world. We assume that there are 27 sectors and goods, and that all markets
are perfectly competitive. Using intermediate inputs and primary factors, production sectors create
and sell goods and pay factor income to households.

To represent the demand side, we assume an infinitely lived representative household™ The
household supplies primary factors to production sectors and enjoys consumption. In our model,
it is assumed that the household owns the capital stock and earns rental revenues by lending it
to production sectors. Moreover, the household is assumed to purchase investment goods so as to
accumulate the capital stock.

The model is an open economy, and the country trade goods with the rest of the world (ROW).
Like other CGE analyses, we use the Armington assumption. The Armington assumption implies
that domestically produced goods and imported goods are imperfect substitutes. Domestic goods and
imported goods are aggregated through a CES function. The government obtains revenues through
various taxes and spend them for transfer to the household and government expenditure. As taxes
on production, we consider capital tax, labor tax, and indirect tax on production. and as taxes on
households, we consider capital income tax, labor income tax, and consumption tax.

In the followings, we present the model description. First, we present the model as an infinite
horizon model, and afterward modify it to a finite horizon model in which the simulation is conducted.
Let s denote period index and ¢ denote sector and good index. Moreover, we define the following sets:

e ] .-+ A set of all goods and sectors (see Table [I)

e ES = {COC,SLA, COK,CRU,PET,NAT, GAS,LIM} - - - Emission sources.
e EC = {COC,SLA, CRU, PET, NAT, GAS}

o CL = {COK, LIM}.

e ELE = {ELE} - - - Electricity.

e ENE = ECUELE - - - Energy goods

e NENE = I\ ENE - .- Non-energy goods

e EN = ESUELE - .- Energy goods + COL + LIM

e NEN =T\ EN - -- Non-energy goods — COL — LIM

In Figure[l the flows of goods, primary factors, taxes, and emissions are graphically depicted.

n the simulation, we use a finite horizon model. However, we assume an infinite horizon to describe the model
structure.
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Table 1: Sector identifiers (27 sectors)

Identifier Sector description
AGR Agriculture, forestry and fishery

LIM Limestone (Materials for ceramics)

CcOoC Coking coal

SLA Steam coal, lignite and anthracite

CRU Crude petroleum

NAT Natural gas

OMI Other minings

FOO Foods

TET Textile products

PPP Pulp, paper and wooden products

CHM Chemical products

PET Petroleum refinery products

OPP Other petroleum products (naphtha and others)
COK Coke (Coal products)

CSC Ceramic, stone and clay products

IAM Iron and metal

MAC Machinery

OIP Other industrial products

CON Construction

ELE Electricity

GAS Gas supply

SWW Steam, and hot water supply, water supply and waste disposal services
COM Commerce

RES Real estate

TCB Transport, communication and broadcasting
PUB Public administration

SER Services

1.2 Production side

Using intermediate inputs and primary factors (labor and capital stock), each sector produces a
good under CRS technology so as to maximize profits. All markets are perfectly competitive and
all producers act as price takers. We assume that capital stock is owned not by industries but by
households and that industries borrow capital stock from households and pay rental price. It follows
that investment is made not by industries but by households. It is also assumed that each industry
is imposed capital and labor taxes on employment of labor and capital respectively. Moreover, each
industry pays ad valorem tax on his output (indirect tax on production).

1.2.1 Production function

First, let us explain the input side of the production. In the production function, inputs are categorized
into the following four types@

e Non-energy intermediate inputs
e Energy intermediate inputs for combustion purpose

e Energy intermediate inputs for non-combustion purpose

2More precisely, inputs are classified into the following six types: (1) non-energy intermediate inputs except LIM and
COL, (2) energy intermediate inputs for combustion purpose except ELE, (3) ELE, (4) COL and LIM for combustion
purpose, (5) emission sources for non-combustion purpose, and (6) primary factors. In the explanation in the text, we
simplify the argument a little.
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Figure 2: Production function

e Primary factors (labor and capital)

Energy goods indicate COC (coking coal), SLA (steam coal, lignite, and anthracite), CRU (crude
oil), NAT (natural gas), PET (petroleum refinery products), GAS (gas supply), and ELE (electricity),
and non-energy goods are all other goods. Note that although LIM (limestone) and COK (coke) are
emission sources, they are not treated as energy goods, and that ELE (electricity) is classified as an
energy good, but it is not classified as an emission source because its direct use and consumption
do not emit carbon. Moreover, we distinguish energy inputs for combustion purpose and those for
non-combustion purpose and exclude the latter in calculating carbon emissions. Energy inputs for
non-combustion purpose are treated in the same way as ordinary non-energy inputs because most of
them are used as materials for secondary energy sectors.

The production function is assumed to have nested CES structure represented by Figure 2l The
numerical values and sigmas in the figure represent elasticities of substitution between inputs. The
input structure is explained as follows. First, in the third stage, labor and capital are aggregated into
a primary factor composite through a CES function with elasticity (ox;). Let QF; denote the amount
of primary factor composite, and let LY and KL denote labor and capital inputs respectively. Then,
this relation is expressed a

F.i
or,i—1 9F,i1 | op ;-1

P = (P kD) = |af™(LD) 77 + (1 — al™) (kD) 7w (1)

s1

Note that elasticity of substitution between labor and capital o, differs between sectors.

3Strictly speaking, the function ff'(-) should be written as

OF,i
oF,i—1 oFi 1 op,—1
F _ FL/ rD\ op; FK Dy op,; ’
= |ag (Lg) TP oy (Kg) o

s

because we omit the scale factor. However, for the notational simplification, we use notation in (). The same argument
is applied to notations in the subsequent functions (e.g. fZFE( ).



Similarly, energy goods for combustion purpose are aggregated into an energy composite through
a CES function with elasticity ogg. This relation is represented by the following equation.

—EEQE D = | T af(QE)Fee

JEENE

where QP is the amount of energy composite and Qéﬂ is sector 4’s input of energy good j.

Next, in the second stage, primary factor composite and energy composite are aggregated into
primary factor-energy composite through a CES function with elasticity ogc. Let QFF denote the
amount of primary factor-energy composite, then this relation is expressed by the following equa-
tion.

IFE
7rR_1] opp—1
E

= JFE(QE, QF) = [aF (@F) e + (1 - af)(QEF) ™

Finally, in the first stage, output of sector i (Q;) is determined with fixed coefficient aggregation
of primary factor-energy composite (QXF), non-energy intermediate inputs ( SIJEN), emission sources
NC CLy,
sji sji)"

= [N QNS QS {QEF

QNEN NC CL FE
R Wsji sji sji si
= mim ZNEN v\ =NC '\ =CL ) _FE
3 . Qs . ag; ) a;
4 JENEN J JEES J jeCL

where a denote fixed input coefficient for each input.

When the production function is represented by multi-stage CES function, we can consider input
choice in each stage separately. Based on this property of CES functions, we define price indices for
inputs. Again, let us start with the third stage. Producers who try to maximize their profits choose
labor and capital to minimize costs. From this cost minimizing behavior, we can define the price
index for primary factor composite as follows.

for non-combustion purpose ( ), and COL and LIM inputs for combustion purpose (

pF—ILIuII(l [pszL+T K|fz (L K)_l}

where pL = (1+tF)pL and 75 = (1+t5)rK are producer wage rate and rental price respectively, and
tl and t& are labor tax rate and capital tax rate respectively. Price index for primary factor composite
is the minimum cost for achieving one unit of primary factor composite. From the specification of
@), pk; is expressed as

1
phi = [(@F) (5 o + (L= a7 ) o

Similarly, we can define the price index for energy composite as follows.

pe=min | Y pLQFIFFFHQIY) =1

Q) JEENE
1
1-ogE
E 1-
= | Yy g
5
where pZ = p¥ (j € EC) and p¥ = pALi . pY is the price of emission sources for combustion
ps] ps] J ps,ELE ps,ELE psg p

purpose and pf,ELE is the price of electricity. This price index represents minimum cost for achieving
one unit of energy composite.
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Figure 3: Price indices and unit cost

The same argument is applicable to the second stage decision. Since profit-maximizing producers
choose inputs of primary factor composite and energy composite so as to minimize costs, the price
index for primary factor-energy composite is defined as follows.

pai = o, [p5Q" + PEFQRF IR (QT, Q%) = 1]

1
= [ ()0 + (1~ af yrepEF) e e

Finally, in the top level of the production function, output is fixed coefficient aggregation of
primary factor-energy composite, non-energy intermediate inputs, energy inputs for non-combustion
purpose, and COL and LIM inputs for combustion purpose. From the Leontief technology, unit cost
of production is represented by linear function of input prices.

§ A NEN E A NC E E CL FE FE
psy ji + psg i + psg ji + Dy Oy
JENEN JjEES j€eCL

where pé] denote the price of intermediate input j. The above relations between prices are summarized
in Figure B

Next, let us consider the output side of the production. Following Bohringer et al.| (1997), Ruther-
ford et all (2002)), and [Rutherford and Light| (2002)), we assume that goods produced for domestic
use and goods produced for export are differentiated, and that they are allocated through a CET
(constant elasticity of transformation) function. Thus, domestic supply Ds;, export supply X;, and
output @ have the following relation.

/-
1+n 1471 199

Qui = 12(Xoi, Dyi) = [ (X)) 7 + (1 = af) (D)

where 7 denotes constant elasticity of transformation. Given the price of domestic good p) and the
price of export good pX, profit-maximizing producers allocate output to domestic and export markets
S0 as to maximize their revenues. Thus, we can define the price index of output as follows.

P = max [p5X +pgDIf (X, D) = 1]

This price index p?i indicates maximum revenues derived from one unit of output. From (@), pSQi is
expressed as

_1
P = [(a) T (pX) T + (1 — o) T (pD) ] T

Since we assume that the ad valorem tax tl-Q is imposed on output, unit revenue for producers is given
by (1—17)pg.

St
From the above arguments, we can express zero profit condition for sector ¢ as follows.

1—t2)pT =2



1.2.2 Demand and supply

In this section, demands for production inputs are derived. Since we have already defined unit cost
function and price indices, we can easily derive demands for inputs by using Shephard’s lemma. For
example, one can obtain demand for labor by deriving demand for primary factor-energy composite,
demand for primary factor composite, and demand for labor in turn and then combining these threes.
First, by Shephard’s lemma, demand for primary factor-energy composite per unit of output is

Similarly, demand for primary factor composite per unit of primary factor-energy composite is

given by

opsi® _ [af pE-E]UFE
opl; L
Finally, demand for labor per unit of primary factor composite is

F FL, F1OF.i

Ops; _ {O‘i psi:|
L — =L

a St 3

Combining three demand functions above, we can derive total labor demand of sector i (L%)) as

follows.
1D _ 303@ 0 optP sy {af LPsFir“ [af piErFE aFBQ..
- ~ S1 T ~ St — ~ S
o oph optl opk opl; P ph '

By applying the same procedure, we can derive total demand for capital of sector i (KZ).

FE F FL\, F ]OF.i F,FE7°
KD — 80?1'@ L 80?1‘ i 8psiQ o [(1 — )psi:| " |:ai Psi ] " aFEQ.;
st T XK vSt T FE F 9xK ©vst — ~K F v St
arsi apsi apsi arsi Tsi Pg;

Next, let us derive demand for energy goods for combustion purpose. The procedure is the same as
in deriving demands for primary factor. That is, derive demand for primary factor-energy composite,
demand for energy composite, and demand for each energy good in turn and then combining these
threes. Sector i’s demand for energy good j for combustion purpose (Egl) is given by the following

equation.

E, FE] 7EE F\_FE1OFE

gD _ QyiDsi {(1 —a; )Psi ] aFEQ.,;

sji E EE i st
psj Ps;

As to electricity, the price is pQELE (not pZ). So, demand for electricity is given by

E, FE] B8 F\ FE1OFE
a,,pk. ]_ — ot p ] _ .
By = [ v ] {( ElE) = ] a; " Qsi, j =ELE
psj pSi

Other intermediate inputs are entered into the production function through Leontief technology.
So, unit demands for them are given by constant input coefficients. Demand for non-energy interme-
diate inputs, demand for COK and LIM for combustion purpose, and demand for energy goods for

non-combustion purpose are respectively as follows.

al N Qi j € NEN
a5 Qs j € CL
@ Qsi  JjEES
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Figure 4: Period utility function

Next, consider supply functions. As demand function, we can derive supply function with Shep-
hard’s lemma, that is, differentiating the price index of output (unit revenue function) with supply
prices. For example, export supply is given by

n
Xs.—ang.— P Qs
- St — St

S1 8p§(7: aX Q

Similarly, domestic supply is

n

DS‘—ap?iQi— pig Qs

51 st — S1
T ol (1= o),

1.3 Household

In this section, we explain household behavior. To represent household behavior, we assume an
infinitely lived representative household. The household utility in each period (period utility) depends
on consumption and leisure, and then lifetime utility is determined by period utility in all periods.
The household acts as not only a consumer but also a supplier of labor. Moreover, we assume that
capital stock is owned by the household and is lent to producers. Thus, the household earns rental
revenue as well as labor income. To accumulate the capital stock, the household purchases investment
goods with his savings. Consumption, labor supply, and savings are determined through optimizing
behavior of the household.

1.3.1 Utility function
Lifetime utility U is a CES function of period utility Wy: &

U

U= U({We}s) = lz QZV(Wg)f’gUl‘| U~ (2)

w

o is a parameter for discounting utility and ¢ is the initial period.

where o

4In ordinary dynamic modelsO the following lifetime utility function is usually used.

o) . o au—l
J— —S U
U=> A — W, -1
s=t

where A is subjective discount factor and other notations are the same as (). Since this utility function is a monotonic
transformation of (2l), utility maximizing choices derived from two utility functions coincide.



Period utility is a nested CES function which depends on leisure, energy consumption goods, and
non-energy consumption goods (see Figure M). The structure of period utility is as follows. First,
in the third stage, energy consumption goods are aggregated into energy composite through a CES
function with elasticity ogc.

_9BC
opa—1 | 7BCT
icENE

Similarly, non-energy consumption goods are aggregated into non-energy composite through a
CES function with elasticity o¢.

oo—1 |77t
CNENE — ONENE({C ) ienpng) = [ Z (af)(Cyi) 7o 1

iENENE

Next, in the second stage, energy composite and non-energy composite are aggregated into aggre-
gate consumption through a CES function with elasticity occ.

Cy = @(CEENE’ CENE) _ {aNENE(Ci\IENE)“Sggl . aNENE)(CSENE)%;I} ToooT

Finally, in the first stage, aggregate consumption C; and leisure LE, determine the level of period
utility Wy through a CES function with elasticity or,c.
ILC
oLc—t "LC*1:| oLc—1

W, = W(LE,,C,) = [a"(LE,) #ic + (1 - al®)(Cy) e (4)

1.3.2 Expenditure minimizing behavior

From the duality, utility maximizing behavior is captured in terms of expenditure minimizing behavior.
Below, we see the household behavior in terms of expenditure minimizing behavior. As presented in
the previous paragraphs, utility function is a multi-stage CES function. In this case, we can understand
optimizing behaviors in each stage separately. That is, we can divide utility maximizing behavior into
the following four choices: (1) choice between period utility in different periods, (2) choice between
leisure and consumption, (3) choice between energy composite and non-energy composite, and (4)
choice between consumption goods. Using this property, we consider the household behavior in each
stage separately.

First, let us consider the third stage. The relation between energy composite CENE and energy
consumption goods Cy; is given by [B]). Under this relation, utility-maximizing household chooses the
consumption bundle that minimizes expenditure. From this expenditure minimization, we can define
the price index for energy composite as follows.

pSEC = min
{Ci}iceNE

[ pCi | C*NE({C)) = 1]

i€ENE

where p$, = (1 — s§)pE and ﬁgELE =(1- sgLE)pﬁELE. s¢ is the rate of consumption subsidy and
P, is household price of energy good i. p=¢ indicates the minimum expenditure required to obtain
one unit of energy composite, given ﬁg;. From (B)), pF€ is expressed as

=50
0= | 3 ey

1€ENE

Similarly, we define the price index for non-energy composite.

psc = min [ Z ﬁscici | CNENE({Ci}) = 1]

{Ci}ieNENE JENBNE

=[ > (af)”%ﬁgf‘“] N

i€NENE

10



Table 2: Price indices

76 (1 €ENE) — pFC } _, pcc
o~ . s
D (7, (S NENE) — Ps } — Rt7ngV = pI;V
LE
Ds SN pU
Py

where p¢ = (1 — s§)p? is the consumer price of non-energy good i.
In the second stage, the price of composite consumption is defined as follows.

= min [ SCNENE +pECCENE | C’(CNENE,CENE) _ 1}
{CNENE CENEY}

CcC —
ps =

= [(aNENE)occ (;C)1-0ce | (1 — oNENE)oce (p}SE}C)l—acc]ﬁ

Next, we consider choice between leisure and consumption in the first stage. To obtain one
unit of period utility, the household chooses combination of leisure and consumption that minimizes
expenditure. Thus, we can defined unit cost for period utility as follows.

= min [PELE, +pS°Cy | W(LE,, Cy) = 1]
LE;,Cg

1
— [(aLE)ULC (pg,E)l—oLc + (1 _ CYLE)GLC (ﬁSC)l—oLc] T-oLC
where p® = (1 — t!)pl is the household price of leisure, ¢! is the labor income tax rate, pS¢ =
(14 t)pSC is the household price of consumption, and ¢¢ is the consumption tax rate.

Once period utility in each period is determined, it determines lifetime utility. We can define the
price index for lifetime utility as follows.

Y = rgvin [Zp?]WS | U{Ws}s) = 1]

s s=t

= [Z(asz u%”v]

where p!V is the present price of period utility. p! is represented as p! = R, ;¥ by defining the
market discount factor R; s as follows:

R .= 1 s=1t
BT T, (A +re) ™ s>t

where r; denotes the interest rate for loans between periods s — 1 and s. Note that all prices and
values except p!’ are current prices and values, but p!¥ represents present price.

The relation between different price indices defined above are represented in Table 2l Using price
indices, lifetime utility that the household achieves is represented by the following relation.

U=y"/p" (5)

where Y ig lifetime income that will be defined later.
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1.3.3 Compensated demand

In this section, demands for consumption and leisure are derived. Since we have so far defined
price indices (expenditure functions), we consider compensated demand functions (Hicksian demand
functions). Compensated demand functions can be derived by using Shephard’s lemma. The approach
here is the same as the one in deriving demands for production inputs.

First, by Shephard’s lemma, unit demand for period utility is

8pU aWpU' ou
- = S
opl¥ [ pY

Similarly, unit demand for leisure is

JoLe

ocl {aLEcZV t
LE LE

8ps ps

Combining (@) and (), compensated demand for leisure is derived as follows.

aLECZV} e {QZV pU} o U
pLE pY

(8)

LES:{

Next, let us consider consumption demand. Consumption demand is derived in two stages: (1)
deriving demand for aggregate consumption, (2) deriving demand for each consumption good.
First, unit demand for aggregate consumption is

opY (1= oty
e

Combining this and (@), demand for aggregate consumption is given by

o _ {(1 - a)W} {azvarU U
) pee p¥

Next, we consider demand for each non-energy consumption good. Demand for non-energy con-
sumption good ¢ € NENE is given by

c,Cc19c NENE,,CC77ccC
cP = [aags } {0‘ P ] cPp i € NENE
D; bs

Similarly, demand for energy consumption good ¢ € ENE is

g o
ch = [a??ggc} h [(1 —o” SCC] TP icENE
p; Ps
Finally, let us derive labor supply. Let L, denote the total time available for leisure and work.
Then, from (§]), labor supply is given by

LY =L, — LE,

1.3.4 Lifetime income

To derive household lifetime income, it is necessary to consider flow budget constraint. The household
derives income from four sources. First, he receives labor income. The actual labor income that the
household receives is equal to pY* L9 i.e., labor supply multiplied by household wage rate. However,
since we assume that the household makes expenditure on leisure, it is necessary to use pYFLg as
labor income.

Second, the household supplies capital stock to industries and receives rental revenue (capital
income). We assume that a tax (capital income tax) is imposed on this rental revenue. Let rkKE

12



denote after-tax rental price and ¢4 denote the rate of capital income tax. Then, rXF = (1 — t4)rK
holds. The household capital income is given by rXEK,.

In addition to factor income, the household receives transfer from the government, which is denoted
as TRN,. Moreover, the household receives return from asset other than capital. Let NA¥ denote
the value of household asset in the end of period s — 1. Then return from this asset is represented by
rsNAf . In the reminder of the paper, “asset” refers to asset other than capital stock.

Summing up all the revenues above, household income in period s is expressed as

r*E K, + r,NAY 4 TRN, + pLEL,

Subtracting expenditure on consumption and leisure (EXPy) from this amount, we can get house-
hold savings. These savings are spent on investment INV, and purchase of new asset NAfﬂ — NAf .
Thus, the flow budget constraint of the household in period s is given by

INV, + NAZ | - NAY = KB R 4+ NAT 1 Qg (9)

where Q, = pLPL, + TRN, — EXPZ,

Let p! denote the price of investment good and I, denote the amount of gross investment. Then,
INV, in (@) is equal to plI,. We assume that there is adjustment cost for investment and that the
following relation holds between net investment Js and gross investment I:

Lafie(2)] w

where J;®, indicates adjustment cost. Below, we specify @4 as

NEANETA
K 2 K,
Since ¢ is a parameter determining adjustment cost, we call it adjustment cost parameter.
Inserting (I0) into (@), we can get the following equation.

pLIs[1+ Q) + NAZ | - NAY = KB K 4+ NAY + Q (11)

Under the budget constraint of (1)) and the constraint K. = (1 — §) K + Js, the household
chooses capital stock K, net investment .J,, and asset NASH S0 as to maximize lifetime utility.

max U({W,})
st plJg[1+ Q) + NAY  — (1 4+ r )NAY v KEK. 0, =0
K1 =(1-0)Ks + J;
Given K; and NA,

The Lagrangian function for this problem is given by@
L=U({Ws})

=Y ARig [pEJ(1+ Q) + NAL — (14 rNAT — PR, - Q]
s=t

- ZNSRLS [Kerl - (]- - 6)Ks - Js]
s=t

SEXP; is equal to pZVWS/Rt,S.

6The household also chooses the level of Wy, but the decision of Wy has been considered in the previous sections.
Thus we omit it here.

TWe multiply Lagrange multipliers by discount factor so that they represent current value.
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The first order conditions for NAf , Js, and K are given by

oL

WZOZ As:As—l s>t (12)
oL s Js

oL ; I 1° A1 fs—

o =0 r§+‘;‘(1—5)+p§¢>; [K] = (L+7s) ‘Al% s>t (14)

As will be shown below, p,/\, represents the shadow price of capital. Thus, we set pX = /.
Moreover, we define p?A as follows.

J 2
KA _— _  TIg | Z2S
P =t (15)

This pX# represents the reduction in adjustment cost resulted from one unit increase in K,. We call
this pX4 adjustment premium.
Using above notations, (I3]) and (I4]) become

Js

pK =p! [1+<I>S+Q>’S} s=tt+1,-- (16)
K,

rE 4 pE (1= 6) + p8A = (1 + 7 )pk s=t+1,t+2, - (17)

Let us explain what these two conditions mean. First, () is interpreted as follows. Suppose that
one unit of investment is made in period s. For this, it is necessary to purchase one unit of investment
good, which costs p! (the first term of the the RHS). In addition to this, it requires adjustment cost
of pI®, (the second term). Moreover, the additional cost of pl®.J,/ K arises because increase in
net investment raises adjustment cost per unit p!®, (the third term). To sum up, the RHS of (I6)
represents marginal cost of net investment in period s. This is the amount of payment required to
achieve one unit of capital stock. Thus, it is interpreted as the shadow price of capital.

Next, let us consider (I7). The RHS of (I7) represents marginal cost (or opportunity cost) of
capital stock in period s. To acquire one unit of capital stock in period s, it costs pX ;. In addition
to this, one passes up return which could have been achieved if he invested it on another asset. Thus,
the total cost of achieving one unit of capital in period s is (1 + 7¢)pX | B

On the other hand, the LHS of (7)) represents marginal revenue of capital in period s. The first
term is rental revenue. One unit of capital stock in period s generates rental revenue of rX¥. The
second term is revenue from selling capital. One unit of capital stock in the end of period s—1 becomes
1 — 4 units of capital in the end of period s and can be sold for pX. The third term is reduction
in adjustment cost. Increase in capital stock reduces adjustment cost per unit of investment, thus
the cost of investment is reduced. As already explained, this reduction is represented by adjustment
premium p¥4. The sum of three terms is additional revenue from increase in one unit of capital stock.

As the above argument shows, (I7)) implies that marginal revenue from capital stock is equalized to
its marginal cost@ This condition is naturally derived from the optimizing behavior of the household.
Note that (7)) holds only for s > ¢ because K is given exogenously for the household I

8 Actually, one can acquire capital stock only through new investment. However, if it is traded in a market, the
shadow price becomes transaction price.
9Rewriting ([T), we can interpret it in another way.

K K
_ TEE pf Ps —Ps_1 P?A
Ts = = 0+ K K
Ps_q Ps_q P51 P51

The LHS of this equation represents the rate of return when one yen is invested to assets other than capital. On the

other hand, the RHS which is the sum of (1) the rate of return from rental revenue, (2) the rate of loss resulting from

depreciation, (3) the rate of capital gain, and (4) the rate of return from reduction in adjustment cost, represents the

rate of return from capital stock. Thus, (7)) represents no arbitrage condition between capital stock and other assets.
0However, if the economy is in the steady state at the initial period, (IT) holds for s =t
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By the definition of @, ([6) and (I7) become

o —ps[l-l-qb ] s=t,t+1,--- (18)
rE 4+ pE(1=6) +pi* = (1 +r)pX, s=t+1,t+2, (19)

Using these optimal conditions for investment and capital stock, we can derive lifetime budget
constraint from flow budget constraint. Flow budget constraint is given by the following equation.

piJs {1 + (51‘” +NAZ - NAY = KB K 4+ 7, NAT 4

Adding pl¢(Js)?/(2K) to both sides, we have

¢ 2
Li +(1+7rs)NAT + 0,

J,
I S K
I [1+¢J +NAY = KB K 4 p!

By (), this equation reduces to

ﬁgf + (1 +7)NAT 1 Q,

KJ,+NAL, =rEFK, +
Moreover, from J, = K, 1 — (1 — §)K, and the definition of pX#, we have
PEK o1+ NAL = [PKP 4 pK(1 - 6) + KA K + (1 + ) NAY 10 (20)
Since ([I9) holds for s > ¢, (20) becomes
PEK o + NAZ = (1+7y) [pK K, + NAY] +Q, s>t (21)
Applying forward iteration to this, we have

T
PE K1 +NAL =Ry r [p% K71+ NA?H] - Z Ry s (22)
s=t+1

As to period ¢, ([20) holds as is.
P Ko + NAL ) = [rF® +pf (1= 6) + piA] Ky + (1 + 7)NAT + Q (23)
From (22) and ([23), lifetime budget constraint is derived as follows.

[rE 4+ pi (1= 6) + pi] Ki+(1 + r)NAY
T
—R: 1 [p¥KT+1 + NA¥+1] + ZRt,th =0

s=t

Extending this to infinite horizon and assuming the following no Ponzi game condition:
Tlijnm Rir [pf Kria + NA¥+1] =0

the lifetime budget constraint can be derived as follows.
> ReEXP = [rf 4+ pf (1 - 6) + A K,
s=t

(1+rt)NAH+ZRtS ELs + TRN,] (24)

s=t

The RHS of this equation is equal to Y in ().
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Armington aggregattion

OAi

Import goods Domestic goods

Figure 5: Armington Aggregation

1.4 Other activities
1.4.1 Armington aggregation

Like other CGE analyses, we use the Armington assumption (Armington, 1969). The Armington
assumption implies that domestically produced goods and imported goods are imperfect substitutes.
Domestic goods and imported goods are aggregated through a CES function in Figure A good
aggregated from domestic and import goods is called Armington good and its quantity is represented
by Asi~

TAi
gAi—1 TAiT ] oa ;-1

Ay = Ai(Dyi, My) = [afP(Dy;) 727 + (1 — apP) (M) 74

K2

The produced Armington good is used for intermediate inputs, final consumption, investment, and
government expenditure (Figure []).

It is assumed that domestic and import goods are chosen so as to minimize cost. Thus, we can
define the price index for Armington good.

pa =min [ph)D + p M|A;(D, M) = 1]
1
_oA - _oAl1-cA
= [P R + (1= o))

where f)é\f =(1+ tZM )pé‘f is the domestic price of import good. From this price index, we can derive
demands for domestic good DAP and import good M,;.

A
opd aAPpa1?

A
M(_apfiAl_[(l—aAD)P?i]g AL
st — pM st — M st
Ps; Dy

1.4.2 Investment goods

It is assumed that an investment good is a fixed coefficient composite of 27 Armington goods. Let
I denote the amount of investment good, Al, denote Armington good i used for investment, and a!
denote the amount of Armington good i required for producing one unit of investment good. Then,
the following equation holds.

a;

AL
I, = miin { j’}
From this, the price index of investment good is derived as follows

I _ A T
Py _Zpsiai
%
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1.4.3 Trade

We assume that Japan is a small country and the world prices of goods are given constant. Let pROW

denote the world price of good i and p'* denote exchange rate (yen per dollar). Then, the price of
import good 7 in yen is given by

M _ , FX ROW
Psi =P  Dsi

On the other hand, the price of export good satisfies the following relation.

ROW _ X / FX
st _psi/p

Without loss of generality, we normalize the world prices of all goods to unity.

O
PV =1

Then, the prices of import and export goods are expressed as

FX FX

Pei =P e =p

These equations represent relation between import, export and foreign exchange. For example,
suppose that one unit of good s is exported in period s. This brings about revenue of p2. However,
since it is equal to pF*, one unit of export is equivalent to one unit of foreign exchange. Similarly,
suppose that one unit of good s is imported in period s. For this, it costs p}/, which is equal to pFX.
So, one unit of import is also equivalent to one unit of foreign exchange. As the above arguments
show, export and import have one-to-one relation with foreign exchange. As will be explained later,
exchange rate is determined so that current account is balanced intertemporally Tl

1.5 Government

The government obtains revenue by collecting taxes, which funds government expenditure and subsi-
dies. The taxes on production are capital tax, labor tax, and indirect tax on production, and taxes
on households are labor income tax, capital income tax and consumption tax.

1.5.1 Expenditure of the government

The expenditure of government includes “government expenditure” and “transfer to households”.
Government expenditure indicates final consumption and investment by government. Transfer to
households is transfer such as social security contributions. The amount of transfer is expressed as
TRNj,.

Government expenditure is spent on a good, which is a fixed coefficient composite of 27 Armington
goods. Let aiG denote the amount of Armington good 4 required to acquire one unit of government
expenditure. Then, the price index of government expenditure is given as follows.

G _ A _G
ps = Zpsiai
i

The value of government expenditure is equal to p$ G where G is real government expenditure.

1 Foreign exchange rate here has little to do with actual foreign exchange rate. It is the price for an hypothetical
good called foreign exchange and plays the similar role to ordinary good prices and is determined so as to balance
current account intertemporally (that is, to clear market for foreign exchange).

17



1.5.2 Government income

Government income is derived from taxes. Government net income in period s is given by

MZ = thpl LD+ Yt E KD+ 17030y
i i

K3
+ tIpE LS + 4B K, +t9pSCC,

M, M C. A ~D C. E~D
+ E Ui psi Msi — E $; P5iCsi — E s; PsiClsi
i IENENE i€ENE

where the first line indicates revenue from labor tax, capital tax, and indirect taxes on production,
and the second line indicates revenue from labor income tax, capital income tax, and consumption
tax, and the final line indicates revenue from import tariff and (less) subsidies.

1.5.3 Government intertemporal budget constraint

We assume that government budget is balanced intertemporally. This means that government budget
at each point in time can be negative or positive. To derive intertemporal budget constraint, we need
to consider flow budget constraint. Government flow budget constraint which excludes asset income
is given by

GSs = M7 —p{Gy — TRNY
Adding asset income rsNAf to this, we get government flow budget constraint.
NAS,, — NAY = GS, +r;NAY

Applying forward iteration to this equation, we have
T
(1+r)NAY = R, 7NAT,, = Y Ry .GS,
s=t

Intertemporally balanced government budget means that government net asset after infinite peri-
ods is equal to net asset at the initial period:

(14 r,)NAY = Jim Ry, 7NAS,,

This implies that the following equation must hold.

i R, [pSGs + TRN,| = i ME
s=t s=t

1.6 Carbon emissions and carbon tax
1.6.1 Price of emission sources for combustion purpose

Thus far, the price of emission sources for combustion purpose has been expressed as pZ. To use
emission sources for combustion purpose, it is necessary to pay carbon tax. Let 7; denote the amount
of emission per unit of emission source i € EC and tSF denote the level of carbon tax. Then, we can
express the price of emission sources for combustion purpose as follows.

P =l +7itd"

This means that the price of emission sources for combustion purpose is the sum of the price of
Armington good and payment to carbon tax 3

12 Although we assume the common «; for final consumption and intermediate demand of all sectors, it is more
desirable to assume different values for different uses. The assumption of the common +; is made because to assume
different values for different uses increases the number of endogenous variables significantly and thus makes computation
difficult.
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1.6.2 The amount of carbon emissions

Let AEC denote Armington good 4 used for combustion purpose. It is given by

AEC =) "adlQ + Ch i e CL

sij

J
AEC =N "ED +Ch i € EC
J

Summing emissions from all emission sources, we have total carbon emissions.

CEY = Z VALY (25)
icES

1.7 Market equilibrium

In this section, equilibrium conditions for good and factor markets are presented. Basically, the LHS
represents supply and the RHS represents demand.

1.7.1 Markets for domestic goods

Domestic goods are supplied by production sectors and demanded by Armington aggregation.
Dy; = D2P

1.7.2 Markets for Armington goods

Armington goods are supplied by Armington aggregation activity and demanded for final consump-

tion, intermediate inputs, investment, and government expenditure. Below, we distinguish market

clearing conditions according to the following four types of goods: (1) non-energy goods (exc. LIM

and COK), (2) electricity, (3) LIM and COK, and (4) emission sources (exc. LIM and COK).
Market clearing condition for non-energy i € NENE (exc. LIM and COK):

A =CR+3 alQ.; +all, +afa, i € NENE
i

Market clearing condition for LIM and COK:

Ay =CR+>a5"Qy + ) ay’ Qs +al I, + al G, i € CL
i j

Market clearing condition for electricity:

Ay =CH+> By +all +alG, i € ELE
J

Market clearing condition for emission sources ¢ € EC (exc. LIM and COK):

Ay =CH+> B+ ayQy +all +afG, i € EC
i i

1.7.3 Labor market

Labor is supplied by the household and demanded by production sectors.

L$=>"LE
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1.7.4 Market for renting capital

Renting capital is supplied by the household and demanded by production sectors.
K=Y K[

1.7.5 Current account (market for foreign exchange)

Our model assumes that current account is balanced intertemporally. Current account in period s is
given by

CAS, = NAY, | — NAF = TS, 4 yROWNAT

where TS, = 37, p¥¥ [ X, — M) is trade surplus and rROWNAL is return from foreign assets. Note
that the interest rate applied to foreign assets is the world interest rate r2OW,
Applying the forward iteration to the above equation, we have

T
(1+rfOVNAT = REQVNATL,, — > REOVTS, (26)

s=t

Furthermore, setting T' — oo, we have

(14 rROWINAF = Jim REPVNAT,, — > REOWTS,

s=t

The assumption of intertemporally balanced current account means
Jim Ry NAL | = (1+7r,)NAS
—00

This implies that the following condition must hold.
> RPOVTS, =0 (27)
s=t

From the arguments in section [[43] [27) is written as follows

o oo

Z Z R}}OWXsi = Z Z Rﬁosti (28)

s=t 1 s=t 1

We can interpret this as equilibrium condition for foreign exchange. As explained in Section [[.Z.3]
export and import have one-to-one relation with foreign exchange. Namely, one unit of X; brings
one unit of foreign exchange, and one unit of foreign exchange brings one unit of My;. From this
relation, we can interpret that the LHS of (28] represents supply of foreign exchange and the RHS
of (28] represents demand for foreign exchange. Foreign exchange pFX is adjusted so that market for
foreign exchange is balanced.

1.7.6 Carbon tax

Total carbon emissions CEis given by [25). The government determines the level of carbon tax tS¥
so that CESD is equal to the exogenous target level of carbon emissions CEf :

CE? = CEP

2 Simulation

In this section, we explain the approaches and assumptions for simulation.
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Table 3: Value of elasticity parameters

Notation Description Value

n FElasticity of transformation between domestic supply and export supply 4

OFE Elasticity of substitution between primary factor composite and energy 0.5
composite

OFi Elasticity of substitution between capital and labor in sector ¢ Table

OEE Elasticity of substitution between energy intermediate inputs 0.5

O Ai Armington elasticity of good Table @

occ Elasticity of substitution between energy composite and non-energy 0.3
composite in utility function

OEC Elasticity of substitution between energy consumption goods 2

oc FElasticity of substitution between non-energy consumption goods 1

ou Intertemporal elasticity 0.5

Table 4: The values of Armington elasticity (c.4)

Goods Value
AGR, FOO, TET 2.2
OMI, LIM, COC, SLA, CRU, NAT, IAM, MAC, OIP, ELE, GAS, SWW 2.8
PPP 1.8
CHM, PET, OPP, COK, CSC, CON, COM, RES, TCB, CAB, PUB, 1.9

SER

Source: GTAP version 5 data.

Table 5: The values of elasticity of substitution between capital and labor (or;)

Sector Value
AGR, FOO 0.237
OMI, LIM, COC, SLA, CRU, NAT 0.2
TET, PPP, CHM, PET, OPP, COK, CSC, IAM, MAC, OIP 1.26
ELE, GAS, SWW, RES, TCB, PUB, CON, SER, 1.4
COM 1.68

Source: GTAP version 5 data.

2.1 Elasticity of substitution

Table [ presents exogenously determined elasticity of substitution. Actually, these values should
be based on empirical estimates for Japan, but reasonable estimates for these parameters are not
available. So, we determine them by using values in [Bohringer et al.| (1997, Rutherford et al. (2002)),
and Rutherford and Light| (2002)). Similarly, since reasonable estimates for elasticity of substitution

of capital-labor and Armington elasticity for Japan are not available, we use values in GTAP data
(Table @ and Table [).

2.2 Static calibration

Parameters with the static nature are calibrated from the benchmark data. These parameters include:
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[1] Share parameters in CES functions (af'0 o, o™ ete.)

[2] Elasticity of substitution between leisure and consumption in utility function (oLc)

2.2.1 Share parameters in CES functions

CES functions include parameters («), which are called share parameters. We calibrate these share
parameters in the same way as other CGE analysis do T

2.2.2 Elasticity of substitution between leisure and consumption in the utility function

Generally, we determine elasticities of substitution exogenously. However, we calibrate the elasticity
of substitution between leisure and consumption by providing a value of the wage elasticity of labor
supply (1) exogenously. Following [Bessho et al.l (2003), we assume a benchmark value of the labor
supply elasticity of 0.19. Calibration is done in the following way.

Let LEY denote uncompensated demand for leisure. From (@), LEY is given by

X

QLB 7re
pLE:| (QLE)ULC (pLE)l—O'LC _|_ (1 — aLE)ULC (pCC)l—aLc

LEU:{

where X = p"BL + rKEK 4+ rNAH + TRN — SAVE# . All variables in the above equation represent
benchmark values and thus time index is omitted.
From this leisure demand, we can derive wage elasticity of leisure demand (epg) as follows:

In LEY _ 1 p"PLE p“EL
InptE X X

ELE =

]ULC+

Rearranging this, the relation between o,c and ep g is derived

L PoL } (29)

OLC T 1 PLELE/X [_ELE X

On the other hand, since labor supply is L = L — LE, wage elasticity of labor supply is

_ InL LE

gL = m = _ELET (30)

From (29) and (B0]), we can derive the relation between opc and €.

S S P R e
LT T ELE/X |TPIE T X

If the benchmark values of p'®, LE, L, X are given and if wage elasticity of labor supply €7, is
determined, we can calibrate op,¢ from this equation.

2.3 Baseline equilibrium

The dynamic equilibrium without any emission regulations (the baseline equilibrium) is derived in the
following way.

Step 1: First, we assume the steady state equilibrium with zero growth rate and calibrate parameters
and variables.

Step 2: The values of total labor endowment, which is set to be constant in Step 1, are changed to
desired levels.

Step 3: Finally, we calibrate technology growth rates so that rates of growth in GDP and carbon
emissions derived from the model equilibrium coincide with exogenously given target growth
rates. At the same time, we determine the path of government expenditure so that the bench-
mark level of government expenditure-GDP ratio is kept constant.

13See, for example, Rutherfordl (1998)0[Shoven and Whalley| (1992} p. 115)
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2.3.1 Step1l

In Step 1, we assume that all exogenous variables are constant and that the economy is in steady
state. Exogenous variables which are assumed to be constant are:

[1] Total labor endowment L
[2] Government expenditure G,
[3] Transfer from the government to the household %

In addition to these variables, this paper assumes that the world interest rate is constant over
time. From this assumption and the assumption that international lending and borrowing of money
is allowed, the domestic interest rate is equalized to the constant world interest rate. In the followings,
we do not distinguish the world interest rate and the domestic interest rate, and refer to them as r;
or . This constant interest rate is calibrated later.

From the assumption of steady state, all quantity and price variables except p!¥ become constant
over time in the baseline equilibrium. Since p!” presents present price (not current price) it declines
at the constant rate.

pY
147

w o _
ps+1 -

From the assumptions above, the paths of period utility W, and the price index p?¥ are determined.
Then, we can calibrate the discount factor o/’ in lifetime utility function (@) in the same way as
calibrating other share parameters.

Next, we calibrate depreciation rate §, benchmark value of rental price 7, capital stock K,
and interest rate r. To do this, we use the assumption of steady state. Calibration is done in the
following way. In steady state, capital stock are constant and thus Ks1; = K, holds. From this,
Ksi1=(1—0)K; + Js can be written as

On the other hand, net investment Js and gross investment Iy have the following relation:

_ ¢ s
1=, [HZKJ

By (31l), this can be written as
e 142

Moreover, since we normalize the benchmark price of investment good to unity (i.e. p! = 1), gross
investment I; is equal to the benchmark value of investment V,’. Thus, we have

VI =K, [1 + 25} (32)
This is the first condition for the baseline equilibrium to be in steady state.
Next, consider rental price. For the benchmark year to be in steady state, interest rate r, rental

price 7KE, depreciation rate § and adjustment premium pfA must satisfy (I9). Moreover, since all
prices variables become constant in steady state, we have pX ;| = pX. Thus, ([3) becomes

i+ pf (1= 0) + o = (L4 r)pf (33)
On the other hand, from (I¥]), we have

P =pi[1+¢d] =1+ ¢d
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Substituting this into ([B3]), we can derive the relation that rental price must satisfy.
i = [1+ ¢0)(r +6) — pi* (34)

From (I#) and (BI), the benchmark value of adjustment premium pk4 is given by

2
KA _ 10 [ Je|" b
2 _pt2 [KJ —25 (35)

KE
t

Finally, rental price 7X¥, capital stock K, and the value of payment to capital V;X must satisfy

the following relation.
P K, =VE (36)

32) and (34)(36) are the conditions for the baseline equilibrium to be in steady state™ Among
the variables appeared in four conditions, V,* and V,! are determined by the benchmark data, and

¢ is determined exogenously. Given VX VI g, and ¢, we calibrate r, §, v, and K; by solving the

following constrained optimization problem 3

r—7]? 5—467°
min Loss = [ — } + [} (37)
r,é,rfE,Kt,pfA r
st. Vi = 0K, [1+ ¢6/2]
i =1+ ¢8)(r +6) — pt

pit = ¢6%/2
KPR, = VE

where 7 and § are exogenously given target values for interest rate and depreciation rate respectively.
B7) means that the problem’s objective is to minimize the squared sum of the rates of discrepancy
from target values. For the calibration, we assume 7 = 0.03 and § = 0.07 as target values. From this
calibration, we derived r = 0.032, § = 0.064, r*F = 0.098, K; = 1561, and pK* = 0.001.

2.3.2 Step 2

In Step 1, we assume that total labor endowment L is constant over time so as to assure the steady
state. Here, we change the value of L, to desired levels. The new path of total labor endowment
is derived from the benchmark total labor endowment and projected labor growth rates. The value
of projected labor growth rates from 1995 to 2050 are taken from [Yashiro et all (I997). Since the
value of projected labor growth rates after 2051 are not available, we use projected growth rate of
population (16-50 years) as a substitute for it. Projected growth rate of population is taken from
NIPSSRI (2002)). Table [6l displays the rates of labor growth used in the simulation. From the table,
we can see that total labor endowment will continue decline over time.

2.3.3 Step 3

The remaining exogenous variables are technology parameters and government expenditure. There
are at least two approaches to determine these variables:

[1] To determine them exogenously independently of the model.

[2] To determine them by calibration within the model.

MMore precisely, ([36) must always be satisfied even if the economy is not in steady state.
15Similar calibration is conducted in [BShringer et al| (1997).
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Table 6: Rate of growth of total labor endowment (%)

Year Rate Year Rate Year Rate Year Rate
1995 —0.17 2020 —0.80 2045 —-0.96 2070 —1.02
1996 —0.17 2021 —0.80 2046 —0.96 2071 —1.00
1997 —0.17 2022 —0.80 2047 —0.96 2072 —0.99
1998 —0.17 2023 —0.80 2048 —-0.96 2073 —0.96
1999 —-0.17 2024 —0.80 2049 —-0.96 2074 —0.95
2000 —-0.66 2025 —0.80 2050 —1.04 2075 —0.93
2001 -0.66 2026 —0.80 2051 —1.02 2076 —0.92
2002 —0.66 2027 —0.80 2052 —0.98 2077 —0.89
2003 —0.66 2028 —0.80 2053 —0.92 2078 —0.88
2004 —0.66 2029 —0.80 2054 —0.91 2079 -—0.86
2005 —0.66 2030 —1.10 2055 —0.88 2080 —0.84
2006 —0.66 2031 —1.10 2056 —0.91 2081 —0.82
2007 —-0.66 2032 —1.10 2057 —0.90 2082 —0.80
2008 —0.66 2033 —1.10 2058 —0.95 2083 —0.78
2009 —0.66 2034 —1.10 2059 —0.97 2084 —0.76
2010 —-0.87 2035 —1.10 2060 —0.97 2085 —0.74
2011 —-0.87 2036 —1.10 2061 —1.00 2086 —0.73
2012 —0.87 2037 —1.10 2062 —1.03 2087 —0.72
2013 —0.87 2038 —1.10 2063 —1.00 2088 —0.70
2014 —0.87 2039 —1.10 2064 —1.03 2089 —0.70
2015 —0.87 2040 —-0.96 2065 —1.08 2090 —0.69
2016  —0.87 2041 —-0.96 2066 —1.08 2091 —0.68
2017 —0.87 2042 —-0.96 2067 —1.07 2092 —0.67
2018 —0.87 2043 —-0.96 2068 —1.06 2093 —0.67
2019 —0.87 2044 —-0.96 2069 —1.04 2094 —0.66
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In Approach [1], we can determine the values of technology parameters and government expendi-
ture freely without any restrictions. Moreover, once the values of technology parameters and govern-
ment expenditure are determined, we can easily derive the baseline equilibrium. On the other hand,
to use Approach [1], it is necessary to acquire estimates of technology parameters and government
expenditure from other data. In addition, Approach [1] may cause the problem that values of vari-
ables deviate significantly from their realistic values. For example, GDP derived from Approach [1]
may deviate significantly from the plausible estimate. On the other hand, in Approach [2], we need
not prepare estimates of technology parameters and government expenditure, and can adjust paths
of important variables so that they do not deviate from the realistic values. However, in Approach
[2], the degree of freedom in values of exogenous variables is lost and calibration complicates the
derivation of the baseline equilibrium.

As the above arguments indicate, both approaches have advantages and disadvantages. In this
paper, we employ Approach [2] mainly because it is quite difficult to prepare reliable estimates of
technology parameters and government expenditure.

As technology improvement, we consider two types: primary factor-augmented technology im-
provement and energy augmented technology improvement. From this, Q¥F is modified as follows:

TFE
orE 1 opE—17 opg—1

FE = ol (BQE) "re +(1—al) (BFQEF) e (38)

where 35" and 8% are technology parameters for primary factor and energy inputs respectively. The
rise in B and BE means technology growth. From this modification of QYF, the price index and
demand functions corresponding to Q¥F are also modified. Note that technology parameter 8 and
BE are common in all sectors.

Next, we assume that rates of technology improvement are constant. So, the following relations
hold:

By = +€0) 60 B =1 +€5) '8P (39)

where ¢F and ¢F are rates of growth in 8" and BF respectively. Since the values of 8" and 8F in
the benchmark year are equal to unity, 3" and 8Z become functions of ¢ and ¢F.

Variables calibrated below are two technology growth rates ¢ and ¢¥, and government expenditure
Gs. To calibrate these variables, it is necessary to provide conditions that they must satisfy. Here,
we calibrate the variables by imposing the following conditions:

[1] &F is calibrated so that GDP growth rate derived from the model is equal to the target level.

[2] €F is calibrated so that carbon emission growth rate derived from the model is equal to the
target level.

[3] Gs is calibrated so that the benchmark level of government expenditure-GDP ratio is kept
constant over time

The above calibrations are conducted simultaneously. Target growth rates of GDP and carbon
emissions are derived from projections by AIM/Trend model (AIM Project Team| 2002). Since
AIM/Trend model provides projections of GDP and carbon emissions up to 2032. We calibrate
&F and €F so that the growth rates of GDP and carbon emissions from 1995 to 2032 derived by our
model are coincide with those derived by AIM/Trend model. On the other hand, in calibrating G,
we make adjustment on lump-sum taxes so as to balance the government budget. In the simula-
tion examining the double dividend hypothesis, technology growth rates and government expenditure
calibrated here are assumed to be exogenously constant.

2.4 Finite horizon model

Although we have so far assumed that a representative household lives over an infinite horizon, it is
necessary to determine a terminal period to solve the model numerically.

16That is, Gs is calibrated so that prS/GDP5 = ptGGt/GDPt holds for any s where GDPg is GDP in period s.
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2.4.1 The restriction on terminal period

In the subsequent simulation, we set the terminal period at 2095; thus, the time period covered by the
model is 1995 to 2095. There is one problem in setting the terminal period for a dynamic model. That
is, if no special condition is imposed on the terminal adjustment, investment becomes very low as the
terminal period approaches because capital stock existing after the terminal period is worthless. To
avoid this problem, we adopt the approach used in [Bohringer et al| (1997) and [Lau et al.l (2002]) —
that is, we impose the following restriction on investment in the terminal period:

Jr Wr

= 40
Jr—1 Wr (40)

where T is the terminal period. This restriction means that the growth rate of investment in the
terminal period must be equal to the growth rate of period utility in that period. By imposing this
restriction, the model yields a path of investment that is similar to one in an infinite horizon model.
For more details on the terminal condition, see [Lau et al.l (2002]).

2.4.2 Budget constraint in finite horizon model

In a finite horizon model, the household lifetime budget constraint (24]) becomes:

T
S W= [rfP +pf (1= 0) + pit] Ky + NAJ
s=t

T
—Ry 1 [p’zngTJrl + NAJI—"IJ’_l} + Z [pI;EES + TRNS}

s=t

where Kr41 and NA¥ 11 are capital stock and net asset in the post-terminal period. While no Ponzi
game assures Ry r[pK Kri1 + NAZ 41) converges to zero in an infinite horizon model, it cannot be

ignored in a finite horizon model. However, in the simulation, we assume NA? = NAZ 41 = 0, that
is, the household does not have net asset both in the initial period and in the post-terminal period.
Similarly, government budget constraint and current account are given by™d

T T
> Ry [p§Gs+ TRN,] => R, M¢
s=t s=t

T T
s=t 1 s=t 1

In this section, we explain how the benchmark dataset for the simulation was created. The
benchmark year in the simulation is 1995 and all the data refer to 1995. Most of the data are taken
from “1995 Input-Output Table” (MCAGII999, hereafter IO table).

3 Calculation of MEB

In this section, we explain the way for calculating MEB (marginal excess burden). There are two
approaches for MEB calculation: (1) the differential approach, and (2) the balanced-budget approach
(Ballard, [1990). Since the differential approach assumes that government expenditure is constant, it
involves only the substitution effect. On the other hand, the balanced-budget approach assumes that

17For these conditions to be satisfied, the following relations must hold.
(1+4r)NAY = R, pNAZ

(1+rfOVINAL = RF2WNAT |

In the simulation later, we assume NAtG = NAf = 0. Thus, NA?Jrl and NA;Jrl are also zero.
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government expenditure is changed. So, it involves changes in the amount of resources taken from the
private sector. Generally speaking, the former is suited for comparing distortions of different taxes
and the latter is suited for evaluating costs of a specific public project. Since our main purpose here
is to compare the size of distortions caused by different taxes, we use the differential approach. MEB
is calculated in the following procedure:

[1] First, tax rate is raised by one percent.

[2] Increase the amount of lump-sum transfer to households so as to keep government revenue
constant.

[3] Then, MEB is calculated according to the following formula:

EV
MEB = —100 x _ (41)
changeinlump — sumtransfer

where EV is equivalent variation caused by change in tax rate.

4 Data

4.1 Data of emission sources

We use energy dataset of 3EID (Embodied Energy and Emission Intensity Data for Japan Using Input-
Output Table, [Nansai et all2002)) to calculate the volume of carbon emissions. Other assumptions
and approach used in this paper are summarized as follows:

[1] In 3EID, petroleum-based energies such as gasoline, kerosene, light oil, heavy oil (A, B, and
C), jet oil, and LPG are disaggregated. However, we aggregate these energies into single en-
ergy called PET (petroleum refinery products). We aggregate these energies by converting the
physical quantity data to the calorific data and then summing up them.

[2] We do not classify ELE (electricity) as an ES because its direct use and consumption does not
emit carbon. ESs in our data refer to the goods that emit carbon directly when used.

[3] Although OPP (other petroleum products) in Table[llincludes goods such as naphtha, which are
regarded as sources of carbon emissions in 3EID, we do not include them among ESs. However,
since emission shares from these goods are very low, the total volume of carbon emissions is not
much different even if we do not include these goods to ESs.

[4] In 3EID, even if a good is classified as an ES, it is categorized depending on whether it is used for
energy (combustion) or non-energy (non-combustion) purposes. Following 3EID, our data and
model also distinguish between ES input for combustion purpose and that for non-combustion
purpose.

[5] COK (coke) is usually classified as an energy good. However, since we treat it in the production
function in the same way as other material inputs, we do not include it among energy goods.
LIM (limestone) is also defined as a non-energy good: we treat it as a material.

[6] All ESs other than LIM are measured in calorific units, while LIM is measured in tonnes.

To derive carbon emissions, we multiply the volume of ES inputs by carbon emission coefficients.
The emission coefficients are taken from 3EID, except for the coefficient for PET (see Table [7). In
3EID, petroleum based energies are disaggregated into gasoline, kerosene, light oil, heavy oil (A, B,
and C), jet oil, and LPG, and different carbon coefficients are used for different energies. However, in
our data, these energies are aggregated into one energy, PET, and there is no coefficient for PET in
3EID. Thus, we calculated the carbon coefficient for PET from carbon coefficients for petroleum-based
energies.

Carbon coefficient for PET = Z 0iy;
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Table 7: Carbon coefficient™

ESs Carbon coefficient Unit
COC 1.045 tC/10%kcal
SLA 1.015 tC/10%kcal
COK 1.231  tC/10%kcal
CRU 0.792  tC/108kcal
PET 0.783  tC/10%kcal
NAT 0.585 tC/10%kcal
GAS 0.597  tC/108kcal
LIM 0.12 tC/t
xAll coefficients except for PET’s are taken from
3EID.

where 6; denotes the emission share of petroleum-based energy ¢, and -; denotes the carbon coefficient
of petroleum-based energy i. That is, we derived the emission coefficient for PET by calculating the
weighted average of petroleum-based energy’s emission coefficients.

4.2 Tax data

We classify existing taxes in Japan to the following eight taxes: (1) labor income tax, (2) capital
income tax, (3) consumption tax, (4) capital tax, (5) labor tax, (6) indirect tax on production, (7)
import tariff, and (8) subsidies for consumption.

Let us explain these eight taxes. First, “labor income tax” indicates a tax on labor income
of households. The data of this labor income tax is derived from [Inagaki| (2002). Similarly, “capital
income tax” is a tax on capital income of households. In our model, capital income means household’s
income derived by renting capital stock to industries. The data of this capital income tax is also
derived from [MOF! (1996). Third, “consumption tax” is a tax on consumption literally. The rate of
consumption tax is assumed to be 3%, which is equal to the consumption tax rate at 1995. These
three taxes are taxes imposed on households.

“Labor tax” and “capital tax” are taxes imposed on production side. Labor tax indicates social
security contributions by employers. Although social security contributions by employers are not a
tax in the strict sense, we regard these as a tax on production and refer to them as labor tax. The
data of labor tax is derived from “social security contributions by employers” in IO table. On the
other hand, capital tax indicates corporation tax and corporation inhabitant tax. Since our model
assumes that these taxes are imposed on employment of the capital stock, we call them as capital
tax. The data of capital tax is derived from MOF! (1997) and NTA! (1997).

“Indirect tax on production” indicates taxes represented by “indirect taxes minus current subsides”
in 1O table. Although “indirect taxes minus current subsides” include various taxes on industries,
we treat these taxes as a single tax and call it as “indirect tax on production”. This tax is incorpo-
rated into the model as ad-valorem tax on outputs. “Import tariff” is a tax on imports and derived
from “custom duties” and “commodity taxes on imported goods” in IO table. Finally, “subsidies
for consumption” indicates “individual consumption expenditure of government” in IO table. In-
dividual consumption expenditure of government is government expenditure for households such as
medical insurance. Since this plays the same role as consumption subsides, it is called “Subsidies for
consumption” in this paper.

Among eight taxes and subsides above, taxes swapped for emission regulation in the simulation
are the following five taxes: labor income tax, capital income tax, consumption tax, capital tax, labor
tax.
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4.3 Data construction

The benchmark dataset is created according to the following procedure:
[1] Sector aggregation.
[2] Adjustment for expenditure outside the household
[3] Value added data (factor income and taxation on production)
[4] Final demand data (final consumption, investment, government expenditure, and trade data)
[5] Household data (consumption, income, taxation on household, saving, and transfer)

[6] Other adjustment.

4.4 Sector aggregation

First, we aggregate the original 519 x 403 IO table to 35 sector table. 35 sectors after aggregation are
displayed in Table[8l For the simulation, we further aggregate sectors to 27. However, adjustment of
data is conducted in 35 sector table.

4.5 Expenditure outside the household

In IO table, the column and row representing “expenditure outside the household” are included in
the value added and final demand sectors respectively. However, in the standard SNA, it is included
in endogenous sectors. We aggregate “expenditure outside households” into SER (services) in the
endogenous sectors so as to keep consistency with SNA data. To do this, we employ the approach in
Kuroda et all (1997, p.49).

4.6 Value added data

At this stage, value added data in each sector consist of the following six parts.
e Compensation of employees (CE)

Contribution of employers to social insurance (CESI)

Operating surplus (OS)

Depreciation of fixed capital (DEP)

Indirect taxes

o (Less) current subsidies

In our model, it is assumed that value added excluding indirect taxes and current subsidies is
paid to primary factors (capital and labor). For this, we rearrange value added data to the following
classification.

e Gross labor income
e Gross capital income
e Indirect taxes

e (Less) current subsidies
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Table 8: Sector identifiers (35 sectors)

Identifiers  Sector description

AGR Agriculture, forestry and fishery
LIM Limestone (Materials for ceramics)
cOoC Coking coal

SLA Steam coal, lignite and anthracite
CRU Crude petroleum

NAT Natural gas

OMI Other minings

FOO Foods

TET Textile products

PPP Pulp, paper and wooden products
CHM Chemical products

PET Petroleum refinery products

OPP Other petroleum products (naphtha and others)
COK Coke (Coal products)

CSC Ceramic, stone and clay products
TAS Iron and steal

NFM Non-ferrous metal

MET Metal products

GMA General machinery

EMA FElectrical machinery

TRE Transportation equipment

PIN Precision instruments

OIP Other industrial products

CON Construction

ELE Electricity

GAS Gas supply

SWW Steam, and hot water supply, water supply and waste disposal services
COM Commerce

FAI Finance and insurance

RES Real estate

TRN Transport

CAB Communication and broadcasting
PUB Public administration

OPS Other public services (private non-profit organizations)
SER Services

where gross labor income and gross capital income are payments to labor and capital including taxes
respectively. Note that payments to capital means rental cost of capital.
For this, we basically divide value added in the following way:

CE + CESI — gross labor income
OS + DEP — gross capital income

That is, CE and CESI are classified as payments to labor and OS and DEP are classified as payments
to capital.

One problem of the above classification is that OS includes income for private incorporated enter-
prises. Since this income includes not only payments to capital but also payments to labor such as
payments to domestic staff, it is not appropriate to regard all OS as payments to capital. To capture
capital and labor income more precisely, it is necessary to include payments to labor in OS into labor
income.
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4.6.1 Payments to labor in OS

To create the data of payments to labor in OS from scratch, it is necessary to collect various data
and thus it requires a lot of time and effort. To avoid this, we create the data of payments to labor in
OS indirectly from other data. The data we use are KDB (Keio Economic Observatory Data Base;
Kuroda et al.l[T997), which includes the data of payments to labor in OS for 1992. We modify KDB
data and create the data of payments to labor in OS for 1995.

4.6.2 Labor income

Gross labor income of each sector is given by

Gross labor income = CE 4+ CESI + payments to labor in OS

Although CESI (contribution of employers to social insurance) is not a tax in a strict sense, it
plays a similar role to that of a tax. Thus, we regard CESI as a tax and call it “labor tax”. Gross
labor income is written as

Gross labor income = CE + labor tax + payments to labor in OS
Moreover, we define net labor income as follows:
Net labor income = gross labor income — labor tax

This net labor income of each industry is paid to the household.

4.6.3 Capital income

Next, let us consider capital income. Gross capital income (capital income including taxes) is derived
as follows.

Gross capital income = OS — payments to labor in OS + DEP

Note that DEP (depreciation of fixed capital) is included in capital income.

4.6.4 Capital tax

We assume that a tax is imposed on capital income and call it “capital tax”. As actual taxes corre-
sponding to this capital tax, we consider national corporation tax and local corporation inhabitant
tax. We do not distinguish these two taxes and call them capital tax as a whole. The value of capital
tax of each sector is derived as follows.

[1] First, we derive total value of corporation tax and corporation inhabitant tax from MOF| (1997).
The value is 16.8 trillion yen (see Table [).

[2] On the other hand, corporation tax payments by industry are provided by [NTAI (1997)).

[3] Combining these two data, we create capital tax data by industry.

4.6.5 Indirect tax on production

We have so far distinguished indirect taxes and current subsidies. Below, we only consider net indirect
tax which is defined as indirect taxes minus current subsidies and call it “indirect tax on production”.
This tax is incorporated into the model as ad valorem tax on output.
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Table 9: The value of corporation tax and corporation inhabitant tax in 1995

Tax Value (trillion yen)
Corporation tax 13.7
Corporation inhabitant tax 3.1
Total 16.8

Source: IMOEF| (1997).

4.7 Final demand

In this subsection, we explain final demand data. Final demand data are mainly derived from 1O
table.

e Government expenditure
e Investment

e Export and import

e Final consumption

Final demand data in Japanese IO table include negative values. There are two reasons for this:
(1) decrease in stocks is recorded as negative value, and (2) Japanese 10 table employs Stone approach
to deal with wastes. Before deriving components of final demand, we delete negative elements in final
demand.

4.7.1 Government expenditure

The data of government expenditure is derived as the sum of “collective consumption expenditure of
government” and “gross domestic fixed capital formation (public)” in IO table.

Government expenditure = collective consumption expenditure of government
+ gross domestic fixed capital formation (public)

Note that government expenditure includes not only final consumption but also investment (fixed
capital formation).

4.7.2 Investment

The data of gross investment is derived as the sum of “gross domestic fixed capital formation (private)”
and “increase in stocks” in IO table.

Gross investment = “gross domestic fixed capital formation (private)”
+ “increase in stocks”

4.7.3 Export and import

The value of import are basically derived from IO table. However, when we remove negative elements
in final demand, some adjustments are made for import. Thus, the value of import in our data slightly
deviates from the original value. In IO table, there are two taxes on import: (1) “custom duties” and
(2) “commodity taxes on imported goods”. We aggregate these two taxes into one tax called “import
tariff”. The value of export is also taken from IO table. However, we make scale adjustments for
export so that the benchmark value of trade surplus is zero.
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4.7.4 Final consumption

Next, we consider household final consumption. We refer to the amount that the household actually
pays as “household gross consumption expenditure” and to the amount that the household actually
consumes as “household net consumption expenditure”. The reason why two different values of con-
sumption expenditure are used is that the amount of two expenditure differs because of consumption
tax and subsidy. Two expenditures are derived as follows.

Household net consumption expenditures

= consumption expenditures (private)

+individual consumption expenditures of government
Household gross consumption expenditures

= consumption expenditures (private) + consumption tax

Note that consumption expenditure in IO table includes not only actual consumption but also
imaginary consumption through imputation. Because of this, consumption expenditure in our data
exceeds actual consumption by imputed consumption. For example, the value of imputed rent amounts
to about 24 trillion yen in 1995.

Individual consumption expenditure of government is government expenditure for households such
as medical insurance. Since this plays the same role as consumption subsides, it is called “consumption
subsidy” in this paper.

Consumption tax is literally a tax on consumption. As to other taxes, we derive tax rates from
given tax payment and tax base by the following relation:

Tax payment

Tax rate =
xr Tax base

However, as to consumption tax, tax payment is derived from exogenous tax rate and tax base by the
relation: tax payment = tax rate x tax base. Assuming that consumption tax rate in 1995 is 3%, we
derived consumption tax payment of 8.2 trillion yen.

4.8 Household

We have already derived household consumption expenditure. Here, we derive other household data.
e Income
e Taxation on income
e Saving

e Transfer

4.8.1 Household income

The household supplies labor and capital to production sectors and achieves factor income. The
household labor income is the sum of industry’s net labor income and the household capital income
is the sum of industry’s net capital income.

4.8.2 Taxes on household

We assume that the different taxes are imposed on household labor income and capital income. We
refer to tax on labor income as labor income tax and to tax on capital income as capital income tax.
The values of labor and capital income taxes are derived from [MOF/ (1996) and IMOF! (1997]).
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4.8.3 Savings and transfer
Household disposal income is given by

Disposal income = factor income — direct taxes

+ transfer to household — transfer from household

where “factor income” is the sum of labor and capital income, “direct taxes” are the sum of labor
and capital income taxes, “Transfer to household” is transfer from government to household, and
“Transfer from household” is transfer from household to government. Below, we only consider net
transfer defined as transfer to household minus transfer from household. Thus, the above relation
becomes

Disposal income = factor income — direct taxes 4+ net transfer

On the other hand, in the expenditure side, household disposal income is spent on consumption
or savings. Thus, we have

Disposal income = gross consumption expenditure + savings
From the above two relations, we have

Gross consumption expenditure + savings

= factor income — direct taxes + net transfer

While factor income, direct taxes, and gross consumption expenditure in ([42)) are already deter-
mined, savings and net transfer are still undetermined. Thus, let us determine savings and net transfer
below. First, savings must satisfy the following IS balance.

Savings = gross investment + current account — fiscal surplus

Investment has already been derived, and current account has been adjusted to zero. Here, we
assume that fiscal surplus at the benchmark year is zero. Thus, savings is exactly equal to investment
which is already derived.

Savings = gross investment
Given savings, the following relation determines net transfer as residual.

Net transfer = Gross consumption expenditure + savings

—Factor income + direct taxes

4.9 Other adjustments

4.9.1 Reaggregation of sectors

So far, we have made various adjustments for data of 35 sectors. Here, we aggregate 35 sectors to 27
sectors in Table [l The simulation is conducted in 27 sector data.

4.9.2 Remove negative elements in intermediate input

As already explained, Japanese 1O table deals with wastes and by-products with Stone approach and
therefore includes negative elements. Here, we remove all negative elements in intermediate inputs.
Negative elements in intermediate inputs are simply set to zero.
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4.9.3 Remove small values

Since sectors are aggregated into 27 sectors, aggregated sectors have relatively large values of output
and input. On the other hand, since energy goods and sectors are relatively disaggregated, their output
and input take small values. A large difference between the largest and smallest values in the data
causes problems for numerical computation. To avoid this, we remove small values in intermediate
inputs.

4.9.4 Restoring data consistency

In the original 10 table, the row and column sums are equal. However, as a result of various adjust-
ments, intermediate inputs lost consistency with final demand, value added, and output. To construct
a meaningful dataset, it is necessary to make some adjustments for intermediate inputs. To make
these adjustments, we employ a quadratic programming approach. In this approach, the values in the
data are adjusted to minimize a loss function subject to consistency conditions.

Let V¢ denote total value of intermediate input of sector i and Y;® denote total intermediate
demand for good i. Y, and Y, are determined from data of final demand, value added, and output.
Let A;; denote new intermediate input which has consistency with other data. A;; must satisfy the
following conditions:

Y Ay =YE Vi (42)
J

> Ay =Yf Vi (43)
J

Next, let us define the following loss function.

2
Loss = Z {A”A_A”} (44)
iJ

i

where /_lij is present intermediate input which has lost consistency with other data. New intermediate
input A;; are derived by minimizing ([4]) under constraint (@2]) and {@3)).

4.10 Data of emission sources

Quantity data on emission sources (hereafter, ESs) are taken from 3EID (Nansai et all [2002). 3EID
is the dataset that records the input and consumption of various materials including fossil fuels and
limestone. The data in 3EID are based on the Japanese quantity IO table. However, since the quantity
IO table has several flaws, 3EID modifies these data by using energy-input data from other sources.
To apply 3EID to our data, we aggregate the 399 sectors in 3EID into 27 sectors.

4.11 Benchmark data

In this subsection, we review the benchmark dataset to identify its characteristics. In the simulation,
we examine the effects of a policy that swaps emission regulations and pre-existing distortionary
taxes. Therefore, the data on ESs and energy, and on pre-existing taxes, are particularly important.
Although we assume 27 sectors for the simulation, we use the sector classification in Table [0 for
presenting the dataset.

4.11.1 Energy data

Tables [II and show the input and consumption of ESs (except for LIM) by industry in the
benchmark year. The rows indicate industries and end uses (FCON) that use ESs, and the columns
indicate the ESs that are used. The difference between Tables [[1] and [[2lis that the former represents
inputs for combustion purpose and the latter represents inputs for non-combustion purpose. As
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Table 10: Aggregated sectors (this classification is used only for data representation).

Identifiers  Explanation Sectors

AGR Agriculture, forestry and fishery. AGR

MIN Minings. OMI, LIM, COC, SLA,
CRU, NAT

FOO Foods. FOO

TET Textile products. TET

PPP Pulp, paper and wooden products. PPP

CHM Chemical products. CHM

PAC Petroleum refinery products and coal products. PET, OPP, COK

CSC Ceramic, stone and clay products. CSC

1AM Iron and metal. TIAM

MAO Machinery and other industrial products. GMA, OIP

CRE Construction and real estate. CON, RES

ELE Electricity. ELE

GSW Steam, and hot water supply, water supply and waste GAS, SWW

disposal services.

COM Commerce. COM

TCB Transport, communication and broadcasting. TCB

SER Services. SER, PUB

Table [[1] shows, the input of ESs is highly concentrated in a few sectors. The sectors that use ESs
intensively are ELE (electricity), IAM (iron and metal), CHM (chemical industry), TCB (transport,
communication and broadcasting), and CSC (ceramic, stone, and clay products). It is likely that these
sectors will be affected significantly by emission regulations. Table [[1] also shows that the only ESs
used for final consumption are PET and GAS. Table [[2] shows that primary energy sources such as
COC, CRU, and NAT are rarely used for combustion purpose and most of them are used in secondary
energy sectors — that is, PAC and GSW.

Table [[3] shows the share of each ES in intermediate input and final consumption. Since PET is
a composite good that aggregates various petroleum-based energy sources such as gasoline, light oil,
kerosene, heavy oil, jet fuel, and LPG, its share in the total input is large (about 58%). Table [I4]
shows the share of payments to ESs in total cost. This table also shows that sectors such as ELE,
TAM, CHM, CSC, and TCB use energy goods intensively.

37



Table 11: ES input and consumption for combustion purpose (10'3kcal)

COC SLA CRU NAT PET COK GAS Total

AGR 6.97 6.97
FOO 4.52 0.85 5.37
TET 1.60 0.17 1.77
PPP 1.00 5.11 0.02 0.21 6.34
CHM 1.70 2.56 0.58 7.48 0.14 0.54 13.00
CSC 6.48 0.03 3.78 0.27 0.33 10.89
IAM 4.95 1.68 0.16 4.12  28.01 0.94 39.86
ELE 28.24 14.65 43.33 23.30 0.01  109.53
COM 4.48 0.57 5.05
TCB 73.85 0.25 74.10
SER 0.33 18.70 0.04 5.42 24.49
MIN 0.24 0.01 0.25
PAC 1.41 2.91 0.02 4.34
MAO 0.01 0.02 5.19 0.19 1.25 6.66
CRE 5.09 0.56 5.65
GSW 0.04 2.81 0.50 3.35
INT 4.95 4089 1721 44.12 170.15 28.70 11.60 317.62
FCON 47.48 9.12 56.60

Total 4.95 4089 17.21 44.12 217.63 28.70 20.72 374.22

LIM (limestone) is excluded.

Table 12: ES input and consumption for non-combustion purpose (10**kcal)

COC CRU NAT PET

CHM 2.45
PAC  39.83 221.68
GSW 0.55 14.54  2.70

Table 13: ES input and consumption (%)

INT FCON Total

COC 1.6 1.3
SLA 12.9 10.9
CRU 5.4 4.6
NAT 139 11.8
PET 53.6 83.9 58.2
COK 9.0 7.7
GAS 3.7 16.1 5.5
Total 100 100 100

INT is emissions from intermediate input and FCON is
emissions from final consumption.
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Table 14: ES cost share in each sector (%)

Cost share (%)

AGR 1.10
FOO 0.40
TET 0.40
PPP 0.70
CHM 0.80
CSC 4.00
IAM 1.40
ELE 8.90
COM 0.20
TCB 5.60
SER 0.30
MIN 0.80
PAC 2.10
MAO 0.10
CRE 0.30
GSW 0.90
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Table 15: Carbon emissions (MtC)

LIM Coal Petroleum  Gas Total

AGR 5.46 5.46
FOO 3.54 0.51 4.05
TET 1.26 0.10 1.36
PPP 0.04 1.04 4.00 0.13 5.21
CHM 1.90 7.88 0.66 10.44
CSC 12.12 6.91 2.96 0.21 22.20
IAM 2.70 41.37 3.22 0.66 47.95
ELE 28.67 29.84 25.35 83.87
COM 3.51 0.34 3.85
TCB 57.82 0.15 57.97
SER 0.07 0.39 14.64 3.23 18.33
MIN 0.02 0.19 0.21
PAC 1.45 2.28 3.74
MAO 0.25 4.06 0.76 5.07
CRE 3.98 0.33 4.32
GSW 0.04 2.20 0.30 2.54
INT 14.93  82.06 146.83  32.73  276.55
FCON 37.17 5.44 42.61
Total 14.93  82.06 184.00 38.17 319.17

Coal includes COC, SLA, and COK, and petroleum includes PET and CRU,
and gas includes GAS and NAT. INT is emissions from intermediate input and
FCON is emissions from final consumption.

4.11.2 Emission data

Table and Figure [@] represent carbon emissions by sector and ES. “Coal” is coal-based energy
COC, SLA, and COK, “petroleum” is petroleum-based energy CRU and PET, and “gas” is gas-based
energy NAT and GAS. As the table shows, the energy-intensive sectors tend to emit more carbon.
Total carbon emissions in our dataset are 319MtC, which is slightly lower than the emissions in 3EID
(320MtC)

Table [[6] and Figure [7] report emission shares by ES. Emission sources with high (low) calorific
shares in Table [[3] tend to have high (low) emission shares. However, the emission shares of emission
sources with high (low) emission coefficients are larger (smaller) than their calorific shares.

Table [[7] presents emission shares and carbon intensities by sector. Since energy inputs are con-
centrated in a few sectors, emissions are also concentrated in these sectors. In particular, emissions
from CHM, CSC, IAM, ELE, and TCB account for about 70% of total emissions. In addition to these
sectors, final consumption (FCON) also has a considerable share (about 13%). Carbon intensity is
defined as the amount of carbon emissions (in tonnes) generated in producing goods and services
valued at one million yen. As the table shows, energy-intensive sectors such as CHM, CSC, IAM,
ELE, and TCB have high carbon intensities.

18The value of 320MtC derived from the original 3EID data only includes emissions from ESs in Table ??. The
discrepancy in carbon emissions between our dataset and the 3EID data is due to the treatment of petroleum-based
energy. In our dataset, the petroleum-based energy sources are aggregated into a single good PET, while they are
disaggregated in 3EID.
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Carbon emissions by sectors (MtC)
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Figure 6: Carbon emissions (MtC)
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Table 16: Emission share by emission source (%)

INT FCON Total

LIM 5.4 4.7
COC 1.9 1.6
SLA 15.0 13.0
CRU 4.9 4.3
NAT 9.3 8.1
PET 48.2 87.2 53.4
COK 12.8 11.1

GAS 2.5 12.8 3.9
Total 100.0 100.0 100.0

INT is emissions from intermediate input and FCON is emissions
from final consumption.

Table 17: Emission share and carbon intensity by sector

Emission share  Carbon intensity

(%) (tC/mil. yen)

AGR 1.7 0.35
FOO 1.3 0.10
TET 0.4 0.12
PPP 1.6 0.29
CHM 3.3 0.40
CSC 7.0 2.29
TAM 15.0 1.14
ELE 26.3 5.01
COM 1.2 0.04
TCB 18.2 0.89
SER 5.7 0.05
MIN 0.1 0.12
PAC 1.2 0.37
MAO 1.6 0.03
CRE 14 0.05
GSW 0.8 0.26
FCON 13.35

FCON is final consumption.
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4.11.3 Tax data

In this subsection, we review taxes in the benchmark dataset ™ Table[I8 presents taxes on production.
As taxes on production, the model includes labor tax (LAB), capital tax (CAP) and indirect tax on
production. Table [I§ does not include indirect tax on production because their rate is constant in
the simulation.

All tax rates except consumption tax are derived implicitly by dividing tax payments by the tax
base. Let V;X denote payments to capital in sector i (net of tax), T denote capital tax payments in
sector i, V;I' denote payments to labor (net of tax), and let T} denote labor tax payments. Then the

capital tax rate (7€) and the labor tax rate (7{) in sector i are given by:
K L
o L o= L
N

This method of deriving tax rates yields tax rates that differ between sectors.

Table 19 presents taxes on households. In our model, we consider three taxes on households, that
is, labor income tax (LIN), capital income tax (CIN), and consumption tax (CTX). In practice, income
taxes depend on the household’s income class and its type. However since we assume a representative
household, we cannot consider differences in tax rates between households. To simplify the model,
we assume that the income tax imposed corresponds to the average tax rate for a representative
household. This average tax rate is derived implicitly by dividing tax payments by tax base.

In contrast to other taxes, payment of consumption tax is derived by multiplying tax base by tax
rate. We assume that consumption tax rate is 3%. The value of consumption tax payment is about
8.3 trillion yen, which is slightly larger than actual consumption tax payment in 1995 (5.8 trillion
yen). There are two reasons for this.

[1] The tax base of consumption tax (i.e. consumption expenditure) includes hypothetical expen-
diture such as imputed rent and is larger than actual tax base.

[2] Tax profits, which arise in reality, are not taken into account.

Table 20| presents values and shares for all taxes. CAP, and LAB are taxes on producers, and LIN,
CIN, and CTX are taxes on households. In terms of the tax base, CAP and CIN are taxes on capital,
and LAB and LIN are taxes on labor.

9For the details of Japanese tax system, see, for example, MOF] (2002)
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Table 18: Taxes on production

Capital tax (CAP)

Labor tax (LAB)

Value (bil. yen) Rate (%) Value (bil. yen) Rate (%)
AGR 21.7 0.34 73.0 3.81
OMI 40.3 15.37 18.6 8.46
LIM 5.3 15.37 5.0 10.11
SLA 2.0 15.37 3.2 10.54
NAT 5.3 15.37 1.1 10.49
FOO 627.9 17.61 368.5 7.61
TET 76.2 8.54 212.0 8.24
PPP 395.1 21.63 279.5 9.23
CHM 757.6 21.63 257.9 8.82
PET 84.0 21.63 15.0 8.07
OPP 10.6 21.63 1.9 8.07
COK 19.3 21.63 3.9 8.07
CSC 272.5 21.63 181.9 9.31
IAM 482.0 10.75 646.7 9.06
MAC 1930.7 16.36 1870.6 9.28
OoIpP 1001.4 32.94 617.2 8.49
CON 2189.3 40.84 2342.1 8.67
ELE 521.4 9.56 126.7 8.42
GAS 47.9 9.56 39.4 9.72
SWW 209.1 9.56 179.8 7.79
COM 3317.2 28.01 3618.3 7.62
RES 631.4 1.30 158.1 6.57
TCB 905.7 9.56 2043.0 10.42
PUB 0.0 0.00 2307.5 15.96
SER 3260.7 8.54 7363.4 8.50
Total 16814.6 22734.3

Table 19: Taxes on households

Rate (%) Value (tril. yen)
CTX 3.00 8.30
LIN 9.21 23.40
CIN 3.99 6.38

CTX is consumption tax, LIN is labor income tax, and
CIN is capital income tax.

Table 20: Total tax revenue

Share (%) Value (tril. yen)
CTX 7.4 8.3
CAP 14.9 16.8
LAB 20.2 22.7
LIN 20.8 23.4
CIN 5.7 6.4
Others 31.1 35.0
Total 112.6

45



5 Model for Computation

We have already explained the model structure in Section [II However, in GAMS programs for the
simulation, the model is described using calibrated share forms. Here, we present the model in
accordance with GAMS programs.

[1] All function are written in calibrated share form (Rutherford) [T998]).
[2] Reference prices are omitted for notational simplification.

[3] Slack variable associated to each equation is given in parentheses on the right end.

5.1 Notations
Activity levels

Notations Description Program

Qsi Activity level for production q_q(s,1)

A Armington aggregation q_a(s,i)

X Export activity q_x(s,1)

My, Import activity q_m(s,i)

C, Consumption aggregation activity q_cc(s)

W, Period utility q_w(s)

G, Government expenditure at each period q_g(s)

Js Net investment q_j(s)

Lf Labor supply q_sl(s)

U Lifetime utility q_u

K, Capital stock q_k(s)

Gr Government lifetime expenditure q_gle

CNC, Carbon emissions (i € ES) q_cnc(s,e)
Unit cost

Notations Description Program

cCC Unit cost of consumption aggregation c_cc(s)

e Unit cost of Armington aggregation c_a(s,i)

W Unit cost of period utility (expenditure function) c_w(s)

Y Unit cost of lifetime utility (expenditure function) c_u

cg Unit cost of production c_q(s,1i)

ck Unit cost of emission sources for combustion purpose (i € ES) c_e(s,e)
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Price (index)

Notations Description Program
pg Price index (unit revenue) for output p-q(s,i)
pk Price index of primary factor composite p_f(s,1i)
Y Price index of energy composite in production p_ee(s,i)
pt Price index of primary factor-energy composite p_fe(s,1)
p¢ Price index of non-energy composite in consumption p_c(s)
pPC Price index of energy composite in consumption p_ec(s)
pl Price index of investment good p_i(s)
pE Price index of emission sources for combustion purpose (i € ES) p_e(s,e)
p$c Price index of aggregate consumption p_cc(s)
D Price of domestic good p_d(s,i)
px Price of export good p_x(s,i)
pM Price of import good p_m(s,i)
pFX Exchange rate p_fxv
pL Wage rate for producer p_1(s)
pLE Wage rate for household p_le(s)
pV Price of period utility p_w(s)
pY Price of lifetime utility p_u
pa Price of Armington good p_a(s,i)
p& Price of government expenditure p_g(s)
pK Shadow price of capital p_k(s)
rk Rental price for industry p_rk(s)
rkE Rental price for household p_rke(s)
pCL Price index for government lifetime consumption p_gle
toA Carbon tax p_ca(s)
pkA Adjustment premium p_ka(s)
Unit demand and supply
Notations Description Program
aX Supply to export market a_x(s,i)
ab Supply to domestic market a_d(s,i)
afi Labor demand a_1(s,i)
aﬁ Capital demand a_k(s,i)
asz- Demand for emission sources (exc. COK and LIM) in production a_e(s,ec,i)
(j € EC)
ale Consumption demand for energy goods (i € ENE) a_ec(s,ene)
asci Consumption demand for non-energy goods (i € NENE) a_c(s,nene)
al® Demand for aggregate consumption a_cc(s)
at® Demand for leisure a_lei(s)
a¥ Demand for period utility a_u(s)
aP Demand for domestic good from Armington activity a_ad(s,1i)
aiM Demand for imported good from Armington activity a_am(s,i)
ag N Input coefficient for non-energy intermediate goods (exc. COL
and LIM)
ast Input coefficient for COL and LIM for combustion purpose
ah’ Input coefficient for emission sources for non-combustion purpose
a; Investment demand
as Government demand
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Income

Notations Description Program

YyH Extended lifetime income of household v_inc_h

& Government income (lifetime) v_inc_gl

ME Government income (period) v_inc_g(s)

Kry Post-terminal capital stock g_tcap

T Tax multiplier m_tau
Other variables

Notations Description Program

R, Discount factor p_disc(s)

T Interest rate 1/p_intr(s) - 1
Share variables

Notations Description Program

0 Share of export in output sh_x(1)

oreE Share of primary factor and energy in production cost sh_fe(i)

oF Share of primary factor in PF-E aggregation sh_f (i)

oFL Share of labor in primary factor sh_f1(i)

oE Share of energy goods in production (j € ENE) sh_e(ene)

Q{EEN Share of non-energy intermediate inputs (j € NEN) sh_ee(j,nen)

jSc Share of energy for non-combustion purpose (j € ES) sh_nc(e,i)

o5k Share of COK and LIM for combustion purpose (j € CL) sh_cl(cl,i)

Q&ENE Share of non-energy goods in consumption sh_nene

6¢ Share of each good in non-energy consumption (i € NENE) sh_c(nene)

HEC Share of each good in energy consumption. (j € ENE) sh_ec(ene)

oLE Share of leisure sh_lei

oY Share of period utility sh_u(s)

QiG Share of each good in government expenditure sh_g(i)

oD Share of domestic good in Armington aggregation sh_ad(i)

oINV Share of input in investment activity sh_i(i)
Policy variables

Notations Description Program

tF Labor tax rate in production t1(1)

ti Capital tax rate in production tk (i)

t¢ Consumption tax rate tc

t! Labor income tax rate tli

t4 Capital income tax rate tci

tiQ Indirect tax rate on production tq(i)

tM Import tariff tm(i)

s¢ Subsidy rate on consumption -ts (i)
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Elasticity parameters

Notations Description Program
n Elasticity of transformation between domestic supply and export eta
supply
OF, Elasticity of substitution between labor and capital sigpf (i)
OFE Elasticity of substitution between energy and primary factor sigpfe
OEE Elasticity of substitution between energy goods sigee
A Armington elasticity siga(i)
oLC Elasticity of substitution between consumption and leisure sigcl
occ Elasticity of substitution between energy and non-energy goods sigcc
OEC Elasticity of substitution between energy goods sigec
oc Elasticity of substitution between non-energy goods sigc
ou Intertemporal elasticity of substitution sigu
Indices for sectors and goods
Notations Description Production
1 = A set of all goods and sectors i,ii
ES = {COC,SLA, COK, CRU,PET,NAT, GAS,LIM} --- Emission e
sources
EC = {COC,SLA, CRU,PET,NAT, GAS} ec
CL = {COK, LIM}. cl
ELE = {ELE} - - - Electricity ele
ENE = ECUELE - .- Energy goods ene
NENE = I\ ENE - - - non-energy goods nene
EN = ESUELE - - Energy goods + COL + LIM en
NEN = I\ EN - - Non-Energy goods — COL — LIM nen
5.2 Model
5.2.1 Unit cost
Unit cost of consumption aggregation:
€€ = [QNENE (pgj)lfdcc + (1 — gNENE) (pSEC)PUCC} oo £y

Unit cost of Armington aggregation:

st s s

Unit cost of period utility (expenditure function):

1

CW _ |:9LE [pLE] l1—oLc + (1 o QLE) [(1 + tg)pscc}l—ch} 1o

S S

Unit cost of lifetime utility (expenditure function):

Unit cost of production:
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NEN, A NC, A CL, EE , gFE _FE
g = Z 05 "pij + Z 05 Py + Z 0ji psj +0i "D {2}
JENEN jJEES jECL

Unit cost of emission sources for combustion purpose:
E A CA E
Csi = Dg; T ViDs {Csi}
5.2.2 Price (index)

Price index (unit revenue) for output:

o= [0X )+ =09 62T B8

Price index of primary factor composite:

1
1—0p; 1—op:] Topi
P = 08 [+ tE)pE) 7 o (1= 08 [(L 4+ ) KT TRl
Price index of energy composite in production:

1
I-0ogg

l1—0o 1-0o
P = Z G%E (PSE]) 4 955}51 (PéELE) w {pe"}
JEEC

Price index of primary factor-energy composite:

1

pEE = [0F (05)' 7+ (1= 0F) (EF) 7T (ol

Price index of energy composite in consumption:

oo
o= [ T 6 [0 —ss*)pz-]“”c] )
1ENENE

Price index of energy composite in consumption:

1

I ole)

1—0o 1-0o

pee = [Z 07 (1= s )ps] 7 + Ok [(1 - sEe)pieLe] EC] )
i€EC

Price index of investment good:
L
i

Adjustment premium:

2

pt = Z [}H &y
Wage rate for household:

pF =1 th)ps {ps"}
Rental price for household:

rE = -t {rs)
Discount factor:

B, :{ Hf:t(11+ R (B}



5.2.3 Zero profit conditions

Zero profit for production activity:
@z —td  {Qu)

Zero profit for Armington aggregation activity:

C?i 2 Pfi {Asi}
Zero profit for export activity:
po =™ {Xsi}
Zero profit for import activity:
(L+)p™ > plf {My;}

Zero profit for consumption aggregation:

¢ > pS© {Cs}
Zero profit for period utility:
RngV > pgv {Ws}
Zero profit for lifetime utility:
> pY {U}

Zero profit for government expenditure:

Y [Z 9?1)@1 > pS {G,}

Zero profit for investment activity:

ps [1 +¢ (}é)] > plf {75}

Zero profit for capital accumulation:
(L4 rdpssy =+ (1= 0)ps +p5t

Zero profit for government lifetime expenditure:

T
S EECE
s=t
Carbon emissions:
ek >pkE {CNC;}icEs
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5.2.4 Unit demand and supply

Supply to export and domestic markets:

p5]"
X _ =X ] X
Ggi = O [g] {ag
s
p1"
D _ -D |Psi D
Ogi = Ay [25] {ag
st
Labor demand:
PR L
A+ tR)pE L
Capital demand:
o r o
oK — Gk pL; el {aX
St te (1 + th)rg( I pi S

Demand for emission sources (exc. COK and LIM) in production:

EE OEE FE ] OFE
E _ -E |Psj Ds; {aZ ),
QAgij = Q45 D) EE Qg5 Ji€EC
Pg; psj ]
Demand for electricity in production:
EE OEE FE OFE
E _ £ |Psj Psj {aZ},
g5 = Q45 A EE Qg ficELE
Py; psj

Consumption demand for emission sources (exc. LIM and COK):

EC OEC CcCocc
qEC — gEC ps s {aE'C}‘eEC
St ti (1 _ Slc)pfl psEC st Jt

Consumption demand for electricity:

EC 9EC ccyoce
EC _ ZEC Ds Ps
st ti (1 _ Szc)p?z p];]C

a {a®YicrLE

Consumption demand for non-emission sources (exc. electricity):

pC ac pCC agcc
C ~C s s C
s = Ay —_— _ a i
= | el ] {anhiene
Consumption demand for COK and LIM:

c oo . cCiocce
of=al | L | |B {aGi}i
si — Yti (1 — SZC)pSEZ psc' siJ1€CL

Demand for aggregate consumption:

pW oLC
CcC ~-CC s CcC

a’” =a —_— a
s t |:(1+tc)png:| { s }
Demand for leisure:

LE LE pe ™ LE
as :a’t |: EE:| {as }
S
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Demand for period utility:
e
A I U
Ds

Demand for domestic and import goods from Armington activity:

A7
A —A si A
asiD = an‘D {Z] {asiD
Pg;
A7
A _A i A
asiM = atiM [}9\2} {asiM
Pg;
Labor supply:
Lss =L, — GEEWS {Lss}
5.2.5 Market clearing
Market for aggregate consumption:
Cs > asCCWS {pSC}
Market for domestic goods:
allQsi > alP A, {5}
Market for export goods:
aﬁngi Z Xsi {p?;}
Market for import goods:
Msi Z aASAiMAsi {P?ZI

Current account (market for foreign exchange):

T T
)DPILEIED 3
s=t i s=t 1
Labor market:
L= abQu  {pf}
Period utility:
W, >alU "}
Lifetime utility:
MP > VU {»"}

Armington goods:
Market for non-energy goods (exc. COK and LIM).

Ay > a0+ a2Q,, +al I, +af G, {pZ }ienenE
J
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Market for LIM and COK.

A > 0G0+ ait Qe+ Y an Qs +al I +af Gy {pii}icor
i i

Market for electricity.

Ay > aEC0,+> alQq +al L +al G, {pli}icnLe

J
Market for emission sources (exc. LIM and COK).

Ay > aECC, + ZanSJ + Za Qsj +all, +af Gy {p2Yicuc

Investment goods:
Joo1+(1—-90)Ks—1 > K, {(PE}est

Market for renting capital:
Kf > Zangi {Tf}
i
Government period expenditure:
G > C_L LGL {pGL}

Government lifetime expenditure:

YG 2 pGLGL {pGL}
Market for carbon emissions:
CA, > ) ~7ONCy; {154}
i€E

Price index of emission sources for combustion purpose:

CNCyi> a5;Cs + > a5t Qy; {peitiecr
J
ONCy;> a5CCs+ ) al;Qq {pL}icrc

J
5.2.6 Income

Household lifetime income:
v = [(1 —tYrf + (1= 0)p + prA| Ky — Repf K
—I-ZR (1 —thpL L+ pST) vy
Government period income:
ME =" [thpkal + tfrKali] Qu + Z t2pd Qi
+tépcc SO, 4 IpE LS + tAr KK

—|—z:tf\/[pFX REM L — Zs plaSfCc, — poT, {MEY

o4



Government lifetime income:
T
YG = Z RSYSG {YSG}
s=t

Terminal conditions on investment:

Wr  Jp
Wr_1  Jr—a

{Kr1}
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