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Abstract

This article analyzes the impacts of debt relief on production and pollution when countries
are characterized by differences in their technology and by heterogeneous preferences, through
the discount factors and the environmental sensitivities. We develop a two-country overlap-
ping generations model with environmental externalities, public debts and perfect mobility of
assets. GHG emissions arise from production, but agents may invest in private mitigation to
abate pollution. The overall debt level remaining unchanged, we consider a decrease of the
debt of the poor country balanced by an increase of the richer country’s debt. We show that
debt relief for polluting poor countries, characterized by a low productivity, makes it possible
to engage these countries in the process of pollution abatement if they are sufficiently sensitive
to environmental quality. Capital in both countries can even increase. We conclude that debt

crisis in the richest countries should not compromise foreign aid.

JEL classification: F43, H23, Q56.
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1 Introduction

The trend in CO2 emissions predict a global temperature increase of more than 3°C by the end
of the century. The consequences will be severe: loss of agricultural yield, loss of biodiversity, sea
level rise, climate migration, extreme weather events... are all phenomena that will increase. Poor
countries will probably bear the brunt of the economic damages (Schelling, 1992; Mendelsohn,

et al., 2006). The environmental challenges faced by poor countries are compounded by high
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levels of external economic vulnerability and public debt. They recurrently use public debt to
absorb the impact of external shocks and natural disasters. In turn, higher levels of public debt
constrain their capacity to address vulnerabilities.

The Kyoto Protocol (1997) and the Paris Aggreement (2016) failed to define strong and
efficient commitments to reduce GHG emissions. Mitigation is costly, participation in a climate
treaty is voluntary and compliance is difficult to enforce. How to design the best policy is still an
open question and we are still searching for new instruments to accompany environmental policies.
Treaties with deep interdependency between trade and environmental commitments could be a
remedy (Nordhaus, 2015), but the rise of protectionism calls into question the effectiveness of
this proposition.

The objective of this article is to participate in the debate on the alternative policies to be
implemented to encourage all countries to engage in the fight against climate change. In a general
equilibrium framework, we propose a mechanism linking public debt and pollution mitigation. We
show that debt relief for polluting and poor countries makes it possible to engage these countries
in the process of pollution abatement. The overall debt level remains unchanged, with budget
support being provided by richer countries. This result is confirmed even when the aid donor
country faces high level of debt, as are most Noth-American and Western European countries. It
requires a sufficient sensitivity of environmental quality in the poor countries. Depending on the
preferences of the different countries, this policy can even induce a higher level of capital in all
countries.

The issues of policies to fight climate change and debt burden in a globalised world have been
the subject of much works. Many fields of the economic literature have addressed this issue;
our paper contributes to two strands, namely the interplay between trade, development and the
environment, and the links between public debt and environmental quality.

Following the works of Baumol and Oates (1988), Grossman and Krueger (1995) and Cop-
peland and Taylor (2004), the trade literature concludes that free trade may generate economic
benefits, but it may also exacerbate pollution. The consequences on economic growth and pollu-
tion result from the confrontation of three effects (technique, composition and scale), but without
any empirical consensus on the respective size of each channel. Coppeland and Taylor (1995) find
that free trade raises world pollution if incomes differ substantially across countries. International
income transfers may not affect world pollution, but untied international transfers of income lower
the recipient’s pollution but raise the donor’s. Coppeland and Taylor (1994) show in addition that
an increase in the rich North’s production possibilities increases pollution, while similar growth in
the poor South lowers pollution, and unilateral transfers from North to South reduce worldwide
pollution. We contribute to this literature by taking into account endogenous mitigation and
debt transfer between rich and poor countries. Doing so, we find conditions such that pollution
decreases while production increases, in both countries, conversely to above studies.

Development economic literature has focused on the consequences of international transfers,

to see if it provides development support for indebted countries. While direct aid to poor countries



are often criticized (see Burnside and Dollar (2000), Boone (1996), Dreher and Langlotz (2017),
Rajan and Subramanian (2006), among the others), Cassimon et al. (2015) and Channing et al.
(2016) conclude that the gains from debt cancellation promote health spending, public investment,
and tax mobilization within the recipient countries. Regarding climate change issues, we give
conditions such that untied debt cancellation promotes also environmental quality and economic
growth world wild.

This literature has also questioned the characteristics of international transfers to protect
the environment, to see whether donator countries should prioritize technology transfers oriented
towards mitigation or adaptation. Sakamoto, et al. (2017) show that financial aid to enhance
adaptation capacity of vulnerable countries is efficient. They find that North’s assistance to South
can facilitate pollution mitigation in both regions. Baranano and San Martin (2015) develop a
dynamic equilibrium model in which public investments in both infrastructure and pollution
abatement can be financed using international aid. They find that transfers linked to both
infrastructure and pollution abatement may be the best welfare-enhancing alternative. In our
article, we limit aid tranfers to untied debt cancellation while technology against GHG emission
corresponds to mitigation. Our work differs from these contributions by highlighting the role of
private agents in mitigation decisions, which depend on individual’s preferences and net income.

The second part of the literature focuses on the interactions between public debt and the
environment. Debt financing has been introduced in dynamic models with environmental concerns
(Bovenberg and Heijdra (1998); Heijdra et al. (2006), Fernandez et al. (2010)). Debt policy only
makes possible to redistribute welfare gains from future to existing generations: there is no debt
financing of the pollution mitigation sectors. Fodha and Seegmuller (2012, 2014) and Fodha et al.
(2018) analyze debt financing schemes for public and private mitigation. They show that in some
cases, poverty-trap may exist, but efficient environmental tax reform may be designed, under
specific conditions on abatement technologies and capital intensities. These models consider
closed economy which is obviously an important limitation as capital markets are interconnected
and globalized, as well as the climate.

Two papers consider environmental quality as a global externality. The first is the work of
Bednar-Friedl et al. (2010). They model an overlapping generations economy of two indus-
trialized countries, interconnected through free trade in commodities and in bonds emitted by
governments. Countries differ in their levels of public debt per capita such that one country is a
net creditor and the other one is a net debtor to the world economy. They show that when one
country unilaterally reduces her cap on emissions, her output available for domestic and foreign
consumption diminishes more than in the other country. The net welfare effect is negative in
both countries. While, in this work, mitigation efforts are exogenous, we differ by taking into
account endogenous mitigation expenditure. We study in details situations in which one country
makes no effort to reduce its net emissions.

Second, Miiller-Fiirstenberger and Schumacher (2017) propose a dynamic model where all

agents contribute to a global externality, but only those in a specific region suffer from it. They



develop an overlapping generations model with two types of agents. In the non integrated econ-
omy, even though agents have the same technologies, if agents affected by the externality are
sufficiently poor in terms of initial capital endowments, they may be stuck in this trap. Capital
market integration eliminates the environmental poverty trap. This article, although close to our
work, considers heterogeneity in the consequences of the climate change while we are interested in
heterogeneity in preferences. Moreover, in addition to the integrated capital market assumption,
we add public debt that influences savings and capital accumulation.

We develop an overlapping generations (OLG) model with pollution externalities and private
mitigation. Production deteriorates the environmental quality, harming the welfare of future
generations. We assume that there is perfect market for goods and capital stock, with perfect
mobility between countries. Assets’ supply is endogenous, determined by the savings choices of
individuals. On the other hand, labour mobility is excluded, which exacerbates income differences
between countries. Both countries pay interest on past debt by levying a tax on agents’ income. In
accordance with the empirical literature, we consider that countries lagging behind in technology
tend not to engage in the fight against climate change, and public debt can be an obstacle. Then,
we focus on the consequences of debt transfers on mitigation decision of agents, as well as on
pollution and well-being.

Three important ingredients should be emphasized. First, debt is an obstacle to private
abatement, because in countries where technology, and therefore income, is low, the environment
may not be a priority. Lowering debt reduces taxation and increases net income, which in turn
increases investment in private mitigation. Second, we do not consider debt conversion. Indeed,
in the case of debt for climate swap for instance, the debt is not reduced, it is maintained, but
rather than being repaid to the creditor country, it is used to protect the environment. Finally, we
especially focus on debt transfers allowing poor countries to engage in environmental maintenance.
We show that this may be inn accordance with an increase of caoital in all countries.

The rest of this paper is organized as follows. Section 2 presents the two-country OLG model
with environmental externalities. Section 3 defines the intertemporal equilibrium and examines
the properties of the steady states. Section 4 studies the situations where agents in the poor
country have a weak environmental sensitivity. Section 5 presents the opposite configuration.

Technical details are relegated to an Appendix.

2 The model

The world consists of two competitive economies indexed by i € {D, F'}. Within each country,
a new generation of two-period lived agents is born at each period of time. Therefore, two
generations alive in each period ¢: the workers and the retired people. In each country, the
population size of the generation is constant and normalized to one. There is no mobility of labor

between countries, whereas there is a perfect mobility of the assets and the final good.



2.1 Environmental quality

We consider the environment as a global public good, such as climate. We measure the
evolution of this aggregate by an index, which deteriorates with pollution from global production
and improves with private abatement. We assume that both the rates of pollutant emissions and
the rates of abatement are equal among countries. In addition, we neglect natural absorption,
so the environment is a stock whose accumulation varies with net pollution. Private mitigation
corresponds, for example, to carbon sinks such as reforestation or investments in carbon capture

and sequestration. Global environmental quality E; evolves according to:

Ei1 = Ey —0(ype + yre) + dlapt + art) (1)

where y;; and a;; represent production and abatement of country i respectively. The pollution
flow resulting from production is given by the emission factor 8 > 0 and efficiency of abatement

is given by factor ¢ > 0.

2.2 Firms

In each country, producers use capital and labor for the production of a unique final good,
which is the numeraire. The technology used is Cobb-Douglas. Taking into account that labor
is unit, the production function writes y;; = A;k{;, where k;; denotes capital, A; > 0 the global

productivity and « € (0,1) the capital share in income. Profit maximization gives:

Wit = (1 — Q)Aikg (2)
Rit = aAkS™" (3)

where w;; the wage and Rj; the return of capital in country .

2.3 Households

A generation born at period t derives utility form consumption when young c;; and old dj;;

and from environmental quality at both periods. Accordingly, the lifetime utility is given by:
Incy + BiIndjpy1 + 6 In By + v, In By q (4)

where 3; € (0,1) denotes the discount factor in country i, and é; > 0 and ; > 0 the sensitivity
to environmental quality when young and old respectively. We assume that these preference
parameters are country specific, which means that Sp # Br, dp # d0r and yp # yr. On the
one hand, eterogeneity between f; is empirically supported by the work of Wang, et al. (2016),

which present results from a large-scale international survey on time preference, conducted in 53

'For simplification and taking into account the duration of a period, we assume full depreciation of capital after
one period of use.



countries, and find that the waiting tendency is correlated with country specific characteristics,
like innovation, environmental protection, and crediting rating. On the other hand, §; and ~;
aggregate both sensitivity and vulnerability to climate change which are also different among
rich and poor countries (Schelling, 1992; Mendelsohn, et al., 2006).

When young, each agent inelastically supplies one unit of labor and receives real wage w;.
A lump-sum tax 7; is levied on this income, which is shared between consumption c¢;;, savings
st and private abatement a;. Indeed, young people take care about the environmental quality
they will face when old, but suffer from the past accumulation of pollution. Consumption when
old dj;41 is entirely financed by the remunerated savings. Therefore, the two budget constraints

faced by an agent born at period t write:

Cit + Sit + Qit = Wi — Tit (5)

dit+1 = Rit15:t (6)

A young agent maximizes her utility (4) taking into account the two budget constraints (5)

and (6), the environmental quality (1) and the non-negativity of abatement a; > 0. We obtain:

dity1 = BiRiv1cit (7)
E; 11 > v;¢ci, with an equality when a; > 0 (8)

We deduce that we have two main situations. Either a; > 0 and:

Sit = fi:bEtJrh Cit = 7%17 dit41 = j:bRitHEtﬂ 9)
1+ 5
Qit = Wit — Tit — TJEtH (10)
KA
or a;; = 0 and:
; 1
Sit = ?Zﬂi(wit - Tit)a Cit = m(wit - Tit) (11)
it+1 = m i1 (Wit — Tit), Epyr > m(wit — Tit) (12)

When environmental quality is high enough with respect to the net income, an agent has no
incentive to mitigate pollution. In contrast, if the net income is high enough and environmental
quality too low, she engages in abatement activities. The latter case is all more likely as ~; is
high.

2.4 Government

The evolution of public debt in advanced and emerging countries and its consequences, es-

pecially concerning economic growth, is a major economic concern. Public debt issues are also



included in international debates on the environment, in which the connection between public
debt and the environment is recursively discussed. To keep analysis simple, we do not formalize
public spending for environmental protection. Rather, we focus on interactions between public
debt and the environment in an international context by assuming that final action to reduce
global pollution is private. In this way, the government cannot directly use debt to finance fu-
ture environmental quality and the direct link between public debt and environmental policy is
ignored.

In each country, the government faces the following budget constraint:
bit+1 = Ritbit — Tit (13)

with the initial public debt level b;y > 0 given. The government collects lump sum tax 7 on
workers and uses bond as debt instrument. Its expenditures include repayment of debt and
interest payments.

3 Equilibrium with perfect mobility of the final good and assets

As international capital mobility is assumed to be perfect, foreign and domestic assets yield

the same rate of return. Market clearing requires world savings equal to world investment:

Rp: = Rpy (14)

spt + 5t = kpir1 + bpes1 + krep1 + bpegt (15)
And given output function, the law of motion for environmental quality is given by:
Ei1 = E — 0(ApkD, + Arkey) + ¢lape + are) (16)
and E; > 0. Using (3), equation (14) means that:

Ap\Ta
kpt = kpt (AII;) (17)

We will investigate policies where debt in both countries are exogenous policy parameters, i.e.
bpt = bp and bpy = by for all ¢, while 7p; and 7r; are endogenous and satisfy the government
budgets. In this way, public debt is a policy variable. We will in particular analyze the effect of

an increase of bp which allows to decrease br. Equation (13) becomes:
Tit = (OéAik%_l — 1)()1' (18)

We consider a domestic economy richer than the foreign one. Numerous studies emphasize that
the major part of the difference in incomes between rich and poor countries is due to differences

in total factor productivity (see the survey by Caselli (2005) and the study by Hsieh and Klenow



(2010)). In addition, government debt data reveals that national debt levels are higher in rich
countries than in emerging and developing economies (see IMF World Economic Outlook). To

be consistent with these evidences we assume:
Assumption 1 Ap > Ap, bp > bp.

Note that debt over GDP is larger in country D if bp/yp > bp/yp. Using (17), this is equivalent
to bp /Aﬁ > bp /A}p%“ Therefore, the ranking of debt over GDP among countries also depend
of the productivities in each country.

We focus on equilibria with ap; > 0 and either agy > 0 or apy = 0. Equilibria without any
maintenance activities are excluded from our analysis while situations in which only one of the

country do not invest in environmental protection are examined.

3.1 Equilibrium with ap, > 0 and ap; =0

We focus here on an asymmetric equilibrium where the domestic households are engaged into
maintenance, but foreigners do no maintenance. This means that:

ligDKy—mADma—rm]>EH1>lﬁgF{u—aphka(jz)la_Tﬂ} (19)

Using (2), (11), (10) and (17), equilibrium on the asset market (15) satisfies:

Ap\Ta] B
kpis1 ll + (F> ] - 7DEt+1 +bpry1 + briga

Ap VD¢
Ap\ Toa
=1 fFBF (1 — a)ApkD, (AZ> — TFt] (20)

Substituting (2), (10), (17) and ap; = 0, equation (16) becomes:

A T
(1 n 1 —;DﬁD) Et+1 =FE — ¢TDt + ADk%t [¢(1 - a) -0 (1 + <AF) >‘| (21)

D

An equilibrium with ap; > 0 and ap; = 0 satisfies equations (20) and (21), taking into account

that inequalities (19) hold and the government budget constraint is given by (18).

3.2 Equilibrium with ap, > 0 and ap; > 0

Using inequality (12), we deduce that ap; > 0 and ap; > 0 require:

(1— Q) Arkd, (%) e m} } (22)

YF
14+ BrF

Ei11 < ¢min { 1 erBD [(1—)ApkD: — TDi];




Using (9) and (17), the equilibrium condition (15) rewrites:
1
1 Ap\Ta
—Epi1 (ﬁD + 6F> =kpit1 |1+ (AF)
D

p " AF + bpe+1 + bpea (23)
Now, using (2), (10) and (17), the dynamics of environmental quality (16) becomes:

1+ 1+
(1+ 5D+ Br

> Evp1 = Ey — ¢(tpt + TFt)
YD TF

+ADkS, [6(1— ) — 6] [1 + (jg) 1‘“1 (24)

An equilibrium with ap; > 0 and ap; > 0 satisfies equations (23) and (24), taking into account

the government budget constraint (18) and inequalities (22).

4 A foreign economy with low environmental sensitivity (v ar-

bitrarily small)

We consider first a foreign economy with green awareness lower than in the domestic economy,

and even arbitrarily small and close to zero.
Assumption 2 yg arbitrarily small, satisfying vr < vp, and close to 0.

Substituting (18) in (19), the economy is in the asymmetric case ap; > 0 and ap; = 0 if the

following inequalities are satisfied:

QZ)’YD o a—1
Et+1 < T ,BD {(1 — Oz)ADth — bD (OéADth — 1)} (25)
Frt > -2 (1= a)Apks (AF> e br (aApkiy, ' —1) (26)
1 +/8F Dt AD Dt

Under Assumption 2, we note that any steady state (kp, E') will satisfy equation (26). There-
fore, there will be no steady state with arp > 0 when g is small and close to zero. This explain
that when we assume that Assumption 2 is satisfied, we restrict our attention to equilibria such
that ap; > 0 and ap; = 0.

From equation (16), we see that a stationary equilibrium cannot be achieved when both
countries do not engage in mitigation. Indeed, in this case, the net pollution is negative at each

date, leading to a perpetual decrease in the quality of the environment.



4.1 Dynamics and steady states

Substituting (18) in equations (20) and (21), we obtain:

1
Ap\T-a Bp b
k 14 (2F _Pr g
Dt+1 +(AD) ] "o t+1+bD+1+6F
Br o (AF\Ta o
=115 (1—a)Apk®, (AD) — braApky! (27)
1+ .
(1 + ﬁD) Eyp1 = By — ¢bp |aApk$y, ' —1]
YD
Ap\ T
+ Apk$, [¢(1 —a) -6 (1 + <AF) ﬂ (28)
D
Substituting (28) into (27), we get:
Ar == __bo(l+vp)  br Bp By
kpert |:1+(AD) ]_ 14+ B8p+vp 1+[3F+1+ﬁD+7D¢

a Ap\T5  Br 0 Ap\Tw Bp
v |- (55)77 L2 (1= 8 (14 (49)7)) s |
brBr bpBp
1+BF 1+5D+'}’D

adpke! { (20)

The dynamic system (28) and (29) explicitly gives (Eiy1,kpi+1) as functions of (Ey, kpy).
Now, we use it to analyse the existence and the number of steady states, and their stability
properties.

Using (28), we deduce that Ey1; > E; if and only if:

Ey < ¢(kp) =

{Apk%t [¢(1 —a)—~0 (1 + <:31]«;)1ia>‘| — ¢bp [aADk%;l — 1}} 1 —?—/DBD (30)

To be able to ensure E; > 0 even if there is under-accumulation of capital (aApk%; ' > 1),

we assume:
1
Assumption 3 ¢(1 —a) >0 (1 + (%) 1a>'

This assumption is not so restrictive. Indeed, it can be rewritten as ¢wp > 6(yp + yr): when
the rich country spends all its income on mitigation, it has to absorb more than the total flow of

pollution.
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Using now (29), the inequality kpt+1 > kpt is equivalent to Ey > ¢ (kpe), with:

Bp 1 (AF)ﬁ bp(1+vp) br
—PD Ckpr) = ko |1+ (S + +
1+5D+’yp¢w( D) b Ap 1+8p+7vp 14 BrF

o Arp\T%  Br 4 Ap\ ™= Po
_km{u—a)AF(AD) 1+ﬁF+AD(1—“‘¢(H(AD) ))ZHBDM)]
brBr bpBp
1+8r 1+ Bp+7D

+ aApk$;! { (31)

Now, using (28), inequalities (25) and (26) are equivalent to:

Ap\T=
E; < Apk$, l%(l —a)+0 (1 + (AZ> )] - (aADk%;l — 1) legi = Cp(kp)32)

a Ap\T= (1+ Bp + vp)7r Ap\T=
B> —Apkiy lw — ) (1 () ) Y <1+ (55 )]

+ okt =1)6 op — b o ﬂj,f;'”“ = Cr(kp) (33)

where Cp(kpt) is increasing and concave and Cp(kp:) is decreasing and convex. Moreover,
Cp(kpt) > w(kpt) for all kp; > 0, which means that a steady state satisfies ap > 0 whatever
the value of kp. As shown in Appendix 7.1, there is £ > 0 such that for all kp; > k, we have
Cp(kpt) > ¢(kpt) > Cr(kpt). We also shown whether ¢(kpt) > Cr(kpt).

To complete the picture, a steady state is a solution (E;, kp:) = (Fit1,kpir1) = (E, kD)
satisfying equations (27) and (28):

B gk [1+ <AF>1_1Q]

YDP Ap
br Br o [Ar\T= a1
b+ e — T (- ) Arks (AD> bpaApkS ] (34)

E=—¢bp [OzADk:%il — 1} + ApkD |ﬁf)(1 —a)—0 (1 + <:;1£)1_10>‘| (35)

This allows us to deduce the number of steady states depending of the importance of the

policy parameters bp and bp (see also Figure 1 for the case with two steady states):

Proposition 1 Under Assumptions 1-3, there exist two steady states with ap > 0 and ap = 0,
namely (kj, Ej) with j = {l,h} and 0 < k; < ky,, if public debt (at least in one country) is positive,
but bp and bp are low enough. If public debt (in one or the two countries) is too large, there is

no steady states with ap > 0 and ap = 0.

11



If we further assume that:

o« B + T (%ﬂ)la (36)
AL

the two existing steady states are characterized by under-accumulation.

Proof. See Appendix 7.2 m

Proposition 1 shows that there are two steady states with ap > 0 and ap = 0 when the public
debt in both countries is positive but not too high. Using the ingredients of this section and
Appendix 7.1, we can also deduce the stability properties of the steady states and draw Figure
1. The steady state with the highest level of capital is stable, whereas the one with the lowest
level of capital is a saddle in an environment with two predetermined variables. Therefore, it is

generically unstable.

CD (th)

W(kpe)

kpe

CF (kD[)

Figure 1 — Global dynamics under yp arbitrarily small.

As generations overlap, agents may over- or under-accumulate capital relatively to the Pareto
optimum. An exogenous (policy) shock may thus have different implications according to the

dynamic efficiency properties of the economy. However, the sufficient condition to have under-

12



accumulation seems to be quite standard since it requires that capital income over labor income

has to be higher than a weighted sum of the saving rates 3;/(1 + ;).

4.2 Policy implications

This section explores how the welfare of consumers could be affected by changes of the level
of public debt in both countries. Considering that Proposition 1 hold, we investigate various

policies.
Proposition 2 Under Assumptions 1-3 and inequality (36), we have:

1. Following an increase of bp and/or bp, k; increases while kj, decreases;

2. If Bp > Br, following an increase of bp associated to a decrease of bp of the same amount,
k; increases and ky, decreases. Following a decrease of bp associated to an increase of bg of

the same amount, k; decreases and ky, increases. If Bp < B, we get exactly the opposite.

Proof. See Appendix 7.3 =

Any increase of the public debt in one of the country has a crowding-out effect at the in-
ternational level. Indeed, a larger level of debt, means that a larger share of global saving is
devoted and less capital in the global economy. Since capital mobility is perfect, capital in the
tow countries evolve in the same direction, which means that capital in the two countries reduces.

When debt transfer from domestic to foreign country entails a decrease in k; and an increase
in kp, both economies can converge to a higher stock of capital and the size of the trap is reduced.

Then, we investigate the welfare effect of debt transfers, i.e an increase of bp associated to
a decrease of bp of the same amount or reversely, in the case in which the economy achieves a
stationary state with a high stock of capital k. The stationary agents’ welfare -indirect utility-

is given by the following expression:
Vi= (14 6i)In(c;) + BiIn(R;) + (0; + vi) In(ER) + 5i In j; (37)

Debt policy affects welfare though its impact on the environment and on consumption spendings.

Examining the effect of debt transfers on the environmental quality E we obtain these results:
Proposition 3 Under Assumptions 1-3 and inequality (36):

o When the domestic economy is more patient that the foreign one, Bp > Br, an increase of
bp associated to a decrease of bg of the same amount reduces Ey,. We get the reverse result

following an increase of bg associated to a decrease of bp.

e When the domestic economy is less patient that the foreign one, Bp < Br, an that®

(1+6p)(1 + Br)

> bp(Br — Bp)

2The expression for X is given in Appendix 7.3
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an increase of bp associated to a decrease of by of the same amount increases Ey. We get

the reverse result following an increase of bp associated to a decrease of bp.

Proof. See Appendix 7.3 =

A policy that consists in transferring an amount of debt from the patient to the less patient
country leads economies to a state with a lower stock of capital. As a result, it reduces labor
income and the environmental contribution of the domestic economy. Given the efficiency of
abatement compare to the polluting intensity of production (Assumption 3), a fall in capital
stock damages the environment. This is why a debt transfer from the domestic to the foreign
economy damages environmental quality when Sp > Br. We have the reverse mechanisms when
the transfer is from the foreign to the domestic economy.

When the foreign economy is more patient (8p < fr) an additional condition is required to
ensure that a debt transfer from the domestic to the foreign economy is efficient to improve the
environment. Indeed, the domestic economy is the only contributor to environmental protection
and a policy aiming at increase its debt level would entail direct negative income effect, with
adverse consequences on abatement activities. The condition (38) presented in Proposition 3
implies that the elasticity of the capital stock to debt variation is sufficiently high to overtake the
direct effect of debt variation on abatement spendings.

The consumption part of the welfare is affected by debt transfer through three effects: First,
a direct debt effect, because any variation in the level of debt changes the tax on income. Second,
an income effect because the variation of capital stock entails by the policy modifies the return
on labor and on capital. Finally, a cost of debt effect because of the variation in the interest rate
and hence in the country’s debt burden. These effects can be competing.

Considering the impact of the policy on the environment and consumption spendings we have

the following Proposition:

Proposition 4 Under Assumptions 1-3, inequality (36), and max { 15?}3; 1ng} < (1-a)a,

we have the following results:
e For Bp > Br:
— An increase of bp associated to a decrease of bp of the same amount reduces the welfare
in the domestic country while the impact is ambiguous for the foreign one.
— An decrease of bp associated to an increase of bp of the same amount increases the
welfare in the domestic country while the impact is ambiguous for the foreign one.
e For Sp < fBr and under condition (38):
— An increase of bp associated to a decrease of bp of the same amount increases the
welfare in the foreign country while the impact is ambiguous for the domestic one.

— An decrease of bp associated to an increase of by of the same amount decreases the

welfare in the foreign country while the impact is ambiguous for the domestic one.
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Proof. See Appendix 7.3 m

When the foreign economy is impatient relative to the domestic one, a debt transfer in its favor
leads economies to converge to a lower stock of capital and to a worsen environmental quality.
Nevertheless, if the debt reduction is sufficiently high, these negative effects could be compensated
in the foreign country by the direct increase in consumption spendings. Reversely, when the
foreign country increases its debt to reduce those of the domestic (patient) country, economies
converge to a higher stock of capital and to a better environmental quality. Nevertheless, these
positive effects can be accompanied by a fall of welfare in the foreign economy if they are overtaken
by the negative direct effect of the debt increase on consumption spendings.

We get the opposite result if the foreign economy is relatively more patient and that the
elasticity of the capital stock to debt is sufficiency high to ensure that capital stock variation
following a debt transfer drives the variation of the environmental quality. More precisely, capital
stock, environmental quality and welfare improve in the foreign economy if it benefits from a debt
transfer while the impact remains unclear for the domestic economy because it suffers from an
increase in its debt.

According to Proposition 1, when g is arbitrarily small, the two steady states are always
characterized by the same configuration, i.e domestic country contributes to environmental pro-
tection while the foreign economy does not. As long as green awareness of foreign agents is too
low, a debt transfer from the domestic to the foreign economy is not an efficient policy tool to
induce them to contribute to the environment. It reduces capital stock and the environmental
quality. Reversely, a transfer from the foreign to the domestic economy is an efficient way to
promote both capital accumulation and the environmental quality. However, acceptability and
implementation of such a policy seems difficult because it requires to increase the fiscal burden

of the less advanced economy, which could be harmful for its welfare.

5 A foreign economy with a significant environmental sensitivity
(vr significant)

Households living in the foreign country are significantly affected by environmental quality.
~r is no more arbitrarily small. We will highlight what types of differences it will imply with
respect to the previous configuration with an arbitrarily small environmental sensitivity for the
foreign economy. We especially emphasize some configurations where debt transfers between the

two countries may induce significant changes on private maintenance. To be more specific, we

assulne:

Assumption 4 ~vr is high enough, satisfying the following inequality:
ala 1
Ap\T-—= b
S {(42) 2
1+8p F F

15




By inspection of equation (32), we observe that the frontier defining whether ap; is positive
or not Cp(kp¢) is not affected by . Therefore, it has the same properties than in Section
4. Concerning Cp(kp:) defined in equation (33) and such that ap; = 0, we make restrictions
such that the two terms into brackets are negative. Under this assumption, Cr(kp:) becomes

3 We will see that this will have strong implications on

an increasing and concave function.
the existence of steady states and on the implications of policies making some transfers of debt

between the two countries.

5.1 Regime with ap; >0 and ap; =0

We start by focusing on equilibria with ap; > 0 and ap; = 0. By inspection of equations (30)
and (31), we observe that ¢(kp;) and ¥ (kp;) are not affected by v, meaning that they have the
same properties than in Section 4. To locate these curves in the (kp¢, E;) plane and with respect

to Cp(kpt) and Cp(kpt), we further assume:

Assumption 5

_ Ap
bp o1 ~a) ( (AD) )
b =
T e (E)T
Note that this assumption implies that b? < (f‘?) . This also means that the debt per

o -
GDP in country D, bp /A, “, is 1ower than in country F, bp /A . Moreover, when Assumption

e
5 holds, Assumption 4 simplifies to 1” = > ( AF) i
™o
As shown in Appendix 7.4, where some technical details to construct the phase diagram when

~F is significant are relegated, there exists k1 and ko(< k1), such that p(kpy) > max{0,Cr(kp:)}
for all kg < kpt < k1. As a direct implication, if Assumption 5 is not satisfied, there is no steady
state with ap > 0 and ar = 0. Indeed, when the debt per GDP is lower in the foreign economy,
the fiscal cost of its debt burden is sufficiently low, which gives the incentive to contribute to
environmental protection. We rule out such a configuration.* Moreover, since ¥(kp;) is inversely
U-shaped, ¥ (kp¢) is higher than Cr(kp:) at least for kp; low or high enough.

3We will also have limg ,, 0 Cr(kpe) = —oo and limy,,, 400 Cr(kpe) = +00.
1 1
4Note that Assumption 5 implies max { (‘:—g) t=o, Z—i’ = (f\—?) B
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5.2 The regime with ap;, > 0 and ap; >0

Using (18), equations (23) and (24) rewrite:

1
1 Ap\ T«
“Ei (6D+BF>:]@DH_1 1—|—< F)l +bp + b (39)
o) YD VF Ap
1+ 1+ _
(1 L1 BF) Eyi1 = By — ¢(bp + br) [aApkfy; ! — 1]
YD YR

4 ApKS, [6(1—a) — 6] [1+ (jg) 1‘“] (40)

Equation (40) gives the dynamics of environmental quality, whereas equation (39) gives a
static link between E; and kp,. Using (40), Eyy; > E; if and only if E; < Q(kp¢), with:

(1 +6p 1 +/5’F> Q(kpt) = —o(bp + br) [aADk%;l B 1]

YD YF
1
Ap\Ta
]_ _
* (AD>

where Q(kpy) is strictly increasing and concave under Assumption 3. Substituting (40) into (39),

+ Apkpy [¢(1 —a) — 0] (41)

kpt+1 = kpe is equivalent to Ep > I (kp), with:

II(kpt) = ¢

Yo YF + (1 + Bp) + vp(1 + BF) Ap\ ==
YFBD + YDPF [km (1 " ( ) )

+ (bp + bp) (@Apkis, " — 1) — Apkfh, [6(1 — a) — 0] [1 +(

where II(kp;) is a U-shaped function.

Of course, all dynamic trajectory (kp¢, Fy) with ap; > 0 and apy > 0 should satisfy E; <
min {Cr(kpt), Cp(kpe)}-

To complete the analysis, we examine if there exists a long term state in which both countries
contribute to environmental protection. To this aim, we analyze if positive maintenance activities
in the foreign and the domestic good are compatible with a stationary stock of capital and a

constant value of environmental index. A steady state is defined by E = Q(kp) and

(2 2) -

1

Ap\ T
”(AD)

+bp +br (43)

with F < min {Cr(kp),Cp(kp)}.
Proposition 5 Under Assumptions 1 and 3-5,
o There is no steady state with aps > 0 and apy > 0 if bp 4+ bp is too large.

o There may exist two steady states with ap > 0 and ap > 0, namely (kj, E3) with j = {l,h}
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and 0 < ki < kj, if bp +brp > 0 is low enough. These steady states are admissible if

E; <min{Cr(k}), Cp(k;)} is satisfied and are characterized by under-accumulation if:

(1+Bp)vr + (1 + Br)vp
YFBp +YDBF

d(l—a)—0<a (44)

Proof. See Appendix 7.5 m

This sufficient condition to have under-accumulation is compatible with Assumption 3, for an

appropriate level of ¢, if o 12 f;gg 1(71;5@ E)D O(Ar/A D)ﬁ, which is for instance satisfied for

0 low enough.

The construction of the phase diagram - see a representation on Figure 4 - and the dynamic
analysis above show that the steady state with the highest level of capital is stable, whereas the
other one is a saddle.

When Proposition 5 holds, we can investigate the effects of changes of public debt in both

countries.

Proposition 6 Under Assumptions 1 and 3-5, assume that case 2 of Proposition 5 holds. We

have:
1. Following an increase of bp and/or bp, ki increases while kj, decreases;

2. Any increase (decrease) of bp associated to a decrease (increase) of bp of the same amount

has no effect on the steady states.

Proof. See Appendix 7.7. =

When both countries invest to improve environmental quality, a transfer of debt from the
domestic to the foreign country, or the opposite, that let the total amount of debt unchanged
is useless. By inspection of the equilibrium conditions (39) and (40), it even does not modify
any dynamic trajectory characterized by ap; > 0 and ap; > 0. This happens because countries

participate to a common international asset market where there is perfect mobility of assets.

5.3 The interplay between debt and the existence of steady states with posi-
tive maintenances

Taking into account that debt transfers have no effect in the regime where both countries
are engaged in positive maintenance, we investigate now if such a policy can however promote
the environmental maintenance of country F, moving from an equilibrium with ap; = 0 to an
equilibrium with positive maintenance apy > 0.

We investigate this question starting with a configuration where there exist two steady states

with ap > 0 and ap = 0. Then, a reallocation of debt among countries will lead to a configuration
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where the steady state with low capital is characterized by ap > 0 and ar = 0, whereas the stable
steady state with high capital is characterized by ap > 0 and ar > 0.
To make a difference between the two types of steady states, the constraint (26) is the relevant

one. A steady state with ap > 0 and arp = 0 requires:

B> 1TEF [(1 Q) Apk®, (jg) = (adpky™ - 1)] (45)

Using (35), such a steady state should satisfy ©(kp) < 0, with:

_ a v [Ap\Te YD Yo 0 Ap\T=
@(kD):ADkD[(l_a)<1+ﬁF<AD> _1+5D>+1+ﬁD¢<1+<AD> )]

a—1 _ Ypbp  YFbr >
+ (@Apkst —1) (HBD T+ 5r (46)

where ©(kp) is an increasing function under Assumption 4. Of course, a steady state with ap > 0
and ap > 0 requires the opposite inequality, i.e. ©(kp) > 0.

At this stage, we note that, on the one hand, ¢(kp;) and Q(kp;), that correspond to Eyy; = Ey,
are both increasing and concave functions and cross the curve Cr(kp;) at the same point when
apt tends to 0. Moreover, p(kp:) is above Cp(kpt) for kp; < k1. On the other hand, v (kp¢)
and II(kp¢), that correspond to kp¢+1 = kp¢, are both convex U-shaped functions that cross the
curve Cr(kpt) at the same points when ap; tends to 0. This means that there are at most two
steady states taking into account the two regimes where ap; = 0 and apy > 0.

To show that following a debt transfer, one can move from a situation where the steady
state with high capital capital is characterized by ar = 0 to one where both countries are doing
maintenance, we focus on the configurations represented in Figures 2 and 3 (see Appendix 7.6
for details). To be more specific, using the notations of the proofs of Propositions 1 and 5 (see
Appendices 7.2 and 7.5), we consider that k; > k, with k; and k sufficiently close. Using (59),
(60), (73) and (74), k; > k, which means also that ks > k, is equivalent to:

Pp _Br

By >
1+8p "~ 1+ 8

B (47)

Bi= [(H(fg)ﬂ) ((ﬁ(l—a)—@—&—i)—(l_a)} -2 [1_04_2(1%;12)11&)}

= 1erf3F(1 — ) (%) - 11DBD [Wl —a)-0) <1+ (j;)lla> —(1-a) (ig)llc‘]
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Hy(kp)
I(kp)

Hy(kp)
J(kp)
Kk ki kn k Ky kp

Figure 2 — Steady state analysis with fr < Bp

Ha(kp)

1(kp)
H, (kp) J(kp)
K ki kn k ki Ky ko

Figure 3 — Steady state analysis with Sr > Bp

Under the following assumption:
Assumption 6 ¢ > 2

we can show that B; > B and B > 0 under Assumption 3. In this case, inequality (47) is

satisfied if % > 7 ng By/Bj. Under this last condition, we focus on two configurations:
1. If ©(kss) < 0,% there is no steady state with ap > 0 and ar > 0. Taking into account
that Proposition 1 holds, that is bp and br are not too large, the two steady states k; and kj,

with ap > 0 and ap = 0 exist. Using (46) and the expression of k;; given in Appendix 7.5, the

51t also implies that ©(k) < 0 (as kss > k).
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inequality ©(kyy) < 0 is equivalent to:

YrbF Ypbp
— by 48
1+8r 1+Pp 0 (48)
with:

@ 1 1

5\ Toa Ar\Toa 9 Ap\Toa

Ap ()7 |- a) (35 (45) ™" - 1255 ) + 335 (1+ (42) ™)
S = >0 (49)

OéAD% —
2. If O(k) < 0 and O(ky) > 0, we have O(k;) < 0 and O(k;) > 0. Since there are at most two
steady states, we also have O(kj,) > 0 and ©(kj) < 0. Therefore, there exists one steady state k;
with ap > 0 and ar = 0 and one steady state kj with ap > 0 and ar > 0. The two inequalities

O(k) < 0 and I'(ks) > 0 are equivalent to:

Yrbr Ypbp

Yo > —
2 1+8r 14 06p

> 3 (50)

with:

a (08) ™ o) (35 (4) 7 - o355 + gt (1 (A)7
ApE—1

o 1 1

Ao ()77 - (35 (45) T - 35) gt (14 ()T

J:
Ap% —

and Yo > ¥y > ¥;. We deduce the following proposition (see also Figure 4)5:

Proposition 7 Under Assumptions 1, 3-6, % > lng By /By and inequality (44), we have the

following:

1. If ?ﬁgﬁ — iyf_’gg > X, there exist two steady states with ap > 0 and ap =0, k; and kp;

2. If Yo > I’ig; — I’fg’; > X1, there exists one steady state k; with ap > 0 and ap = 0 and

one steady state ki with ap > 0 and ap > 0.

The stability properties of the steady states presented in Proposition 7 are deduced from the
global dynamics analysis depicted in Figures 4 and 5.

Proposition 7 allows us to study whether a debt transfer from one country to the other
one, keeping the global level of debt bp + bp constant promote the environmental maintenance

in country F. In the following proposition, we exploit the fact that a decrease of bp exactly

Yrbr _ ADbD
1+BF 14+8p

compensated by an increase of bp implies a decrease of under Assumption 4.

5We are not interested in situations where the maintenance of country D at the lowest steady state becomes
positive, because we think that it is more relevant to analyse the policy implications on the stable steady state,
which is characterized by the highest level of capital.
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Cp(kpe)

I

g

- @kpy)
Cr(kpe)

/ / kl ks kot

. _ . Yrbr _ apbp
Figure 4 — Global dynamics for Tl v el Yo

Eq

Cp(kpe)

Cr(kpe)

Q(kpe)

// key ki, kpe

i _ . Yrbr _ apb
Figure 5 — Global dynamics for o > lfﬁf_ 1£Bg >3

Proposition 8 Under Assumptions 1, 3-6, % > 1£2F By /By and inequality (44), a realloca-
tion of public debt from country F to country D may allow to move from a configuration where
the two steady states are characterized by ap > 0 and ap = 0 to a configuration where the steady
state with the lowest level of capital is characterized by ap > 0 and ap = 0 and the steady state

with the highest level of capital by ap > 0 and ap > 0.
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Of course, we will have the opposite result following a reallocation of public debt from country

D to country F.

This proposition shows that following a decrease of debt in country F exactly compensated
by an increase of debt in country D, the long-run stable steady state moves from a configuration
where maintenance is constrained in country F to a configuration where it is no more. What is
interesting is that we can further deduce some implications of the effect of such a policy on the
level of capital at the stable steady state. Using also Proposition 2, we see that when 8p > (F,
such a policy reduces the level of capital at the constrained high steady state. When the transfer
of debt becomes high enough, the stable steady state is characterized by positive maintenance and
is no more affected by the debt transfer between countries that we consider. In contrast, when
Bp < Br, the level of capital at the constrained high steady state increases. Again, when the
debt transfer is sufficiently high, the stable steady state becomes unconstrained and independent
of the debt transfer considered.

We deduce that such a policy of transferring debt from country F to country D is relevant
in terms of the level of capital, and also environmental quality, when country D is the most
impatient one (Sp lower than SBr). The debt transfer from one country to the other one implies
a reallocation of income from country D to country F, since taxes increases in the first country,
whereas it decreases in the other one. Taking into account the equilibrium on the international
asset market (14) and (15), we know that capitals in both countries move in the same direction
because the returns are equal. This means that capital will increase if global saving raises. This
is possible if the redistribution of income between countries is in favor of the population that

saves more.

6 Conclusion

We show that debt relief has indirect effects on climate, but direct effects on production and
capital in both countries. Starting from the failure of environmental policies to effectively fight
GHG emissions, our results suggest the use of macroeconomic policy instruments. Indeed, we
show that debt relief for polluting countries, with low productivity, makes it possible to engage
these countries in the process of pollution abatement. The overall debt level remains unchanged.
Development aid is provided by high productivity countries. We highlight that, even if indebted,
advanced countries should help the least developed countries to better fight GHG emissions.
Finally, we show that the efficiency of this policy strongly depends on the preferences in each
country. Not only the sensitivity to environmental quality plays a key role, but also the discount
factor. Indeed, this last one is a determinant of the saving rate. Their heterogeneity among
countries may induce a positive effect of net income of redistribution on capital and environmental
quality.

Our model does not take into account Debt for nature swaps (Deacon and Murphy,1997;

Cassimon et al., 2011, 2014). Indeed, in our article, debt relief is undertaken without any coun-

23



terpart. This is a limit to our results. The literature on economic development underlines the
inefficiencies of this type of aid as soon as donor country monitoring is not put in place. The risk
of inefficiency of this policy is all the higher as the country faces problems of quality governance,

or extreme poverty.

7 Appendix

7.1 Phase diagram when ~r is arbitrarily small and close to 0

We easily see from (30), that ¢(kpy) is strictly increasing (¢ (kp¢)’ > 0) and concave (¢(kp:)” <
0), with limg,, 0 p(kpt) = —o0 and limy,, 4o @(kpt) = +00.

Using equation (31), we have limg,, o ¥(kpt) = 400 and limy,, 4o ¢¥(kpt) = +o00, with
limy,,, 100 ¥(kpDt)/¢(kpt) = +00. We can also show that 1" (kps) > 0. Since limy,,, 0¥ (kpt) =
—oo and limy,,, 100 ¢/ (kpt) > 0, ¥(kp) is a convex function, decreasing for low values of kpy
and increasing for high values of kp;.

By direct inspection of (30) and (32), we easily see that Cp(kp;) is increasing and concave,
with limy,,, 0 Cp(kpt) = —o0, limg,, s 4+o0 Cp(kpt) = 400 and Cp(kpt) > p(kp) for all kpy > 0.

By direct inspection of equation (33), under Assumptions 1-3, the two terms into brackets are
positive. It implies that Cr(kp¢) is decreasing and convex, with limg,, o Cr(kp:) = +oo and
limy,,, 400 Cr(kpt) = —00

Now, we examine the conditions such that ¢(kp:) > Cp(kpe):

Lemma 1 Under Assumptions 1-3, there exists k > 0 such that p(kpy) > max{0; Cr(kp:)} for
all kpy > k.

Proof. Using (30) and (33), ¢(kp;) = Cr(kp) is equivalent to F(kp;) < F, with:

_ I
F(kpe) = akpy = ——hp, (53)
D
1
~ {¢(1_O‘)_9(1 Al ) 1+ﬂD _(z) 1_a) (ﬁD)l_a 11§F
F= bpyr =0 (54)
Bp 1+5F)

1
We can show that F(kp;) decreases from +oo to F = (a —1)Ap""* (< 0) when kp; increases
1

from 0 to k = A? and increases to 0 when kp; increases from k to +oo. Using these properties,
there is a unique k1 > 0 such that F(kp;) < F for all k; > k.
Moreover, p(kp;) > 0 is equivalent to F(kp;) < Fp, with:

o1-a) -0 (1+(4£) ™)

Fi
0 ¢bp

(55)
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there is a unique kg > 0 such that F(kp;) < Fy for all k; > kg. We deduce the lemma by noting
k= max{kl; ]{70} |

For all kp; > ki, we have Cp(kpy) > ¢(kpt) > Cr(kpe). To construct a phase digram and be
able to have a picture of global dynamics, we also need to analyse whether (kp;) > Cr(kpt).
Using (31) and (33), this inequality is equivalent to I'(kp:) > 0, with:

() e () (2 + )

F(th) = th

_pa-1 Bobp  Bpyrbr Y\ Brbr Bpbp
Dy |:AD<1+,8D+’YD (1+BF)7D) AF<1+ﬁF+1+ﬁD+7D>}
br YFBD
+bD+1+5F [1_ D } (56)

We deduce that limy,, 4 I'(kpt) = 400, which means that there is a value of k£ above which
Y(kpt) = Cr(kpy).

7.2 Proof of Proposition 1

Using (34) and (35) and substituting E, a steady state solves Hy(kp) = Ha(kp),” where:

Hy(kp) = G1k% — Fikp (57)
Hy(kp) = Gok %™ + Fy (58)
with:
Ap\ T
F1:1+<F) >0 (59)
Ap
o 1
Br (AF>1_O‘ Bp 0 (AF>1—a
G =A 1—a)(ZE A l—a—-|1+(2E >0 (60
1= A maly) A, P e g A, (60)
bp by
Fy = >0 61
2= 148, " 148s (61)
bpBp bFBF)
Gy = A >0 62
2= D(1+5D+1+ﬁp (62)

See also Figures 2 and 3 for representations of these two curves.
When bp = bp = 0, we have F» = G5 = 0. Steady states are solutions solving Hj(kp) = 0.
There are two solutions, kp = 0 and kp = (Gl/Fl)ﬁ = k. 8 We note that H,(kp) is an inverse

1 —
U-shaped strictly concave function which attains its maximum value for kp = (aG1/F1)T= = k.

Tt is also a solution (kp, E) defined by E = ¢(kp) = ¥(kp). Since ¢(kp) is concave and v(kp) is convex and
as we will show, there are generically two steady states or no steady state.
8We recover the result presented in (25), i.e without any debt there is one unique non-trivial steady state.
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This maximum value is equal to:
_ o 1 _a o
Hi(k)=aT™=G{ “F, "*(1—a)=H,; (63)

By direct inspection of (58), we also see that, for a strictly positive bp and/or bp, Ha(kp)
is strictly decreasing and convex, with limg, 0H2(kp) = +o0 and limg,—4ooH2(kp) = Fp. In
addition, we have Hy(k) = Fy + GoFy/(aG1). See also Figures 2 and 3. Then, Ha(k) < Hi (k) if:

2—a  _ _a
aFyG1 + GoFy < (1 — Oé)OéﬁGll_a Fl 1o (64)

Using (61) and (62), we easily deduce that this last inequality is satisfied if bp and bp are low
enough. In this case, there are two stationary solutions to the equation H;(kp) = Ha(kp). Since
a steady state satisfies (35), inequality (25) is fulfilled. We also note that since (34) and (35)
are independent of the parameter vr, a steady state (kp, E') does not depend on vp. Therefore,
inequality (26) evaluated at a steady state is satisfied for yp small enough. More precisely,
for a small yp, each steady state satisfies the condition to be in an asymmetric regime, i.e
¢(kp) > Cp(kp).

From (64), if the following sufficient condition holds

1 o

F>(1—a)aTaGl "F (65)

we have Ha(kp) > Hi(kp) for all kp > 0 and there is no steady state. This last inequality is
satisfied if bp and/or bp are sufficiently high.

We further note that since both steady states are lower than k = (G /Fl)ﬁ, they are
characterized by under-accumulation if k < (¢ Ap)Ta o . Using (59) and (60), it is equivalent to:

1

1
11—« 1"‘(14;)@

7.3 Proof of Propositions 2-3

We examine in this subsection this impact of debt variation on the steady state capital stocks
kp and hence on the stationary environmental quality index when domestic economy converges
to the high level of capital kj,. Using (57)-(62), we obtain:

dkp g eApky ! +
db; — Hi(kp) — Hj(kp)

,fori={D,F} (66)

We deduce the first result of the proposition taking into account that Hi(kp) > H4(kp) when
kp = kyand H{(kp) < Hy(kp) when kp = kp. To get the second result, we consider the following
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variation: dbp = —dbp = db. Using (66), we get:

dkp  (aApky™ —1)(£5- - 25

db Hi(kp) — Hy(kp)

which allows us to conclude the proof of Proposition 2 taking alternatively db > 0 or db < 0.

Then, we analyze how the environmental quality that prevails on the high steady state, i.e

E},, evolves with a debt transfer. Using (35) we have

L+ BpdE,
o db

db db

When Bp > BF, taking db > 0 E}, decreases while taking db < 0 Ej, increases.

We rewrite the previous expression to examine the case S > (p :

¢<1_a>_9<1+(g>@)]
_ dkp bp

with e, 5, = " T Under Assumptions 1-3, €, 1, is decreasing with kj and we have % > 0 if

1+ 8p dE o o
WDBD Tbh = ¢+¢Apak7h 1 |:(1 — Oé)Ekh/b — 1:| +OZADk3h !

b
db

inequality (36) is satisfied and Sr > Bp. As a result, the condition €, 4, > 1/(1 — a) guarantees
dd% > 0. As the elasticity €, is a decreasing function of kj, and that kp < k, a sufficient

condition is to have R
dk bp
pp = i >1/(1—a)

Using (57)-(62) and (66), this condition corresponds to

bD(l—i-BD)(l-i-,BF) < aApF — G4

X
2-a  —a
IBF - BD Gi—a Fll—a _ G2F1

and Proposition 3 follows.
We then examine the effect of a debt transfer on the agent’s welfare in both economies. Using

agent’s consumption choices, its indirect utility function along the high steady state is given by:
Vi=(1+8;)In(c;) + BiIn(R;) + (6 +vi) n(Ep) + Bi In 5;

We decompose the welfare into a consumption (Vi;) and an environmental component (Vg;).

Vi= (14 8;)In(c;) + Bi In(R;) + (6 + vi) In(Ex) +5; In B; (67)
Vei Vei
The environmental part of the welfare evolves as the environment. We have Signdgfi = dd%.
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Then, we examine how the consumption part of the welfare changes with a debt transfer.

AV de; R
Sign™ = (14 8) G S Ri+ it
db
Given (14), we have
dRF dRD Qdkh
dE _ 4Dy 1)k
db db pafa =1k

Using (11), (9) and (35) we have

aApky” 1[(1—a)—9(1+<AF> )1 Pn_(Rp—1)+bpa(i—a)Apke2 3

(HBD) é Ap db db

b

dky, [ Ap\T= dk
a—1¢q h F _ _ a—2%%h
(1 +/BF) db OzAth (1-a) db (AD> —(Rr—1) 4+ bpa(l Oz)ADk b

Finally, we have

- aVen (1 (1=a)Bp i 0 Ap dkn o
sign®ie = (1 a(1+ﬁD>) l(l )~ ¢<1+<AD) )] ap "

income effect

bDRD(l—Oé) ( )BD dkh
L (R” L+ Bo )db

debt burden effect

(Rp —1)Rp
—_———

direct debt effect

1
l1—a T—a
signfe = (1= Gt e (45) ™ 1 - )

Proposition 4 follows.

7.4 Phase diagram when 7 is significant

Lemma 2 Under Assumptions 1, 8 and 4, there exists k1 > 0 such that Cp(kpt) < @(kpe) for
all kpy < k1. In addition, there exists ko(< k1) such that (kp¢) > 0 for all kpy > ko if:

o _ ¢(1_a)—9(1+(g‘]§)“)
T - (4E)

(68)

Proof. Since i’ig’; > i’igg, o(kpt) > Cr(kpt) isNequivalth to F(kp:) > F, where F(kp,) is
given by (53) and F by (54). Under Assumption 4, F' > 0 which means that there exists a unique
k1 > 0 such that F(kp;) > F for all kp; < k.

Moreover, ¢(kp;) > 0 is equivalent to F(kp;) < Fp, with Fy > 0 given by (55). Fy > Fis
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ensured by inequality (68). In this case, there exists kg lower than k; such that F(kp;) < Fy for
all kpy > ko. m

We still have that ¢ (kpt) > Cr(kpe) is equivalent to I'(kp;) > 0, where I'(kp;) is given by (56).
However, under Assumption 4, we deduce that limy,, o I'(kpt) = 400, limy,,—s 400 I'(kpt) = +00

and I'(kp) is convex:

/" a2 . 2 ﬁ ﬁ 'BF BD E
I (kpi) = ko "ol — a)"Ap <AD> <1+5F+1+ﬁF7D)
- Bpbp BpYrbr Brbr Ppbp
—afa —1)(a—2)kp, [AD <1 Yo+ (1 +BF)7D> A (1 +Br 14 Pp +'7D>} z

This means that ¢(kp;) is higher than Cr(kp;) at least for kp; low or high enough.

Under Assumption 3, we observe, using (41), that Q(kp;) is strictly increasing (Q(kp¢)’ > 0)
and concave (Q(kp¢)” < 0), with limg,, 0 Q(kpt) = —oo and limg,, 1 Q(kpt) = +o0.

By inspection of equation (42), we have limy,, .0 I(kp;) = 400 and limy,, 40 (kD) =
+oo, with limy,, 400 II(kpe)/QUkpt) = +o00. We can also show that II"(kp,) > 0. Since
limy,,, o I'(kp:) = —oo and limy,, 400 II'(kpe) > 0, II(kp:) is a convex function, decreasing
for low values of kp; and increasing for high values of kp;.

We can further study whether Cr(kpt) > Q(kpt). After some computations, we can show that
bryE > bpyp

1+8F 1+8p”’
deduce that this is satisfied for kp; > k1. Using (53) and (54), we also deduce that k; increases

with brYr bpYp

1+8F 1+6p -

when

this inequality is equivalent to F'(kp;) < F. Using Lemma , we immediately

7.5 Proof of Proposition 5

Using E = Q(kp) with (43), a steady state is a solution kp to the equation I(kp) = J(kp),
with:

I(kp) = I + Lk (69)
J(kp) = J1kS — Jokp (70)
and
YF + D
I =(bp+b >0 71
1= o) S (L B (1)
Iy = (bp + bp) £ BD +yDBE aAp >0 (72)

(1+ Bp)yr + (1 + Br)yD

(vrBp +vpBr)Ap [6(1 — a) — 0] [1 " (ﬁg)lla]
e >0 (73)
(1+ Bp)yr + (1 + Br)yp

Ap

1
11—«
AD) = >0 (74)

J2:1+<
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See Figures 2 and 3 for representations of these two curves. The analysis for the existence
and multiplicity of steady states is quite similar to the case with ap; > 0 and ap; = 0. Indeed,
J(kp) is an inverse U-shaped strictly concave function which attains its maximum value for

kp = (Ole/JQ)ﬁ = kj, with:

1 «@

J(ky) =aTaJ " J, 7% (1 - a) (75)

If bp + bp = 0, we have I} = I = 0. Steady states are solutions solving J(kp) = 0. There
are two solutions, kp = 0 and kp = (Jl/Jg)ﬁ =kyy.

If bp +bp > 0, we see that I(kp) is strictly decreasing and convex, with limy,_0I(kp) = 400
and limy,—+00l(kp) = I1. We have I(k;) < J(ky) iff:

2—a

adili + Joly < (1 — a)aT=a J) o J, ©° (76)

Using (71)-(74), we note that J; and Jo do not depend on bp and bp, while I; and Iy both
linearly increase with bp + bp. Therefore, inequality (76) is satisfied if bp + bp is low enough.
In this case, there are two stationary solutions to the equation Hy(kp) = Ha(kp). The steady
states are admissible if £ < min{Cr(kp),Cp(kp)} is satisfied for each steady state.

On the contrary, if: )

L>am5 o7, T (1 - a) (77)
we have I(kp) > J(kp) for all kp > 0. This last inequality is satisfied if bp + bp is sufficiently
high. In this case, there is no steady state.

In the case in which there exist two steady states, we know that their associated levels of
capital are lower than kj; = (J1/ Jg)ﬁ. Thus, they are characterized by under-accumulation
if kyy < (aAD)ﬁ. Using (73) and (74), this condition can be written as inequality (44) and

Proposition 5 follows.

7.6 Main ingredients to understand Figures 2 and 3

We need to compare the curves that define steady states with ap = 0 and steady states
with ap > 0. Using (57)-(62) and (69)-(74), we observe first that Fy = Jy and J; > G; when
lng > I_EZFBQ/BI. This means that J(kp) > Hy(kp).

Second, I(kp) > Ha(kp) is equivalent to:

Bp — Br < bryr bpyp

a—1
(1+Bp)yr+ (1+Brp)yp \1+Bp 1 +ﬁD) (aADkD - 1) >0

Under Assumption 4 and inequality (44), which implies that oA Dk%_l > 1 for all kp < kyy,
I(kp) > Hy(kp) if and only if Bp > Bp, whereas I(kp) < Ha(kp) if and only if Sp < Bp.
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7.7 Proof of Proposition 6
Using (69)-(74), we obtain:

b _ I(kp) ori =
db; — (bp+br)(I'(kp) — J'(kp)) f {D, F} (78)

We deduce the first result of the proposition taking into account that I’(kp) > J'(kp) when
kp = kj and I'(kp) < J'(kp) when kp = kj. The second result is obvious since all policies

keeping bp + b invariant do not alter the equilibrium conditions.
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