A carbon tax will boost productivity by preventing the devastating effects of climate change.
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A third channel through which carbon taxes may affect the economy is via their environmental effects (primarily in mitigating potential damage from climate change, but also reducing emissions of other pollutants). Climate change is predicted to have a wide range of effects that might influence the economy. Climate can directly affect economic productivity, particularly for agriculture. Sea level rise can damage coastal property and/or require defenses to protect it. To the extent that imposing a carbon tax can mitigate those and other effects, it can influence the economy.22 While the impact of environmental quality on economic growth is difficult to model, there is a small body of research addressing this issue. Williams (2002) outlines the theory behind the relationship between environmental improvements and economic growth. Pollution can reduce productivity, and hence economic activity, for two reasons. The first and more obvious reason is that the lower productivity leads directly to lower economic output. In addition, that lower productivity implies lower returns to labor and capital, and thus reduces incentives to work and to save. In effect, reduced productivity caused by pollution acts like a tax (but with the “revenue” simply being lost, rather than going to the government). This change in incentives magnifies the effect of pollution on economic activity. Effects on human health can also change incentives to save and invest. Thus, to the extent that a carbon tax reduces future damages from climate change, that could affect the economy. Practical magnitudes of the macroeconomic effects of pollution are difficult to estimate. The leading work in this area is Barrage (2013), which uses a simple model of the world economy linked together with a simple model of the climate. The paper considers four different ways in which climate change potentially affects economic growth – via effects on mortality, morbidity, labor productivity, and health care expenditures. Its results suggest that climate change could have a significant negative effect on the economy – and thus that mitigating climate change could be beneficial for the economy. Again, future research in this area could be very valuable. 
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