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Emissions Tax:  Pigo(u)vian tax 
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Optimal solution 
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Society’s problem: maximization of social surplus 
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Producer’s problem : maximization of private benefit after 

Pigouvian taxation 

 max i i iB e te i  (3) 

then  * 0i iB e t i    (4) 

Combining (2) και (4) we derive the definition of  Pigouvian taxation 
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Double Dividend Hypothesis 

The revenues from Pigouvian taxation may reduce the magnitude of pre-existing taxation  

and may also reduce the overall tax distortions. 

when? When green taxation is less distortive compared to other taxes and 

There is a balanced budget 
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combining (2) και (6) we have 
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Result: when the environmental policy design takes into account the social value of green 

Taxation, then 

Lower tax induces more emissions, more emissions means higher damage which is cancel  

off, at the margin, by the increased tax revenues. 
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