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The research question

Q:“How does the green transition affects monetary policymakers’
ability to pursue price stability?”

A: the green transition does not have to lead to higher inflation, but
it can potentially generate a trade-off.

If prices are fully flexible, any level of inflation is possible (also shown in
Olovsson and Vestin, 2023).
With sticky prices, if prices in the dirty sector is more flexible that in
the rest of the economy (ROE) there is a trade-off between (CPI)
inflation and the output gap.

In the full model, the carbon tax leads to a sizable but short-lived
recession.
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Clean and dirty goods

The model consumer can consume two goods: clean and dirty. He
knows which goods that are dirty and which are clean.

Definition: “[D]irty goods should be thought of as a stand-in for goods
and services with relatively high greenhouse gas emissions, both direct
and indirect...‘”

In the real world, it is difficult to make distinctions between clean and
dirty goods—unless dirty is direct fossil-fuel consumption.

Some examples: which goods are dirty and which are clean: a guitar, a
table, a chocolate bar, a carrot?
Almost all goods have dirty and clean components.

Household consumption is a Cobb-Douglas function of dirty goods
and ROE goods. Realistic functional form?

Does these things matter? I do not know.
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The concept of the dirty sector

The concept of the “dirty sector” is a bit reduced form. In reality, the
dirtiness comes from the inputs they use.

All sectors use electricity but they do not generally choose whether it
is brown or green.

They are provided with electricity from the energy provider.

If the energy provider delivers fossil-based electricity, the sector
becomes more brown. Otherwise, it is more green.
It is the energy provider that is green or brown, not the sector.

The capital stock may also be combined with green and brown energy
sources, for instance a car. Capital gets replaced.

Could matter since a transition is 10, 20, 30 years.
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The same question is raised in Olovsson and Vestin (2023)

Different model: Firms use labor and energy services (E ) to produce
consumption goods. E are produced with fossil and green energy
inputs. Another difference: no log-linearisation.

All energy prices are flexible.
Wages can be sticky.

Result 1 (only O&V): Y , C , and w should and will fall from a carbon
tax.

Result 2 (similar): if W are flexible, but Pg sticky, the flex price
equilibrium can be implemented by targeting core inflation.

There is a trade-off as in Marco’s paper, but it is welfare improving to
not target headline inflation.

Result 3 (different): in contrast to in Marco’s paper, the green
transition need not generate a recession if MP is well designed.

Marco’s paper models heterogeneity in energy dependence, which
might be important.
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Inflation dynamics in Del Negro et al.

Figure 4. Inflation dynamics under strict output gap targeting
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Notes: All lines show annualized log-deviations of each variable relative to the new steady state, i.e. we plot 1200×
the log deviation.

Figure 4 shows the inflationary implications of the carbon tax under strict output gap targeting.

The four panels show energy, headline, core, and wage inflation (monthly annualized) for different

values of the degree of wage stickiness. Energy prices, which are very flexible, respond strongly to

the rise in the carbon tax especially on impact. Since the tax increases gradually, energy prices keep

rising throughout the horizon. Since labor input plays a limited role in the production of energy,

energy price inflation is essentially the same regardless of wage stickiness. Wage stickiness instead

plays a key role for the effects of the tax on both headline and core inflation. When wages are

fully flexible (θw = 0, yellow lines) the impact of the tax on core inflation is very small—less than

a quarter of a percentage point. Headline inflation rises on impact together with energy inflation,

but then quickly falls below 50 basis points for the reminder of the horizon. This is not because

the increase in marginal costs associated with the rising cost of energy is small. Rather, the limited

response of core inflation is due to the fact that wages, if flexible, adjust rapidly to the new lower

steady state level and fall on impact by more than 15 percentage points, thereby reducing marginal

costs and almost fully compensating for the rising cost of energy.

Nominal wage rigidity prevents this sudden adjustment from taking place and results in a more

sizable and long lasting increase in both core and headline inflation. We show the impulse responses

26
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Inflation dynamics in Olovsson & Vestin

Quite different inflation dynamics.

Note the replication of the flex-price equilibrium (also different).
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Summing up

The paper is concerned with an important question that people and
policy makers do not seem to know how to think about.

Great value added!

The analysis and the results are very clear.

Olovsson and Vestin (2023) uses a quite different model but many
conceptual results are similar to those in Marco’s paper. There are
also interesting differences, The papers complement each other.

I am looking forward to read future iterations of the paper!
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