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Abstract

This paper develops a New Keynesian Environmental Dynamic Stochastic General Equilibrium (E-
DSGE) model to analyze the role of government investment in facilitating the transition to a green
economy. We extend the standard framework by incorporating two types of capital—polluting
(brown) and non-polluting (green)—both of which are used in production. Firms choose their
capital mix while being subject to carbon taxation, and the government directly invests in capital
formation, with preferences over green and brown investments. The model includes adjustment
costs for the production of green capital, capturing the frictions associated with its deployment
and the slow adaptation of firms to green alternatives. Our analysis explores the macroeconomic
and environmental effects of fiscal policy under different government investment preferences. We
find that when the government invests only in brown capital, the crowding-out effect on private
investment leads to lower output, reduced consumption, and increased emissions. In contrast,
when the government prioritizes green capital, economic growth accelerates while emissions decline,
despite the presence of a private investment crowd-out effect. A mixed investment strategy, where
the government allocates resources to both types of capital but still favors brown investment, yields
results similar to the green-focused scenario but with more moderate effects. .
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