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Summary of the thesis

As one of the most important global issues of our time, climate change is expected to
affect all aspects of society. With a growing consensus that climate change is caused
by anthropogenic emissions of greenhouse gasses (GHGs), the international
community is gradually accepting the need to take action in order to limit the effects
of climate change. However, this is easier said than done. In reality, there are many
obstacles to climate policy at various levels. At the local level, there is a contradiction
(or at least a perceived contradiction) between encouraging development and limiting
emissions. At higher levels of aggregation, there are many difficult issues relating to
the optimal extent and timing of abatement, as well as the distribution of costs and
benefits of climate policy. Although in principle most countries would benefit from
global climate stabilization, there are many issues of incentive compatibility in the
design of international cooperation. All kinds of strategic behavior and paradoxes
may affect the implementation of climate policy and the establishment of international

cooperation on climate change.

Some climate policies, although designed to abate carbon emissions, might actually
have the opposite effect (at least in the short run). For instance, the owners of carbon
resources can pre-empt future regulation for fossil fuel demand and respond by
accelerating the production of fossil energy while they can. This is the so-called
“green paradox” identified by Sinn (2008). A rapidly increasing carbon tax, or the
anticipation of a cheap and clean backstop technology, can act as a trigger for the

green paradox.

Environmental policies and regulations are only useful if firms comply with them
(Heyes, 1998). Compliance is generally achieved by the deterrent effects of
punishments, which depend on the probability of inspection and the penalty for being
caught in non-compliance. Empirical data shows that firms’ compliance with
environmental regulations is generally high, even though inspections occur

infrequently and fines are rare and small in reality. This seemingly contradictory fact



is referred to in the literature as the “Harrington paradox”.

There is also some paradoxical behavior regarding cooperation on climate change.
For instance, some countries such as the United States mention the uncertainties
surrounding climate change as a reason for the lack of international cooperation.
However, the welfare gains from international cooperation might actually be higher,

i.e., cooperation might be even more important, when climate uncertainty is present.

This thesis consists of three self-contained essays on issues related to cooperation and
policy making in the area of climate change. The first paper is related to the “green
paradox”, the second paper contributes to the “Harrington paradox” literature, and the

third paper is about paradoxical behavior in cooperation.

Paper I can be described as a contribution to the “green paradox” literature. It
investigates the effect of uncertain innovation in a cheap, carbon-free technology,
using a dynamic game to take into account the potential strategic interactions between
the fossil resource producers’ energy pricing strategy and the resource consumers’
carbon taxation. There are two players in the game: a consumers’ coalition (such as an
empowered International Energy Agency) and an energy producers’ cartel (which we
can nick-name “OPEC”). The coalition of resource-importing countries coordinates
carbon taxation and uses the taxes for both environmental and strategic purposes,
thereby affecting the pricing strategy of energy producers. This means that, in
addition to correcting for climate externalities, a carbon tax may also reap part of the
producing cartel’s profits. The energy producer side can, however, also react
strategically and preempt carbon taxes by raising the producer price (Wirl, 1995). In
this strategic interaction, the consumer side that is coordinating taxation understands
the effect of carbon taxes on energy prices, and the producer side that is coordinating

sales understands the effect of sales on taxation (Liski and Tahvonen, 2004).

The innovation of carbon-free technologies can have an effect on the strategic
interactions between carbon taxation and energy pricing. With the expectation that a

carbon-free technology (which is a perfect substitute for fossil fuels) can be invented



or discovered at some time in the future, both the energy producers and the consumers
need to take this into account and may need to change their pricing/taxation strategies,
given that the new technology will affect fossil energy demand and carbon emissions.
There are many aspects that are uncertain in the processes we sketch here. In our
model, we focus on uncertainty concerning the time at which the innovation will
materialize. Consequently, each player solves a stochastic dynamic optimization
problem in the game: the consumers’ coalition maximizes the expected net present
value of consumers’ welfare by choosing carbon taxes, and the energy producers’
cartel maximizes the expected net present value of profits by choosing producer

prices.

The results show that the possible innovation in cheap non-polluting resources will
reduce both the initial carbon tax and the (wellhead) energy price, thereby stimulating
higher initial demand for fossil fuels, and thus higher initial emissions, which is a
form of the “green paradox” effect in our context of strategic interaction. Though this
innovation-triggered effect will also appear in the cooperative case (i.e., no strategic
interactions), the presence of strategic interactions between resource producers and
consumers can somewhat restrain such an effect. Moreover, if innovation can be
stimulated through R&D effort, the optimal R&D should be an increasing function of
the initial CO2 concentration. However, the resource consumers can over-invest in

R&D relative to the investment level that a global planner would choose.

Paper II is related to the “Harrington paradox” mentioned above. There are many
possible explanations for this paradox. Among others, Harrington (1988) shows that
state-dependent enforcement based on past compliance records can be one of them.
More specifically, Harrington considers two groups of firms: the non-target group,
which faces less stringent enforcement and less frequent inspection, and the target
group, where scrutiny is high and inspection more frequent. Firms can move from one
group to another according to transition probabilities that depend on the current state
of the system and compliance with the emission standard. Harrington shows such a

scheme generates what he refers to as "enforcement leverage." Because

iii



non-compliance triggers greater future scrutiny, the expected costs of non-compliance

are beyond the avoidance of immediate fines; as a result, compliance increases.

We propose here an improved transition structure for the audit framework where
targeting is based not only on firms’ past compliance record but also on adoption of
environmentally superior technologies. Specifically, we have sub-groups of adopters
(non-adopters) who adopt (do not adopt) a new technology and have lower (higher)
abatement cost in the respective non-target and target groups considered by
Harrington (1988). Furthermore, compared with non-adopters, the adopters face a
lower probability of being transferred to the target group once found violating and a

higher probability of moving back to the non-target group if complying.

We show that this transition structure would not only foster the adoption of new
technology but also increase deterrence by changing the composition of firms in the
industry toward an increased fraction of cleaner firms that pollute less and violate less.
That is, with this improved transition structure, it is possible to reduce the aggregate

emissions of the industry and decrease the enforcement cost at the same time.

While the first two papers focus on two paradoxes in regulation, Paper III focuses on
a topic that many find also paradoxical (at least in an everyday sense of the word): the
state of international cooperation on climate change. Current cooperation is generally
not considered very effective (Finus and Pintassilgo, 2013) and there are a number of
possible reasons for this. One important problem that precludes effective cooperation
is free-riding. Unless there is international binding law which forces countries to
participate in an agreement to reduce GHG emissions, each country can choose to
stay outside the agreement and enjoy (almost) the same benefits of reduced GHG
emissions as if it participated in the agreement, while it doesn’t bear any of the costs
of reducing emissions (Hoel, 1993). In addition to the free-riding problem, it has been
argued that the huge uncertainties surrounding climate change can also be one of the
reasons for the lack of cooperation (Kolstad, 2007; Barrett and Dannenberg, 2012;

Finus and Pintassilgo, 2013).



If climate uncertainty could reshape the abatement strategies of individual countries,
this may also have an effect on their expected welfare. However, these effects might
be different depending on whether they cooperate with each other. This implies that
uncertainty could have an impact on the potential welfare gains from cooperation for
individual countries, thereby affecting the incentives for cooperation among countries.
Therefore, it is important to investigate whether this would be true in a normative
perspective and to see precisely in what way, dealing with uncertainty could reshape
climate policies and change the incentives for international cooperation on climate
change. This paper extends the deterministic dynamic game for international pollution
control in Dockner and Long (1993) to study the welfare gain from international
cooperation under climate uncertainty. Our analysis shows that, even though greater
climate uncertainty will reduce the expected welfare of players in both the
non-cooperative and cooperative cases, it is always beneficial to cooperate, and the
expected welfare gain from international cooperation is larger with greater climate
uncertainty. That is, the greater the uncertainty about climate warming, the more
important it is to have international cooperation on emission regulation, even though
it seems that, in reality, countries tend not to cooperate under uncertainty. At the same
time, however, more transfers will be needed to ensure stable cooperation among

asymmetric players.

To sum up, this thesis attempts to investigate issues related to cooperation and
paradoxes in climate economics. The findings are expected to contribute to the
discussion of climate policy design and climate change cooperation. For instance,
being aware of the different magnitudes of the innovation-triggered green paradox
effect, it might be a good idea to design different supply-side solutions for mitigating
this effect under different market structures. Also, our proposed transition structure
for compliance auditing can help increase the efficiency of monitoring and
enforcement (M&E) activities to regulate carbon emissions, with the outcome of less
emissions with lower M&E costs. Furthermore, we have learnt that international

cooperation is more important when facing larger climate uncertainty and we can



always induce countries to cooperate through appropriately-designed side payments.
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Strategic Carbon Taxation and Energy Pricing:
The Role of Innovation*

Xiao-Bing ZhangT

Abstract

This paper uses a dynamic game to investigate the strategic interactions between
carbon taxation by a coalition of resource consumers and (wellhead) energy pric-
ing by a producers’ cartel under the possibility of innovation in a cheap carbon-
free technology. The timing of innovation is uncertain, but can be affected by the
amount spent on R&D. The results show that the expectation of possible innova-
tion decreases both the initial carbon tax and producer price, resulting in higher
initial resource extraction and carbon emissions. Though this ‘green paradox” ef-
fect triggered by possible innovation also will appear in the cooperative case (with-
out strategic interactions), the presence of strategic interactions between resource
producers and consumers can somewhat restrain such an effect. For both the re-
source consumers and a global planner, the optimal R&D to stimulate innovation
is an increasing function of the initial CO2 concentration. However, the resource
consumers can over-invest in R&D relative to the investment level that a global
planner would choose.
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1 Introduction

Climate change has been considered as one of the most important environmental is-
sues at our time and the accumulated greenhouse gases (GHGs) in the atmosphere are
believed to be the main cause of this. Mitigating climate change would require policy
instruments, e.g., carbon taxes, to take into account the externalities caused by GHGs
emissions, which mainly come from fossil fuel consumption. However, the optimal
design of climate policy is subject to many issues in reality, e.g., oligopoly in fossil en-
ergy markets, strategic behavior of agents, and uncertainty in the innovation of green
technologies.

The strategic interactions between the (cartelized) resource producers and con-
sumers can complicate the design of climate policy. Specifically, an energy producer
such as OPEC can behave strategically and preempt carbon taxes by raising the pro-
ducer price (Wirl, 1995). Meanwhile, a coalition of resource-importing countries such
as the International Energy Agency (IEA) could coordinate their carbon taxation and
thereby affect the pricing strategy of energy producers. That is, in addition to serving
its purpose of correcting for externalities associated with carbon emissions, a carbon
tax may also assist resource consumers in reaping part of the cartel’s profits (Wirl,
1995). Therefore, when investigating climate policy issues, it is important to take into
account the strategic behavior of the agents, where the consumer side that is coordinat-
ing taxation understands the effect of carbon taxes on energy prices, and the producer
side that is coordinating sales understands the effect of sales on taxation (Liski and
Tahvonen, 2004).

In addition to the strategic interaction issues, the possible innovation of low-
carbon or carbon-free technologies can also have important implications for climate
policy design and may affect the strategic interactions between carbon taxation and
energy pricing. Imagine now that there is a possibility that a carbon-free technology
(which is a perfect substitute for fossil fuels) can be invented or discovered at some
time in the future and can be supplied at a lower cost than that of fossil fuels. Given
that the new technology will affect fossil energy demand and carbon emissions, both
the energy producers and the consumers need to take this into account. Then a natural
question is, how would the producers and consumers change their strategies of energy

pricing and carbon taxation with the expectation of possible innovation? How would



the effect of a possible innovation differ with/without the strategic interactions be-
tween the producers’ energy pricing and the consumers’ carbon taxation? Moreover,
if the speed and success of innovation can be affected by the consumers’ strategic R&D
effort, how would the consumers make their R&D decisions? How does the optimal
R&D investment by the consumer side compare with the global efficient level? To
investigate these questions, this paper integrates the possible innovation of a carbon-
free technology into the strategic interactions on energy pricing and carbon taxation
between the energy seller side and the buyer side within a dynamic game framework
to study the role of possible innovation and R&D investment in this strategic interac-
tion context.

While the role that technological innovation (and its uncertainty) plays in natu-
ral resource extraction or climate policy design has been investigated by numerous
studies, e.g., Dasgupta and Stiglitz (1981), Harris and Vickers (1995), Golombek et
al. (2010), Fischer and Sterner (2012), and Henriet (2012), the strategic interactions
between climate policy design and resource extraction were generally not addressed
in these studies. On the other hand, even though the strategic interactions between
(fossil fuel) producers’ energy pricing strategies and consumers’ carbon taxation have
been extensively examined in the literature (for instance, Wirl, 1994, 1995; Wirl and
Dockner, 1995; Tahvonen, 1994, 1996, 1997; Rubio and Escriche, 2001; Liski and Tahvo-
nen, 2004; Wei et al., 2012), none of the previous studies (to the best of our knowledge)
has incorporated the possible innovation of carbon-free technologies, the uncertain ar-
rival time of innovation, and the endogenous R&D investment, into the investigation
of the strategic interactions on carbon taxation and energy pricing. This paper fills
these gaps in the literature and investigates the effect of innovation on both produc-
ers’ energy pricing strategy and consumers’ carbon taxation strategy (which differs
from previous studies in the literature, where the focus is on the effect of innovation
on energy consumption alone). Moreover, by comparing the cooperative and non-
cooperative solutions of the game, one can see how the effect of innovation differs
with/without the existence of strategic interactions between resource producers and
consumers.

Another concept that is related to this paper is the so-called ‘green paradox’,
which stems from Sinn (2008) and describes the situations in which some climate
policies designed to abate carbon emissions might actually increase carbon emissions,



at least in the short run (Hoel, 2012). For instance, a rapidly increasing carbon tax
(Sinn, 2008), or the anticipation of a cheap and clean backstop technology (Henriet,
2012), can be the possible causes of a green paradox. In line with the ‘green para-
dox” argument, this study finds that the expectation of possible innovation in a cheap
carbon-free technology decreases both the initial carbon tax and initial producer price,
which implies lower initial consumer prices and thus higher initial resource extrac-
tions and carbon emissions. Though this ‘green paradox’ effect triggered by possible
innovation also can be found in the case without strategic interactions, the decrease
in initial consumer price, and thus the increase in initial carbon emissions, can be less
dramatic in the presence of the strategic interactions of carbon taxation and energy
pricing between the energy producer side and the consumer side. This result indicates
that the ‘green paradox’ effect of possible innovation can be somewhat restrained by
the strategic interactions between resource producers and consumers. Moreover, if the
consumer side can affect the arrival time of innovation through R&D, it might exert an
R&D effort that is higher than the global efficient level.

The rest of this paper is organized as follows. Section 2 describes the dynamic
game and derives the non-cooperative and cooperative strategies, respectively. The
effect of possible innovation on players’ strategies is analyzed in Section 3. In Section
4, the hazard rate of innovation is endogenized and optimal R&D for innovation is
investigated. Concluding remarks and their policy implications are summarized in

the final section.

2 The dynamic game

2.1 Model setup

As in Wirl (1995), Tahvonen (1994, 1996, 1997), Rubio and Escriche (2001) and Liski
and Tahvonen (2004), there are two players in the dynamic game of strategic interac-
tions: a consumers’ coalition (such as an empowered International Energy Agency),
which maximizes the net present value of consumers’ welfare by choosing a carbon
tax, 7(t); and an energy producers’ cartel (such as OPEC), which maximizes the net

present value of profits by setting the wellhead energy price (i.e., producer price),



p(t).! Consequently, the consumer price at time ¢ would be 7 (t) = p(t) + 7(¢), which
will determine the (non-negative) consumption of fossil energy (measured in emis-
sions) D(t) = a — br(t), where @ > 0 and b > 0 are constants.?

The concentration of CO, in the atmosphere depends on the consumption of fossil
fuels. As in many other studies, such as Hoel (1993), Wirl (1994), Wirl and Dockner
(1995), Tahvonen (1996, 1997), and Rubio and Escriche (2001), this paper assumes that
the natural depreciation rate of CO, in the atmosphere is zero, so that emissions are
irreversible (in this respect, the cumulative resource extraction is used as a proxy of
CO, concentration):?

S(t) = a—b(p(t) +7(1)),5(0) = Sy > 0. 1)

(t)

D(t)

As one can see, the dynamics of CO, concentration will be affected by both the carbon
taxation from the consumer side and the (wellhead) energy pricing from the producer
side.

Now let us consider the possibility that a carbon-free energy technology which is
a perfect substitute for fossil fuels can be invented or discovered at some time in the
future. After the innovation or discovery, the new technology can be accessed easily
at a constant marginal cost py. As in Harris and Vickers (1995), it is assumed that

the cost (price) of the new technology is lower than that of the fossil energy such that

10il is more important today but coal is much more abundant and hence constitutes a larger poten-
tial threat to the climate (Hassler and Krusell, 2012). However, compared with the oil market, there is
probably less market power in the coal market. More specifically, coal can be produced in ample quan-
tities in 50 different countries (Banks, 2000), but the major coal exporters are Australia, Indonesia and
Russia (in total, these account for more than 60% of the total coal exports (EIA, 2012)). This implies that
there is still probably some market power in the coal market, though it is not as strong as that in the oil
market.

2As in Wirl (1995, 2007), and Rubio and Escriche (2001), we use a linear demand function which
will result in a quadratic expression for consumers’ welfare, thereby setting up the game in a linear-
quadratic form which can be solved analytically.

3As in Hoel (1993), Wirl (1994), Wirl and Dockner (1995), Tahvonen (1996, 1997), and Rubio and
Escriche (2001), this assumption will simplify the the analysis and make it analytically tractable by
reducing two state variables (cumulative resource extractions and CO, stock) to one state variable.
With a positive decay, the decision rules would depend on both CO2 stock and cumulative resource
extraction in a nontrivial way. See Wirl (1995) and Tahvonen (1996) for discussions on the case if two
state variables are considered.



there will be no demand for (or production of) fossil fuels as soon as the innovation
in this new technology is made. However, the time of innovation (denoted as ;) is
uncertain. Denote the probability that the new technology has been invented by time
tas Prob(t; < t) = H(t). Assume for the moment that the hazard rate of the stochastic
process leading to the discovery or innovation of the technology is exogenous:

H(t)

—ap =" H(0) = 0. @)

The hazard rate 0 can be thought of as the (conditional) probability that the new
technology will be innovated at time ¢, given that this has not happened before time ¢.
Of course, we have 6 > 0, and 6§ = 0 would represent the case in which no innovation
can happen, i.e., the possibility of innovation is zero. The c.d.f. (cumulative distribu-
tion function) and p.d.f (probability density function) of the random variable ¢; can be
obtained from (2) as H(t) = 1 — e~% and h(t) = 0e~%, respectively. As can be seen,
parameter 6 affects the probability distribution of the time of innovation. This specifi-
cation for uncertain arrival time of innovation has been employed widely in previous
studies, e.g., Harris and Vickers (1995). After the innovation of the carbon-free tech-
nology, there would be no further emissions, thereby making the CO, concentration

constant. That is, we have:

. a—=0b(p(t)+7(t) ift<ts
S(t) = w(t) . (3)
0 ift >t

Taking account of the possible innovation of the new technology, the consumers’
coalition wants to maximize the present value of the net consumers’ welfare, which
consists of consumers’ surplus plus carbon tax revenues minus the damage cost of

climate change. That is, the consumers’ coalition seeks to maximize:

E { / e u(p(t) + 7(8)) + () D(p(E) + 7(t)) — QS(E)]dt
0 . 4)
+ [ ulow) - (st

subject to (3). r is the discount rate, u(p(t) + 7(t)) = u(n(t)) = [, D(z)dz is the con-



sumers’ surplus, where 7° is the choke price which makes D(7¢) = 0. With linear
demand, we have 7¢ = ¢ and thus u(p(t) + 7(t)) = $am+ $b[p(t) +7(t)]* — a[p(t) + 7(¢)].
The term 7D(p(t)+7(t)) in (4) represents the tax revenues, which are reimbursed to the
consumers. Since these tax revenues are not taken into account by the consumers’ sur-
plus u(-), they are added explicitly in (4). Following previous studies, e.g., Wirl (1995,
2007), and Rubio and Escriche (2001), the external cost of climate change is represented
by a quadratic damage function Q(S(t)) = ¢[S(¢)]?, where ¢ > 0. The expectation op-
erator E{-} appears in (4) due to uncertainty about the time when the innovation of
the new technology will occur (i.e., t;). As mentioned above, the new technology can
be accessed easily at a constant marginal cost py (which is lower than that of the fossil
fuels) after the occurrence of innovation, which implies that the consumers’ surplus at
time ¢ > ¢; would be a constant & = u(py) = ja7° + $b(pn)* — apy. There would be
no further fossil energy consumption and no emissions with the new technology, and
thus the CO, concentration will keep constant after the innovation is made, as indi-
cated in (3). But there will still be environmental damages coming from the previous
emission accumulations due to the irreversibility of emissions, as shown in (4).*

As in Wirl (1995, 2007) and Rubio and Escriche (2001), we assume that, just as the
producers’ surplus is neglected by the consumers’ coalition, the external cost of cli-
mate change is ignored by the energy producer’s cartel, which concentrates on maxi-
mizing the (expected) present value of its net profits:

E {/Otl e " (p(t) — eS(t)D(p(t) + T(t))]dt} 7 -

where ¢ > 0 is the ratio of marginal extraction cost to cumulative extraction (the

marginal extraction cost will increase linearly with the cumulative extraction).” Since

4As can be seen in (4), we assume that there is no tax on the new (green) technology. However, it
should be acknowledged that, in reality, it is also possible to tax green energy in reality. For instance, in
Sweden, basically all fuels are taxed based on their energy content. Since this study focuses on carbon
emission taxation, i.e., what motivates the tax here is the externality, we simply assume that there would
be no tax for green (carbon free) energy since it brings no externality. This will simplify the already quite
cumbersome dynamic game.

5The increasing marginal extraction cost attempts to capture the fact that, in reality, producers tend
to extract the resource fields with lower extraction cost first and then move to the ones with higher cost.
The same specification of extraction cost has been extensively used in the literature; see e.g., Ulph and
Ulph (1994), Wirl (1995), Farzin (1996), Farzin and Tahvonen (1996), Hoel and Kverndokk (1996), and
Rubio and Escriche (2001).



there will be no further demand for fossil fuels after the innovation is made, the pro-
ducers’ cartel will receive zero profit after the innovation time ¢;. Again, due to the
uncertainty of innovation time, (5) comes with the expectation operator E{-}.

As in many other related studies (e.g., Wirl, 1994; Tahvonen, 1994, 1996, 1997; Ru-
bio and Escriche, 2001; Liski and Tahvonen, 2004), the natural resource constraints are
ignored, which implies that the cumulative extractions (emissions) are not constrained
by the resource in the ground.® The strategic interactions between a consumers’ coali-
tion and a producers’ cartel with possible innovation in a carbon-free technology is
thus modeled by a stochastic dynamic game where the time of innovation is uncer-
tain. Since there will be no more fossil energy consumption and carbon taxation after
the innovation, the game is essentially ended at a stochastic time ¢; when the innova-
tion of the new technology occurs.

2.2 Markov-perfect Nash equilibrium

The stochastic dynamic game developed in Section 2.1 is essentially a piecewise de-
terministic differential game with two modes (regimes): mode k& = 0 is active before
the innovation of the new technology and mode k& = 1 becomes active after the new
technology is invented (or discovered). After the innovation, the game will stay in
mode 1; therefore, there can be at most one switch of mode in the game. The hazard
rate of switching is assumed to be exogenous at the moment (i.e., § is considered as
an exogenous parameter in this section and the one that follows) and it will be made
endogenous in Section 4.

Compared with an open-loop Nash equilibrium, a Markov-perfect Nash equi-
librium would be more interesting in the context of strategic interactions because it
provides a subgame perfect equilibrium that is dynamically consistent (Rubio and Es-
criche, 2001). Moreover, we consider linear Markov strategies to ensure the existence
of equilibrium independently of the stock level.” Define W (k, S) and V (k, S) as the

6As highlighted by Wirl (2007), this assumption emphasizes that the atmosphere as sink instead of
the resources in the ground constrains fossil energy use. If fossil fuels were insufficient to raise global
temperature significantly, then global warming would not be a serious problem.

7As highlighted by Liski and Tahvonen (2004), while there is no reason to rule out nonlinear strate-
gies, the linear strategies are know to be global: their domain of definition extends (or can be extended)
to the entire state space. Nonlinear strategies were considered by Wirl (1994) and Wirl and Dockner
(1995) in a similar game of strategic interactions but were found less efficient in a Pareto sense.



current value functions for the consumers’ coalition and the producers’ cartel (respec-
tively) in system mode k£ = 0, 1. The players” Markovian strategies 7(k, S) and p(k, S)
need to satisfy the following Hamilton-Jacobi-Bellman (HJB) equations:

rW(0,8) = max {u(p(0,8) +7) +7D(p(0, ) + 7) — 5 6
+D(p(0, ) + 7)Ws(0,5) + O (1, 8) — W (0,9)] . '
rW(1,8) =a —eS?, (6.2)
rV(0,5) = max{(p — cS)D(p+ 7(0,9))
{r} (6.3)
+D(p+7(0,9))Vs(0,5) +0[V(1,5) —V(0,9)] },

rV(1,8) =0, (6.4)

where Ws(0, S) and Vs(0, S) are the first-order derivatives of respective value func-
tions W(0,.5) and V(0,.5) with respect to the CO, concentration level S. HJB equa-
tions (6.1) and (6.3) suggest that both players need to take into account the possibility
of innovation in the new technology for decision-making if the innovation has not hap-
pened yet (system is in mode 0). Equation (6.2) says that the consumers’ coalition will
receive constant consumers’ surplus and suffer from (constant) instantaneous envi-
ronmental damage after the occurrence of innovation. Since there are no more profits
from resource extraction after the innovation, equation (6.4) holds. It should be noticed
that the carbon taxation and (wellhead) energy pricing decisions need to be made in
mode k£ = 0 only, i.e., before the innovation. Therefore, players’ Markovian strategies
can be denoted as 7(0, .S) and p(0, S), where 0 indicates that the innovation has not yet
happened, i.e., the model system is in mode 0.

From the first-order conditions for the maximization of the right-hand sides of

the HJB equations (6.1) and (6.3), one can get the consumers and producers’ optimal

strategies:
T(O7 S) = _WS(07 S)v (71)
2(0,5) = % [+ 8 + [Ws(0, ) — Vs(0,9)]]. 72)

Consequently one can obtain the equilibrium consumer price by summing up the car-



bon tax and energy price:
1
m(0,5) = B [7€ 4+ ¢S — [Ws(0,S) 4+ Vs(0, 9)]] . (7.3)

By incorporating the optimal strategies into the HJB equations, one can then ob-
tain a pair of differential equations for the value functions. More specifically, substi-
tute the optimal strategies (7.1) and (7.2) together with the value functions W (1, S)
from (6.2) and V (1, S) from (6.4) into the HJB equations (6.1) and (6.3) and eliminate
the maximization. After some calculations, one can obtain the following differential

equations:
(r+0)W(0,5) = éb[wc oS+ Ws(0,5) + Vs (0, )] — (1 + 2)552 vet @)
(r+0)V(0,5) = ib[wc — S+ W0, 5) + Vs (0, ). (82)

Due to the linear-quadratic structure of the game, let us conjecture quadratic forms for
the value functions W (0, S) and V(0, S). That is:

1 1
W(O, S) =wy + wlS + §w2527 V(O/ S) =g + vlS + 5’0252, (9)

where wy, wq, wo, vy, v1, and v, are coefficients to be determined. Substituting (9) into
(8.1) and (8.2) and collecting terms, we have:

1 1
(r + 0)[wo + w1 S + §w252] = gb[wc + wy + vy + (W + vy — ¢)S]?
i (10.1)
0
— (14 D)eS? 402,
T T

1 1
(r+0)[vo + v1.5 + §U2S2] = Zb[wc +wy + v + (we + vg — c)S]Q. (10.2)

Equating the coefficients of 1, S and S? on the two sides of (10.1) and (10.2) leads to a
system of 6 equations. Solving the equation system for w; and v;, i = 0, 1,2 (one trick

is to define new variables z = wy + vy, = wy + v1), one can obtain the coefficients for
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the value functions W (0, .S) and V (0, S), as shown in Table 1, where

2= wy + vy 7C+37 (r—I—H— \/(r+9)2+3(r+9)bc—|—6b5(1+g)) , (11.1)
4(r+)m°

= = — 7, 11.2

S Ty R T e B (112)

and one can verify thatc — z > 0 and z < 0.3

Based on the value functions (9) and their coefficients in Table 1, one can obtain
the equilibrium strategies of the consumers’ coalition and the producers’ cartel as func-
tions of model parameters and CO, concentration level by substituting the value func-
tions (9) into the equilibrium strategies (7.1) and (7.2):

7(0,8) = —w; — ws S, (12.1)
1

p(ovs) =5

5 [+ (w1 — v1) + [c + (w2 — v2)] 5], (12.2)

where w;, ws, v; and v, are the coefficients of the value functions as in Table 1. The
equilibrium consumer price can be obtained by summing up (12.1) and (12.2):

% [1¢ — (w1 + v1) + [c — (w2 + v2)]5] . (12.3)

7(0,5) =7(0,5) + p(0,5) =
Table 1. Coefficients for value functions W (0, S) and V (0, S)

b {( 4(r + 0)7° r’ 0t b {4(“(9312(:_2)}2

TR0 40 +3b(c—2)] " r@r+0) T 4r+6)
1 4(r + 0)r° . 1 2 4(r + §)m° . 2
w1:§{4(7‘-1—9)-|-3b(c—z)_7r 3" = 5{ (r—i—@)-l—3b(c—z)_7T 37
1 4e 2 2e
. o

Plugging (12.3) into the differential equation (1) and solving the equation, one can

8The procedure for calculating the coefficients is similar to the one that is used by Wirl and Dockner
(1995) and Rubio and Escriche (2001). Therefore, the detailed procedure is omitted. Complete compu-
tation is available upon request.
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find the temporal trajectory for CO, concentration before the innovation:
1
S(t) —SOC+(So—5m)exp{—2b((:—z)t} ift <ty (13)

where 5 is the initial CO, concentration (cumulative emissions) and Sy is the long-
run CO, concentration equilibrium or steady state for system mode 0, (i.e., before the
innovation), which can be further calculated as:

:3J+7T o (14)

c—z rc+2’

Soo

where (11.1) and (11.2) are used for the last equality in (14). It can be seen that the
long-run CO, concentration equilibrium S, is independent of §, which implies that
the CO, concentration with the possibility of technological innovation (which has not
happened yet) would tend to approach the same long-run equilibrium CO, concentra-
tion as in the case where no innovation can happen (i.e., # = 0).° Due to the assumption
of irreversible emissions, it is reasonable to have S; < S.. Therefore, it can be seen
from (13) that the CO, concentration (cumulative emissions) before the occurrence of
innovation (in mode 0) will increase monotonically toward the long-run equilibrium
level S, (recall ¢ — z > 0).

Plugging (13) into the equilibrium strategies (12.1)-(12.3), one can obtain the tem-
poral trajectories of carbon tax, producer price and consumer price (before the occur-

rence of innovation, i.e., in mode 0) after some calculations'®:

7(0,t) = 1”027:25 — wo(Sy — Sao) €xp {—;b(c — z)t} , (15.1)
p(0,¢) = r((ir:ge + %(c + wy — v3)(So — Seo) €XP {—;b(c - z)t} , (15.2)
7(0,t) = 7 + %(r — 2)(So — Seo) €xp {—;b((; - z)f} . (15.3)

It can be observed from these equations that, if the innovation has not yet hap-
pened, the equilibrium strategies of carbon taxation and (wellhead) energy pricing
would follow the paths toward long-run equilibria that are characterized by 7., =

°This is due to the fact that, as time goes to infinity, the uncertainty of innovation tends to vanish.
The calculations are omitted here to save space. Complete computation is available upon request.

12



Cp

2me cTér

and p,, = ————
rc+ 2e rc+ 2e . . . .
proach the choke price 7¢ in the long run, i.e., 7., = 7. Moreover, it is noticeable

, respectively. The equilibrium consumer price will ap-

that the long-run equilibria 7., poo, and 7 are independent of the hazard rate of in-
novation . This implies that, with the possibility of technological innovation (that
has not happened yet), the long-run equilibrium carbon tax, (producer) energy price,
and consumer price would be the same as those in the case without the possibility
of innovation (¢ = 0). It can also be observed from (15.3) that the equilibrium con-
sumer price would increase monotonically over time (recall ¢ — z > 0 and Sy < Sx).
However, how the carbon tax and producer price would evolve over time is still
ambiguous. To see this, recall w, = §[z — %] and v, = %[z 4+ %], where we have
z=c+ &(r+6—/(r+0)>+3bc(r +6) + 6bs(1+ ?)) (see (11.1)). By varying val-
ues of ¢ and ¢, we could make w, either negative or positive. Similarly, the sign of

¢ + wy — vy will also depend on the relative magnitude of ¢ and ¢ (keeping other pa-
rameters constant). This implies that the slopes of temporal trajectories of carbon tax
and producer price are ambiguous. However, since the consumer price is increasing,
we know that at least one of the two (carbon tax or producer price) needs to be in-
creasing over time. That is, only three cases are possible: (i) increasing carbon tax and
decreasing producer price; (ii) decreasing carbon tax and increasing producer price;
(iii) both the carbon tax and producer price are increasing. An economic interpreta-
tion can be stated in terms of whether the increase in extraction cost dominates the
increase in environmental damages, or the other way around (Wirl 1995; Rubio and
Escriche, 2001). For instance, if the environmental damage is high enough, we will
have increasing carbon tax and decreasing producer/wellhead price (it can be verified
that wy = —oo0 and ¢+ wy; —v3 = —o0 if € — 400, where it should be kept in mind that
the order of infinity will be lowered by a square root).

2.3 Cooperative strategies

The Markov-perfect Nash equilibrium obtained above is based on the assumption that
the two players have conflicting objectives: the consumers’ coalition cares about the
consumers’ welfare and damage from climate change, while the producers’ cartel cares
only about the profits from resource extraction. In this section, the cooperative solu-

tion for the dynamic game, i.e., the global efficient strategy, will be calculated and

13



investigated. As stated by Wirl (1995), this efficient strategy can serve as the bench-
mark and provide more insights into the strategic interaction issues by comparing
the global efficient solution with the non-cooperative solution (Markov-perfect Nash
equilibrium).

It should be noticed that, in the cooperative case, the consumers” welfare and the

producers’ profits need to be added together to account for global welfare. That is:

E { / LT up(t) + 7(8) + (p(8) + (1) — eSE)Dp() + 7(1) — AS(H)]dt
Jo (16)

i /oo e ulpw) ~ Q(S(t))]dt} ‘

In the cooperative case, the maximization of global welfare (16) is by definition the
same for the consumers’ coalition and the producers’ cartel, so that the split of the con-
sumer price 7 into a producer price p and the carbon tax 7 is indefinite, with the result
that the final consumer price 7 become the only decision variable in the maximization
of (16) (i.e., p(t) + 7(t) can be replaced by 7(t) in (16)). That is, the cooperative case

degenerates to a maximization problem and the global planner seeks to maximize:
tr
E { | e utm(o) + (r(e) = () Dr(e) - (e
0
# [ tutow) - st

tr

17)

Similar to the non-cooperative case in Section 2.2, define M (k, S) as the current
value functions for the global planner in system mode %. Then the global efficient/optimal
strategy needs to satisfy the following HJB equations:

rM(0,5) =max {u(r) + (7 — ¢S)D(r) — £S* + D(m)Ms(0, S)
) (18.1)
+0[M(1,S) — M(0,9)]},

rM(1,8) =u — eS?, (18.2)

where Mg(0, S) is the first-order derivative of value function M (0, S) with respect to
the CO, concentration S.

The first-order condition for the maximization of the right-hand sides of the HJB

14



equations (18.1) gives the global efficient strategy:
79(0,5) = —Mg(0,S) + cS. (19)

Substitute the optimal strategy (19) and the value functions M (1, .S) from (18.2) into
the HJB equations (18.1), eliminate the maximization, and, after some calculations, we

have

(r+0)M(0,8) = %b[nc — ¢S+ Ms(0,9))* — (1 + 2)552 + 9%. (20)
Again, let us conjecture a quadratic form for the value function

M(0,8) = mg +myS + %mQS{ (21)

where my, my, and m, are coefficients that need to be determined. Substituting (21)

into (20) and collecting terms, we have:
1 9 1. 2 b, o u
(r+0)[mo +myS + §m25 |= §b [1¢+my + (mg — ¢)S]” — (1 + ;)ES + 9;. (22)

Equating the coefficients of 1, S, and S? on the two sides of (22) and solving for my,
my, and my, one can obtain the coefficients for the value function A (0, S), as shown in
Table 2.1! It can be verified that ¢ — my > 0.

Substituting the value functions (21) with the calculated coefficients, one can ob-
tain the global efficient strategy as a function of model parameters and CO, concen-

tration level:
76(0,5) = (c — my)S — my, (23)

where m; and m, are the coefficients of the value functions, as in Table 2. Plugging
(23) into the differential equation (1) and solving the equation, one can get the explicit

solution:
SY(t) =SS + (Sy — S ) exp {—b(c —my)t} ift <ty (24)
. s . . - o T+
where S is the initial CO, concentration (cumulative emissions) and S = —— =
C— My

'We have omitted the detailed calculations. They are available from the author upon request.
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rm

) is the long-run CO, concentration equilibrium or steady state for system mode
rc+ 2e

0, i.e., before the innovation.

Table 2. Coefficients for value function M (0, S)

b [ (r + )7 r 0u
"7 2(r+6) | (r+6)+b(c —my) r(r+0)
B (r+0)m

o) T he—ma)

1
—ct — _ ./ 2 () 0
mg—c+2b(r+9 \/(r+9) +4bc(r+9)+8b€(1+r))

C

It can be noticed that the long-run CO, concentration equilibrium in the cooper-
ative case is the same as that in the non-cooperative case, i.e., S¢ = S.. Similar to
the non-cooperative case, the long-run CO, concentration S< is also independent of
0, the hazard rate of innovation. Besides, one can see from (24) that the CO, concen-
tration under the global efficient strategy will also increase monotonically before the
occurrence of innovation (in mode 0) toward the long-run equilibrium level S¢ (recall
¢ —mgy > 0).

Plugging (24) into (23), one can obtain the temporal trajectory of the global effi-
cient strategy (before the occurrence of innovation, i.e., in mode 0) after some calcula-

tions:
79(0,t) = 7+ (c — ma) (S — SS) exp {—b(c — ma)t} . (25)

It can also be observed from (25) that the equilibrium consumer price in the coop-
erative case would also increase monotonically over time (because ¢ — my > 0 and
So < S%).

2.4 Comparison of the cooperative and non-cooperative solutions

While the global efficient strategy serves as a benchmark or first-best solution for the
global warming problem, the non-cooperative solution reflects the effect of strategic
interactions between the consumers’ coalition and the producers’ cartel. Therefore, it

would be of interest to compare the cooperative and non-cooperative solutions. Specif-
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ically, by comparing the consumer price in the cooperative case with that in the non-

cooperative case, one can find the result summarized in Proposition 1

Proposition 1 The consumer price in the global efficient solution has a lower initial value
than that in the Markov-perfect Nash equilibrium.

Proof. Recall from (15.3) and (25) that the temporal trajectories of consumer prices in

the cooperative and non-cooperative cases are, respectively:
7(0,1) = ¢+ (¢ — ma)(Sy — SE) exp {—b(c — ma)t},
1 1
7(0,t) = 7° + i(c —2)(Sp — Seo) €Xp {—ib(c —2)t}.
Note that the initial consumer prices in the two cases are, respectively:
79(0,0) = 7° + (¢ — ma)(Sp — S9),
1
(0,0) =7+ 5(0 —2)(So — Sw),

where we have (from (11.1) and Table 2)

%(672)27% (r+9—\/(r+9)2+3bc(r+9)+6b6(1+§))7

c—my = —% (’r +60 —/(r+0)2 4 4be(r + 0) + 8be(1 + g)) .

As mentioned before, both %(c — z) and ¢ — my are positive. If we can know the sign

of (¢ —my) — 3(c — z), we can say something about the comparison of initial consumer

prices in the cooperative and non-cooperative cases. Since we have

1 1 1
(c—mg) — §(c—z) = —&(T+9)+% (r+6)2 + 4bc(r + 6) + 8be(1 + £)

- % (r+ 0)2 + 3bc(r + 0) + 6be(1 + 2)

and we know /(r + 0)? + 4bc(r + 0) + 8be(1 + 2) > \/(r + 0)2 + 3bc(r + 0) + 6be(1 + 2),
this implies (c—mg) —3(c—2) > — & (r+6) + & /(r + ) + 3bc(r + 6) + 6b(1 + &) > 0.
¢(0,0) < 7(0,0), i.e., the initial consumer price is lower for the

Therefore, we have: 7

cooperative case. m
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This implies that the strategic interaction or rent contest between the consumers’
coalition and the producers’ cartel will decrease the initial fossil fuel consumption,
compared with the case when they are cooperating with each other. This is consistent
with the numerical results in Wirl (1995). As Wirl (1995) highlighted, this confirms
the usual property that the monopolist is the conservationist’s best friend. This result
implies that, if we had a social planner, we would be emitting more than markets
would do in the short term. However, it should be noticed that consumer prices in
both the competitive and cooperative cases will approach the same steady level 7¢ in
system mode k = 0, as indicated by (15.3) and (25).

3 The effect of possible innovation

Based on the game’s cooperative and non-cooperative solutions obtained above, one
can analyze the effect of possible innovation on both solutions by comparing the case
with a positive 0 (with possible innovation) and the case of § = 0 (with no innovation).
It should be noticed that, because the dynamic game is essentially ended after the
innovation, the analysis will concentrate on the effect of possible innovation in system
mode k = 0, in which the innovation has not yet happened but the players expect that
it can happen sometime in the future.

3.1 Effect of possible innovation on the Markov-perfect Nash equi-
librium
To see the effect of possible innovation on the non-cooperative strategies, let us take

the derivatives of (15.1)-(15.3) with respect to the hazard rate of innovation §. After

some calculations, one can obtain:

872(;., t) _ _é%(Q + 3bw2t)(S() — SOO) exp {—;b(c — Z)t} , (26.1)
WOL) O g 3t s — )] (S0 — S exp {—;b(c - Zﬁ} 262
awég., B _ _i%p ~b(c— 2)t](So — Sso) exp {—;b(c - z)t} : (263)
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First, let us find out how the possible innovation will affect the initial carbon tax, pro-
ducer price and consumer price. The results are summarized in the following propo-
sition.

Proposition 2 The possible innovation of the new technology will lead to both a lower initial
carbon tax and a lower initial producer price.

Proof. By substituting ¢ = 0 into (26.1)-(26.3), one can obtain the marginal effect of

innovation hazard rate on the initial values of carbon tax, fuel price, and consumer

price:
or(0,0) 10z
o6~ 3ogS0 o) 7D
0p(0.0) _ 10z
or(0,0) _l%
0 280(5 Seo)- (27.3)

Since Sy < S, one can 1dent1fy the signs of (27.1)-(27.3) if the sign of = is known. We
show in Appendix A1 that 2 < 0 for all ¢ > 0. Thus, we have aT(O 0) <0, 0"(0 WO,
and 0’ng° < 0, which 1mp11es 7(0,0)|p=0 < 7(0,0)|s=0, p(0,0) \9>0 < p(0, 0) |9:0 and
7(0,0) o0 < 7(0,0)|g=o. That is, the anticipation of possible innovation will lower the
initial carbon taxation, fuel price, and consumer price. m

This result suggests that the possibility of innovation will stimulate a higher ini-
tial demand for fossil fuels, and thus higher initial emissions. With the expectation
that the innovation of a carbon-free technology can happen and will relieve the con-
cerns about environmental damage, the consumers’ coalition lowers the initial carbon
tax. Being aware that innovation would lead to zero demand for fossil energy, the pro-
ducers’ cartel also would like to lower the initial (wellhead) energy price to stimulate
the consumption of fossil fuels. Consequently, the initial consumer price is lower as a
result of the reduced carbon tax and producer price, and this leads to a higher initial
demand for fossil fuels and higher initial CO, emissions.

As can be seen in (15.1)-(15.3), due to the uncertainty about the time of innovation,
a positive probability of innovation (¢ > 0) will not change the long-run equilibrium
of carbon tax, producer price and consumer price before the innovation (i.e., in system
mode k = 0). However, the possible innovation will affect the transitional dynamics
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of these variables in addition to their initial values. The results are summarized in the

following proposition.

Proposition 3 Looking at our model before a possible innovation, we have the following state-
ments: (i) The possibility of innovation will first lower and later raise the consumer price; (ii)
If environmental damage is sufficiently high, the carbon tax will be first lowered, but later
raised by the possibility of innovation; (iii) The producer price will always be lowered by the
possibility of innovation, if the environmental damage is high enough.

Proof. Recall from (26.3) that the derivative of consumer price (in mode 0) w.r.t. the

hazard rate of innovation is calculated as:

om(0,t) 10z

1
5 = _Z%B —b(c — 2)t](So — Swo) €xp {—Qb(c — z)t} .

It has been shown in Proposition 2 that, for ¢ = 0, the effect of innovation possibility
on the consumer price (i.e.,%) is negative. For ¢t # 0, since ¢ — z > 0, we can find a
t* > 0 to make 2 — b(c — z)t* = 0. Recall that 2 < 0 (see Appendix A1), and thus we
have B”a(—g’t) <0for0<t<t*and &g—g’t} > 0 for ¢t > t*. This implies that, for 0 < ¢ < t¥,
the consumer price with the expectation of possible innovation would be lower than
that in the case without such an expectation (i.e., 7(0,t)|g>0 < 7(0,t)|p—0) , whereas for

t > t* the relationship is the contrary. Figure 1(a) illustrates this result.

7(0,t)lo>o
T(0,t)lo>o

taxes

(0,0l T(0,6)lo=0

Consumer prices
Carbon

/
POl

Time Time Time

a. Consumer price b. Carbon tax c. Producer price

Figure 1. Effect of possible innovation on the temporary trajectories of carbon tax and energy
prices

Similarly, for the carbon tax, we have from (26.1) that:

or(0,t) 10z 1
50 _6%(2 + 3wybt)(Sy — Soo) €xp {—Qb(c — z)t} .

20



< Oand wy = § [z — %] , we have

r

—2(1+2)
\/ (r+0)2+3be(r+0)+6be (1+2)
4] < 0. Besides, it can be found that z — —oo, thus wy — —oco if ¢ — +00. That is, if the

Ows l[@z
-3

Oe de

Because 2 as = >

environmental damage ¢ is high enough, we have w, < 0, which implies that we can
find a t** > 0 which satisfies 2 + 3wybt** = 0. Thus we have 67(0 Y <0 for 0 <t <t
and ‘ﬁ# > 0 for t > ¢**, which implies 7(0,t)]g>0 < 7’(07t)|9:0 for 0 <t < ¢** and
7(0,t)os0 > 7(0,t)|p=o for t > ¢**. Therefore, if the environmental damage is high

enough, the carbon tax with possible innovation will be first below, but later above,
the carbon tax in the case with no innovation, as illustrated in Figure 1(b).

As for the producer price, we have from (26.2) that:

op(0,t) 10z

1
50— 1290 [2 = 3b(c 4+ wy — v2)t] (Sp — Seo) €XP {—Qb(c - z)f} .

Recall from Table 1 that wy — vy = —%[z + 87°] If ¢ - 400, we have z - —o0 and
% — +oo. However, the order of infinity is lower for z because of the square root.
Therefore, we have 2z + % — 400, and thus wy — vy — —o0, if ¢ — +o00. In other
words, if the environmental damage ¢ is high enough, we can have ¢ + w; — v; < 0,
which implies that we will have [2 — 3b(c + w2 — v2)t] > 0 and thus d” Ot < 0 for all
t > 0. That is, if the environmental damage is high enough, the producer price with
the expectation of possible innovation will be lower than that in the case without such
an expectation (i.e., p(0,t)]g>0 < p(0, t)|9=o) before the producer prices for the two cases
converge to the same long-run equilibrium (recall p., is independent of the hazard rate
of innovation ). Figure 1(c) provides an illustration. m

These results reflect the fact that the CO, concentration in both cases (the pre-
innovation regime in the case with possible innovation and the case with no inno-
vation) will converge to the same long-run equilibrium level, which implies that the
total amount of fossil energy consumed in both cases is the same and the area under
the temporal path of fossil energy demand should also be the same. This, in turn, im-
plies that the area under the temporal path of the consumer price (which determines
the fossil energy demand) would be the same for both cases as well. Since we have
shown in Proposition 2 that the initial consumer price will be lower with the possible
innovation (compared with the case of no innovation), the temporal paths of the con-
sumer price in the two cases need to intersect to get the same area under the temporal

path. The monotonic property of consumer price implies that the paths in the two
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cases intersect only once.

As mentioned in Section 2, with strategic interactions between energy consumers
and producers, the carbon tax will be increasing over time and the (wellhead) fuel
price will be decreasing if the environmental damage is sufficiently high. Given that
the consumer price is always increasing over time, the proportion of (wellhead) fuel
price in the consumer price will be decreasing if the damage is high enough, which
implies that, if the environmental damage is sufficiently high, the temporal trajectory
of consumer price will depend mainly on that of the carbon tax. Therefore, the tem-
poral paths of the carbon taxes need to intersect such that the temporal paths of the
consumer price can intersect. Since the initial carbon tax is lower for the case with
possible innovation than the case without, as shown in Proposition 2, we will see that
the carbon tax with the expectation of possible innovation would be first below, but
later above, the carbon tax without such an expectation. The intersection of the tem-
porary paths for carbon taxes and the decreasing proportion of producer price in the
consumer price can leave room for the (wellhead) fuel price in the two cases (with and
without possible innovation) not to intersect.

It should be emphasized that Proposition 3 is established based on the underlying
assumption that the model system is still in mode 0, i.e., even though the innovation
can happen (in the case of § > 0), it has not happened yet. Since the time of innovation
is uncertain, it can happen at any time. If the innovation occurs at some time that
is earlier than the critical time ¢* or t**, the conclusions in Proposition 3 should be
modified accordingly, given that the occurrence of innovation will bring cheap non-
polluting technology. For instance, if the innovation time ¢; < t**, the carbon tax in the
case of § > 0 may never be higher than it is in the case of § = 0, given that carbon tax
will be zero after the innovation.

One of the implications from Proposition 3 is that the fossil fuel demand (thus
CO, emissions) in the case with possible innovation will be first above, but later below,
the demand (and thus emissions) in the case with no innovation. Since the temporal
paths of CO, concentration (cumulative emissions) in both cases are monotonically
increasing over time and have the same initial and long-run equilibrium level (recall
that S, is independent of §), one can expect that the CO, concentration level in the
case with the expectation of possible innovation will be above the concentration level
in the case without such an expectation for any instant of time ¢ € (0,;), as formally
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demonstrated in the following proposition.

Proposition 4 For any instant of time t € (0,t;), the CO, concentration with the expectation
of possible innovation is higher than that in the case without such an expectation.

Proof. Recall that the evolution of CO, concentration level (before the occurrence of
innovation) along the equilibrium path is characterized by (13):

S(t) = Soo + (S0 — Sx) exp {—%b(c - z)t} ift <t

rrc
rc+ 2e
claimed in Section 2, since S, is independent of the hazard rate of innovation ¢, the

where S, =

is the long-run equilibrium concentration level (in mode 0). As

long-run equilibrium CO, concentration level with the possibility of innovation will
be the same as that in the case where there is no possibility of innovation.
However, the possible innovation will have an effect on the temporal trajectory of
CO; concentration (from the initial level) to reach the long-run equilibrium level. To
see this, take the derivatives of the S(¢) with respect to the hazard rate of innovation ¢
and one can obtain:

a5(t)

04

— (S — Sa) exp {—;b(c _ z)t} (%b%t) ift<t.
Given Sy < S and the negative sign of % (see Appendix Al), one can know that
%ét) > 0 will hold for any instant of time ¢ € (0,t;), which implies S(¢)[g>0 > S(¢)|o=0
fort € (0,¢;). Thatis, for t € (0,¢;), the CO, concentration in the case with possible
innovation will be higher than that in the case with no innovation. m

This result suggests that the expectation of possible innovation will lead to a
higher transitional CO, concentration before the innovation, which reflects the fact
that the fossil fuel demand in early days is higher in the case with possible innovation,
compared with the case with no innovation. In this respect, the possible innovation
plays a role similar to that of a larger discount rate in the consumption of fossil fuels:
consume more in the early days and less in the latter days.
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3.2 Effect of possible innovation on the global efficient strategy

In addition to the effect of possible innovation on the non-cooperative solution, one
would also like to see the effect of innovation in the case of cooperation between the
two players. To see this, one can calculate the derivatives of global efficient strategy
(25) with respect to the hazard rate of innovation 6 as:

ar%(0,1) oms

0 _W[l —b(c —m2)t](So — Seo) exp {—b(c — m2)t}, (28.1)

where we made use of the fact that SO% = S. Fort = 0, we have

G

00D O g 5. (28.2)
In Appendix B1, we show that 9’”2 < Oforall @ > 0. Therefore, given Sy < S, we have
% < 0 for § > 0, which 1mphes that 7¢(0,0)|g=0 < 7¢(0,0)|s=o. That is, a positive
probablhty of innovation will lower the initial consumer price in the global efficient
solution as well, which is consistent with the effect of innovation in the Markov-perfect
Nash equilibrium summarized in Proposition 2.

For t # 0, since ¢ — my > 0, similar arguments as in Proposition 3 can be applied
here. That is, we can find a *** > 0 to make 1 — b(c — ma)t*™* = 0. Recall that 87”'2 <0
(see Appendix B1), and thus we have 2 ( < 0for0 <t < ™" and 5~ a" 0 >0 for t>

t***, which implies that, similar to the non—cooperatlve solution, the consumer price in

the cooperative solution would also be lower with possible innovation (that has not
happened yet) than in the case with no innovation (i.e., 7%(0,¢)[s=0 < 79(0,¢)|p—0) for
0 <t < t***, whereas the relationship is the contrary for ¢ > ¢***.

As for the effect of innovation on the dynamics of CO, concentration in the coop-
erative case, since we have: S%(t) = S, + (Sy — Sao) exp {—b(c — my)t} ift < t; (see
(24) and note that S¢ = S..), we can get:

aSS(t)
a0

= (So — Sao) exp {—b(c — ma)t} (b%t) ift <tr. (28.3)

3m z

Given Sy < S, and the negative sign of (see Appendix B1), one can know from
(28 3) that ‘?S (t) > 0 will hold for any t 6 (0,t7), which implies that S¢(t)]g=0 >
SE (1) o=0 W111 hold for t € (0,¢;). That is, in the cooperative case, the possibility of
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innovation will also lead to a higher transitional CO, concentration.

Therefore, it can be seen that the effect of possible innovation in the cooperative
case is consistent with that in the non-cooperative case. That is, the possibility of
innovation will reduce the initial consumer price. And the consumer price with the
expectation of possible innovation (that has not happened yet) will first be lower but

later higher than the consumer price without the possibility of innovation.

3.3 Comparison of effects in the two cases

The result that the possible innovation will reduce the initial consumer price in both
the non-cooperative case and the cooperative case implies that the expectation of pos-
sible innovation will stimulate higher near-term fossil fuel consumption, and thus
higher near-term CO, emissions, no matter whether the fossil-fuel consuming coun-
tries compete or cooperate with the producing countries. But will the magnitude of
such an effect be different in the two (cooperative and non-cooperative) cases? To
investigate this question, some further calculations are necessary.

By comparing (28.2) with (26.3), we have:

9r%(0,0)  am(0,0) (1 0z  Omy

a0 o0 200 ae) (S0 = ), 29)

Omo
a0 7

Based on the expressions for % and it is not difficult to show that, as ¢ — +oo,

10z _ Omp
we have ;57 0

. . b _ b . . . .
— Ve - sign Yooy r\/eb(1+§)> — 4o00. This implies that, if
the environment damage is high enough, we can get % — 22
9r%(0,0)  9n(0,0)

50 “55— < 0. Together with the above-demonstrated results or%(0.0)

30 ) < 0and
% < 0, we know that the decrease in the initial consumer price due to the possible

innovation is greater in the cooperative case, which implies that the increase in the

> 0, thereby making

initial fossil fuel consumption (or equivalently, initial CO, emissions) as a response to
the possible innovation can be more dramatic in the global efficient solution than in
the Markov-perfect Nash equilibrium, if the environment damage is sufficiently high.
The increase in the initial emissions due to the possible innovation in cheap carbon-
free technology is consistent with the ‘green paradox’ argument in the literature. That
is, some climate policies designed to abate carbon emissions might actually increase

the emissions, at least in the short run. The results here suggest that, even though this
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‘green paradox’ effect of possible innovation can be found in both the non-cooperative
case and cooperative case, the increase in initial carbon emissions can be less remark-
able in the non-cooperative case, i.e., in the presence of strategic interactions of car-
bon taxation and energy pricing between the energy producer side and the consumer
side, provided that the environmental damage of cumulative emissions is sufficiently
high. This result indicates that the ‘green paradox” effect of possible innovation can be
somewhat restrained by the presence of strategic interactions (a rent contest) between

resource producers and consumers.

4 Optimal R&D investment

4.1 R&D investment by the consumers

The hazard rate for the innovation of a carbon-free technology to occur at a particu-
lar time is exogenously given in the previous sections. In reality, the probability of
technology breakthroughs will depend on the R&D efforts of players. Given that the
new technology (cheap and clean) will eat the profits of producers, it is reasonable to
assume that only the consumer side will make an effort in the R&D of this new tech-
nology. Therefore, in this section, the consumers’ coalition is allowed to affect the time
of innovation by investing in R&D starting from time 0, thereby making the hazard
rate of innovation # a function of the consumer coalition’s R&D effort, y. The instanta-
neous cost of R&D effort is denoted as C'(y). To make things simple, let us follow the
literature (see, e.g., Bahel, 2011) and assume 6(y) = y and C(y) = y>. Also, as in Bahel
(2011), we assume that the level of R&D effort remains constant (before the innovation
happens), thus maintaining the stationarity of random process for innovation.

At time 0, the consumers’ coalition will choose the optimal R&D effort to maxi-
mize its (expected) welfare, taking into account the cost of R&D efforts:

+oo +o0o
max W(0, So,y) f/ 67”[/ h(tr)dtr]C(y)dt, (30)
y20 0 t

where W (0, Sy, y) is the value function for the consumers’ coalition (evaluated at initial
CO, concentration S(0) = Sp) obtained in Section 2.2, which is a function of the hazard

rate of innovation # and thus a function of the R&D effort y (since § = y), and ¢;
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is the instant of time at which the innovation is made. Because ¢; is random, one
needs to consider the probability that the innovation has not been made by a specific
instant of time (after the innovation, there is no need to undertake R&D anymore).
f;roo h(t;)d; = 1— H(t) = e”¥" is the probability that the innovation has not been made
by time t. [, e="[[" h(t;)dt;]C(y)dt is thus the total expected effort cost for R&D
investment (which has been discounted to time ¢ = 0). By integration, one can further

2
find that [, e~"*[[," h(t/)dt/|C (y)dt = 7”‘Z—7y
The first-order condition (interior solution) for the maximization problem (30) is:

2
oW (0, So, y) Y +2ry. 1)
dy (r+y)?

The left-hand side of (31) is the marginal benefit of R&D effort and the right-hand side
is the marginal cost. It should be noted that the marginal cost of R&D effortat y = 0 is

. 219 . . . .
equal to zero (i.e., ?7 7| = 0). Therefore, if the marginal benefit at y = 0 is greater
than zero (i.e., M|y_0 > 0), one can conclude that (with the satisfied second-

order condition), it is worthwhile for the consumers’ coalition to exert a positive R&D
effort.
Based on the value function for the consumers’ coalition (evaluated at the initial

concentration level Sp), W (0, Sg) = wo + w1 So+ %wg [So]?, where wy, w; and w, are func-
OW(0,50,y) l
ay  ly=0

tions of 6 (thus functions of R&D effort y) as in Table 1, we can obtain
a“’“ézzo)-i-a“” v=0) g, +3 a“"<" 0[5,]2. Since L(g; 9 <0 (see Appendix Al) and =~ u 9 %>
(see Appendix A2), one can make the following judgment based on expresswns for w,
and w, in Table 1: 2%2=0) _ 19:=0) apq sl y 0 — 192=0) - () (remember that

Oy 3 oy Oy 37 oy
0 =1y).
Furthermore, it can be found from the expression for w, in Table 1 (making use of
T = #@—wcandﬁzy)that:
Juwo(y = 0) __i{ 4rm© r‘Fi{ drm® Jdz(y = 0) +E
oy 8r2 | 4r + 3b(c — z|y—0) 4r [ 4r 4+ 3b(c — z|y=0) oy r?
<0 ) >0 >0
b 4rm¢ 1 b .o, T
8r2 { 4r 4+ 3b(c — z|y= 0)} +r2 ~ 87“2(7r y re’
Recall that @ = Lan® + $b(py)* — apy, and we have @ — Lar® if py — 0, which implies
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that, if py — 0, thenf—( N2 ¢ T% = g+ g = ;’lﬂ Consequently, one
knows that %ﬁjo) > 0if py — 0. That is, if the carbon-free technology is sufficiently
cheap, we have %Z:O) > 0. Besides, one can easily verify that liI+n % = 0 (thus
y——+oo

lim 22 = ), lim 5—"‘ = 0 (thus hm 9w — ), and lim 2% = (. This implies

Yy——+00 dy Yy—>—+00 dy y——+oo Ay

that lim
Yy—r+00

established and demonstrated.

%’f“’w = 0. Based on these Calculations, the following proposition can be

Proposition 5 With a sufficiently low price for the new carbon-free technology, it would be
in the best interest of the consumers’ coalition to exert a positive R&D effort on the new tech-
nology for any initial CO, concentration 0 < Sy < Se. The optimal R&D effort y* is an
increasing function of the initial CO, concentration level: the higher the initial CO, concen-
tration level, the greater the optimal R&D effort.

Proof. As mentioned above, the marginal benefit of R&D effort by the consumers’
coalition (evaluated at zero effort) is given by:

oW (0, So,y) Owo(y = 0) 8w1(y = O)S n 10ws(y =0)

dy lv=0 = dy dy 2 dy

[50}27

where S is the initial CO, concentration level.

One can further find that %bzo = 81“15;:0) + 8“2 y 9,. It is shown in

Appendix A3 that 62W O’S“’y l|y=0 > 0 holds for all 0 < S, < Soo, which implies that

w| _o is an mcreasmg function of the initial CO, concentration levelS, for 0 <

So < S It has been shown that, with a sufficiently low price for the new technol-
ogy, we have W > 0. Given that th o is an increasing function of S, for
0 < Sy < Sy , we have dW(O’S“’y ly=0 > ‘)W(O So.) Fuwoly=0)

= oy |y 0,50=0 — oy
ML —o > 0 hold for any initial CO, concentration 0 < Sp < Seo, which implies

, thereby making

that, if the price for the new technology is sufficiently low, the marginal benefit of R&D
effort evaluated at zero effort would be always positive.

Recall that the marginal cost of R&D effort at y = 0 is zero (i.e., %gfﬁ;g o 0).
Therefore, with a sufficiently low price for the new technology, the marginal bene-

fit of R&D effort is greater than its marginal cost at y = 0. However, if y — +o00, the

marginal benefit of R&D effort is lower than the marginal cost (recall that lir+n
y—+00

0). Therefore, continuity requires that there exists a y* > 0, such that the first order con-

dition (31) holds and the second order condition for maximization is satisfied. This
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implies that it is in the best interest of the consumers’ coalition to exert a positive R&D
effort for any initial CO, concentration level 0 < .S; < S.

It can also be shown that the optimal R&D effort that the consumers’ coalition
should exert for inventing the new technology is closely related to the initial CO, con-
centration level. More specifically, recall from (31) that the first order condition for
optimal R&D effort y* is ()W(g .S0.y7) (y(T) +;'2)T Y

G(So,y*) = 0. The second-order condition for the maximization of (30) implies that

= 0, which defines an implicit function

82%(%5’@’ ) _ (73;/ a5 <0, ie, % < 0. Applying the implicit function theorem, we
have:

dy* _ 0G(So,y")

_ 9G(So,y*)
95y 985y ’

dy*

/

It has been demonstrated in Appendix A3 that M > 0 holds for 0 < Sy < Sx,
which implies dcgﬁjy ) = ()21/(;75965;();, ) > 0. Since dG(dSO*y < 0and %“’y) > 0, one can
know that % = M / 6G(b“"” ) > 0, which implies that the optimal R&D effort

for the consumers’ coaht10n is an increasing function of the CO, concentration level,

i.e., the higher the initial CO, concentration level, the greater the optimal R&D effort.
n

It is interesting to see that it would be optimal for the consumers to invest in
R&D for any CO, concentration level. Note that the R&D investment will create an
expectation for the new clean technology. It has been shown above that such an ex-
pectation will trigger consumers and producers to lower their carbon taxes and prices
(respectively) in earlier periods, which leads to higher emissions and greater damages
in the near term. However, the consumers still want to conduct R&D, even if the CO,
concentration is already high. Furthermore, the urgency to invest in R&D for stimu-
lating innovation in the carbon-free technology would be greater if the starting CO,
concentration level is higher. This reflects the fact that the innovation of the new tech-
nology, which creates no emissions, would protect the environment from further CO,

emissions from fossil fuels.

4.2 Global efficient R&D investment

The optimal R&D by the consumers’ coalition only takes into account its own welfare

and ignores the producers’ profits, which implies that it is not the global efficient R&D
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investment. The achievement of global efficient R&D would require a global planner
rather than the consumers’ coalition to make decisions on R&D investment. Specifi-
cally, the global planner will solve the following maximization problem to choose the
optimal R&D:

+00 +oo
max M(0, Sy, y) f/ ef"t[/t h(t;)dt;)C(y)dt, (32)

0

where M (0, Sp,y) is the value function (evaluated at initial CO, concentrationS(0) =
So) for the global planner (as obtained in Section 2.3), which is a function of hazard
rate 6 and thus a function of R&D effort y. The first-order condition (interior solution)

implies:

OM(0,S0,y) >+ 2ry
dy C (rty)?

(33)

Similar to the case when the consumers’ coalition is making the R&D decision, if

M (0,50,y)
T‘y:o > 0), one

can conclude that (with the satisfied second-order condition) a positive R&D effort is

the marginal benefit of R&D at y = 0 is greater than zero (i.e.,

worth exerting by the global planner. Given that M (0, Sg) = wo+w; So+3w2[So]?, where
mg, m1 and my are functions of 6 (6 = y), as in Table 2, we can obtain%jf‘"y)\y:o =
8”‘°5§:°> + amla(;:m So + %87"25;’:0) [So]?. It has been shown in Appendix Bl and B2 that
dOm2(6=0)
90
some calculations, we have:

< Oand w > 0. Moreover, from the expression for m in Table 2 and after

Imo(y=0) b { ru¢ r_'_é { rrt oOmy(y = 0) +£
oy 2r2 | r + b(c — maly—o) r |7+ b(c — maly—0) oy r2
<0 ) >0 >0
b rmt 1 b o, U
T L' +b(c— m2|y:0)} 27 o ()" + r2’
Following similar reasoning to that of W > 0 if py — 0, one can easily show

amua(z:o) > 0if py — 0. That is, if the price of the carbon-free technology is sufficiently
low, 2220=0) > 0 will hold.
Besides, one can easily verify that lim 05”2 =0, lim 2™ =0,and lim %ﬂ =0,
y—+oo %Y y—+oo %Y y—+oo Y

OM(0,50,y

which implies that lim ) — 0. Therefore, following a similar procedure as

Yy——+00

that in the proof of Proposition 5 and making use of the results in Appendix B3, which
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shows that %b:a > 0 holds for all 0 < Sy < S, we can show that it is also

always optimal for a global planner to invest in R&D, if the price of new technology
is sufficiently low, and that the global efficient R&D investment (denoted as y**) is an

increasing function of initial CO2 concentration as well.'?

4.3 Consumers’ R&D VS global efficient R&D

We have shown that it is always optimal to choose a positive R&D effort for both the
consumers’ coalition and a global planner, if the price of the new technology is suf-
ficiently low, and that the optimal R&D efforts for both of them should be larger if
the initial CO, concentration level is higher. However, it might be of great interest to
investigate the relative magnitude of optimal R&D investment in the two cases. That
is, how large is the optimal R&D investment for the consumers’ coalition compared
with the global efficient investment? Recall from (31) and (33) that the marginal cost
function of the R&D investment is the same for the two cases. Therefore, we simply
need to compare the marginal benefit of R&D investment in the case where the con-
sumers’ coalition is making the R&D decision with that in the case where the global
planner makes the R&D decision instead. By doing this, the following proposition can

be established and demonstrated.

Proposition 6 If the environmental damage is sufficiently high, the consumers’ coalition will
tend to over-invest in R&D for the new technology, compared with the global efficient invest-

ment.

Proof. Recall that the marginal benefit of R&D for the consumers’ coalition and the

OW(0,50,y) _ dwg | dwi 10wsrg 12 OM(0,S0,y) _ 8mg  Omy
global planner are =5 = S 4 ZLG, 4 552 [So]* and =74 = T 4 S5, +

%BT’?[SO]Q (where y is the R&D effort and we have hazard rate of innovation § = y),

respectively. The difference between these two is:

dy y

oy Ay

y oy dy Oy

oW (0, So,y) OM(0,Sp,y) Owg  Owg ow, Omy 1 /Owy Oms 9
_ = - 0T = [SO] .
oy Ay 2

2The proof is omitted to save space. The complete demonstration is available from the author upon
request.
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It is not difficult to show after some calculations' that, as e — +o0, we have % -5,

Bgzo N a Owi N 0/
Y

a Jwy my Owy _ Omgy i b 2
50 e 0 and — /€ - sign (7.\/%(1%) 3

b
Jy dy r\/Gb(1+%)> —
OW(gfo’y) - 01\,1(27;04/) — 400 as € — +o0. That is, if
AW (0,S0,y) _ dM(0,50,y)
oy . o Ay : > O/
which implies that the marginal benefit of R&D for the consumers’ coalition will be

+o00. This implies that we have

environmental damage ¢ is sufficiently high, we can have

larger than that for the global planner. Based on the first-order conditions (31) and
(33), it can be shown that the optimal R&D investment for the consumers’ coalition y*
would be higher than the optimal investment for the global planner y**, implying that
the consumers’ coalition can over-invest in R&D for the new technology, in the sense
that its investment is higher than the global efficient level. m

This result is mainly due to the fact that the consumers’ coalition fails to take
into account the effect of innovation on the producers’ profits when making its R&D
decision, while the global planner needs to consider the producers’ profits in making
its R&D decision. Given that the innovation will eat all the profits of the producers, the
global planner might have some hesitation in investing the R&D for the new carbon-
free technology.

5 Concluding remarks and further research

This paper uses a dynamic game to investigate the outcomes of the strategic inter-
actions between a resource consumers’ coalition and a producers’ cartel, taking into
account the possibility of innovation in a carbon-free technology. We attempt to an-
swer the following questions: How will the expectation of possible innovation affect
both the producers’ optimal energy pricing and the consumers’ optimal carbon taxa-
tion? How would the effect of possible innovation differ with/without the existence
of strategic interactions between producers and consumers? How to characterize the
optimal R&D for stimulating the innovation? Some important findings or policy im-
plications are summarized as follows.

The anticipation of innovation in cheap, non-polluting resources will reduce both
the initial carbon tax and the (wellhead) energy price, thereby stimulating higher ini-

tial demand for fossil fuels, and thus higher initial emissions. This is in line with

13Complete calculations are available from the authors upon request.
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the ‘green paradox’ argument in the literature (e.g., Sinn, 2008), which states that it is
possible that the anticipation of a cheap non-polluting renewable resource will lead
fossil fuels owners to increase extraction and may have a detrimental effect on climate
change. Our results suggest that, in the presence of strategic interactions or a rent con-
test between the resource consumers and producers, this ‘green paradox” effect still
exists. However, compared with the cooperative case where there is no strategic in-
teraction or rent contest, the ‘green paradox’ effect triggered by possible innovation is
found to be less dramatic in the presence of strategic interactions. This implies that
the strategic interactions between resource consumers and producers can somewhat
restrain this ‘green paradox” effect.

Regarding the optimal R&D efforts for innovation, we found that, if the price
of the new carbon-free technology is sufficiently low, it is in the best interest of both
the consumers’ coalition and a global planner to undertake R&D at any initial CO,
concentration level, which implies that it is not too late to start R&D. Furthermore, the
optimal R&D investment should be an increasing function of the initial CO, concentra-
tion level. That is, the higher the initial CO, concentration level, the larger the optimal
R&D effort. However, the R&D investment made by the consumers’ coalition could be
higher than the global efficient level, if the environmental damage is sufficiently large.

The strategic interactions between the resource consumers’ carbon taxation and
producers’ energy pricing strategy can be very complex when incorporating the pos-
sible innovation of carbon-free technologies. To simplify this issue, many assumptions
have been made in this paper. For instance, though the model presented here provides
some insights into the role of innovation and R&D in the strategic interactions of car-
bon taxation and energy pricing, the R&D decision by the consumers’ coalition is not
made simultaneously with the decisions on carbon taxation. It would be interesting
to obtain both the Markovian strategy for R&D and the Markovian strategies for car-
bon taxation and energy pricing at the same time. This, of course, would be difficult
to solve analytically and may need the assistance of numerical methods, which could
also be a direction for further research.
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1 Introduction

Technological change is the main force improving the trade-off between economic growth and en-
vironmental quality in the long run. Therefore, the effect of environmental policies on the de-
velopment and spread of new technologies is among the most important determinants of success
or failure of environmental protection efforts (Aldy and Stavins 2007). Yet, environmental policy
instruments impose costs on polluters. When there is room for firms to untruthfully report emis-
sions without being caught and fined, i.e., there is imperfect enforcement, environmental policies
will have lower success in creating incentives for technological development and controlling the
generation of pollution than when the monitoring probability and stringency of the fines are such
that truthful reporting is induced. Unfortunately, in many circumstances, the frequent monitoring
and relatively high fines necessary to deter firms from under-reporting emissions are not available
due to lack of accurate monitoring technology, reluctance to use high penalties, and/or budget
constraints.

Harrington (1988) shows that a regulator’s enforcement can be made more efficient by dividing
firms into two groups according to their past compliance record. Without increasing inspection
rates or fines, the regulator can lower the incidence of non-compliance by concentrating surveillance
resources on firms in one of the groups (the target group), punishing violations by exile into the
target group and (once there) rewarding firms found in compliance by returning them to the non-
target group. This scheme generates what Harrington refers to as “enforcement leverage.” Since
non-compliance triggers greater future scrutiny, the expected costs of non-compliance are beyond
the avoidance of immediate fines. Thus, he shows that there exists an equilibrium where firms have
an incentive to comply with regulations despite the fact that the cost of compliance in each period
is greater than the expected penalty.

Harrington (1988) offers an explanation for the seemingly contradictory observation that compli-
ance rates across most industries are quite high despite the fact that inspections occur infrequently
and fines are rare and small, a result labeled in the literature as the “Harrington paradox.” In the
present paper, we propose an improved transition structure for the audit framework, in which tar-
geting is based not only on firms’ past compliance record but also on adoption of environmentally
superior technologies. We show that this transition structure would not only foster the adoption

of the new technology but would also increase deterrence by changing the composition of firms in



the industry toward an increased fraction of cleaner firms that pollute and violate less.

Harrington’s work initiated a substantial amount of theoretical work analyzing the robustness of
the results to alternative specifications of information and compliance cost structures (see Harford
1991, Harford and Harrington 1991, and Raymond 1999), providing alternative explanations to
the “paradox” (see, e.g., Heyes and Rickman 1999, Livernois and McKenna 1999, and Nyborg and
Telle 2004 and 2006)*, and testing the empirical validity of his predictions (see, e.g., Helland 1998,
Clark et al. 2004, Cason and Langadharan 2006, and Gray and Shimshack 2011 for a review of the
literature).

Like our study, some previous studies have suggested alternative targeting methods.? For
instance, in Friesen (2003), firms move randomly into the target group but escape based on observed
compliance behavior (Friesen 2003). Notably, Liu and Neilson (2009) and Gilpatric et al. (2011)
propose tournament-based dynamic targeting mechanisms. In their setting, a fixed number of
firms are selected for inspection and those with the highest emissions are targeted with higher
inspection probability, which induces dynamic rank-order tournaments among inspected firms,
where enforcement leverage is enhanced by a competition effect. Similarly, in our setting, firms with
the highest emissions (i.e., the firms that have not invested in more efficient abatement technologies)
are also targeted with higher monitoring probability. In our model, however, firms have the option
to adopt the new technology ”in exchange” for a reduced monitoring probability. Since technology
adoption serves the purpose of reducing emissions and increasing deterrence, the regulator can
achieve the same or an increased level of compliance at a lower total enforcement cost.

The fact that the stringency of enforcement can be reduced if polluting agents show evidence of

compliance-promoting activities is well documented in the literature. For example, Arguedas (2013)

"Heyes and Rickman (1999) show that if the environmental protection agency interacts with firms in more than
one enforcement domain, it might be optimal to tolerate non-compliance in some sub-set of domains “in exchange”
for compliance in others. Livernois and McKenna (1999) show that if firms self-report their emissions, lowering fines
for non-compliance raises the proportion of firms that truthfully report their compliance status. Nyborg and Telle
(2004) argue that if prosecution is costly, it might be optimal for the regulator just to issue a warning of some kind
instead of prosecuting violators, and not to impose further penalties if violators move into compliance upon receipt

of the warning.
2Like our paper, these studies also sorted firms into discrete groups and made use of the indefinite Markov state-

switching model employed by Harrington. In constrast, some papers introduced a continuous reputation indicator
(that summarizes the frequency and size of past violations) and used dynamic simulation techniques to analyze more

efficient targeting of inspections (see, e.g., Hentschel and Randall 2000).



points out that in the Spanish legislation on hazardous waste, firms that invest in clean production
processes associated with responsible water consumption are rarely inspected and, if inspected,
they are rarely punished if found non-compliant. She also points out that penalty reductions in
exchange for investment efforts by polluting firms can be found in the EPA’s Audit Policy, where
fines for non-compliance can be significantly reduced if firms install enhanced emission control
devices that simplify regulators’ monitoring processes.?

The paper is organized as follows. Section 2 presents the targeting scheme and the firm’s
compliance decisions. Section 3 presents the model of adoption and analyzes the impact of targeted
state-dependent enforcement on the rate of technology adoption vis-a-vis Harrington’s two-group
targeting scheme. Section 4 studies the effects of the enforcement scheme on the emissions of
adopters and non-adopters, and aggregate emissions. Section 5 studies the effects of the enforcement

scheme on the resources devoted to monitoring and enforcement. Section 6 presents some numerical

simulations. The final section provides a discussion and concludes the paper.

2 The Model

Consider a competitive industry consisting of a continuum of firms of mass 1 that are risk-neutral
and initially homogeneous in abatement costs. The firms are required to make two dichotomous
decisions: whether to adopt a new abatement technology to reduce emissions at a lower cost
and whether to comply with the emission standard §. We assume that the adoption decisions
made by firms are observable by the regulator. However, the emissions and compliance status of
firms can only be known by the regulatory agency through costly monitoring. Like Harrington
(1988), we focus on the behavior of a regulatory agency whose primary goal is enforcement and
not social welfare maximization. Thus, we specify the goal of the regulatory agency as minimizing
the resources devoted to monitoring and enforcement consistent with achieving a given compliance

rate with the emission standard § without modeling the policy process through which the level of

3Arguedas (2013) analyzes whether it is socially desirable that fines for exceeding pollution standards depend
on the firm’s level of investment in environmentally friendly technologies. Unlike this paper, she considers a static
partial equilibrium framework and focuses on the effects of fines instead of an auditing. Coria and Villegas (2014)
analyze the advisability of targeted enforcement of emissions taxes in a static setting. They show that the regulator
can reduce aggregate emissions by engaging in a regulatory deal where a reduced monitoring probability is granted

in “exchange” for adoption of new technology.



the standard is chosen.*

Let the abatement cost function of an individual firm be denoted ¢(g), which is strictly convex
and decreasing in the level of emissions q. The new technology allows firms to abate emissions
at a lower cost 0c¢(q), where 6 € (0,1) is a parameter that represents the drop in abatement cost
obtained by adopting the new technology. After making the adoption decision, firms decide on
compliance or violation of the standard g. We assume that, after monitoring a firm, the regulator
is able to perfectly determine the firm’s compliance status. If the monitoring reveals that the firm
is non-compliant, it faces a convex penalty ¢(q — ) > 0. For zero violation, the penalty is zero
#(0), yet the marginal penalty is greater than zero, i.e., ¢'(0) > 0.5

Harrington considers two groups of firms: the non-target group (G1), which faces less stringent
enforcement, and the target group (G2), where scrutiny is high. Let m and 7y denote the prob-
abilities that the regulator audits a firm in G and G2, respectively, where these probabilities are
common knowledge among firms and 71 < my. Moreover, firms can move from G; to G2 according
to transition probabilities that depend on the adoption status, current state of the system and

compliance with the emission standard (see Table 1).

Adopters Non-adopters
Comply Violate Comply Violate
¢| o | e o e ey | ey ey
Gl o1 0 1—ay | aa GYA 1 0 1—aya | ana
G | va|1-9a| © 1 Gy | wva | 1=wa| 0 1

Table 1: Transition matrices for adopters and non-adopters

Let G{' (GN4) and G4 (GY4) denote the sub-group of adopters (non-adopters) in G and G,
respectively. Furthermore, let a4(any4) denote the probability of moving an adopter (non-adopter)

to group Gq if caught violating in group Gi, and v4(yny4) denote the probability of moving an

1See also Garvie and Keeler (1994).
5Unlike our setting, Harrington (1988) assumes a linear penalty function, implying that the decision of whether

or not to comply with the emission standard is of the all-or-nothing type. Though such an assumption facilitates
the modeling since it provides a clear cut-off policy where all detected violations are transferred to the group with
the higher monitoring probability, it might lead to unrealistic situations where firms report zero emissions and the

regulator does not monitor them.



adopter (non-adopter) back to group G if discovered complying in G5. We assume that ag < aya
and 74 > vna. In addition, we assume that a4 > v4 and ays4 > Yn4.

Thus, our framework is general enough to encompass Harrington’s state-dependent enforcement
scheme (if ay = aya and y4 = Ynya4, and, hence, our four-group targeting scheme converges to
Harrington’s two-group targeting scheme) and to allow us to analyze the effects of differentiated
probabilities of transition to reward the firms that adopt the technologies (hereinafter denoted
targeted state-dependent enforcement where ay < anya and y4 > ynv4). Finally, the framework
is also general enough to analyze the effects of the allocation of adopters and non-adopters to the
target and non-target groups G; and Go. In particular, we analyze three different initial allocations:
(1) when all firms are initially allocated to G1, (2) when all firms are initially allocated to G2, and
(3) when adopters are initially allocated to G and non-adopters to Gg, hereinafter denoted targeted
initial allocation.

As in Harrington (1988), the monitoring scheme poses a Markov decision problem to both
adopters and non-adopters since they move from one group to the other depending on the compli-
ance behavior in the previous period. For each adoption status, the firm chooses among possible

strategies:

e comply when in G; and G,
e comply only if in Gy,

e comply only if in Ga,

e violate in both groups.

Let the strategy f7%™ describe the firm’s decisions to comply with (0) or violate (1) the regula-
tion, where j and k denote the actions taken by adopters when in groups G and Ga, respectively,
and let [ and m denote the actions taken by non-adopters when in groups G; and G, respectively.

In principle, we should have 16 possible strategies. However, since adopters’ compliance cost is

SNote that firms in our model are homogeneous ex-ante and, hence, should comply with the regulation to the
same extent. To be consistent with this assumption, we analyze the cases where all firms are initially allocated to
G or G2, yet a random initial allocation of firms to G1 or G2 is also feasible. Let us consider a situation where a
fraction x of the firms are initially allocated to G; and the remaining fraction [1 — x] are initially allocated to Ga.

In this case, the results become a linear combination of our results.



lower than non-adopters’ within the same group (G or Gs), it is not reasonable that non-adopters
comply but adopters violate. Moreover, since the expected cost of non-compliance in G2 is higher
both for adopters and non-adopters, it is not reasonable that they comply in Gy but violate in
G5. Thus, six potential strategies remain: 0000, f0010 = 0011 = £1010 = 1011 "5 q 111 Note that
the first three strategies imply full compliance by adopters (and varying levels of compliance by
non-adopters) and the last three strategies imply partial or full non-compliance by adopters and
non-adopters.

Let Ei‘klm(l) and Eﬁi‘m(l) denote the present value of adopters’ and non-adopters’ expected
cost of strategy f7¥ when initially allocated to G1. By analogy, let Ei‘klm(Q) and E{\ﬁm@) denote
the present value of adopters’ and non-adopters’ expected cost of strategy f7%™ when initially
allocated to group Go. As in Harrington (1988), by the stationary property, the expected present
value must be the cost in this period plus the expected present value discounted one period. For
instance, let us compute the present values of f1919 for adopters when initially allocated to Gy
and G2, respectively. In a single play of this game, if the regulator announces beforehand that the
inspection probability for an adopter is m; (V i = 1,2), the adopters’ cost minimization problem

corresponds to”:

Ming, [0c(qa) + mip(ga — )] s:t. g4 < 7.

The optimization problem can be represented by the Lagrangian L = 0c(qa) + mid(qa — ) +
w [§ — qa], where w > 0 is the Lagrange multiplier. The FOC defining the optimal level of emissions

is given by:

0c(qa) +mi¢ lqa — 7 —w = 0. (1)

Under compliance, g4 = q. Hence, the expected cost of the regulation is equal to 6c(q).
Under non-compliance (NC), adopters select an emission level ¢ € > G such that —0c (¢ G =
fietod [qg ¢ _ ﬁ]. It holds that qg € decreases with the monitoring probability 7;, and the expected
cost of the regulation is equal to Gc(qgc) + 7ri¢(qgc(7r7;) —q). Let 0 < 8 < 1 be the discount

factor. Since under the strategy 1919 adopters violate the standard if in G and comply if in Go,

“For non-adopters, 0 = 1.



the expected costs when initially allocated to G; and Gg are, respectively:

EYO) = [0l m)) + mioa¥Cm) )] + B [maal (@) + [ - maa] BYP()],2)
EX°Q2) = [0e@) + B [raraEX0(1) + [1 — mova] EX(2)] . ®)

The second term in parentheses in equation (2) represents the expected present value discounted
one period. It is composed of the expected cost of being caught in violation in G; and sent to Go
with probability mja4 plus the expected cost of remaining in G with probability [1 — miaa]. By
analogy, the second term in parentheses in equation (3) represents the discounted expected present
value of being found in compliance in G2 and sent to G; with probability moy4 plus the expected
cost of remaining in G with probability [1 — maya4] .

Solving equations (2) and (3) simultaneously yields:

Oc(g)(m)) + md(g) O (m) —q) | Bmaa [0c(@) — [Oc(q“ (1)) + m(gd(m) — D)]]

1010

BamQ) =5 - B[ 5+ Bman+ Brara] ’
E00() — fc(@  Braya [fc(@) — [0c(g) (m)) + mig(a} (m) —)]]

A T 1-8 [1—B][1— B+ Briaa + Brayal '

Table 2 presents solutions to the sets of simultaneous equations giving the present values of
each feasible strategy f/%™. Note that the expected cost for those cases where firms are moved
from one group to the other comprises two terms. The first term represents the expected cost if
the firm remains in the initial group forever. The second term is an adjustment factor that reflects
the likelihood of the firm being moved to the other group. This adjustment factor is positive if the
expected cost is greater in the other group and negative otherwise.?

Note also that regardless of the initial allocation, the transition probabilities (any 4, vnva) affect
only non-adopters’ expected costs. By analogy, the transition probabilities (a4,v4) affect only
adopters’ expected costs. Moreover, as in Harrington (1988), an increased probability as(ana) of
transiting an adopter (non-adopter) to group Gs if caught violating in group G increases adopters’
(non-adopters’) expected costs, while the reverse holds for the probability v4(yn4) of moving an

adopter (non-adopter) back to group G if discovered complying in Gs.

8This is consistent with Friesen (2003).



Adopters

Initially in G,
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1-5 [1-B][1-p+Bmiaa+Bmaya]

11
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Non-adopters
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00 | £2
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c(gN§ (2))+m20(aN S (72)—7)

Table 2: Expected costs for adopters and non-adopters under different strategies

Finally, as in Harrington (1988), there are critical probabilities 71 and o that define which
strategy is optimal for the firms. In our case, let T (7¥4) and 74 (7)4) denote the critical
probabilities m; and o that make adopters (non-adopters) indifferent between compliance and

violation when in Gy and Gs, respectively. 7' and ﬁ‘é‘ are independent of the initial allocation of

=NA

adopters and non-adopters to G; and G2 and are implicitly defined by the equations:

where I' =

B4 7a[0]c@ —c(a}  (r1)] —m1 d(g} © (m1) —7)]

0 [c(@) — c(aX“ (71)] T o(qr (@) ),

0 [e(@) — c(@“(m)] T = 7(¢)(75) ),

[1-B+Bm1aa+B74 7]

. In the case of imperfect compliance, m < ﬁf,



and hence I' > 0. Thus, f‘; is implicitly defined by equation (5), and is a non-linear function of
m, g, and v4. As shown in Appendix A, it holds that fé" increases when 7 or a4 increases, and
decreases when 4 increases. Vis-a-vis Harrington’s enforcement scheme, targeted state-dependent
enforcement reduces ﬁé“ since g < aya and v4 > yya. From equations (4) and (5), it can also

be seen that the larger the reduction in abatement costs due to the adoption of the new technology

(i.e., the lower the parameter ), the lower the critical probabilities ﬁ‘f‘ and WQA. In other words,

the more efficient the new technology is, the higher the incentives for adopters to comply.

Similar equations define the probabilities 734 and 754 for = 1 and emission levels gNg (TN 4)

and ¢ Ng (Wév A) Because, for the same monitoring probability, the expected costs of compliance are

lower for adopters, the minimum monitoring probability necessary to ensure compliance is lower

for adopters than for non-adopters, ﬁf‘ <74 and 7 7r <A,

Given these critical probabilities, the optimal strategy f can be characterized as:

fOOO0 if T > 7r A and m > 7TNA

o0 f 1y € [ﬁl 7ﬁ]1VA] and g > THA,

[ if my € [7, 74 and m € [7, 74,

flOlO NA

1f71'1<71'1 and mp > Ty

FON iy < ﬁl and my € [WQ ,ﬁév‘ﬂ

I < 7 and mo < 7.
3 The Adoption Rate

We assume that buying and installing the new technology implies a fixed cost that differs among
firms.? Let k; denote the fixed cost of adoption for firm 7, and assume that k; is uniformly distributed
on the interval (k, k). Note that the differences E]klm( 1)— E]klm(l) and Ejklm(Q)fEf;‘klm(Q) indicate
how expected costs would change with the use of new technologies when firms are initially allocated

to G1 and Gy, respectively, and the difference E- klm(Z) FE’, klm( 1) indicates how expected costs

9The assumption that adoption costs differ among firms is not new in the literature analyzing the effects of
choice of policy instruments on the rate of adoption of new technologies; see, e.g., Requate and Unold (2001). On
the other hand, Stoneman and Ireland (1983) point out that, although most theoretical and empirical literature on
technological adoption focuses on the demand side alone, supply-side forces might be very important in explaining
patterns of adoption in practice. Thus, e.g., costs of acquiring new technology might vary among firms due to firm

characteristics, e.g., location and output, or competition among suppliers of capital goods.
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would change under a targeted allocation based on adoption status. Any firm whose saving in
total expected cost offsets its adoption cost will adopt the new technology. For a given strategy
f7%m and initial allocation of non-adopters and adopters to groups y and @, respectively, where
y,x =1,2, and y > z, the rate of firms X € [0, 1] adopting the more efficient abatement technology
is defined by:

. k - , ,
Ny | ) = /k F(hi)dk = F(k) = o [BEE @) - B (@)] =, (6)
where the RHS of equation (6) follows from the definition of the uniform cumulative distribution
of ki, v = ﬁand ¢ = ¥k. For simplicity, we assume hereinafter that ¢ ~ 0. Thus, the adoption

rate is a function of the shift in abatement costs 6, the emission standard g, the initial allocation
of adopters and non-adopters to G or Ga, the monitoring probabilities (71, 72), and the transition
probabilities (a4, an4) and (y4,v7v4). In addition, A is inversely related to the length of the
investment cost interval (k — k). 19

In what follows, we analyze the impact of the targeted state-dependent enforcement strategy
on the rate of adoption through comparative statics with respect to the transition probabilities
aq,ana, YA, and Yva (see Appendix B for detailed comparative statics of adopters’ and non-

adopters’ expected costs under different strategies with regard to the transition probabilities).

Proposition 1 A targeted state-dependent enforcement scheme spurs the rate of adoption of the

environmentally friendly technology.

Recall that M¥™(y | ) = o [E%cém(y) - Eﬁklm(x) Vy,x = 1,2, and y > z, and that the
transition probabilities a4 and Yy (a4 and v4) affect only non-adopters’ (adopters’) expected

costs. Hence,

oNMmy @) OER®)
6(11\7,4 aaNA -7
ONHMm(y | z) OELY" ()
= 9 <0.
0vYNA dana

Furthermore,

°The more heterogeneous the firms are in terms of the investment cost, the larger the interval (k — k) and the

lower the rate of adoption.
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3)\jklm(y | 1,) aE%cém(m)

= — <

dag ¥ Oayg <0,
jklm jkim

Ny ) OB @)
Ova 0va

Thus, targeted state-dependent enforcement where an4 > a4 and yy4 < 74 induces a larger rate
of adoption than does Harrington’s scheme based only on past compliance.

As shown in Appendix B, marginal variations in (ana4, Yv4) have a larger effect on the rate
of adoption than do marginal variations in (a4, v4) in almost all cases. Moreover, the marginal
effects of (a4, an4) on the rate of adoption are larger when firms are initially allocated to G1. The
reverse holds for (y4,7n4): their marginal effects on the rate of adoption are larger when firms are
initially allocated to Gs.

As mentioned above, since enforcement is more stringent in Gg, it holds that Eiklm(Z) >
Eiklm(l) and Ef\f{lqm(Z) > E%ﬁ"(l), where equality holds only in the case where adopters/non-
adopters fully comply with the regulation. Therefore, we can derive the following proposition

regarding the effects of a targeted initial allocation on the rate of adoption.

Proposition 2 The rate of adoption of the environmentally friendy technology under a targeted
state dependent enforcement scheme is larger if the regulator also targets the initial allocation of

firms based on adoption status.

Given equation (6), the difference in the adoption rate between targeted initial allocation and

the allocation where all firms are initially sent to G1 corresponds to:

WA (3 | 1) - (2] 2) = [B(2) — B > 0

This difference is equal to zero under full compliance by adopters, and positive otherwise.
By analogy, the difference in adoption rate between targeted initial allocation and the allocation

where all firms are initially sent to G2 corresponds to:

R | 1) = N (1| 1) = [B2) - B ()] 2 0.

This difference is equal to zero under full compliance by non-adopters, and positive otherwise.

12



Hence, compared with the allocations where all firms are sent to G or Go, targeted initial
allocation leads to a higher rate of adoption. Thus, our results suggest that to speed up the pace of
adoption of environmentally friendly technologies, the regulator should exert a stronger monitoring
pressure on non-adopters. This result goes against previous studies of targeted enforcement policy in
a static setting that suggest exerting a stronger monitoring pressure on firms with lower abatement
costs since their pollution levels are more responsive to the enforcement parameters than those
of firms with higher abatement costs (e.g., Garvie and Keeler (1994) Macho-Stadler and Pérez-
Castrillo (2006)). Since the rate of adoption is exogenous in their analysis , they do not consider that
biasing the monitoring scheme against firms with lower abatement costs reduces the potential gains
from investing in new technologies, and thus, discourages adoption. A similar argument applies in
the case of industrial turnover. Stringent regulations that only apply to newer or cleaner firms might
slow down the turnover of pollution sources, drive up the cost of environmental protection, and
increase pollution levels because they provide existing sources with perverse incentives to continue

operating while “taxing” newer and cleaner entrants. See, e.g., Maloney and Brady (1988).

4 Individual and Aggregate Expected Emissions

Let qA‘ZC i y) and f]\J]‘\’;Z" (y) denote the expected emissions by adopters and non-adopters under strat-
egy f7¥™ when initially allocated to group y = 1,2. Table 3 presents the summary of expected

emissions by adopters and non-adopters under different strategies.
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Adopters

f Initially in G Initially in Go
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Non-adopters
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11 qNG (1) + BrianaqN§ (r2) qNG (m2)

1-B+Bmana " 1=P][1—B+Briana] 1-8

Table 3: Expected emissions by adopters and non-adopters

As expected, comparing the columns of Table 3 shows that (except for the case of full compli-
ance) expected emissions by adopters and non-adopters are larger if firms are initially allocated
to G. Furthermore, if oy = ay4 and v4 = yna, expected emissions are higher for non-adopters
than adopters in all cases, i.e., qAxZ" (y) > Z]\X'lm (y) V jklm and y = 1, 2.

For a given strategy and initial allocation of non-adopters and adopters to groups y and =z,

respectively, aggregate expected emissions can be represented as:

Qly | 2) = Ay | 2)@a(@) + [1 = Ay | )] Gvaly). (7)

By varying the transition probabilities (a4, ana,v4,Yn4), we have two types of effects on
aggregate emissions: a direct effect on adopters’ or non-adopters’ emissions, and an indirect effect
on the rate of adoption. As shown in detail in Appendix C, increased probabilities (a4, oy 4) have
the positive effect of reducing emissions by adopters and non-adopters, respectively. In contrast,
increased probabilities (y4,vn4) have a negative effect, leading to increased emissions. Therefore,
targeted state-dependent enforcement has the positive effect of reducing emissions by means of
enhancing the rate of adoption (and thus changing the composition of firms towards a larger
fraction of cleaner firms). Furthermore, it has the positive (direct) effect of reducing non-adopters’
emissions. Nevertheless, in some cases, this might come at the expense of increased emissions by

adopters.
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Proposition 3 A targeted state-dependent enforcement scheme based on firms’ past compliance

and adoption of environmentally superior technologies can reduce aggregate emissions.

Let us for a moment disregard the effects of the initial allocation of firms to G or G2. Let the
superscripts 7' and H denote the outcomes of targeted state-dependent enforcement and Harring-
ton’s enforcement, respectively. Given equation (7), the difference in expected emissions between

the two enforcement schemes corresponds to:

Q= Q" =[N =M [ —aNa] + [1 = \T] [Gha — Gha) + AT (a4 — @] (8)

Note that the first term in brackets on the RHS of equation (8) is negative and corresponds

to the effect of targeted state-dependent enforcement increasing the rate of adoption (vis-a-vis

Harrington’s enforcement), and thus reducing expected aggregate emissions as adopters emit less

than non-adopters. The second term is also negative and corresponds to the reduced emissions by

non-adopters, which are monitored more stringently under targeted state-dependent enforcement

and hence emit less. Finally, the third term is positive and corresponds to the increased emissions

by adopters, which are monitored less stringently under targeted state-dependent enforcement and
hence emit more.

Regardless of the initial allocation, qA£ = (ﬁ{ under the strategies 0090, f0010 and 901 implying

that equation (8) simplifies to:

QT = Q" = [\" =M [ —qla] + [1 = N [Gha — ana) <O
This difference is equal to zero under f%%°° and negative under f%019 and 9011, Hence, aggregate
emissions under targeted state-dependent enforcement are lower than or equal to those under
Harrington’s enforcement. The comparison is less clear for the strategies £1010, f1011 and f111, In
what follows, let us consider how targeted state-dependent enforcement affects adopters’ emissions
and non-adopters’ emissions (that is, the second and third term of equation (8); see Appendix C

for detailed comparative statics) under these three strategies.

e f1010 We have that the marginal effects of the probabilities ax 4 and Yy 4 are larger than
the marginal effects of the probabilities avy and 4. Hence, vis-a-vis Harrington’s enforce-

ment, targeted state-dependent enforcement increases adopters’ and reduces non-adopters’
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emissions. The overall effect is a net reduction in emissions as the reduction in non-adopters’

emissions is larger than the increase in adopters’ emissions, regardless of the initial allocation.

FIOIL - Targeted state-dependent enforcement increases adopters’ emissions. In contrast, it

has no effect on non-adopters’ emissions if they are initially allocated to G2 and reduces non-
adopters’ emissions if they are initially allocated to G1. The overall effect is a net increase in
emissions as the increase in adopters’ emissions is larger than (any) reduction in non-adopters’

emissions, regardless of the initial allocation.

FIML Targeted state-dependent enforcement has no effect on adoption or on adopters’ and

non-adopters’ emissions when firms are initially allocated to G3. Hence, @T — @H = 0 in such
case. If firms are initially allocated to Gy, it increases adopters’ and reduces non-adopters’
emissions. The overall effect is a net reduction of emissions as the reduction of non-adopters’

emissions is larger than the increase in adopters’s emissions.

Thus, we can say that, vis-a-vis Harrington’s enforcement, targeted state-dependent enforce-
ment has no effect on emissions under full compliance by adopters and non-adopters, while it
unambiguously reduces emissions under the strategies f0010. 0011 and f1010  If all firms are
initially allocated to G, it also reduces emissions under f''. Finally, whether or not targeted
state-dependent enforcement leads to lowered emissions under f1°'! depends on the relative magni-
tude of the direct and indirect effects. Even if adopters’ emissions might be larger than those under
Harrington’s enforcement, adopters emit less than non-adopters. Hence, aggregate emissions under
targeted state-dependent enforcement can still be lower than under Harrington’s enforcement due
to the larger rate of adoption.

When it comes to the expected aggregate violations, note that, if firms were to always comply
with the regulation, their expected emissions would be equal to %. Thus, for a given strategy
and initial allocation of non-adopters and adopters to groups y and z, respectively, the expected

aggregate violations V can be represented as:

Vo) =0 e) - .

Hence, it is clear that, if targeted state-dependent enforcement reduces expected aggregate

emissions, it also reduces expected aggregate violations.
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Let us now analyze the effects of a targeted initial allocation on aggregate emissions.

Proposition 4 Expected aggregate emissions under targeted initial allocation are lower than the
expected aggregate emissions under an allocation that initially sends all firms to G1. If the increase
in adoption rate due to targeted initial allocation is sufficiently large, the expected aggregate emis-
sitons under targeted initial allocation are also lower than the expected aggregate emissions under

an allocation that initially sends all firms to Ga.

Given equation (7), the difference in expected aggregate emissions between targeted initial

allocation and the allocation where all firms are initially sent to G corresponds to:

Q1) =Q( 1) =2 1) = A1 D]Ga(1) = dna(W)] + [1 = A2 [ D] [Gva(2) —ava(D)]. (9)

Note that the first term in brackets on the RHS of equation (9) is negative and corresponds to
the effect of a targeted initial allocation increasing the rate of adoption, and thus reducing expected
aggregate emissions as adopters emit less than non-adopters. The second term is also negative and
corresponds to the reduced emissions by non-adopters, which are monitored more stringently under
targeted initial allocation and hence emit less. So, compared with the case where both adopters
and non-adopters are allocated to G1, a targeted initial allocation would not only lead to a higher
adoption rate, but also to lower expected aggregate emissions.

The difference in expected aggregate emissions between a targeted initial allocation and the

allocation where all firms are initially sent to G corresponds to:

Q1) -Q212) =2 1) =22 a2 - ava@)] + A2 ) [@a(1) —qa@)].  (10)

As before, the firm term in brackets on the RHS of equation (10) is negative and corresponds to
the effect of targeted initiall allocation increasing the rate of adoption, and thus reducing expected
aggregate emissions as adopters emit less than non-adopters. The second term is positive and
corresponds to the increased emissions by adopters under targeted initial allocation: if adopters
would have been initially allocated to G2, they would have emitted g4(2) instead of ga(1). Since
these two effects have different signs, the final effect of the initial allocation on expected aggregate
emissions depends on their relative magnitude. Let us find the conditions for when Q(2 | 1) — Q(2 |

2) < 0. We have two cases:
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e 74(1) = qa(2), which occurs under full compliance by adopters.

~ ~ Y - qa(1)—q,
e 3a(1) —ga(2) > 0, and (2&)(2\1)(2‘2) = aqu:(%)—qqﬁf%)

That is, if the increase in adoption rate due to a targeted initial allocation A(2 | 1) — A(2 | 2)
is sufficiently large, the expected aggregate emissions can be lower than when adopters and non-

adopters are initially allocated to Ga.

5 Enforcement Costs

As Harrington (1988), we assume that the regulator wishes to minimize the resources devoted
to monitoring and enforcement consistent with achieving a target compliance rate. For a given
cost per visit for the regulatory agency equal to m (that does not differ between adopters and
non-adopters)!!, we compute the expected costs of enforcing compliance among adopters and non-
adopters for each strategy f7%"" and initial allocations to G; and G3. These costs are denoted as

ﬁl{f ™ () and ﬁzg\,kzm(y), respectively. Results are presented in Table 4.

HMillock et al. (2002) and Millock et al. (2012) analyze the incentives provided by different policy instruments
for the adoption of new environmental monitoring technologies. Like in our study, in these studies the choice of
installing a technology separates agents into two categories, yet their focus is on the optimal choice and stringency of
policy instruments while ours is on differentiated monitoring probabilities. Furthermore, unlike our study, in these
studies adoption of technological monitoring devices serves the purpose of transforming non-point sources into point

sources, thus reducing the monitoring cost m.
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Table 4: Expected cost of enforcing adopters and non-adopters

Since by construction we target surveillance resources to non-adopters, it is not surprising to
see that ﬁ@j\]fi{"(y) > ﬁlz;\klm(y). Moreover, since enforcement is more stringent in G, it holds that
~ jkim ~ jkim ~ jkim ~ jklm
mly(2) > m7 (1) and my " (2) > myy,(1).

For a given strategy and initial allocation of non-adopters and adopters to groups y and =z,

respectively, the total expected enforcement cost can be characterized as:

M(y|z) = Ny | 2)Ma(z) +[1 = Ay | 2)] Ayay)] (11)

Like in the case of expected aggregate emissions, varying the transition probabilities creates
two types of effects: a direct effect on enforcement cost, and an indirect effect on the rate of
adoption. As shown in detail in Appendix D, increased probabilities (a4, an4) increase the cost
of enforcing compliance among adopters and non-adopters, respectively. In contrast, increased
probabilities probabilities (v4,vn4) reduce the cost of enforcing compliance of adopters and non-
adopters. Therefore, a targeted state-dependent enforcement has the positive indirect effect of
reducing the total expected enforcement cost by means of enhancing the rate of adoption (and thus
changing the composition of firms towards a larger fraction of firms whose cost of enforcement is
lower). Nevertheless, this comes at the expense of an increased cost of enforcing compliance among

non-adopters.
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Proposition 5 A targeted state-dependent enforcement scheme based on firms’ past compliance
and adoption of environmentally superior technologies can reduce the total expected cost of enforcing

an emission standard.

Let us disregard for the moment the effects of the initial allocation of firms to G or Ga.
Let the supercripts 7' and H denote the outcomes of targeted state-dependent and Harrington’s
enforcement, respectively. Given equation (11) and since under Harrington’s enforcement the cost
of enforcing compliance among adopters and non-adopters is the same, the difference in the total
expected cost of enforcing an emission standard between the two enforcement schemes corresponds

to:

MT — M7 =T ] — ] + [1 = \T] [mka — k4] (12)

The first term in brackets on the RHS of equation (12) is negative and corresponds to the lowered
expected cost of enforcing compliance among adopters who are monitored less stringently under
targeted state-dependent enforcement. The second term is positive and corresponds to the increased
expected of enforcing compliance among non-adopters who are monitored more stringently under
targeted state-dependent enforcement. Since these two effects have different signs, the sign of
the difference in (12) depends on their relative magnitude. Let us find the conditions for when
MT — MH < 0. We have:

AT il —

>
_\T = =T ~H *
11— My — Mg

(13)

That is, if the adoption rate induced by targeted state-dependent enforcement is sufficiently large,
this enforcement scheme can reduce the total expected cost of enforcing an emission standard vis-
a-vis Harrington’s enforcement. How large must the adoption rate be to induce a reduced expected
cost of enforcing the standard? The answer depends on how targeted state dependent enforcement
affects adopters’ and non-adopters’ enforcement cost. Let us analyze the effects of targeted state
dependent enforcement under each feasible strategy when all firms are initially allocated to G
by means of comparative statics with respect to the transition probabilities (see Appendix D for

detailed comparative statics).
o f000 We have that m’ = mi = Mm%, = M, and hence, MT _MH =0 regardless of AT
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° fOOlO fOOll‘

and Targeted state dependent enforcement has no effect on the cost of en-
forcing compliance among adopters and increases the cost of enforcing compliance among

non-adopters, and hence MT —MH >0 regardless of AT

° f10107 flOll fllll_

and Targeted state dependent enforcement reduces the cost of enforc-
ing compliance among adopters and increases the cost of enforcing compliance among non-
adopters. If condition (13) holds, the overall effect is however a net reduction in the cost of

enforcement as the reduction in the enforcement cost for adopters is larger than the increase

in the enforcement cost for non-adopters.
Let us assume now that all firms are initially allocated to Go

o f0000  £0010 = ¢0011 5 £1010  Targeted state dependent enforcement reduces the cost of
enforcing compliance among adopters and increases the cost of enforcing compliance among
non-adopters. If condition (13) holds, the overall effect is however a net reduction in the
cost of enforcement as the reduction in the enforcement cost for adopters is larger than the

increase in the enforcement cost for non-adopters.

o f1011 Targeted state dependent enforcement reduces the cost of enforcing compliance among
adopters and has no effect on the cost of enforcing compliance among non-adopters, and

hence MT — MH < 0 regardless of AT.
o ML We have that m] = mf] = m%, = mi, and hence, MT — MH = 0 regardless of A7

Thus, we can say that targeted state-dependent enforcement leads to a reduced cost of enforce-
ment under f19M if all firms are initially allocated to Go. Provided condition (13) holds, it has

7f10107 flOll and

no effect or the positive effect of reducing the cost of enforcement under f0000
FY1L Finally, whether or not targeted state-dependent enforcement leads to lowered enforcement
costs under f9010 and 9911 depends on the initial allocation. In particular, the expected cost of
enforcement is not lower than Harrington’s when all firms are initially allocated to Gj.

In sum, even if the cost of enforcing compliance among non-adopters might be larger under
targeted state-dependent enforcement than under Harrington’s enforcement, the fact that targeted
state-dependent enforcement changes the composition of firms towards a larger fraction of firms

for which the cost of enforcement is lower implies that its total enforcement cost can be still lower

if the adoption rate is sufficiently large.
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Proposition 6 The expected enforcement costs under targeted initial allocation are lower than the
expected enforcement costs under an allocation that initially sends all firms to Ga. If the increase
in adoption rate due to targeted initial allocation is sufficiently large, the expected enforcement
costs under targeted initial allocation are also lower than the expected enforcement costs under an

allocation that initially sends all firms to G.

Given equation (11), the difference in expected enforcement costs between targeted initial allo-

cation and the allocation where all firms are initially sent to G corresponds to:

M(2]1) = M(1]1) = [M2[1) = A1 | D] [fa() — mya(D)] + 1= M2 | D] [fva(2) — mya(1)].
(14)

The first term in brackets on the RHS of equation (14) is negative and corresponds to the effect
of targeted initial allocation increasing the rate of adoption, and thus reducing the expected cost of
enforcement as adopters demand less surveillance resources than non-adopters. The second term
is positive and corresponds to the increased expected of enforcing compliance among non-adopters
who are monitored more stringently under targeted initial allocation. Since these two effects have
different signs, the final effect of the initial allocation on the expected enforcement cost depends
on their relative magnitude. Let us find the conditions for when M 211 - M (1]1) <0. We have

two cases:

o M(2]1)— M(1]1) =0 when fig(1) = fina(1), and A(2] 1) = 1.

o M(2|1) = M(1|1) <0 when fiva(1) — M a(1) < 0, and GG > Txal)all)

That is, if the increase in adoption rate A(2 | 1) — A(1 | 1) due to targeted initial allocation
is sufficiently large, the total enforcement cost can be lower than when both adopters and non-
adopters are initially allocated to Gj.

The difference in the expected enforcement cost between targeted initial allocation and the

allocation where all firms are initially sent to G corresponds to:

M(2[1)-M212) =2 |1) = A2 2)] [Ma(2) — Mnva@)] + A2 | 1) [a(1l) — ma(2)].  (15)
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As before, the first term in brackets on the RHS of equation (15) corresponds to the effect of
targeted initial allocation increasing the rate of adoption, and thus reducing the expected cost of
enforcement as adopters demand less surveillance resources than non-adopters. The second term
corresponds to the reduction in the cost of monitoring adopters; under targeted initial allocation,
adopters cause an expected enforcement cost of m4(1) instead of m4(2). Hence, compared with
when both adopters and non-adopters are allocated to Ga, targeted initial allocation would not

only lead to a higher adoption rate but also to a lower expected enforcement cost.

6 Numerical Simulations

In this section, we present a numerical example of the effects of the targeted state-dependent
enforcement on the adoption rate, aggregated emissions and total enforcement cost. In line with
the assumptions of the model, let the abatement cost function be given by ¢(q) = ¢o — c1q + %zq2,
where ¢/(¢) = cag — 1 < 0, and ¢’(¢) = ¢2 > 0. The penalty function is given by ¢(¢ — q) =
01(q —7) + 2950 where ¢/(g — ) = @1 + w2(g — ) > 0, and ¢(q — G) = w2 > 0. Then, given
a monitoring probability 7; V i = 1,2, the emission levels ¢}/ (m;) and ¢}§ (7;) in a single play of

this game are given by:!2

0 [Cl — Cgﬂ — T;P1

NC -
) = +
aa” (m) 1 mipa + Oca
NC _ . er — o) — mipn
T = + -
QNA( z) T2 + C2

Let ¢ = 50, ¢4 = 10, and ¢ = 1. Moreover, let § = 0.65, which implies that technology
adoption allows for a 35% reduction in the abatement cost. The total number of firms is set at
n = 100. The cost of adopting the new technology is assumed to be uniformly distributed in the
interval [20, 100]. The emission standard is set at § = 5. The coefficients for the penalty functions
are set at ¢1 = 20 and @ = 1 and the discount factor is set at § = 0.95. Finally, the unitary
inspection cost m is equal to 1. Regarding the stringency of the enforcement scheme, we assume
that 73 = 0.15 and 79 = 0.5. Moreover, under a two-group enforcement scheme, ay = aya = 0.5,
and v4 = yva = 0.25. Under a targeted state-dependent enforcement, a4 = 0.4, axya = 0.6,

v4 = 0.35, and yy4 = 0.15.

12See equation (1).

23



Table 5 presents the adoption rate, expected aggregate emissions, and expected total enforce-
ment cost under targeted state-dependent enforcement and Harrington’s two-group enforcement
scheme for each feasible strategy when all firms are initially allocated to G; and G3. Table 6
compares the outcomes of both enforcement schemes under targeted initial allocation where non-

adopters are initially allocated to G2 and adopters to Gj.

Two Groups Four Groups
f | Initial Allocation | A Q M A Q M
0000 (1]1) 0.844 | 10000 | 300.00 | 0.844 | 10000 | 300.00
(212 0.844 | 10000 | 507.41 | 0.844 | 10000 | 469.56
0010 (1]1) 0.538 | 11130 | 396.00 | 0.589 | 10839 | 419.04
(21]2) 0.629 | 10639 | 571.72 | 0.694 | 10367 | 552.73
0011 (1]1) 0.664 | 10481 | 438.02 | 0.683 | 10406 | 439.88
(212 0.844 | 10000 | 584.38 | 0.844 | 10000 | 545.94
1010 (1]1) 0.545 | 11352 | 507.81 | 0.596 | 11118 | 503.91
(212 0.633 | 10827 | 653.65 | 0.700 | 10626 | 629.53
1011 (111 0.671 | 10766 | 574.71 | 0.691 | 10738 | 537.37
(212 0.849 | 10262 | 706.09 | 0.850 | 10323 | 638.12
1111 (1]1) 0.668 | 10648 | 711.34 | 0.688 | 10602 | 694.37
(212 0.844 | 10000 | 1000 | 0.844 | 10000 | 1000

Table 5: Targeted state-dependent enforcement vs. a two-group targeting scheme

As expected, when adopters and non-adopters fully comply with the regulation, there are no
differences in adoption rate or expected aggregate emissions between targeted state-dependent
enforcement and a two-group enforcement scheme, regardless of the initial allocation. Neverthe-
less, when firms are initially allocated to Ga, the cost of enforcement is lower for the targeted
state-dependent enforcement. For the remaining feasible strategies, targeted state-dependent en-
forcement induces a higher rate of adoption, lower emissions, lower total enforcement cost, or a

combination of these changes.
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Two-Groups Four-Groups
f | Initial Allocation | A Q M A Q M
0000 (2]1) 0.844 | 10000 | 332.41 | 0.844 | 10000 | 333.00
0010 (2]1) 0.629 | 10639 | 431.34 | 0.694 | 10367 | 440.42
0011 (2]1) 0.844 | 10000 | 409.38 | 0.844 | 10000 | 409.38
1010 (211) 0.635 | 10907 | 560.97 | 0.702 | 10705 | 539.33
1011 21]1) 0.851 | 10374 | 581.34 | 0.851 | 10421 | 528.30
1111 (211) 0.848 | 10219 | 755.28 | 0.848 | 10248 | 722.51

Table 6: Initial targeted allocation under a targeted state-dependent enforcement vs. a two-group targeting scheme

Table 6 (compared with Table 5) shows that, as expected, targeted initial allocation generates
less emissions than an allocation that sends all firms to G;. If all firms are initially sent to G,
the comparison is less clear, but we can say that aggregate emissions are higher under targeted
initial allocation under most feasible strategies. Finally, when it comes to total enforcement costs,
as expected, targeted initial allocation generates a lower total cost of enforcement than does an
allocation that sends all firms to Ga. If all firms are initially sent to Gp, the comparison is less
clear, but we can say that total enforcement costs are higher under targeted initial allocation under
most feasible strategies.

Given our choice of parameters, the critical probabilities that define the optimal strategy are
equal to (7, 74) = (0.163,0.290) and (74, 754) = (0.250,0.481). Hence, the optimal strat-
egy corresponds to f1919. Thus, with regard to a two-group enforcement scheme, targeted state-
dependent enforcement induces a higher rate of adoption, lower emissions and lower total enforce-
ment cost under all allocations of adopters and non-adopters to the target and non-target groups

G1 and GQ.

7 Conclusions

A significant fraction of the literature on environmental regulation has focused on how environmen-
tal policies are and should be enforced. Harrington (1988) shows that a suitable strategy for the
regulator to deal with the budget constraints in the enforcement activity is to target enforcement.

Regulators can define a monitoring schedule for firms according to their past compliance records
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or their potential emissions. If firms face a targeted enforcement strategy where those with higher
potential emissions are monitored more closely, a plausible response may be to adopt a new and
more efficient abatement technology that allows them to reduce potential emissions and thus avoid
more stringent monitoring. Using a four-group targeting scheme (denoted targeted state-dependent
enforcement), we have analyzed the effects of an audit framework where targeting is based not only
on firms’ past compliance record but also on adoption of environmentally superior technologies.

The results suggest that targeted state-dependent enforcement has a deterrent effect and can
help reduce total enforcement costs. Firstly, it changes the composition of firms in the industry
toward an increased fraction of cleaner firms that pollute and violate less. Secondly, it provides
non-adopters with stronger incentives to comply because surveillance resources are targeted more
heavily toward non-adopters. Finally, due to the increased fraction of adopters for which the cost
of enforcement is lower, the total enforcement costs can be reduced.

The fact that the technology adoption rate is influenced by monitoring strategy is good news for
a regulator who wants to achieve a given level of aggregate emissions but has political constraints
on the level of the emission standard to be imposed. Such a regulator may use a differentiated
monitoring strategy to induce technology adoption and thereby reduce aggregate emissions for a
given politically feasible emission standard. Consequently, targeted monitoring strategies should
not be ruled out as a plausible enforcement policy if the interaction between monitoring probabilities

and technology adoption is taken into consideration.
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Appendix A
The critical probability 74 is determined by equation (5), which defines an implicit function
f(ﬁ-?a 1, aAa’YA) = 0[6((1) - C(qfﬁyc(ﬁg‘))] -I- ﬁ'?(p(qgc(ﬁ'f) - q) = 03

where

[0 [c(q) — c(g)© (m)] — me(g)© (1) — )]
[1— B+ Bmrioa + BT5y4]

T = 37574 >0if m < 7

By the implicit function theorem, we have:

org _ of/om
om  Of)ors

Differentiating f(.) with respect to 7 yields:

of _ v _ [1— B+ BriyalBrsvap(ad(m) — @) + BoaBasya [0le(@) — e(gd (m))]] 0
om  om [1— B+ Bmiaa + Brgyal? ’

Differentiating f(.) with respect to my yields:

of _
omy

r

0.
(1B + Brian 1 Brdya)

—p(@m) - -1-8+ 571'106A)7_r,4
2

=A
Hence, gﬂT"’l > 0.

By analogy, we differentiate f(.) with respect to the transition probabilities a4 and ~y4, which

yields:
of _ _or L
BT Qg 1— B+ PBriaa+ Bryya
of  or (1 -8B+ pmaa)l <0
974 974 4l = B+ Bmaa + BRsva)
ard _ 9f/o oms _ 0f/o
Hence, 5o = — 57324 > 0 and 322 = — 50504 < 0.
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Appendix B
Let us compute the derivatives of adopters’ and non-adopters’ expected costs under different

strategies with respect to the probabilities (4, v4) and (ana,ynvA4)-
Effects of (a4,~4)

As shown in Table 2, regardless of the initial allocation, the transition probabilities (a4, v4)
affect only adopters’ expected costs. Since under the strategies f0000 f0010 apnd 0011 adopters

already comply, decreasing a4 or increasing v4 has no effect on emissions, abatement or rate of

(9E0A000( ) 6E00]0(y) 5E(/)‘011 (y) aE%OOO( ) 6E00]0(y) (9E9‘0U (y)

adoption. Thus , —5-— =0, and —j— dva b — 0V

Dap da g

y=172.

. . . . . aElOlO 8E1011
Instead, if the strategies f1910 or f1011 are optimal, the derivatives gaA(y) and gaA(y) are

the same, positive, and given by:

HEL010(1 0c(q) — [0c(¢NC (m)) + 7 NO(m) —
OE, (1) _ pri[1 — B+ Bmayal [0c(@) — [elai®(m)) + Mo~ (m) ~ )] >0,
BN [1—B][1 - B+ Bmiaa + Brayal®
OEY"(2) Brava E101o(1)
daiy 1— B+ pBmayva  Oaa
If 111 is optimal, %t@) = 0. In contrast, % > 0 and corresponds to:

6E114111(1) _5 HQC(Q{IXC(WQ)) + 7r2¢(q1]4yc(ﬂ—2) — q)] [QC(qNA (7‘(1)) + 7r1¢(q1]¥§(7r1) — ﬁ)”
[1—B][1— B+ Bmiaa + Brayal’

= [m
. . aEIOIO 5E1011 . .
The derivatives SM(‘U) and 3m(y> are the same, negative, and given by:

> 0.

O g

EY(1) _ Pmaa  9ERXN(1) -0
Ova 1—B8+pBmya  Oaa ’
OEVOQ2) [l — B+ fmaa] 9EV(2)
= <0
974 Bm1yA Oay

1111
If policy f!M1 is optimal, ET() =0,Vy=1,2.

aE_Aklm (y) <0

In sum, from the analysis above, it is clear that T@) >0 and S

Effects of (ana,vwna)

Note that, regardless of the initial allocation, the transition probabilities (ay 4, vn4) affect non-

adopters’ expected costs. Since under the policy f°°°° non-adopters already comply, increasing oy 4

QERL(y) _ 9ERL () —
danya — Oyna =0vy=12

or decreasing vy 4 has no effect on the rate of adoption. Thus,
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00 0 1010
If the strategy f0010 or f1010is optimal, the derivatives 2ENA W) o, q2ENa (W)

are the same,

positive and given by:

OERI() B [c(@) — [e(aNG (m1)) + mid(gN G (m1) — D)]]
dons By [1 — B+ Braynal LBl 5+ fmiona+ Bramal >0,
8E0010(2) _ /7)71'2’YNA 8E0010( ) _
dana 1— B+ pBmyva Oana '

DB DB g O
Jdana 7 Odana C

f0011 ’f1011 or fllll are the same, and

DEYI(1) BEL (1)
dana ' Odanya

If the strategy is optimal,

equal to zero if the firms are initially allocated to Ga. In contrast, the derivatives

and% are positive and given by:
OERI (1) _ m, [[c(aNG (72)) + m20(qNG (m2) — @)] — [c(a} G (m1)) + m10(aNG (m1) — 7)]] 0
dana [1—B][1— B+ Briana + Braynal? ’

ot IERI(y) IENI(v) : :
The derivatives and are the same, negative, and given by:
0YNa 0YNa

OEN’(1) _ __ Bmana  OERY() _
dYNa 1— B+ Brayna Oana ’

OERI(2) _  1-p+pmana 8E0010(2)
ovwa BriYNA Jdana

oEXY () 9ERA (v)
OyNa ? Oyna

aE 111<y)

By analogy, and are the same, and equal to zero.

In sum, from the analysis above, it is clear that M >0 and LA@) <0.

Marginal Variations in Transition Probabilities

OB (y)
dan A

OBV ()
OVNA

and 5

From the analysis above, it follows that >

aEi‘kZm(y)
0\

V jklm # 1011, implying that, at the margin, variations in (a4, yn4) have a larger effect on the

rate of adoption than do marginal variations in (a4, vy4).

A Ejklm, Ejkhn E]klm E_/klm A A
Moreover, it follows that |2£a__ (1) > O Y @) > 9Fna"(2) implying that
, daa 3] aN A dana |’

the marginal effects of (a4, an4) on the rate of adoption are larger if firms are initially allocated to
EF™ (2) aEg"mu) and BE%“X"(Z) OEF ™ (1)

G1. The reverse holds for (y4,vnv4), where N N TN

>

indicating that their marginal effects on the rate of adoption are larger if firms are initially allocated

to GQ.
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Appendix C

Let us compute the derivatives of adopters’ and non-adopters’ expected emissions with respect to
the probabilities (4,v4) and (ana,yn4). As shown in Table 3, regardless of the initial allocation,
the transition probabilities («a,v4) affect only adopters’ expected emissions. Since under the
strategies f0000 0010 and fOOLL adopters already comply, decreasing ay or increasing v4 has no

effect on emissions, abatement or rate of adoption. In contrast, if the strategies f1910 or f1011 are
dalA()l(]( ) d'\l()ll(y)
da g and da s

optimal, the derivatives are the same V y = 1,2, negative, and given by:

ogi10(1) _ B [1 = B+ Brayal [q_qAC(ﬂ'l)] <0
o [1—B][1— B+ Bmiaa + Brayal’ ’
8/\1010( ) B ﬁﬂz’YA aqlolo( ) “0
dag N 1— 08+ Bmaya Oaa ’
If the strategy f!'!' is optimal, an (2> = 0. In contrast, th is given by:
o (1) _Bm [qY€ (ma) — ¢¥< (m1)] <0
daa [1— B+ Briaal® .
=10 =10
The derivatives Bq%;:(y) andaqgi:(y) are the same V y = 1,2, positive, and given by:
anlelO(l) _ 67T204A a/\lOlO( ) -
04 1— 84 Pmaya  Oay ’
R _ mll- B+ fmaa 030°0)
074 mi [l = B+ Brayal  Oaa '

If the policy f! is optimal, aq" ( ) = =0,vy=1,2

Regarding the transition probablhtles (ana,Yn4), since under £29°0 non-adopters already com-

ply, increasing a4 or decreasing vy 4 has no effect on the rate of adoption. If the strategy f°°1° or

50010 =1010
aq vy, quA ('1) are the same V y = 1,2, positive, and given by:

1010 s optimal, the derivatives

OgXN() _ Bmill— B+ Braynal [T - ana(m)] _
dana [1—=Bl[1—B+Bmana+ 57T27NA]2 7
oW _  bma 0 _
dana 1 =B+ pBmyyna Oana
50011 51011 ’\111]
If the strategy 0011, f10 or f1H1 s optimal, 5‘11\(’1‘1‘\1271), 6%%/1‘\[5‘2") nd %N" iy) are the same V

y = 1,2 and equal to zero if the firms are initially allocated to G2. In contrast, the derivatives
04)011(1) '\1(]11(1) d qll\llz}‘xl(l)

» “Bana Do, are negative and given by:

a(XNA
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ogRA (1) _ Bm [anGi(m) — ayi(m)] _
dana [1— B+ Bmianal®

. . a"{)OlO 8/\1[}10
The derivatives 224 W) and ZxA v)
YN A 0YNA

are the same V y = 1,2, positive, and given by:

/*0010(1) ﬂﬂ'2OZNA 8/0010( )
= - >0,
OvNa 1— B+ Bmeyna Oana
9axi"(2) _ ma[l =B+ Bmanal 9aRA'(1) _
0YNA m [1 = B+ Braynal Oana
270011 71011 71111
By analogy, d%ffy;‘]iy), d%f‘;’;‘w(‘y), A%aW) o6 the same Vv y = 1,2 and equal to zero.

Marginal Variations in Transition Probabilities

From the analysis above, it follows that:

o f0000 \We have that agg(Ay) = d%,;iy) dgzziy) d%’:’ﬂﬁi) =0V y = 1,2. Hence, targeted

state-dependent enforcement has no effect on adopters’ and non-adopters’ emissions.

o f0010  We have that %(Ay) = ag‘;iy) 0V y=1,2. In contrast, qNA(y) <0< Bq}“i) \

y = 1,2. Hence, targeted state-dependent enforcement has no effect on adopters emissions

but reduces non-adopters’ emissions.

e fOOLl " We have that ng(f) = 90 _ o v y = 1,2. In contrast, 2¥al) ~ o — 2Ivall)

Ova dan A ovNA 7
dQNA(Z) _ 9qna(2)

while N A OVNA

= 0. Hence, targeted state-dependent enforcement has no effect on
adopters’ or non-adopters’ emissions if firms are initially allocated to G2. However, it reduces

non-adopters’ emissions if they are initially allocated to Gj.

o 1010 We have that %(j’) <0< agﬁi”) and agg:,(j’) <0< agxi;f/)\/ y = 1,2. Moreover,
‘ 9ana(y) 04 (90)

dan A ’ > ‘

nd ‘ agNA (¥)
YN A

agffiy)’\/ y,x = 1,2 and y > z, implying that the
marginal effects of the probabilities any 4 and vy 4 are larger than the marginal effects of the

probabilities a4 and 4.

o f1O11 We have that 623(:/) <0< aqi‘y( )\/ y = 1,2. In contrast, M < %“;2) =0 and
agng)‘ and BQA ‘ N ‘aQNA@)‘\/ yoo =1,2

and y > x, implying that the the marginal effects of the pI‘Obablhtleb ay and y4 are larger

%ﬁi\y) =0V y=1,2. Moreover,

than the marginal effects of the probabilities ay4 and Yy 4.
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QNA(l) <

o 11 We have that qu( ) < 032(2) =0 and dgﬁ‘/( Y =0V y=1,2. By analogy,
9ana@) _  and anAiJ) =0V y = 1,2. Moreover, a(JN:,(Al) ‘%y , implying that the

Oa g
marginal effect of the probability an4 is larger than the marginal effects of the probability

a4 when firms are initially allocated to G.
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Appendix D
Let us compute the derivatives of adopters’ and non-adopters’ expected enforcement cost with
respect to the probabilities of transition (aa,v4) and (ana,ynva). As shown in Table 4, regard-

less of the initial allocation, the transition probabilities (aq,7v4) affect only the cost of enforcing
AOOOO (y) 3771,%010(31) B'r’ﬁUAm 1 <y)

compliance among adopters. We have that da = ~dar = bai VU= 1,2. Moreover,
. . AOOUO(y) d'\OOlO(y) AOOll(y) Lo
the derivatives a0 oa and —4 are the same V y = 1,2. If adopters are initially

allocated to G, these derivatives are equal to zero. If adopters are initially allocated to G, the

derivatives with respect to 74 are negative and given by:

om9%(2) _ By [mg — 1] <0
074 [1— B+ Brayal®
07711010(3/) (9771}4011@)

If strategy f1010 or f1011

is optimal, the derivatives 5‘01‘ and bog are the same V y =

1,2, positive, and given by

omy'°(1) _ Bmmi [l - B+ Braya][re — m] 50
Do [1=B][L =B+ Bmiaa+ Brayal® ~
omy02) Broya  omY10(1) >0
Oy 1— B+ pBmaya Oag '

97,1010 271011
The derivatives dmgm @ and2PA"® are the same Vv y = 1,2, negative, and given by

om110(1) _ Brociy om%10(1) <0
0va 1—B+pBmya Oaa '
OPYNER) _ Bma 0P
0va 1 - B+ Bmaa  Oay ’

If the strategy f''! is optimal, M = 0. In contrast,

87/7\1,114111(1) - Bmm [71'2 — 7T1]
Jday [1— B+ fmaal’
Moreover, omy ) _ 0,Vy=12.

074
’\0000
Regarding the transition probabilities (ana,vnva), we have that 2 Zron OmMNA W) _ gy y =1,2. More-

57,0000
over, the derivatives 9MNA' W) are the same vy=121If non—adopters are initially allocated to G,
0YNa

they are equal to zero. If non-adopters are initially allocated to Go, they are negative and given
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by:

omR'(2) _  Bmmafry—m] _
YN a [1— B+ Braynal®

~0010 1010
If the strategy f010 or 1910 is optimal, the derivatives aﬂ;g;;y> and &NE:J) are the same V

y = 1,2, positive, and given by:

omyP(1) _ pmmi [l — B+ Braynal[me — m] 50
dana [1—B][1— B+ pBmana+ Braynal®
RN Browa 9%
dana 1 - B+ Bmyyva  Oana '
. R ’\OOIO(y) ,fﬁlOlO(y) . .
The derivatives A and 81:/[ ]’3A are the same V y = 1,2, negative and given by:
omPRM) _ _ Pmana  0mPRM) _
Ovna 1-B+pBmoyva  Oana 7
om¥N@) _  Bmyna  0ARPR) _
OvNa 1—B+pBmana Jdana '

0011 £1011 1111 . amPi'(y) omi' (v) amNA @) y
If the strategy f o f or f is optimal, T T oni, and T are the same

V y = 1,2 and equal to zero if the firms are initially allocated to G2. In contrast, the derivatives

6177,00”(1) 6A10]](1) and ﬁl}\/lj%lllA(l)

are positive, and given by:

Jdana ’ Oana
omVy (1) Bmm [ry — m] 0.
dana [lf,BJeraNAF
’\0011 731011 51111
By analogy, gWA(y), ‘9"5%3;”) and278A W) a6 the same V y = 1,2 and equal to zero.

Marginal Variations in Transition Probabilities

From the analysis above, it follows that:

10000 Omaly) _ Omnaly) _ — oma(l) _ Omna(l) _
o Y. We have that o = dan,  =0Vy=12 Moreover, eyealiaiiy ~rerenli 0,
while %“"/&2) < 67&\’7]\;‘;2) < 0. Hence, targeted state-dependent enforcement has no effect

on the cost of enforcing compliance among adopters and non-adopters if they are initially
allocated to G;. However, it reduces the enforcement cost for adopters and increases the
enforcement cost for non-adopters if firms are initially allocated to Gg. Since the marginal
effect of v4 is larger than the marginal effect of yx 4, the reduction in the enforcement cost

for adopters is larger than the increase in the enforcement cost for non-adopters.
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e f9910 We have that M =0V y = 1,2. Moreover, 373;‘“) = 0, while M < 0. For

non-adopters, % > 0, while amfy“(") < 0V y=1,2. Hence, targeted state-dependent

enforcement has no effect on the cost of enforcing compliance among adopters if they are
initially allocated to G, while it reduces the enforcement cost if they are initially allocated

to G2. For non-adopters, it increases the enforcement cost for all initial allocations.

0011 Omaly) _ _ omal) _ e 2Ma(?)
f . We have that TP = 0V y =1,2. Moreover, T 0, while ﬁ < 0. For
) Omna(2 o)
non-adopters, ”5:;’7;(” 0vVy=12, &NiNAﬁ) 0, while gNiNAfE) > 0. Hence, targeted
state-dependent enforcement has no effect on the cost of enforcing compliance among adopters
if they are initially allocated to G1, while it reduces the enforcement cost if they are initially

allocated to G. For non-adopters, it increases the cost of enforcement if they are initially

allocated to G1.

1910 We have that aﬁ;‘(y) <0< aﬁ”‘f‘y) and dmfy“( Y <0< argg/‘(y)\/ y = 1,2. Moreover,

25400 [05ate)

‘ V y,x = 1,2 and y > =, implying that the

and ‘amA(U)‘ > ‘a"lNA(y
YN A

marginal effects of the probabilities a4 and 4 are larger than the marginal effects of the
probabilities aya and ynya. Hence, the reduction in the enforcement cost for adopters is

larger than the increase in the enforcement cost for non-adopters.

FO . We have that Lgbﬁjw <0< 7373&4/(‘1/) V y = 1,2. In contrast, amNA(l) > aﬁ”\“‘(?) =0,

omna(y) _ _ Oma(y) Omn a(y) amA ﬁmNA(y)
and R el 0V y=1,2. Moreover, ‘ Doy ’ > ‘ T ‘ and ’ ‘ > ’ Frna

y,x = 1,2 and y > x, implying that the marginal effects of the probablhtles as and vy
are larger than the marginal effects of the probabilities ay 4 and vy 4. Hence, the reduction
in the enforcement cost for adopters is larger than the increase in the enforcement cost for
non-adopters.

fML We have that % = d’g%ﬁy) =0Vy=12 %Af) = %}55\2) = 0, while
%Af‘l) > %&(‘1) > 0. Hence, targeted state-dependent enforcement has no effect on the
cost of enforcing compliance among adopters and non-adopters if they are initially allocated
to G2. Instead, it reduces the enforcement cost for adopters and increases it for non-adopters
if firms are initially allocated to G;. Note that the marginal effect of a4 is larger than the
marginal effect of ay4. Hence, the reduction in the enforcement cost for adopters is larger

than the increase in the enforcement cost for non-adopters.
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This paper investigates the benefits of international cooperation under uncertainty
about global warming through a stochastic dynamic game. We analyze the ben-
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is shown that the players’ combined expected payoffs decrease as climate uncer-
tainty becomes larger, whether or not they cooperate. However, the benefits from
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1 Introduction

Climate change is likely to have a wide range of impacts in both developed and de-
veloping countries. In the fifth assessment report by IPCC (Intergovernmental Panel
on Climate Change), the international community has accepted the main mechanisms
relating emissions and atmospheric CO, concentration with the rise in global mean
temperature. With a growing consensus that the global warming is happening and
it is mainly due to anthropogenic emissions of greenhouse gases (GHGs), the inter-
national community has agreed on the need for joint action to limit GHG emissions
(IPCC 2007). However, current international cooperation has not been effective (Finus
and Pintassilgo, 2013). One important problem is free-riding, given that climate stabil-
ity is a global public good (see, e.g., Hoel 1993 and Wirl 1996). Unless there is binding
international law which forces countries to participate in an agreement to reduce GHG
emissions, each country can choose to stay outside the agreement and enjoy (almost)
the same benefits of reduced GHGs emissions as if it participated in the agreement,
while it doesn’t bear any of the costs of reducing emissions (Hoel 1993).

In addition to the free-riding problem, it has been argued that the huge uncertain-
ties surrounding climate change can be one of the reasons for the lack of cooperation
(see, e.g., Kolstad 2007, Barrett and Dannenberg 2012, and Finus and Pintassilgo 2013).
Due to these uncertainties, it is almost impossible to know the exact effects of one more
unit of GHG emissions today on global temperature, and thus damage, in the future.
This could make individual countries hesitant about investing in emission abatement
and cooperating with other countries. For instance, uncertainty was one of the argu-
ments used by former US President George W. Bush for his decision to pull the US
out of the Kyoto Protocol. As quoted by Kolstad (2007), President Bush wrote in a
letter to senators: “I oppose the Kyoto Protocol ... we must be very careful not to take
actions that could harm consumers. This is especially true given the incomplete state
of scientific knowledge.” (see also Finus and Pintassilgo 2013).

If climate uncertainty could reshape the abatement strategies of individual coun-
tries, this may also have an effect on their expected welfare. However, these effects
might be different depending on whether they cooperate with each other. This implies
that uncertainty could have an impact on the potential welfare gains from coopera-

tion for individual countries, thereby affecting the incentives for cooperation among



countries. Therefore, it is important to investigate whether this would be true in a nor-
mative perspective and to see precisely in what way, dealing with uncertainty could
reshape climate policies and change the incentives for international cooperation on
climate change. In this paper, we extend the deterministic dynamic game for inter-
national pollution control in Dockner and Long (1993) to study the welfare gain from
international cooperation under climate uncertainty. We analytically compare the co-
operative and non-cooperative solutions of the game with the aim of answering the
following questions. How does uncertainty about global warming affect the net wel-
fare of individual countries in the respective non-cooperative and cooperative cases?
How does climate uncertainty affect the benefits (welfare gains) from international
cooperation (and thus the side payments among countries)? By focusing on players’
payoffs under uncertainty, we show that the expected payoffs of players decrease as
climate uncertainty becomes greater, whether or not they cooperate. However, the
expected welfare gain from international cooperation is larger with greater climate
uncertainty, implying that it is more important to cooperate when facing greater un-
certainty. At the same time, however, more transfers will be needed to ensure stable
cooperation among asymmetric players.

There are numerous studies on climate uncertainty and its effect on climate policy
design. Some authors investigated the optimal timing to slow global warming under
uncertainties (see, for instance, Conrad 1997, Pindyck 2000 and 2002, and Bahn et al.
2008), the value of learning for climate change uncertainties (e.g., Peck and Teisberg
1993, Kolstad 1996, and Kelly and Kolstad 1999), the optimal choice of policy instru-
ments to mitigate climate change in the presence of uncertainty (e.g., Pizer 1999 and
2002, and Hoel and Karp 2001 and 2002), and the strategic interactions between pro-
ducers of fossil fuels and a taxing government concerned about consumers’ welfare
under climate uncertainty (e.g., Wirl 2007). Moreover, literature on the effect of uncer-
tainty (and learning) on international cooperation has emerged recently (for instance,
Kolstad 2007, Kolstad and Ulph 2008 and 2011, Barrett and Dannenberg 2012, Karp
2012, and Finus and Pintassilgo 2013). Notably, Harstad (2011) investigates the harm-
ful (short-term) climate agreements and optimal (long-term) agreement with taking
into account uncertainty. Brchet et al. (2012) numerically examines the benefits of
international climate cooperation under uncertainty through a stochastic integrated
assessment model, finding that uncertainty generates additional benefit from cooper-



ation, namely risk reduction.

The closest papers to ours are those by Xepapadeas (1998, 2012) and Wirl (2008).
Like us, they analyze non-cooperative vs. cooperative solutions. Their focus, how-
ever, is different. Xepapadeas (1998) studies optimal policy adoption rules of emission
abatement for cooperative and non-cooperative solutions under uncertainty about
global warming damages, while Wirl (2008) investigates how uncertainty affects pol-
lution control strategies in cooperative and non-cooperative solutions. Finally, Xepa-
padeas (2012) focuses on the cost of ambiguity and robustness in international pollu-
tion control when the regulator has concerns regarding possible misspecification of the
natural system that is used to model pollution dynamics. Moreover, by limiting their
analysis to players who are symmetric in terms of benefits and damages, these studies
may ignore heterogeneity among players in terms of optimal emission strategies and
total payoffs. We analyze the results for both the case of symmetric players and the
case of asymmetric players, where side payments are needed to ensure stability of the
cooperation.

The paper is organized as follows. Section 2 presents the stochastic dynamic
game. Section 3 presents the non-cooperative and cooperative solutions of the game.
The effects of climate uncertainty under the cases of symmetric players and asymmet-
ric players are analyzed in Sections 4 and 5, respectively. Section 6 provides some
numerical illustrations. Finally, Section 7 concludes the paper. Some proofs are rele-
gated to the appendix.

2 The model

The deterministic part of the game is based on the international pollutant control
model developed by Dockner and Long (1993). As in that paper, we assume that there
are two countries (indexed by ¢ = 1, 2) and a single consumption good in the world.
The production of consumption good in country i results in CO, emissions F;:

where Y; is the output in country i. Both countries’ emissions contribute to global

warming. The future temperature (measured in °C above the pre-industrial average) is
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stochastic due to the uncertainty of the climate system.! Following the specification for
climate uncertainty in Wirl (2007), the global main temperature is assumed to follow

the Ito process:
dT'(t) = [Er(t) + Eq(t)]dt + oT'(t)dz, T(0) =T > 0 (1)

where E;(t) is measured in units that lead to an expected increase of global average
temperature by 1°C. It can be seen from (1) that the expected temperature will be de-
termined by the accumulation of CO, emissions in the atmosphere and the stochastic
part of the temperature is a geometric Brownian motion (¢ > 0 is the relative standard
error and 7 is a standard Wiener process).> As in Wirl (2007), the parameter o can be
considered a measurement of the degree of (relative) uncertainty. A larger ¢ would
imply a greater degree of uncertainty.

Country ¢ enjoys utility /benefit U;(Y;) from consumption but suffers damage from
global warming D;(T'). As in Dockner and Long (1993) and its follow-ups, U;(-) and
D;(-) have quadratic forms (which are prevailing in the literature, see, e.g., Wirl 2008
and Xepapadeas 2012) such that country ¢ gets the normalized utility from consump-
tion U;(F;(E;(t))) = a; E;(t)— w and faces the damage of global warming D;(T'(t)) =
$[T(t)]?, where a; and ¢; are positive constants. The net benefit/utility for country i is
therefore:
€

(B0 — S [T

Bi(Ei(t),T(t) = a;Ei(t) — 5

1
2
Without loss of generality, we set a; = a, and a; = pa; 1 = ¢, and e, = ye. Note that if
¢ =1and vy = 1, the two countries have symmetric benefits and damages.

IThis is where we incorporate uncertainty into the deterministic game in Dockner and Long (1993).
Alternatively, one could use CO, stock instead of temperature as the state variable and make it follow
a stochastic process. However, in the context of climate change, there is more uncertainty about tem-
perature than carbon stock, i.e., we are unsure of how much one more unit of emissions will increase
the global temperature and how large the damage would be if the temperature is increased, while CO,
stock and current emissions can be more or less measured, implying less uncertainty surrounding the
evolution of CO; stock. Therefore, this paper follows the specification in Wirl (2007) and uses tempera-
ture instead of CO; stock as the (stochastic) state variable.

2This specification of stochastic global temperature has some plausible properties. For instance,
an increase in the mean temperature is associated with higher variance, which is consistent with the
argument in Dalton (1997). See more details in Wirl (2007). Furthermore, the simple (linear) relationship
between global mean temperature and accumulated emissions is well supported by the latest IPCC
report (IPCC, 2013, p.28).



Without cooperation between the two countries, country i will choose CO; emis-
sions E; to maximize its discounted stream of net benefits from consumption:

B[ e abi0 - SIEOF - S0P @
subject to the global temperature dynamics (1). r is the discount rate, which is as-
sumed to be the same for both countries. The expectation sign [E(-) appears due to the
uncertainty of global warming implied in (1). Therefore, we have a stochastic dynamic
game where the dynamics of global mean temperature involve uncertainty. As in Wirl
(2007), it is further assumed that 62 < r, which will ensure that the net present value
of expected damage remains finite.

With cooperation between countries, the coalition of the two countries will maxi-
mize the joint net benefit stream (by choosing the CO, emissions in the two countries:
E; and E,) which is the sum of each country’s net benefit:3

- 1 2 2 e(1+7)
B [ e falmi + oB] - 5 [BOF + B0 - S5

TOPhe G
subject to the global temperature dynamics (1). The solution of the cooperative game
can be considered as a first-best outcome where the countries are able to achieve an
agreement for emission control. Therefore, one can get some insights into the benefits
(welfare gains) from international cooperation for individual countries by comparing
their payoffs under cooperative strategies with those under non-cooperative strate-
gies. We do not impose constraints on the control variables, implying that emissions
are assumed to be reversible. That is, active but costly reduction of the stock of emis-

sions (cleanup) is assumed to be feasible.*

3We take a different approach than List and Mason (2001), who investigated the optimal institutional
arrangements (local vs. central) for transboundary pollutants in a deterministic dynamic game and
assumed a common time path of emissions for the two regions, i.e., E1(t) = Ex(t) , in the cooperative
(central authority) case. Here we relax this restriction and assume that the emissions paths for two
asymmetric countries can be different to maximize their joint payoffs in the cooperative case.

4This assumption is also used by Xepapadeas (1998). Due to the difficulty of obtaining analytical
solutions with irreversible emissions (cleanup is not feasible), the analysis in this paper is focused on
the solutions with reversible emissions, and the analysis with irreversible emissions is left for further
research, which will require the assistance of numerical methods for obtaining complete solutions to
compare the players’ payoffs across different cases (cooperative vs. non-cooperative solutions).



3 Non-cooperative and cooperative solutions

In this section, we derive the solution of the game for the non-cooperative and coop-
erative case, respectively. Compared with an open-loop Nash equilibrium, a Markov-
perfect Nash equilibrium is more informative because it provides a subgame perfect
equilibrium that is dynamically consistent. Therefore, we assume that players are
playing Markovian strategies rather than open-loop strategies. Markovian strategies
imply that each player will choose an emission strategy at time ¢ based on the state of

the system (i.e., temperature T’) at that time.

3.1 Non-cooperative case

Define the value function for player ¢ when the players do not cooperate as V;(T').
Then, the Markovian strategies of player 1 and player 2, E;(T) and E»(T), need to
satisfy the following Hamilton-Jacobi-Bellman (HJB) equations:

PVA(T) = max {aE1 —S[B — ST 4 By 4 By(T)] V() + (%aQT%V{’(T)} @1)
rVa(T) = max {(wE2 - %[EﬂQ - %TQ + [B(T) + Bo] - V{(T) + (%UQTQ)VQH(T)} (4.2)

where V/ (T) and V;” (T') are the first and second order derivatives of the value func-
tion V;(T) with respect to the state variable, i.e., global temperature T. The second
derivatives of the value functions appear due to the stochastic nature of the problem
(Dockner et al., 2000).

From the first-order conditions for the maximization of the right-hand side of HJB
equations (4.1)-(4.2), one can find the optimal emission strategy for the two players as:

Ey(T) = a+ V{(T) (5.1)

Ey(T) = ap + V3 (T) (5.2)

Plugging (5.1)-(5.2) into the HJB equations (4.1)-(4.2) and after some straightforward

calculations, one can obtain:



PA(T) = 5o+ V(TP — ST2 + [ag + V(D)) V(T) + (30T V(D) (61)

PV(T) = Sla+ VD)~ L1 4 la 4+ W(T)) - VA(T) + (5o T)V(T) 62)

Due to the linear-quadratic structure of the game, we know the value function is

quadratic:
1,
Vi(T) = ki + T + 577¢T yi=1,2 (7)

where £;, 1;, 1; are the coefficients to be determined. Substituting (7) into (6.1)-(6.2),

we have:

1 1 € o?T?
[k + T+ -mT?) = slat o+ mT? + [pa + po + 0T +mT] — -T2 + m o (81)

2 2 2

1 2 1 9 v, o  O0FT?
rlka + peT + 3T | = 5[<pa +p2 + D) + [a+ p1 +mT)[pe + n2T) — S+ ——m (8.2)

Equating the coefficients of 1, T and 7? on both sides of (8.1) and (8.2) leads to the
following system of equations:

1 1 e o?

37 = glm]* e — 5+ Zom 9.1)

rpn = la+ plm 4 n2pn + mlea + pol 9.2)
1

TRy = 5[“ + p)® + [pa + poln (9.3)

1 1 e o

5 = 5[772]2 +mn2 — % T (9.4)

Te = [pa + palne + mps + nefa + ] 9.5)
1

Tky = 5[@61 + pa]® + a4 ] pe 9.6)

By solving the system of equations (9.1)-(9.6), one can determine the coefficients
for the value function V;(T), ¢ = 1,2. However, it should be emphasized that the



general case (with arbitrary values of ¢ and ) does not allow for explicitly analytical
solutions of (9.1)-(9.6). Therefore, our analysis will concentrate on some cases where
analytical results are possible, as we shall see in Sections 4 and 5 below.

3.2 Cooperative case

As mentioned above, in the cooperative case, the coalition of the two countries will
choose E, and E, to maximize (3), subject to the global temperature dynamics (1). If
we define the value function in this case as W (7), the following HJB equation can be

obtained:
rW(T) = gfg;{a[Eﬁ@E?]*%[(E1)2+(E2)2]*%TQHEﬁEﬂ'W'(T)JF%UZTZW"(T)} (10)
The first-order conditions for the maximization of the right-hand side yield:
BEy(T) = a+W'(T) (11.1)
Ey(T) =ap+ W'(T) (11.2)
Plugging (11.1)-(11.2) into the HJB equation (10), after some calculations we have:

a(l+ @)
2

a?(1 — )2 e+ ’Y)TQ T (EUQTQ)W”(T) (12)

P W(T) = [W(T) + 1 : ;

I+

Again, we know the value function is in a quadratic form:
1
W(T) =¢+yT + 5§T2 (13)

where (, 1, and ¢ are the coefficients to determine. Plugging (13) into (12), we have:

PlCHT+ %STQ] TP+ a(l ) [+ €T] + 20 2+ ) <l 2+ N, %aszg (14)

Equating the coefficients on both sides, one can get the following system of equations:



1 o e(lt9) &o°
T = 20 + a(l + ¢)¢ (15.2)
r¢ =¢*+a(l+ @)+ a(l%«,o?) (15.3)

from which one can obtain:

(r—o?) — \/(r —02)248(1+7)

‘e " (16.1)
oo LD 1) 162)
1o alt), , d(l-p)

Thereby, we have determined the coefficients for the value function W (7).

4 The case of symmetric players

In this section, we investigate the game described above under the assumption that
the two countries are symmetric in benefits from emissions and damages from global

warming, i.e., p =1land v = 1.

4.1 Expected payoffs

Due to the symmetry of the two countries, both countries will achieve the same pay-
off in the equilibrium, which implies that the value function in the non-cooperative
solution would be identical for both countries, ie., Vi(T) = Vo(T) = V(T), imply-
ing that the coefficients of the value functions Vi(T') and V»(T) satisfy k1 = ke = &,
1 = po = p, and m = 1y = 1. Therefore, the symmetry of the two countries would
imply that (9.1)-(9.6) can be degenerated as:

10



1 1 s € 02

1. _1 . 17.1

51 = "+ " = 5+ 5 (17.1)

ri=la+ pln+np+nla+ 4 (17.2)
1

TK = 5[@ +u)? + [a+ plp (17.3)

By solving this system of equations, one can determine the coefficients for the
value function V(7T'), as in the first column of Table 1.°> Given the initial temperature 7,
the (expected) payoff for each country in the non-cooperative case will be VV(Ty) =
V(Ty) = &+ Ty + 5n[To].

Similarly, with the symmetric players, the coefficients for the value function un-
der cooperation, W(T), i.e., (16.1)-(16.3), would degenerate into the second column of
Table 1.

Table 1. Coefficients for value functions in the case of symmetric players

V(T) W(T)

K= 5-lat a3 ¢=la+up?

~2ap 20 v o 2a§ ro
“_rf?n]_ 3 r—3n 1 ¢_7'*2§_a[7"*2§ !
,;—““—”2)—@%@ N L

4.2 Non-cooperative versus cooperative strategies

In the case of symmetric players, the emission strategies of the two players would be
identical, as can be seen from (5.1)-(5.2). Taking into account the expression of the
value function, one can obtain the optimal emission strategy for each country in the

non-cooperative case:
EN(T) = a+ p+nT (18.1)

and the optimal emission strategy for country i in the cooperative case:

SComplete calculations are available from the authors upon request.
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EC(T)=a+ + €T (18.2)

K3

where y, 1, ¥, and £ are as in Table 1.

In Appendix Al, we show that £ —n < 0 and ¢ — pr < 0. Therefore, for the
same temperature T, we have EX(T) < ENY(T). That is, each country tends to over-
emit CO; in the non-cooperative case, compared with the cooperative case. This result
is consistent with the general findings of Dockner and Long (1993). If we denote the
temperatures at which countries would stop emitting (i.e., would have zero emissions)
for the non-cooperative and cooperative cases as 7"“and T, respectively, we have:
NG = %;‘andfc = ”f—g’ Because 0 < ¢ +a < g+ aand £ < 1 < 0 (see Table 1
and Appendix A1), we have V¢ > T¢ > 0. That is, countries will stop emissions at a
lower temperature under international cooperation.

Moreover, in Appendix A2 we show that Z—Z <0,% <0,% <0and % < 0, which

) 7 o 7 do
@) _ o PEL(T) _ 0y

implies that % =+ %T <0and —5— = -+ g—gT < 0 for a given temperature
T > 0. That is, uncertainty will make countries more cautious about their emissions,
whether they cooperate or not. This is consistent with the previous findings on the
consequences of uncertainty in the context of the tragedy of the commons (see, e.g.,
Wirl 2008): larger uncertainty reduces pollution. However, in contrast to the previous
studies, the focus of this paper is on the effects of climate uncertainty on the welfare
of individual countries in non-cooperative as well as cooperative solutions and on the
welfare gain from international cooperation. Therefore, more emphasis will be put on

the effects of uncertainty on these measurements in the following sections.

4.3 Effect of uncertainty on the welfare of individual countries

Due to the symmetry of players, both countries achieve the same payoff VVC(Ty) =
V(Ty) in the non-cooperative case, while both also obtain the same payoff V¢ (T;) =
3W (Ty) in the cooperative case, where Tj is the initial temperature. To see the effect of
uncertainty on an individual country’s welfare, let us take the derivative of V¢(Tp)
and VY(Ty) with respect to the parameter o, which is the measurement of climate

uncertainty. That is,
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Based on the coefficients of value functions in Table 1, the following results can be

established and demonstrated for the case with symmetric players.

Proposition 1 Larger climate uncertainty reduces the expected welfare of individual coun-
tries, whether or not they cooperate with each other.

on

Proof. Since it has been shown in Appendix A2 that 2 <, g—g‘ < 0, and g—; < 0, one

can know that W = g—s + g—gTo + %g—g [To]? < 0 for T, > 0, which implies that, in the
non-cooperative case, the expected payoff for each country will be reduced by greater

uncertainty about global warming.

Similcarly, the negative signs of g—g, %, and g—g (see the proofs in Appendix A2)
imply dvaém =10 4 1007, 4+ L(T]2 < 0 for Ty > 0. That is, the expected payoff

for each country will be reduced by greater climate uncertainty in the non-cooperative
case as well.

Therefore, we know that, no matter whether the two countries cooperate with
each other, higher uncertainty about global warming will reduce the expected welfare

of individual countries. m

4.4 Effect of uncertainty on benefits of international cooperation

The welfare gain from international cooperation (WGIC) for each country can be cal-
culated as the difference between the payoff in the cooperative case and that in the

non-cooperative case:
WGIC = VO (T,) — VNY(Ty)

= (3¢ + $0To + §ETP) — (v + o + gnlTol?) (20)
BC—k)+ G —p)To+1 (3¢ —n) [T

It is well known that collective well-being can be increased if all countries cooper-

ate in managing shared environmental resources such as the climate and ozone layer

13



(Barrett, 1994). This implies that one can always expect that the two players’ combined
payoff in the cooperative case would be larger than that in the non-cooperative case.
Taking into account the symmetry of the two players (an equal split of the collective
payoff), this leads to:

Lemma 1 It is always beneficial for the countries to cooperate, no matter how large the climate

uncertainty is.

Though Lemma 1 directly follows from well-known general economics results,
one can rigorously prove that this is true in our particular case by some straightfor-
ward calculations. In Appendix A3, we demonstrated that %C -k >0, %1/1 —u>0,and
3¢ —n > 0 hold for all o (under the assumption that o® < r). Therefore, we know from
Eq. (20) that the welfare gain from cooperation for each country (for a given initial
temperature 7 > 0) is positive for all 0. That is, each country can always get a posi-
tive welfare gain from international cooperation, no matter how large the uncertainty
is.

We know that the expected welfare gain from international cooperation is positive
(Lemma 1). But how will the size of the welfare gain from cooperation change with
climate uncertainty? To see this, take the derivative of WGIC (see Eq.(20)) with respect
to o:

OWGIC _ (10 0\ (100 ap\, 1 (108 on\
do <280’_80> * <26(f—80> TO+2 (200_80> 7o) @D

As we shall state in Proposition 2, one can demonstrate that % > 0, which
implies that the expected welfare gain from cooperation for each country (i.e., WGIC)

is increasing in the magnitude of climate uncertainty (i.e., increasing in parameter o).

Proposition 2 The expected welfare gain from international cooperation is an increasing func-
tion of climate uncertainty. The larger the uncertainty, the more each country can gain from
cooperation.

Proof. See Appendix A4. m

Given ¢ — > 0 and 3£ — > 0 (see Appendix A3), it is easy to show that:

WAIC — (L — p) + (3¢ —n) [To] > 0 for Ty > 0, which implies the expected welfare
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gain from international cooperation for each country is increasing in the initial global
temperature Tj as well. That is, the importance of international cooperation increases
with a higher initial temperature: the higher the initial temperature, the more impor-

tant to have international cooperation.

5 The case of asymmetric players

We focused on the case of symmetric players in the previous section. However, in
reality, countries are asymmetric: some countries are affected a lot by climate change,
while others are affected less; the benefits from emissions can also be very different.
Therefore, it is important to investigate the case of asymmetric players. The case of
asymmetric players corresponds to the case where ¢ # 1 or/and v # 1. As mentioned
in Section 3, the general (asymmetric) case (with arbitrary value of ¢ and ) does not
allow for an explicitly analytical solution of the non-cooperative game. Therefore,
following List and Mason (2001), let us focus the analysis with asymmetric players on
a polar extreme case where v = 0, which represents the extreme case where country 2

does not suffer from the environmental damage of global warming.

5.1 Expected payoffs

If we assume y = 0, it is easy to see that the optimal emission strategy of country 2 in
the non-cooperative case is to set 5 (T') = ¢a, which implies country 2 is not a strategic
player any more in this case, i.e., at each instant of time, country 2 will receive the
instantaneous net benefit B, = 1(¢a)?. In other words, we would have ry = 5-(pa)?,
po = 0, and 7, = 0 in the value function for country 2, Vo(T') = ko + 2T + %n2T2. If one
plugs in the values of ks, 3, and 7, Egs. (9.1)-(9.3) become:

1 1 e o?

5 = 5[7)1}2 ) + 5 (22.1)

iy = [a+ m]m + eam (22.2)
1

iy = =[a+ m]? + pam (22.3)

2

15



From this system of equations, one can solve for 7, ¢, and x;, as shown in the
first column in Table 2. With the assumption of v = 0, the coefficients for the value
function under cooperation W(T), i.e., (16.1)-(16.3), degenerate into the third column
of Table 2. It can be observed from Table 2 that the following relations hold:

—/(r—0?2) + 8+ /(r —o?2)? + 4¢
2

a(l +¢)[r(2§ —m)]
(r—28)(r—m)

2% — 1y = <0 (23.1)

20—y = <0 (23.2)

Table 2. Coefficients for value functions in the particular case of asymmetric players

Vi(T) Va(T) W(T)

k1= Elo+ P + boa ke = F(pa) (= L+ o 4 Uzel

o =l kD) g1 4p) =0 P = W _ parlin) (1 4 )]
m=@<0 n2 =0 €=@<O

5.2 Non-cooperative versus cooperative strategies

Recall that, without the constraint of cooperation, country 2 will behave non-strategically
and the optimal emission strategy for country 2 is always to set E(T) = pa. For
country 1, the optimal emission strategy under non-cooperation in this case, plugging
the value function V4 (T') into (5.1), is:

EYO(T) = a+p +mT (24.1)
The optimal emission strategies for the two countries under cooperation would be

EY(T)=a+¢+€T (24.2)
ES(T) = ap + ¢ +£T (24.3)

where 11, 1, ¥, and £ are as in Table 2.
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Since ¢ < 0and ¢ < 0, we know that ENY(T) > ES'(T) for a given temperature 7,
i.e., country 2 tends to over-emit CO, in the non-cooperative case. In Appendix B1, we
show ¢ —n; > 0and ¢ — py; > 0, which implies EC(T) > ENY(T) for the same given
temperature 7. That is, country 1 tends to under-emit CO, in the non-cooperative

case, compared with the cooperative (efficient) case.

Moreover, Appendix B2 shows that ‘9’“ <0, %‘;1 <0, g—j <0 and U < 0 for
this asymmetric case, which implies that A =om 4 oy <0, 22 = 0and
aEOJ(T) = g—:ﬁ + %7 < 0 (i = 1,2) for a given temperature 7' > 0. Thls 1mp11es that

both countries will be more cautious about their emissions when facing greater climate
uncertainty in the cooperative case, while in the non-cooperative case only country 1
will behave like this.

5.3 The possibility of cooperation

As shown before, the payoffs under international cooperation can be simply split
equally to each country in the case of symmetric players, while the split of surplus
is not easy in the case of asymmetric players. Therefore, let us focus on the total pay-
offs for the two countries in the asymmetric case. To see how beneficial international
cooperation is, again, one has to compare the expected payoffs under the case of non-
cooperation with those under cooperation. Specifically, the total welfare gain from
international cooperation (TWGIC), i.e., the difference between the combined payoff
under cooperation and that under non-cooperation, is:

TWGIC = W(Tp) — [Vi(Tp) + Va(Tp)]
= C+ 9Ty + (TP — (k1 + Ty + I [To]? + £ [a]?) (25)
= A+ (¢ — )T + 36— m)[To)?

where A = ¢ — 11 — - [pal®.
Lemma 2 The total expected payoffs for the two countries are larger when they cooperate, no

matter how large the climate uncertainty is and how asymmetric the two players are in terms
of marginal benefits from emissions.

Again, Lemma 2 follows directly from the well-known general results that collec-
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tive well-being can be increased if all countries cooperate in managing shared envi-
ronmental resources. We can also rigorously show that this is true for our particular
case. More specifically, if one can show that (25) has a positive sign, we know that
cooperation is beneficial, in the sense that it will increase the sum of the two players’
expected payoffs. In Appendix B1, we show that { — 7, > 0and ¥ — y; > 0. Let us
now investigate the sign of the constant term in (25), i.e, A = ( — x; — i[g@a}z. In
Appendix B3, we show that A > 0 holds for any ¢ > 0. Together with £ —7; > 0 and
1 — 1 > 0 (see Appendix B1), we know from (25) that, for a given initial temperature
Ty > 0, TWGIC = W(Tp) — [Vi(Ty) + Va(Tp)] > 0 for all o (62 < r) and for any ¢ > 0.
That is, no matter how asymmetric the two players are in terms of marginal ben-
efits from emissions, the total surplus of cooperation would always be positive for the
two countries. Also, similar to the results for the symmetric case, the positive gain

from cooperation holds for all different magnitudes of climate uncertainty.

5.4 Effect of uncertainty on the benefits of cooperation

Let us first investigate the effect of uncertainty on players’ payoffs in the non-cooperative
case and the cooperative case, respectively. Recall that, in the non-cooperative case, the
expected payoffs of the two players are Vi (Ty) = k1 + pTo + %771 [To)? and Vo(T) = %,
respectively. Clearly, the expected payoff of country 2 does not depend on the level of
climate uncertainty () because country 2 does not suffer any climate damage (y = 0).
For country 1, Appendix B2 shows that % <0, % < 0,and 22 < 0, which implies
that avbif") = 2u 4 9 4 19072 < . That is, the expected (non-cooperative)
payoff of country 1 will be lower for greater climate uncertainty. However, one can
show that the total welfare gain from cooperation (i.e., TWGIC as defined in Eq. (25))
is increasing in climate uncertainty for our case of asymmetric players as well, which
is consistent with the result in the case of symmetric players, as summarized in the

proposition below.

Proposition 3 The total welfare gain from international cooperation is an increasing function
of climate uncertainty. The greater the uncertainty, the larger the total gain from cooperation.

Proof. See Appendix B4. m

18



5.5 Payoff transfers to ensure stability of the cooperation

We have known that, in the asymmetric case, international cooperation is also ben-
eficial, in the sense that cooperation will increase the sum of two players’ expected
payoffs over the entire time horizon. However, because country 2 suffers no damages
from global warming, it does not have a direct incentive to cooperate. Nevertheless,
it is possible to provide sufficient incentives for country 2 to agree to cooperate, for
example, by offering a side payment mechanism, as we shall show below.

As proposed by Petrosyan (1997) and Yeung and Petrosyan (2004, 2006), to ensure
that players have the incentives to cooperate for the whole game horizon, we need to
ensure that both group rationality and individual rationality constraints are satisfied.
Group rationality requires the players to seek a set of cooperative strategies/controls
which ensure that Pareto optimality is achieved and that all potential gains from co-
operation are captured. More specifically, group rationality requires the players to
maximize their joint payoffs, as we have demonstrated above.

Individual rationality implies that neither player will be worse off than before
under cooperation, i.e., each player receives at least the payoff he or she would have
received if playing against the rest of the players. The violation of the individual ra-
tionality principle would lead to a situation in which the players deviate from the
agreed-upon cooperative solution and play non-cooperatively. In the case of symmet-
ric players discussed above, we assume that the payoffs under cooperation will be
split equally among the symmetric players, and we have shown that an equal split
of the payoffs under cooperation can ensure that each country receives at least the
payoff it would have received if playing non-cooperatively. However, in the case of
asymmetric players, the split of the payoffs is not easy to define. Therefore, following
Petrosyan (1997) and Yeung and Petrosyan (2004, 2006), we formulate a payoff distri-
bution scheme over time to ensure individual rationality, which will make the coop-
eration among countries time consistent, i.e., guarantee the dynamic stability of the
cooperative solution. The dynamic stability of the cooperative solution involves the
property that, as the game proceeds along an optimal trajectory, players are guided
by the same optimality principle at each instant of time, and hence do not possess
incentives to deviate from the previously adopted optimal behavior throughout the

game.
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Substituting (24.2) and (24.3) into the differential equation (1) yields the dynamics

of the optimal (cooperative) trajectory:

dT(t) = [a(1 + @) + 20 + 26T (t)]dt + 0T (t)dz, T(0) =Ty > 0 (26)
where ¢ and £ are as shown in Table 2. The solution to (26) can be expressed as:

T*(t) =Ty + /Ot[a(l + @)+ 2¢ + 26T (7)]ds + /Ot oT*(7)dz(T) (27)

Denote A; as the set of realizable values of 7*(t) at time ¢ generated by the stochas-
tic process (27) and T; as an element in the set A;. Assume that, at time instant
t > 0 (recall that ¢ = 0 is the starting time of the game) when the initial state is
Ty € A, the agreed upon optimality principle assigns an imputation vector 7(7}) =
[m1(T}), m2(T})]. That is, the players agree on an imputation of the total cooperative
payoff W(T};) in such a way that the expected payoff of player i is equal to m;(7}") and
satisfies Zle m(T}) = W(T}). Then we know individual rationality requires that:

7(T}) > Vi(Ty) for i=1,2 (28)

where Vj(-) is the value function of player i in the non-cooperative case, as defined in
Section 5.1.

We know that individual rationality (28) has to hold at every instant of time ¢ > 0
and that violation of individual rationality can lead to deviation from the cooperative
trajectory, which implies that the Pareto optimum under cooperation is not achieved
by the two players.

Following Petrosyan (1997) and Yeung and Petrosyan (2004, 2006), we can formu-
late a payoff distribution scheme over time so that the imputations with individual
rationality can be achieved. Denote G(7) = [G;(7), G2(7)] as the instantaneous payoff
of the cooperative game at time 7 € [0, c0). G;(7) must satisfy the following condition
to ensure group rationality:

G1(r) + Galr) = al B (1) + 0§ (X)) ~ 1 [[BE () + (B (1)) - 2 mep 29)
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where the right-hand side of (29) is the sum of instantaneous net benefits of the two
countries under cooperation along the cooperative trajectory {T*},>¢. Also, along the
cooperative trajectory {T*},>o, the imputation 7*(T*) should satisfy:

m(T) = E, { / e7TGy(5)ds| T (1) = T:} for i =1,2,and T} € A} (30)

where E; is the expectation taken at time 7.

As assumed before, in the cooperative game, the players agree to maximize the
sum of their expected payoffs. Let us further assume that the players divide the to-
tal cooperative payoff, satisfying the Nash bargaining outcome. Then the imputa-
tion scheme has to satisfy: at time ¢ = 0, an imputation m;(Ty) = V;(Tp) + 3 [W(T) —
Z?Zl Vi(Ty)] is assigned to player i (: = 1,2); and at time 7 € (0,0), an imputation
mi(Tr) = Vi(T2) + s W(T7) — Z?zl Vi(T¥)] is assigned to player i for i = 1,2, and

2
T* € A;. Since we have shown above that W(T') — >~ V¥(T) > 0, we know that such
j=1

an imputation scheme will satisfy individual ratiohality (28). And it can be demon-
strated that a payoff distribution procedure with an instantaneous imputation rate at
time 7 € [0, 00) as follows will yield a time consistent cooperative solution that satis-
fies group rationality (29) and can achieve such an imputation 7 (7%) = [m1(T7), mo(T})]

that satisfies the Nash bargaining outcome and ensures individual rationality (28). ©
Cilr) = GiI}) = {rvxT:) V(T a1 4 ) + 20+ 26T7) — 7T VY (Tf)}

+ % {TW(T:) —WNTHa(l + @) + 29 + 26T7] — %HT"’ : W”(T;)} (31)
— s {m v o) s 20 2 - Sy )
Plugging in the value functions that we obtained above (in Section 5.1), one can

rewrite the payoff distribution procedure (31) as:

Gi(r) = ! rlky +m Ty + lm (T2 +r[¢ + 4T + 15(T:)2] — rlrg + peT + 1772(T:)2]
1 2 2 : 2 2 32.1)
- ZUZ(T:)Z[M +&—m] - 5[‘1(1 + ) +2¢ + 26T7][(11 + mT7) + (¥ + ET7) = (p2 + n217)]

®The demonstration is straightforward by applying Theorem 5.8.3 and Proposition 5.8.1 in Yeung
and Petrosyan (2006), which is therefore omitted here. It is available from the authors upon request.
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Galr) = 5 {rlia + 15 + J(T2 2] 471G+ + J6T2)%) =l + TS+ (T
2 2 2 2 (322)

— 10TVl €~ mi] = a1 + ) + 20 + 26T (2 + maT?) + (6 + ET) = (o + )]

where the values of «;, f;, mi, ¢, ¢, and ¢ are as in Table 2. The instantaneous payoff
distribution procedure in (32.1)-(32.2) yields a time-consistent solution to the coopera-
tive game studied above, in the sense that it will ensure that players play cooperative
strategies throughout the game.

Therefore, the instantaneous payoff transfer from county j to country ¢ at time
instant 7 would be:

Fi(r) = Gilr) — BABS(T),T7) = Gulr) — B (T?) + S[BETP + ST (39)

where EC(-) is the optimal emission strategies under cooperation, as in (24.2) and
(24.3). As we shall show numerically below, for a given temperature Ty, the initial
instantaneous payoff transfer (7 = 0 in Eq. (33)) from county 1 to country 2 is positive
and increases as climate uncertainty becomes larger. That is, the larger the uncertainty,
the more compensation is needed to induce the country that does not suffer from cli-

mate damage to cooperate.

6 Numerical illustrations

To complement the theoretical analysis above, we numerically examine how the ex-
pected payoff/welfare for each country in both cases (cooperative and non-cooperative)
and the welfare gain from international cooperation will change with the parameter
o, which measures the uncertainty about global warming. For instance, by setting the
parameter values a = 0.2, ¢ = 0.001, and r = 0.04, one can obtain the illustrative re-
sults as depicted in Figures 1 and 2, where Figure 1 shows the effect of the uncertainty
about global warming in the case of symmetric players and Figure 2 illustrates the case

of asymmetric players, which we analyzed above (¢ = 0.5 in the illustration).
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Figure 1. Effect of climate uncertainty in the case of symmetric players (¢ =1,y = 1)

It can be seen from Figure 1 that players’ expected payoffs will decrease with
higher climate uncertainty, whether or not they cooperate. Besides, it can be observed
that the welfare gain from international cooperation is an increasing function of pa-
rameter 0. These results are consistent with the theoretical predictions above for the
symmetric case: even though the expected welfare of individual countries will be re-
duced by greater uncertainty about climate change in both the non-cooperative and
cooperative cases, the (expected) welfare gain from international cooperation is an in-
creasing function of climate uncertainty. That is, the greater the climate uncertainty,
the more important it is to have international cooperation.

From Figure 2, one can see that the conclusions also hold for our particular case
of asymmetric players where country 2 does not suffer from climate damages. It can
be observed that, since player 2 does not suffer from climate damages, the uncertainty
about climate change and initial temperature will not affect its expected payoff in the
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non-cooperative case, as illustrated by Figure 2(b). For country 1, its expected payoff
in the non-cooperative case still decreases as climate uncertainty becomes larger. The
total payoff under cooperation is also decreasing with uncertainty, as shown in Figure
2(c). However, the total welfare gain from cooperation is found to be an increasing
function of climate uncertainty. These results are consistent with the theoretical pre-

dictions above.
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Figure 2. Effect of climate uncertainty in the case of asymmetric players (¢ = 0.5, v = 0)

Besides, based on Eq. (33), one can illustrate the effect of uncertainty on the in-
stantaneous payoff transfers between countries. By setting 7 = 0 in Eq. (33), we focus
on the initial payoff transfers, given the initial temperature 7j. As can be seen in Figure
3, the transfers should go from country 1 to country 2 to ensure the stability of coop-
eration. Also, the greater the uncertainty, the more country 1 needs (and is willing to)

to transfer to country 2 to ensure cooperation.
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Figure 3. Effect of climate uncertainty on the initial transfers between countries

As mentioned above, the non-cooperative solutions for the more general asym-
metric case (¢ # 1 and v # {0, 1}) cannot be obtained analytically and would need
the assistance of numerical methods. That is, given the model parameters, one can
numerically solve the system of equations (9.1)-(9.6) to obtain the coefficients of play-
ers’ value functions with different values of climate uncertainty, and then investigate
the effect of uncertainty and conduct comparisons with the cooperative solutions (see
(16.1)-(16.3)).

Table 3 presents some numerical results to complement the analytical analysis
above (where the asymmetric case is somewhat extreme). The bottom section in Table
3 presents the results with larger climate uncertainty, compared with the top section.
In each section, the parameter values of (¢, v) reflect the asymmetry between the two
players. It can be seen from Table 3 that the total payoffs in the cooperative case (V)
will decrease as the climate uncertainty becomes larger. The same will happen for the
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combined payoffs in the non-cooperative case (V;+V3). That is, climate uncertainty has
a negative effect on the combined payoffs of players, whether or not they cooperate
with each other. However, the welfare gain from cooperation (W — [V; + V4]) is always
positive and increases as uncertainty becomes larger, which suggests that international
cooperation is more important when facing greater climate uncertainty. Besides, the
numerical results show that it is possible, in the case of asymmetric players, that the
non-cooperative payoff of one player is reduced by larger climate uncertainty while
the non-cooperative payoff of the other player is increased by larger uncertainty. For
instance, with (p,v) = (1, 2), where the two players have identical benefits from emis-
sions but player 2 faces more climate damages, larger climate uncertainty (a change
in o from 0.01 to 0.05) will reduce the non-cooperative payoff of player 2 (V5) but in-
crease that of player 1 (V}). However, as stated above, the overall effect of increasing
uncertainty is a reduction in the combined payoffs (V; + V5).

In addition, it can be seen from Table 3 that the initial payoff transfer from player
2 to player 1 (F}) varies as the asymmetry between players or the degree of climate
uncertainty changes.” For instance, when the two players are fully symmetric, there
is no need of a payoff transfer between them. In contrast, with v = 0, i.e,, player
2 does not suffer from climate damage, the transfers to player 1 are negative, which
implies the need for payment transfers from player 1 to player 2 to support the stability
of cooperation. Also, the transfers needed to stabilize cooperation are larger when
climate uncertainty is higher. With v = 2, when player 2 faces twice as much damage
as does player 1, payment transfers from player 2 to player 1 are necessary to ensure

stable cooperation, and the needed transfers are larger with higher climate uncertainty.

"The payoff transfer from player 1 to player 2 ( F; ) is just the negative of F} ,ie., Fy + F> =0, and
is therefore omitted in Table 3. That is, one can see the direction of transfer from either Fj or F5 .
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Table 3. Some more simulation results (r = 0.04, a = 0.2, ¢ = 0.001)

Wh=1) W%@=1 WO)+%() Wh=1) WO-Y2,V() FF=0
o =0.01

(p,7) =(1,1) -0.0647 -0.0647 -0.1294 0.0955 0.2249 0.0000
(p,7) = (1,0) -0.6612 0.5000 -0.1612 0.2445 0.4057 -0.0089
(p,7) = (2,0) -2.0106 2.0000 -0.0106 0.8723 0.8829 -0.0181
(p,7) =1(1,2) 0.1957 -0.5050 -0.3093 0.0248 0.3341 0.0093
(p,7) =1(2,2) -0.1489 -0.1594 -0.3083 0.4147 0.7229 0.0184
o =0.05
(pyy) =(1,1) -0.0733 -0.0733 -0.1466 0.0903 0.2369 0.0000
(p,7) =(1,0) -0.7059 0.5000 -0.2059 0.2362 0.4422 -0.0093
(p,7) = (2,0) -2.1064 2.0000 -0.1064 0.8547 0.9611 -0.0190
(py7) =(1,2) 0.1980 -0.5245 -0.3265 0.0210 0.3475 0.0096
(p,7) =1(2,2) -0.1434 -0.2007 -0.3441 0.4069 0.7510 0.0191

7 Concluding remarks and further research

This paper investigates the effect of climate uncertainty on international cooperation
through a stochastic dynamic game in which the global temperature increase due to
CO; emissions is uncertain. It is shown that, even though greater climate uncertainty
will reduce the expected welfare of players in both the non-cooperative and coopera-
tive cases, it is always beneficial to cooperate with each other, and the expected welfare
gain from international cooperation is larger with greater climate uncertainty. That is,
the greater the uncertainty about global warming, the more important it is to have in-
ternational cooperation on emission control. At the same time, more transfers will be
needed to ensure stable cooperation among asymmetric players.

Our results have important policy implications. In reality, individual countries be-
come hesitant in climate cooperation and believe that they should not act or cooperate
due to the uncertainty surrounding climate change. However, our results show coop-
eration can always benefit a country, provided there is an appropriate side payment
mechanism. Moreover, the benefits from cooperation are larger when the climate un-

certainty is higher, implying that it is more important to cooperate when we are more
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unsure about the future temperature increase.

This study is not without limitations. For instance, the analysis presented here is
based on the game’s analytical solutions, which can only be obtained for the case of
unconstrained emissions (i.e., reversible emissions). The case of irreversible emissions
(which can be more realistic), unfortunately, does not allow for an analytical solution
and a comprehensive analysis for this case may need the assistance of advanced nu-
merical methods. Therefore, we omit the discussion of irreversible emissions in our
analysis. Further research should use numerical analysis to examine how uncertainty
affects the benefits of international cooperation under the assumption of irreversible
emissions.

Another possible extension is to include asymmetric uncertainty in the model.
That is, the level of climate uncertainty can vary significantly in different countries or
regions. More specifically, the temperature means as well as variances in the two coun-
tries or regions in the model can be different. Each regional temperature is affected
by emissions from both regions, though the uncertainties governing the evolution of
temperatures in the two regions may be different. This problem can be modeled as
a stochastic dynamic game with two state variables, which can only be solved with
the assistance of numerical methods.? Our numerical simulations show that, for two
regions that differ in climate uncertainty only, one region will be worse off in its pay-
off (welfare) as its own climate uncertainty becomes larger but better off as the other
region’s uncertainty becomes larger, in the absence of cooperation. The total welfare
gains from international cooperation increase with each region’s climate uncertainty,
though the total payoffs of the two regions under cooperation will be reduced by
higher climate uncertainty in either region. Also, the size of the initial instantaneous
payoff transfer (if any) to one region to ensure stable cooperation is negatively related
to its own climate uncertainty but positively related to the other region’s uncertainty.
That is, in order to ensure cooperation, the countries/regions with higher uncertainty
in climate need to compensate the ones with lower uncertainty. A more general and
analytical analysis on the effect of asymmetric uncertainty in this context can also be a

direction for further research.

8The details of the extended model and its numerical solutions can be obtained from the authors
upon request.
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Appendix

A1l.Proof of £ — n < 0and ) — i < 0 in the case of symmetric players.

Proof. From Table 1, we know that:

(r=0®) =/(r=0?)?+16c  (r—0°) —/(r—o?)? +12¢

§-n= 1 6

It can be noticed that we would have £ — n = 0 had it been the case that ¢ = 0, i.e,,

(& — 1) |e=0 = 0. Furthermore, it is easy to show that

al¢ — 1] 2 1 1 1
- _ + = — + <0
de Vir—02)2+16s /(r—o2)2 +12¢ \/i(r—a2)2+45 V(r—o2)2 4+ 12¢

for any ¢ > 0. By the mean value theorem, it can be known that (§ — 1) |50 —(§ — 1) |e=0 <
0. Thatis, £ — n < 0 will hold with our assumption ¢ > 0.

W Because we have shown
above that ¢ — < 0 and we know that{ < 0and n < 0, wehavey — u < 0.m

Also, from Table 1 one can obtain ) — u =

A2. Proof of 0” <0, gg‘ <0, 2 o <0, gﬁ <0, 81" < 0, and 94 < 0 for the symmetric
case.

Proof. Based on the expressions for 7, 11, and « in Table 1, we can obtain the following

derivatives:
2
O Ly, 200 =00 ) (A2.1)
Oo 6 V(r—o02)2+12¢
>0
ou 2ar on
A2.2
do  (r—3n)? 0o ( )
<0
ok o
3 =[2a + 3y P (A2.3)
<~
<0

Since 1 = %"[ﬁ — 1] (see Table 1), we have: 2a+ 3y = M > 0, which implies 2% < 0.
Similarly, based on the expressions for ¢, ¢, and ¢ in Table 1, we have:
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S (20 _ M) <0 (A2.4)

g0~ 4 (r— o022 + 162
>0

oy 2ar g

% = 7“ SETE Qg, <0 (A2.5)
<0

¢ 1 G

30 = ;[2(& + ) %] (A2.6)
ey

Given ¢ = a[Tf25 — 1] (see Table 1), we have a + ¢ = % >0, and thus, g—fj <0. m

A3. Proof of 3¢ — k> 0, 3¢ — pu > 0, and ££ — > 0 for the symmetric case.

Proof. From Table 1 we have:

L e BV il e R et BV Gl R U
2° 8 6

It can be noticed that we would have 3¢ — 7 = 0 had it been the case that ¢ = 0,
ie, (3¢ —n)|e=o = 0. Furthermore, it is straightforward to show that

olzé—n 1 1

- +
Oe VI —02)Z+16e  /(r—0?)2 +12¢

>0

for any ¢ > 0. By the mean value theorem, it can be known that (%5 — 17) les0 —
(3¢ —n) |.—0 > 0. Thatis, & — n > 0 will always hold with our assumption & > 0.
Also, from Table 1 one can obtain %z/z —u = %

above that 3¢ — 7 > 0 and we know that £ < 0 and < 0, we have 14 — 11 > 0.

Because it has been shown

Furthermore, after some calculations, one can obtain from Table 1 that %g‘ — K =

(¥ —2p)(a+ v+ a+ 2p) + 2p]. Since we have shown above that ¢ — 1 > 0 (ie.,

2r
¢ — 2 > 0) and we know that a + ¢ = -~ > 0and a + 3u = % > 0, we have

r—2¢€ r—3n
%C —k>0. =
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A4. Proof of Proposition 2.

Proof. From (A2.1) and (A2.4) in Appendix A2, one can easily find that:

106 _on_ 1f, 200 —0) \ 1, = 20(r—o%)
200 0do 8 Vi —o%)2 + 16¢ 6 Vi — o022+ 12¢

Clearly, %% — @ = 0 if ¢ were equal to zero, i.e., (%3—5 — g—Z) le=o =
0 7

One can show Tt = 20(r = o) {[ufaz)?lmg]ﬁ/z - [(T%?)QHGE];;/Q} > 0 for all
e > 0. By the mean value theorem, we know that (%g—g - %) les0 — (%g—g - %) le=o >0
will hold. That is, under our assumption of non-zero damage (i.e., € > 0), %g—j - @ >0
will hold. Also, we know from (A2.2) and (A2.5) in Appendix A2:

1% B 87/1 _ 1 2ar % _ Z2ar @ 2ar  2ar @

200 o 2(r—28)200 (r—3n)20c (r—262 (r—3n)?2] do

The last inequality holds due to ;g > 1, which we have just shown above.

Slnce0<f§<(7702)f\/m> f%((7702) (Pa) +165) ie, 0 <

—3n < =2, we(know (ﬁ%’éy -G 2"5; > < 0. Together with 22 < 0 (see Appendix A2),
we have 192 — % >

Moreover, we can obtain from (A2.3) and (A2.6) (see Appendix A2):

10 0 11 0 1 0 1 0
poe O = L o(at ) O]~ 5 l(da ) 5 > (2 — )

200 0o 2r 0o
where the above-proven result %g—f - g—‘; > 0 was applied in the last inequality.
Since 1 ((r —0?) = /r—a?2 + 16c) < 1 ((r —0?) = \/r—o?2+ 125), ie, 20 < 3,
and 2% < 0 (see (A2.2)), we have 156 — 9= >

Given thatég—g — a— >0, %g—g — % > 0 and %3—5 — @ > 0, one can know BWGIC

(32 — 95y 4 (12 —) To+5 (%%ﬁ — 91 [Ty)? > 0. Thls implies that the greater the

uncertainty about global warming, the more gain we can expect from international
cooperation. m

B1. £ — 1 > 0,¢ — py > 0 for the particular case of asymmetric players.

Proof. From Table 2, we have:
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E—m =

(r—o%) —\/(r—=o2)+8 (r—o?) —+/(r—o2)2+4¢
4 ; 2

It can be noticed that we would have £ — 1, = 0 had it been the case that ¢ = 0,

i.e.(§é —m)|.=0 = 0. Furthermore, it is easy to show that

o —m] _ 1 1
de \/(r—02)2+85+\/(7‘—02)2+45>O

for any ¢ > 0. By the mean value theorem, it can be known that (§ —n) |.>0 —
(& —m) |e=0 > 0. Thatis, £ — n; > 0 will hold with our assumption of ¢ > 0.
Furthermore, after some calculations one can show that:
a(l+9)¢  al+e)m _ al+)[rE—m)+En]

PTMET e T e e -m)

The last inequality holds dueto ¢ <0, < 0,and{ —m; > 0. m

B2. Proof of am <0, %‘(‘; <0, %’fj <0, gj <0, ‘gf < 0, and 8C < 0 for the asymmetric

case.

Proof. Based on the expressions for 7y, 11, and &, in Table 2, we can obtain the follow-
ing derivatives:

om _

9= B2.1
do | (r702)2+4€] B
>0
—m)* 7
<0
O _ 1 om 1 om 1 O
do _r[“1+ ]8 + r Y80 _7'[M1+(1+¢)a] Jo 23
p
<

Since p11 + (1 + ¢)a :m>0 we have 21 < 0.

Based on the expressions of £, 1, and ( in Table 2, we have:
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o 1 o(r —o?)

— = ——|0 — <0 B2.4

do 2[0 \/(r—a2)2+85(1+’y)} (524
>0

Oy ar(l+¢) 9¢

B = %7 B <0 (B2.5)

<0

0 2 1+

875 i+ a( ; )] a% (B2.6)
ey

Being aware of ¢ + * 1;@ = %, we have g—fr <0. m

B3. Proof of A = ( — k1 — 5-[¢a]® > 0 for any ¢ > 0.

Proof. Making use of the expression of { and &, in Table 2, we have:

a(l+ %0)}2 i a?(1—)?

1 1
A=C—ri—glpa = 1+ ~ gl ml? — L lpalm — o lgal?

2 4r 2r
Since ¢ + ) — “?ilgf and j; = '71&1(2;?77*2‘)‘2] = "17‘1’(71;1‘”), we know that A is a

quadratic functron of ¢. Let us denote A = Zp? + Yy + X, where the coefficient

of p? can be found as:

e . @ e pa?
Tdr(r—262 4 2r(r—m)?2 r(r—m) 2r
2 2 92
= (L[l + 2 - 3]
e T )
If we denote = 1 + G T;Qz — UZT)Q, then we have 7 = GQQ It can be noticed
that we would have Z = [1 + 5 - —} 0 had it been the case that ¢ = 0, i.e,,
Zle=o = ﬁ[l + :—j - 2;—] =0. Furthermore, it is not difficult to show after some tedious
but straightforward calculations that 22 g% =a 7"[‘% J(r —26)3 — ‘9’“ L/ (r —m)?.
26 _ —1 % — =1
Since we have 3 = T and e we know that:
0 0 1 1
o =26~ fr? = " -0

((7' —26)3/(r —o2)2 + 86) ((7 —m)3/(r—a?)?2+ 46)
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where we make use of 2§ < m < 0 (see (23.1) and Table 1 in the text) for the last
inequality. Therefore, we have 22 = a r[ / (r—2¢)% - 6’“ L /(r —m)?] > 0. By the mean
value theorem, we know Z |5>0 Z l|e=0 > 0,ie.,Z >0 under our assumption of € > 0.

The coefficient of ¢ in A can be calculated as:
_ 2a°r? 2a2 [ 2n%a? 21102 B na?
T dr(r—26)2  4r 2r(r—m)?  2r(r—m)  r(r—m)

a2
= 5[/ =26 = (¥ + 2rm = nd) /(r = m)?]

Denoting I' = r2/(r — 2£)% — (r> + 2rm — 1?)/(r — m)?, we have Y = £T. Clearly, Y =

g—i[:—z — 5] = 0 would hold had it been the case that ¢ = 0, i.e., Y|.—o = 5[ — :—z] =0.
Taking the derivative of ¥ with respect to ¢ and doing some further arrangements
yield:

oy ¢ om 3

E—Qa 152/ = 26)° - 5/ ("= m)’]

We have shown above that %/(r — 2¢)* — 2 /(r — ;)® > 0, which implies 2- > 0.
By the mean value theorem, one knows that Y|5>0 Yl|.—o > 0, i.e,Y > 0 under our
assumption of ¢ > 0.
Besides, when ¢ = 0, we have A = X = [¢* + a)] — 5[y} + 2ap4], and thus,
rX =+ ap — pd—ap = (0 —m)la+ ¢+ Fpu) + 1/J,ul Also, we know that,
with ¢ = 0, we have §(u; +a) = oy > Vand ¥ + § = 5255 > 0, which implies
a+Y+ 5,u1 > 0. Taking into account that ¢ — pi; > 0 (see Appendix Bl), ¥ < 0, and
11 < 0, we know rX > 0 thus X > 0.
Since we have shown that Z > 0, Y > 0, and X > 0, we know that A = Zy? +

Y+ X > 0 would hold for any ¢ > 0. m

B4. Proof of Proposition 3.
Proof. As stated in (25) in the main text, the total gain of cooperation for the two
countries would be:
TWGIC = W(Ty) — [Vi(To) + Va(To)]
=+ Ty + 3€[To)? — (k1 + mTo + 3m[To]* + 5= [pal?)
= A+ (Y — )Ty + 3§ —m)[To)?
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where A = ( — k1 — Qir[goa]Q. From (B2.1) and (B2.4) in Appendix B2, one can easily
find:

3[6—7]1] :_1[0__ 0'(7"—02) ]+ o 0’(7'_0'2) }
do 2 \/(r—02)2+85(1 +7) (r—o?)%+4e
Clearly, 8[5 ’“ = 0 if ¢ were equal to zero, i.e,, M|5:0 = 0. One can show that:
2
6()[(57(}21] = 2a(r — 02)[[ 02)§+4E]3/2 — [ .702>2+8€]3/2] > 0 for all ¢ > 0. By the mean value
theorem, we know that: 2 ’“] le> 5(;71] le=o > 0, i.e., under our assumption of ¢ > 0,

% > 0 will always hold. Also, we know from (B2.2) and (B2.5) in Appendix B2
that:

O — ] _ar(l+¢) 9 ar(l+¢)om - [ar(l +¢)  ar(l+),0m
Oo C (r=2200  (r—m)? do (r—2¢)? (r—m)? do

where the last inequality holds due to 8[5 "1] > 0 (which has been shown above). Since
2€ —my < O(see (23.1)), one knows that ‘?[wag“ s 0.
Similarly, after some calculations, one can find:

%:a(l+w)%_a(1+¢)%>[a(l+tp) _a(1+<,0)}%

0
oo r—2¢ Jdo r—m 0o r—2¢ r—m 0o ~

Given that M > 0, a[ - 1] > 0, and a[gg ml - (), which we have shown above, one
can know from (25) that 2WTo)— Vg To)tVa(To))] =24 %TO + %[TOP > 0, which

implies that the greater the uncertainty about global warming, the more gain we can

expect from international cooperation, which is consistent with the result in the case

of Symmetric players. ]
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