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Introduction

This thesis consists of three independent chapters, each covering a significant research field in
applied microeconomics. A central part of economic studies is the problem of providing right
incentives; e.g. when delegating tasks to employees the employer should make sure that the
assignments are executed in his interest. The issue of not having the same goals arise when
contracting partners have conflicting objectives. If, in addition, the employee’s characteristics
are not accurately known to the employer, if the tasks are to be taken in a risky environment,
and if the employee is risk-averse, the problem of finding right incentives becomes more
relevant, but, also more complex. The literature on incentive theory, or contract theory,
deals with these questions and problems. The first chapter of this thesis is a contribution
to this literature and to related empirical studies. A rather general principal-agent model is
used to address empirical findings concerning risk-incentive trade—offsﬂ Another substantial
field in economics is political economy. The second and third chapters of this thesis are
contributions to the literature on the associated branches, political economy of collective
decision making and political economy of climate change, respectively. Crucial questions in
the first subfield are how to best aggregate private information and how collective decision
making performs. In America, e.g., defendants are judged by a jury. Members of a jury might
have diverging preferences and do have their own perception of the defendant’s guiltiness. The
questions of whether it is possible to extract or to determine each juror’s true assessment and
whether the jury reaches a verdict that does the defendant justice, is socially very important.
The second chapter of this thesis compares jury verdicts under three different protocols for
aggregating information and ranks them with respect to Welfareﬂ Finally, the third chapter

deals with environmental economics. Global warming and climate change are amongst the

IThis chapter is based on the paper “Managerial Incentive Problems and Return Distribution” which is
joint work with Dezso Szalay.

2This chapter is based on the paper “Subgroup Deliberation and Voting” which is joint work with Mark Le
Quement and published in Social Choice and Welfare (Le Quement & Yokeeswaran 2015).



major threats mankind will have to face in the future. It is therefore essential to study
optimal regulation of carbon emissions and fossil-fuel consumption. The last chapter of this
thesis tackles this problem. It analyzes optimal Pigovian taxation in a “delayed regulation”
model with asymmetric information on fossil-fuel reserves. Furthermore, it makes predictions

about the effects of the regulation on relevant partiesf
These three chapters are now described in more detail individually.

Chapter [1| Contracting partners commonly have diverging interests. This makes it rele-
vant to study optimal incentive schemes by the use of principal-agent models and to character-
ize the relationship between risk and incentives. Standard principal-agent theory (Holmstrom
& Milgrom 1987) determines a negative trade-off between risk and incentives. A principal,
offering a performance pay to a risk-averse agent, trades off the benefit from higher effort to
the loss from higher risk compensation. In a high risk environment the performance pay is
therefore low. Various empirical studies testing this theory find conflicting results on whether
to support this prediction or not. Some papers indeed find a negative relationship, others
claim that the relationship is positive while there exist studies that do not find a signifi-
cant relationship at all (see e.g. Aggarwal & Samwick 2002, Core & Guay 1999, Bushmann
et al. 1996). Successful efforts have already been made to explain the positive relationship (see
e.g. Prendergast 2002). The main idea of these papers is to incorporate aspects of managerial
incentive problems which are neglected in the standard model such as e.g. the possibility
of endogenous delegation of decisions, or of endogenous matching. Prendergast (2002), who
looks into the first mentioned extension, assumes that managers are better informed on out-
put, hence have greater value in a high risk environment, and therefore should be highly
incentivised to manage in the principal’s interest. The positive relationship is then a natural
outcome if the data and the tested industry are liable to these aspects. Our contribution
to this literature is to incorporate the issue of the agent being able to choose endogenously
the first two moments of the firm’s profit distribution. We study a general model and make
comprehensive comparative statics predictions. We also explicitly emphasize the impact of
endogenous risk on the theoretical predictions and the empirical evidence.

In our model the manager chooses the mean and the volatility of the firm’s profit dis-

tribution along an efficient frontier. The managers differ in two aspects, their cost of effort

3This chapter is based on the paper “Carbon Taxation under Asymmetric Information over Fossil-fuel
Reserves” and is joint work with Renaud Coulomb.



and their risk aversion. If these characteristics are commonly known and associated, the re-
lationship between volatility of profits and incentives is positive. Allowing for asymmetric
information on these parameters the correlation stays positive, as long as the variation in the
observed contracts is not too large. Consequently, our model also allows for negative corre-
lation. In addition, we point out that empirical studies neglecting the endogeneity of risk —if
the risk in the data is indeed endogenous— might falsely reject a significant relationship as

this negligence biases estimates towards zero.

Chapter 2| Early contributions to the literature on collective decision making compare
different voting rules under private voting. Allowing for strategic voting the unanimity rule
is known to aggregate private information poorly (see e.g. Feddersen & Pesendorfer 1998).
Each juror acts as if his vote is pivotal when voting strategically. Being pivotal reveals ad-
ditional information about the defendant’s guiltiness which might overwhelm the juror’s own
assessment. To improve on information aggregation various papers add a communication
stage prior to voting. Most studies restrict communication to simultaneous plenary deliber-
ation and study the possibility of truthful deliberation and sincere voting. Coughlan (2000),
however, shows that truthful deliberation does not constitute an equilibrium outcome if com-
mittee members have commonly known and substantially heterogeneous preferences. Jurors
might not want to reveal their true assessment in order to manipulate different minded jurors.
Austen-Smith & Feddersen (2006) show that uncertainty about these preferences can render
full pooling of information compatible with heterogeneity, as long as the voting rule is not
unanimity. Gerardi & Yariv (2007) generalize the communication and the voting stages by
not specifying the communication and the voting protocols and show that all voting rules,
but the unanimity rule, are equivalent. An outcome that can be implemented by one voting
rule can also be implemented by any other voting rule, by agreeing on this outcome in the
communication stage and subsequently voting unanimously in favor of it, as long as the voting
rule is non-unanimous. Consequently, the jurors are never pivotal when voting and hence do
not have an incentive to deviate. Our contribution to this literature is to take the poorly
performing unanimity rule and to introduce a communication protocol different from plenary
deliberation in order to compare the outcomes. Additionally, we emphasizes that this new
protocol can improve the outcome.

We consider a heterogeneous committee voting by unanimity rule. We treat three different

protocols to aggregate information, private voting and voting preceded by either plenary or

3



subgroup deliberation. While the first deliberation protocol imposes public communication,
the second one restricts communication to homogeneous subgroups. We find that both proto-
cols allow to Pareto improve on outcomes achieved under private voting. In addition, we find
that when focusing on simple equilibria under plenary deliberation, subgroup deliberation

Pareto improves on outcomes achieved under plenary deliberation.

Chapter [3] According to climate change experts dangerous climate change cannot be
prevented without reducing fossil-fuel combustion (see e.g. IEA 2012). Regulators’ responsi-
bility is to intervene and find optimal measures to control fossil-fuel consumption and hereby
regulate carbon emissions. Optimal carbon regulation in a world in which all information is
publicly known is well researched in various settings based on the Hotelling model (see e.g.
Ulph & Ulph 1994). However, it seems plausible that oil owners have private information on
their reserves (IEA 2010); empirical studies such as Bentley (2002) and Laherrere (2013) find
that reserves of non-renewable resources are commonly over-reported. The environmental lit-
erature has examined optimal taxation in different asymmetric information settings (see e.g.
Jebjerg & Lando 1997, Osmundsen 1998). However, the interaction of carbon taxation and
the revelation of private information on the size of the reserves has not been analyzed yet.
Our contribution to this literature is to address this matter and to examine the optimal car-
bon taxation under asymmetric information on the size of the fossil-fuel reserves. Our results
suggest that a threat of a future mandatory carbon taxation might even be an explanation
for the evidence of the over-reporting mentioned above.

We examine a setting in which a delayed environmental regulation —in order to reflect slow
international negotiations— is implemented by a Pigovian tax. The regulator aims to control
the environmental damages caused by COs emissions from fossil-fuel combustion while not
neglecting the social welfare from its usage. Information on the size of the reserves —low or
high— is the resource owner’s private information. We find that the threat of carbon regulation
creates incentives to exaggerate the size of the reserves. This behavior does not have to be
detrimental to future environmental regulation. Both parties, the resource owner who wants
to maximize his profits and the social planner who wants to control environmental pollution,

can profit from asymmetric information.



Chapter 1

Managerial Incentive Problems and

Return Distributions

1.1 Introduction

The separation of ownership and control (Berle & Means 1932) makes it vital to understand
the optimal design of incentive schemes for managers. The theoretical literature on the sub-
ject is vast, leaving no hope to do justice to all contributions. A cornerstone of incentive
theory is the Holmstrom & Milgrom (1987) continuous time model, where a manager’s com-
pensation takes the form of a linear compensation scheme; a fixed part plus a variable part
that depends linearly on some accounting measure; Hellwig & Schmidt (2002) have provided
discrete time approximations for this model. Applied work on contract theory usually starts
from a static reduced form version of these models, assuming that a manager receives a com-
pensation package that is linear in profits, and studies how the components of the manager’s
pay change with the underlying problem. One comparative statics prediction that is shared
by the majority of these models is that the sensitivity of the manager’s pay to the firm’s
profits should be the lower the more risky the firm’s profits are. Efficient risk sharing be-
tween well diversified shareholders and the firm’s managers would allocate all the risk to the
shareholders, but such an arrangement would give the manager too little incentives to work.
Hence, moral hazard induces an inefficiency that is the more costly the larger the underlying
risk and so the optimal sensitivity of the manager’s performance pay is reduced when the

firm’s profits become more volatile.



The empirical evidence as to whether the data support this comparative statics prediction
is mixed. In the context of executive pay, Core & Guay (1999) and Oyer & Schaefer (2004)
find a positive and significant relation between measures of business risk and performance
sensitivity of pay; Aggarwal & Samwick (2002) and Lambert & Larcker (1987) find a negative
and significant relation between risk and incentives. Quite some studies find results that are
statistically not significant: Bushmann et al. (1996) and Ittner et al. (1997) study whether
firms are more or less inclined to use individual performance evaluation rather than compen-
sation based on financial performance measures when risk is higher and find a positive result
when they take variance in stock returns as the measure of risk; they find a negative result
when they take variance in accounting returns as their measure of risk; Ittner et al. (1997)
find positive results for various measures of risk (volatility of accounting returns, stock returns
and net earnings); Yermack (1995) finds that firms provide more incentives from stock options

when accounting earnings contain larger amounts of noise.

We propose a new way to look at this evidence. We develop a theoretical model of perfor-
mance pay where the manager is given incentives to be diligent in two respects. Firstly, the
manager exerts effort which, all else equal, makes higher profits more likely. Secondly, the
manager can also choose the firm’s strategy, that is, he can select the riskiness of the firm’s
profits along an efficient frontier. We stick firmly to the applied perspective and assume
that the manager faces a compensation package that is linear in proﬁtsﬂ The performance
sensitivity of the manager’s pay determines both his optimal effort choice and the optimal
volatility of the firm’s profits. The optimal contract is influenced by the manager’s underlying
characteristics. When these characteristics vary, the observed contract choices vary too and
furthermore induce variation in the observed firm characteristics. Hence, our model makes
predictions as to the covariation between observed contract choices and firm characteristics,
that is, mean and variance of profits. Since we do not in general know whether the character-
istics are known to the principals who design the contracts (in practice), we extend our results
to allow for adverse selection with respect to the manager’s characteristics on top of moral
hazard with respect to the choices made by the manager. Under fairly general conditions,

we obtain a (pairwise) positive covariance of performance-sensitivity of pay and mean returns

IThis is a standard perspective taken in a sizeable branch of the literature. While restricting contracts
to a particular functional form is clearly a restriction, doing so allows us to closely compare our results to
those found in the applied literature that works from this hypothesis, which is precisely the aim of the present
chapter. Thus, the restriction to linear contracts is imposed deliberately, not just for analytical convenience.

6



and volatility of profits.

If there is a grain of truth to our story, then our model sheds new light on the existing
evidence. The hypothesis that risk and incentives should be inversely related is based on a
model where risk is exogenous. In contrast, when risk is endogenous through choices made by
the managers, then our theoretical model predicts a positive relation. Moreover, in empirical
studies endogeneity would not only affect the sign but also the magnitude of the estimated
relations, at least when the endogeneity is not entirely accounted for: the resulting correlations
between risk as a regressor and the error terms biases the estimates towards zero, explaining
why it is difficult to reject the hypothesis that there is no relation between risk and incentives

at all.

Our story is closely related to Holmstrom & Milgrom (1994) and Demski & Dye (1999).
Holmstréom & Milgrom (1994) develop a theory of the joint determination of various elements
of contracts. While their theory explains the covariation of choices made by the principal, we
wish to explain how choices made by principals (that is, contracts) covary with choices made
by the managers (that is, expected level and riskiness of profits). A key element in our theory
is an efficient frontier, which introduces a relation between equilibrium expected return and
risk. Demski & Dye (1999) also build on the idea that a manager can make mean-variance
trade-offs; however, they address quite different questions with their model.

Thus, the key idea is to allow for more margins of decision making that affect the con-
tracting environment. This idea is also present in Hellwig (2009), Sung (2005), Araujo et al.
(2007) and Garcia (2014). All these papers allow for endogenous risk choices, even though the
precise trade-offs and who controls the choice of risk differs across the approaches. Hellwig
(2009) points out that all moments, mean and risk, are jointly determined as solutions of
one incentive problem and thus challenges the way we think of debt contracts as a solution
to one incentive problem and equity contracts as a solution to another one. Sung (2005)
studies a continuous time principal agent problem with moral hazard and adverse selection
which allows for an endogenous choice of volatility by the principal. We use a static model
but allow for various sources of heterogeneity among agent types, have all choices except for
contracts made by the agent, and explore the comparative statics properties based on the

association of random variables as Holmstrém & Milgrom (1994) doﬂ Araujo et al. (2007)

2Combining Sung’s (2005) continuous time with our multidimensional approach is - as we believe - an
interesting avenue for future research.



analyze a problem where the manager’s effort choice raises means and reduces variance at the
same time. In Garcia (2014), risk can again be seen as an additional contracting tool that
the principal uses alongside with linear contracts to control the agent’s effort choice.

Overall, we believe it is very natural to assume that all the moments of the return distri-
bution are endogenous and find it reassuring that different variations on the same theme share
similar resultsﬂ Many variations and their predictions for empirical work remain unexplored
to date[]

Part of the empirical contracting literature discusses endogeneity of risk explicitly; see, e.g.
Garen (1994) and, in the context of franchising, Lafontaine (1992), Lafontaine & Slade (1998),
and Lafontaine & Slade (2007). One way to deal with the issue is to find measures of risk that
are likely to be exogenous to the firm’s choices. Garen (1994) follows this approach and uses
R&D intensity as a proxy for the riskiness of a firm’s industry. Using that proxy he finds a
negative but statistically not significant relation between the pay-performance sensitivity and
this proxy. Based on our theory, we propose an empirical approach that attacks this issue
more directly, that is to regress all the choices made by the manager and the firm’s owners on
the characteristics of the underlying problem. This would allow to estimate the endogenous
relation between risk and incentives.

While we are not aware of any study in the context of executive pay that addresses this
issue, Ackerberg & Botticini (2002) make a closely related point in the context of sharecrop-
ping, pointing out that some characteristics of their underlying contracting problem may be
endogenous through tenant/landowner matching. In their context, the landowner decides on
what crop to grow; if crops differ in their riskiness, then tenants who differ in their risk aver-
sion feel attracted to different landowners. Similar to their work, we stress that endogeneity is
an important issue. However, since the details of optimal choices in a contracting relationship
are different from the details in the matching process, our way to address the endogeneity is
quite different.

A number of theories can rationalize a positive relation between risk and incentives. The

main value added to our exercise is not so much to provide yet another one explaining the

3Tt should also be stressed that incentive problems in practice may depend on the context, ranging from
excessive risk taking to excessive conservatism. This chapter does not address excessive risk taking by managers,
and is therefore clearly not the adequate framework to think about contracts for bank managers, where excessive
risk taking is the main concern. For a further discussion, see the final section.

4In a recent paper, Weinschenk (2014) studies a model with endogenous project choice to challenge the
Marshallian hypothesis that higher incentives lead to higher expected profits - a feature that our model has.
He shows that this need not be the case in his model.



same thing but much more to paint a rich picture of the comparative statics predictions of
a contracting model allowing for many margins along which managers make choices and for
many dimensions of heterogeneity among managers that may or may not be private informa-

tion within a unified framework. We are not aware of a similar attempt in the literature.

Prendergast (2002) was first to take up the mismatch between theory and empirical work.
He argues that the standard theory neglects an endogenous delegation decision. Suppose there
are two essential inputs in production, effort and information that is used to make decisions,
and suppose that agents have better information than principals. The value of this improved
information is the larger the more uncertain the environment. Consequently, the larger is
business risk, the more likely are principals to delegate decision making to the agent. But
to ensure that the agent acts in the principal’s interest, the principal makes the agent’s pay
depend on his performance. Hence, the agent’s pay is the more dependent on performance
the higher is risk. Thus, essentially Prendergast (2002) argues that the existing theories and

their empirical tests suffer from an omitted variable bias.

Raith (2003) argues that empirical tests of the principal agent model fail to distinguish
variability in profits and measurement error in contracting. If this distinction is made, then
a positive correlation of performance pay and business risk can be rationalized. In particular,
he studies a model of oligopolistic competition, where a manager’s role is to reduce his firm’s
costs of production. As in the traditional model, the dependence of the manager’s pay on
realized cost reductions is the smaller the larger is the measurement error for these same cost
reductions. On the other hand, uncertainty about rivals’ costs makes firms’ profits stochastic.
Although the power of managers’ performance pay and the variability of firms’ profits are
not causally linked to each other, a change in a third factor, e.g. the degree of competition,
increases both profit risk and the power of managers’ incentive schemes. Thus, the agents’
pay is more performance dependent when business risk is greater, but there is no causal link

between the two effects.

More recently, Inderst & Miiller (2010) point to the role of incentive pay-schemes when it
comes to inducing exit by bad managers. Comparing severance pay with on the job payment
schemes, they find that severance pay makes shirking too attractive for managers; on the
other hand, risky pay-for-performance is only attractive to manager who think they are more

likely to generate high returns. Moreover, performance pay may be steeper if the underlying
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firm risk is higherﬂ

As stressed before, the main point of this chapter is not so much that the relation between
risk and incentives is positive but that it is endogenous and shaped by many factors that may
or may not be observed when contracts are written. We develop a framework which allows
us to illustrate the implications of this insight for empirical work.

The remainder of this chapter is structured as follows. In section [1.2] we lay out the
model. In section [1.3] we explain the principal’s problem including its solution in the first-
best situation. In section [1.4] we study the contracting problem with known characteristics,
in section [1.5| we extend these results to the case of adverse selection with respect to the
manager’s characteristics. In section [1.6] we remind the reader of the attenuation problem
in empirical studies that arises from endogeneity of regressors, in our case risk. Section [1.7]

concludes. All proofs are gathered in the appendixes and

1.2 The Model

An owner of a firm hires a manager to produce output. Henceforth, we call the owner the
principal (she) and the manager the agent (he). The distribution of profits, m, depends on
the agent’s management style, that is two choices the agent makes. In particular, the agent
chooses the mean p and the variance o2 of a Gaussian profit distribution, so @ ~ N (,u, 02) .
The agent’s choices are constrained by an efficient frontier u = p (e, o), where e is the agent’s
effort. The efficient frontier describes the maximum expected return the agent can reach for
any given variance and effort choice. For a given effort, higher expected returns can only be
reached at the cost of higher variance. By increasing his effort, the agent can expand the set
of feasible profit distributions; the efficient frontier is increasing in e for any given volatility
0. We assume that p (e, o) is jointly concave in e and o. Finally, there is an upper bound on
the volatility, o. Figure depicts the efficient frontier [

Effort is costly to the agent. The cost of effort is ¢ - e, where ¢ is a positive parametelﬂ
Contracts can only be written on profits; the agent’s choices themselves - neither effort nor

volatility - are not observable to the principal by the time payments are made. Moreover,

5 A positive relation between risk and incentives can be rationalized in a number of other ways, e.g., through
endogenous matching between principals and agents (Serfes 2005, Wright 2004) or by combining limited liability
with risk aversion on the part of the agent (Budde & Krikel 2011).

5For most of the chapter, & can be taken as co. Since the principal is risk neutral, we need a finite & to
make the first-best allocation well defined.

"Making costs linear in effort is a normalization that is without loss of generality.

10



(e, o)

p(e,0)

0 o o

Figure 1.1: The efficient frontier

the principal is restricted to use linear contracts. So, the principal’s wealth is equal to Wp =
—084 (1 — a) 7 and the agent’s wealth is equal to W4 = 5+ am, where (3 is a base salary and
« the agent’s share of profits. The principal is risk neutral while the agent is risk averse. His

utility function displays constant absolute risk aversion. More precisely, we have

Ua(Wa,e) = —exp (—a(Wa —ce)),

where a is the coefficient of absolute risk aversion. As is well known, the agent’s expected

utility can be expressed as E [Ug (Wy,e)] = Ug (wa — ce) where

2
wAEB—l—au(e,U)—a%UQ (1.1)

is the agent’s certainty equivalent level of wealth. Clearly, for any given effort choice, the
agent will always choose a point on the efficient frontier, so u = p(e,o). The principal’s

expected utility is equal to his expected wealth, so

EWp] ==+ (1-a)ul(eo0).

The agent’s outside option gives rise to a certainty equivalent level of wealth of w. The agent
knows his marginal cost of effort and his coefficient of risk aversion. These parameters are

distributed with full support on the product set T = [a,a] X [¢,¢] where @ > a > 0 and

11



¢>c>0. Welet t = (a,c) denote a type and let k (t) and K (t) denote the joint density and

cdf of t, respectively.

Apart from the efficient frontier - our key new element - these assumptions are standard in
the literature (see e.g. Holmstrom & Milgrom 1994). We explore two variations of our model;
in the first version, the agent’s type is commonly known so that the only contractual friction
is moral hazard arising from the unobservability of the agent’s choices; in the second version,
the principal only knows the distribution of the agent’s type (and this is common knowledge),

so there is adverse selection on top of moral hazard.

1.3 The Principal’s Problem

We state the principal’s problem for the most general case, where the agent has private infor-
mation about his level of risk aversion and cost of effort. The case of symmetric information
is then a special case of the general formulation.

Invoking the Revelation Principle, an optimal contract can be found restricting attention
to a direct revelation game, where the agent is asked to announce his preference parameters €,
and is given incentives to announce his type truthfully. For any given announced type, t € T,
a contract specifies the quadruple { I3 ('E) , (’E) ,e (’E) , O (’E)} Our problem is a combined
problem of moral hazard and adverse selection. However, once the agent has announced a
type, B ('E) and o (’E) are given from his perspective. So, we can use to compute the
optimal choices of effort and standard deviation (from his perspective); let e (o, t) and o (o, t)
denote these choices. Since p (e, o) is jointly concave in its arguments, incentive compatible

choices are completely described by the pair of first-order conditions

and either
0(04 (f:),t) <7 and gy (e (a (’E),t),a(a ('E) ,t)) — ax (E)J(a (’E),t) =0, (1.3)
a(a (’E),t) =7 and [y (e (a (’E),t),o’(a (f:) ,t)) — ax (’E)U(a (f),t) >0 (1.4)



Given strict concavity of the function p (-, -) in its arguments, this system of equations has a
unique solution. Taking these choices into account, the principal’s problem is reduced to a

problem of pure adverse selection. The principal’s problem is to
max. / (=B (t) + (1 —a(t)) ple(a(t),t),o(a(t),t)))k(t)dt (1.5)

s.t.
wa (B(t),a(t),e(a(t),t),o(a(t),t) —celalt),t) (1.6)
>wa (BE),a (), e(a®),t),0(@®),t) —ce(a®),t) foraltteTw)
)) —ce(a(t),t) >w forall t € T (w) (1.7)
max wa (8 (£),a (&), e(a(®),t),0(a®),t) —ce(a(®),t) <w forall t € T\ T (w)

(1.8)

In this problem, constraint is the incentive constraint that guarantees truthtelling.
ensures that agents with characteristics t € T (w) are willing to participate, ensures
that agents with other characteristics do not participate; the principal chooses the set T (w),
i.e., whom to attract and whom to exclude. Note again that the moral hazard part of our
problem has been subsumed into the hidden information part of the problem by requiring
that e (a (t),t) and o (a(t),t) satisfy the conditions and either or E| Thus,
the problem of pure moral hazard corresponds to the problem above when we drop constraint

(1.6) . Moreover, in this case, the problem can always be solved pointwise for each t.

The choice of the set T (w) is only interesting in case the characteristics are privately
known to the agent; this is due to the absence of wealth effects in the principal’s and the
agent’s utility function. For this reason we study the problem with known characteristics
under conditions that ensure that full participation is optimal; formally, we set w = 0 for
the first part of the analysis in section which ensures that T (w) = T. In contrast, the
optimal allocation in the case of privately known characteristics, analyzed in section [1.5
features exclusion of a portion of types - who are particularly risk averse and have very high

costs of effort - with strictly positive measure whenever w > 0.

8With a slight abuse of notation, e (t) = e (a (t) ,t) and o (t) = o (« (t) , t) correspond to the “recommended”
choices introduced in the definition of contracts above.
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Before we dive into the analysis of the incentive problems, we shall briefly discuss the case
where the principal can observe the agent’s type and his choices. If the principal is perfectly
informed about the agent’s preferences and choices, then there is no need to use the share «
to control incentives. Hence, « is set so as to induce an optimal allocation of risk between
agent and principal, so a* (t) = 0 for all t. Since the principal is indifferent towards risk,
and the efficient frontier is increasing in o, he will prefer for any given effort the maximum
volatility, so o* (t) = @ for all t. Finally, the optimal level of effort satisfies the first-order
condition pe (e (a* (t),t),7) = c. Notice that both o* and ¢* are independent of the agent’s
preference parameters. The optimal level of the mean is decreasing in ¢, as effort is decreasing

in ¢ under complete information.

1.4 The Problem of Pure Moral Hazard

Even though we can characterize the solution to our model - in the case of commonly known
characteristics - for general functions p (e, o), clear-cut comparative statics predictions require

quite a lot more structure. Thus, to make progress we assume from now on that
(e, o) =eod. (1.9)

It is easy to verify that the agent’s problem of choosing e and o for given contract is jointly
concave in the choice variables if 0 < A\, <1 and A+ g < 1E| so we impose these restrictions
to make the agent’s problem well behaved. As we discuss shortly, to make the principal’s
problem well behaved (that is concave in «/), we assume on top of this that A < .5 and § < 2\.

To solve our problem in the most reader friendly way, we proceed as follows. We demon-
strate the important features of the solution for interior volatility choices in the main text.
We provide the details of the solution in the appendix along side with a discussion for
which parameter values the solution is indeed interior.

It is useful to ease notation defining some statistics of the model parameters. The details
are not interesting in any way but are provided for completeness in Definition in the

appendix Let n = n(5,\), A = A(5,\), and I' = I' (4, \) denote functions of the

) —2X
parameters only, and let 0 (t) = a20-%Y-¢ . ¢20-3-3 . Building on this notation, we can write

9The factor .5 stems from the fact that the cost of risk bearing is quadratic in o. Switching variables from
standard deviation to variance in (1.9) gives rise to the standard restriction that the sum of exponents be
smaller than unity.
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the mean of the return distribution induced by an agent with characteristics t as
pie(a,t),o(a,t)) =A0(t)a" L (1.10)

the agent’s cost of risk bearing and effort as

2
a%a (o, t)% + ce (o, t) = T0 (t) o

and the agent’s indirect certainty equivalent level of wealth as
wa (B, a,e(a,t),0(a,t),a) —ce(a,t) = B+ ald(t)a"t —T0(t)a". (1.11)

1.4.1 Optimal Contracts

It is now straightforward to solve the principal’s problem. Clearly, when the agent’s char-
acteristics are known, the participation constraint has to be binding for each t. Notice, that
the indirect certainty equivalent level of wealth - when the agent chooses effort and volatility
optimally from his perspective - depends only on 6§ = 6 (t), a unidimensional statistic of t.
This simplifies the model dramatically. Imposing for each 6 and substituting into the
principal’s objective, we obtain the following unconstrained problem

mgxﬂ (t) (Aa”_l —Ta"). (1.12)
It is easy to verify that problem is increasing in « for @ = 0 and concave in « for
n € (1,2), or equivalently for A < .5 and § < 2\, which is precisely the reason we impose
this restriction. In this case, we can characterize the solution by the pointwise first-order

conditions

* U—lé
n T

at =«

(1.13)

The optimal share o* is independent of the agent’s preference parameters as long as the
implied volatility choice is interior. This is due to the Cobb-Douglas technology. Since the
agent’s volatility choice is the higher the less risk averse the agent is and the smaller his
marginal cost of effort is, the volatility choice is indeed interior for relatively high values of
the agent’s preference parameters. Let T denote the (closed) set of parameters giving rise to

an interior solution. Depending on the support of the agent’s preference parameters, there is
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Figure 1.2: Interior versus corner solutions

necessarily a set of types for which the upper bound on volatility is a binding constraint. Let
T = T\ T; denote this (open) set. T is nonempty if some agents are close to risk neutral
and/or have very low cost of effort. To capture this case, we assume that the lower bounds a
and ¢ are sufficiently low. In this case, there exists a strictly decreasing function ® (a) that
separates the sets T¢ and T, depicted in figure below.

We can now characterize the overall solution to the contracting problem.

Proposition 1.1 i) There ezists a strictly decreasing function ® (a),

such that Tc = {t :c < ®(a)}. For a and c sufficiently small, Tc is nonempty.

i1) For relatively risk averse agents with a relatively high cost of effort (formally, for t €
T;), the optimal share o* (t) is independent of t and given by (1.13)). The optimal choice of
volatility and the expected level of profits are both decreasing in t.

i11) For relatively risk tolerant agents with a relatively low cost of effort (formally, fort € T¢),
the optimal share o* (t) is decreasing in t. The optimal choice of volatility is o* (t) = &. The
expectation of profits is decreasing in t.

iv) For any t,t’" such t € Tc and t' € Ty, we have o* (t) > a* ().
Proof: See in appendix n

The economics is straightforward. An efficient allocation of risks would require that «
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be set equal to zero for all t. While a riskless contract would induce the agent to choose
the optimal volatility from the principal’s perspective, that is ¢ = &, it would not give the
agent any incentive to exert effort. Hence, « is set too high relative to the first-best. As
a result, there is a strictly positive cost of risk bearing which is increasing in a. Since the
agent’s participation constraint always holds as an equality, it is the principal who bears the
cost of this inefficiency. The higher is a, the more costly it becomes to convince the agent
to participate for a given share of profits «. Hence, the principal weakly reduces « as a is
increased. The agent, on the other hand, can reduce the cost of risk bearing by changing the
volatility of the project. Hence, the agent (weakly) reduces the volatility of the project as he
becomes more risk averse.

Similarly, when ¢ increases, any given level of effort becomes more costly to implement.
Hence, the principal finds it optimal to reduce incentives for effort when ¢ increases, so « is
reduced. Since volatility and effort are complements along the efficient frontier, the agent has

less of an incentive to engage in risk taking. Hence, the optimal volatility is reduced as well.

1.4.2 Covariance of Contracts and Moments of the Profit Distribution

Inspired by Holmstrém & Milgrom (1994), we build our comparative statics predictions on
the concept of associated random variables. Recall from Esary, Proschan & Walkup (1967)

that random variables t are associated if
COV (z(t),y(t) =E[z(t)y(t)) —Elz(t)|E[y(t)] >0

for all non-decreasing functions z (t) and y (t) (that is, functions that are non-decreasing in
each of the arguments) for which E [z (t) y (t)] ,E [z (t)], and E [y (t)] existm Notice that the
functions o* (t), p* (t), and o* (t) described in proposition [1.1f are comonotone. Before t is
realized, the values these functions take are random. Let &*, ¢*, and * directly denote these

random variables.

Proposition 1.2 i) The covariance of &* and 6* is strictly positive.
it) If t is associated, then the covariance of &* and i* and the covariance of i* and ¢* are
nonnegative.

iii) If either managerial risk aversion or his/her cost of effort can be controlled for, then the

OFor the relationship between association and other concepts of dependence (see Esary & Proschan 1972).
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covariance of &* and p* and the covariance of i* and ¢* are both strictly positive.
Proof: See in appendix [ ]

Part i) follows from the fact that the functions a* (t) and o* (t) are comonotone and
moreover that one function is strictly decreasing exactly in the region where the other is
constant. Calculating the covariance by separating these regions yields the strictly positive
result. Part ii) follows directly from the association property, because o* (t) , u* (t), and o* (t)
are all monotonic in t. Finally, part iii) follows from the association property, the fact that
one random variable is always associated, and that one can rewrite @* and ¢* as increasing

functions of &*.

The predictions of the pure moral hazard model when all moments of the profit distribution
are endogenous are remarkably unambiguous: provided that the parameters in the agent’s
payoff function are positively correlated in the sense of association, the solution to the incentive
problem and the induced moments reflect this positive correlation. This is in remarkably stark
contrast to the predictions of the exact same model when the variance is taken as exogenous[']
Intuitively, effort and risk are complements in the agent’s problem, so both choices tend to
increase the stronger are the incentives the agent faces. On the other hand, the principal

offers steeper incentives to agents that are easier to incentivize.

1.5 The Case of Combined Adverse Selection and Moral Haz-

ard

We now analyze the full problem, where the agent has private information about his preference
parameters. In this case we obtain a rich set of comparative statics predictions also for the
case where the feasibility constraint on the volatility is never binding. For convenience, we
focus on this case.

Building on the analysis of the pure moral hazard case, we know that the agent’s certainty
equivalent level of wealth depends on the underlying parameters only through the statistic 6.
Therefore, it is clear that there must necessarily be bunching of types t with the same level of

6. From, ([L.11]) the agent’s certainty equivalent level of wealth for any given announced type

1 The standard trade-off between risk and incentives arises in the parameter set that gives rise to a corner
solution, T¢, when the upper bound on volatility, &, increases.
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3 (9) +(A-T)ba (é)"
Note that the cross derivative of this expression with respect to a and 6 is positive, so the
single crossing condition holdsE Moreover, the agent’s indirect utility is the higher the higher
is 6.

A crucial difference between the present problem and the pure moral hazard problem is
that the level of the agent’s outside option matters quite a bit; the solution for the case where
the agent’s outside option, w, satisfies w > 0 is qualitatively different from the case where
w = 0, because the principal finds it optimal to exclude some types. Since types with higher
0 derive higher utility from participating, the principal excludes types with a low level of 6.

Building on these insights, we can write the principal’s problem formally as follows:

0

L / {fﬁ 0) + (1 — a(0))8Aa (9)’7*1} dF (9)

m

s.t
ﬁ(0)+(A—F)0a(9)"26(é> (A - r)aa() for all 0,0 > 6,
B(9)

+(A-=T)0a(0)" >w for all > 6,
A\
maxﬂ( )+ (0) <w for all 0 < 0,,.

where F' () is the cdf of the distribution of # and 6,, is the marginal type 6 that is included;

all types 6 < 6, are excluded.

The first step to solve this problem is to bring the incentive and participation constraint
into a more tractable form. We call a pair of schedules implementable if they satisfy these

two conditions.

Lemma 1.1 A pair of schedules o (0) and (3 (0) is implementable if and only if

0
3(0) = / (A—T)a(2)"dz— (A—T)0a(0)" for all 8 > O, (1.14)

Om

12See Araujo et al. (2007) for an analysis of the case where the single crossing condition fails to hold.
See Biais, Martimort & Rochet (2000) for a multidimensional model allowing for a similar reduction of the
dimension of the incentive problem.
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and « (0) is nondecreasing in 0. Exclusion of types 6 < O, is incentive compatible if o (0) =

B(8) =0 for 6 < Op,.

Proof: The proof of the lemma is standard and therefore only sketched in the appendix
A2 m

Only monotonic schedules « (-) can satisfy the incentive constraint. As monotonic sched-
ules are differentiable almost everywhere, the agent’s indirect utility function is differentiable
almost everywhere. By the envelope theorem, the agent’s utility changes with his preference
statistic 6 at rate (A —T') a (#)"” > 0. Imposing the participation constraint for the marginal
type 6,, and integrating the changes in utility, we get . Finally, one shows that when
contracts satisfy monotonicity of the schedule a (0) and , then there is no profitable
deviation for the agent. In particular, this argument implies also that deviations for a type
0 < 6,, to any type 6 > 6,, would yield a level of utility that is strictly smaller than what the

agent can get elsewhere, w.

) —2X
Recall that 0 = 0 (t) = a2(-2-3.¢20-3-3 js a statistic of the underlying parameters. Since
0 (t) is a function of random variables, we need to derive its distribution from the underlying
distributions. The following lemma gathers the important features. For convenience, define

—0 —2) .
r = a20-Y-3% and s = ¢20-M-% respectively.

Lemma 1.2 The distribution of 6 is supported on a set [Q,ﬂ , where § = rs and = T5.

Moreover, let F () denote the cdf of 0 and f (6) denote the pdf. The density satisfies f (6) =0

and f(0) > 0 for 8 > 0. Moreover, provided that g (s|r), the conditional density of s given r
9 1-F(9)

satisfies % (sg (s|r)) >0, the distribution of 0 satisfies 90 g7y <0 for 0 >0.

Proof: See in appendix[A2] m

Note that the density of 6 goes to zero as € approaches the lower end of the type sup-
port. This is a well known property of this sort of problem and the driving force behind the
exclusion result that we establish below, replicating Armstrong’s (1996) observation for mul-
tidimensional screening problems more generally. As we discuss below in greater detail, the
extent of exclusion in this particular contexts is simply a question of the level of the agent’s

outside option.
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1.5.1 Optimal Contracts

It proves convenient to solve the principal’s problem in two steps. In the first step, we take
the choice of 6,, as given and solve for optimal contracts for given 6,,. In the second step,
we address the exclusion problem. Types that are induced to opt out are offered a contract
a(f) = B(0) = 0. Substituting for 5 (#) from into the principal’s objective function

and integrating by parts, we have

Vv (em) =
6
1235</ {<0Aa 0)"! — Tba (9)") FO) —(A-T)a(d)"(1-F (9))} 6 —w(1— F (6,))
Om

s.t. a(#) nondecreasing in 6.

The single crossing condition ensures that the participation constraint only binds at the low
end of the support, in particular at 6,,. For a given choice of 6,,, the principal faces the
standard efficiency versus rent extraction trade-off. On the one hand, the principal wishes to
raise « for each type so as to improve upon incentives for effort. On the other hand, the higher
is «, the higher are the rents the principal needs to give up to agents with a relatively high
value of §. The optimal schedule « () strikes a balance between these two motives. Under
an appropriate regularity condition, the solution can be found by point-wise maximization

under the integral. We state these results in the following proposition:

Proposition 1.3 Suppose that, for 8 > 0, %(g) 18 non-increasing in 0. Then, the optimal

share schedule for 8 > 60, is given by

n—1 A
n

T+ (A-T) 55

a(b) =

The optimal associated schedule (B (0) is given by (1.14) . In the limit as 6,, — 0, we have

limgm_@ (0% (Gm) = 0.

Proof: We omit a formal proof; the result follows straightforwardly from pointwise maxi-
mization. Moreover, it is easy to verify that the regularity condition implies that the solution

is monotonic in 6, so that we can indeed use pointwise maximization techniques. m
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The solution has the classical features. There is no distortion due to adverse selection for
the agent with the highest parameter 6; that is, « (5) = %1%, corresponding exactly to the
solution under pure moral hazard. For all # < 6, the share schedule is distorted downwards
so as to extract rents from the agents with high parameters 6. There is no rent at the bottom.
Moreover, since the density of types 6 goes to zero at the low bound of the support, if such
agents are offered a contract, then the shares they are offered become very small and go to
zero as 6, — 6. The reason is well understood from Armstrong (1996) and Rochet & Choné
(1998). The density measures the weight given to the (constrained) efficiency motive in the
principal’s objective; on the other hand, 1 — F'(#) measures the weight given to the rent-
extraction motive. Hence, at the low end of the support, the rent extraction motive becomes
infinitely more important than the efficiency motive.

Consider now the optimal choice of types to include or to exclude, respectively. Using the

first-order condition for the optimal « (6) , the derivative of the principal’s payoff with respect

to 6, is
1 (0m)
n

V0 = (- 20) 16,

where, with a slight abuse of notation, x () is short for the induced mean according to ([1.10]) .

The following results are now obvious:

Proposition 1.4 It is optimal to exclude a set of types with positive measure if and only if

w > 0. The marginal type 0}, is uniquely defined by the condition

wn = (6,),

where 07, is the higher the higher is w. Moreover, the higher is w, the higher is the lowest
incentive share that is offered, o (6},), and the higher is E[a* (0)|0 > 6], the “average”

observed incentive power of agents that are hired.
Proof: See in appendix [

Since a* (0) goes to zero as 6 approaches the low end of the support, the expected profit
generated by an agent of given type 6 goes to zero. Moreover, higher 0 types generate
higher expected profits. Consequently, there is a uniquely defined marginal type 6, who
generates exactly zero net surplus to the principal. Since only monotonic incentive schemes

are incentive compatible, the positive implications of exclusion are as follows. The larger is
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the set of excluded agents, that is the higher is 6,,, the higher is the minimum level of « that
is observed in the cross section; in particular, the minimum exposure to risk is bounded away

from zero so as to exclude some agents[]

1.5.2 Covariance of Contracts and Moments

We now turn to the comparative statics properties of the optimal contracting arrangement.

Proposition 1.5 i) With combined moral hazard and adverse selection, the covariance of &*
and [i* is strictly positive whenever o* (0) is increasing in 6 on a set of positive measure.

i1) The covariance of &* and 6* and of ii* and ¢*, respectively, is in general ambiguous. The
covariance of &* and ¢* and of i* and G*, respectively, is strictly positive if t is associated

and the distribution of 0 satisfies f% 1}59()9) < Q(Ejf))‘_é for 6 > 6.

Proof: See in appendix [ |

Part i) of proposition is due to the fact that &* and i* are nondecreasing functions
in . Given 6 is unidimensional one can rewrite @* as a nondecreasing function of &*. Since
a scalar random variable is always associated, the result follows directly if the optimal « is
strictly monotonic on a set of positive measure. Part ii) states that, in general, the model
loses its predictive power when it comes to the covariance of @* and *. However, one can
give simple sufficient conditions for a positive correlation between risk and incentives. The
one given in proposition ensures that the optimal profit share o* (f) does not change too
fast as 6 changes, ensuring that the agent’s optimal choice of ¢ becomes monotonic in the
agent’s underlying preference parameters. Since the defining property of associated random
variables is precisely that the covariance of any monotonic functions of these random variables

is positive, the conclusion follows immediately.

1.6 Attenuation

In our model, the moments of the profit distribution and the optimal contracts are endoge-
nously determined as functions of the agent’s preference parameters t = (a,c), that is, his

degree of absolute risk aversion, a, and his marginal cost of effort, c. While we do not test our

13This should not be taken as a justification for high levels of manager compensation. The level is determined
to a large extent by w, which is exogenous in the present model.

23



model directly, we now discuss how to bring it to the data and the consequences of neglecting
the endogeneity of the variance.
If we are merely interested in contracts and risk, then a reduced form of our model is a

system of equations for « and ¢ (both normalized around their means) of the sort
0 = Y10+ Yy2c+ €1 (1.15)

and

o = d1a + doc + €9, (1.16)

where €1 and e2 are independent of each other and in particular independent of a and c.

What if the endogeneity of o is neglected and instead o is treated as a regressor for a7 If
there is some (3; such that % = % = 1, then we can find another linear relation between «
and o of the form

o = [0+ e3. (1'17)

However, by implication of and , €3 is related to €1 and 4 according to
€3 = g9 — Pie1. (1.18)
Using E [e3] = 0 and conditions and , we find that
Cov (o,e3) =Eles (0 —Eo)] = E|[(e2 — f1e1) (e1)] = =1 Var (e1),

so that Cov (0,e3) < (>)0 iff 1 > (<) 0. Therefore, specification fails to satisfy the
assumptions of the linear regression model. As a consequence, the estimated value of i is
biased towards zero, an effect that is known as attenuation (see e.g. Greene 1993); neglecting,
the endogeneity of o biases the estimate of 51 towards zero. (The estimate is also inconsistent. )

The effects are slightly different but not more reassuring if o is treated as a regressor

alongside with controls a and ¢. Suppose we specify a linear model of the form
O = K10 + Koa + K3C + &4 (1.19)

in a situation where the true model is the system of equations (1.15) and (L.16]). In fact, a
form like (|1.19) is obtained if we start from (1.16) and add x; times the difference between
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the left and right side of (1.15)) . We obtain the following relation
a = K10+ (61 — k1m1) a + (02 — K2y2) ¢ + €2 — K€,

which is indeed of the same form as with €4 = €9 — k1€1. Exactly the same attenuation
problem as above arises if §1 = k11 and §o = Koy, If §1 # K1y1 or do # Koy, then the
direction of the bias is no longer clear, but the estimate of k1 remains biased.

Summing up, neglecting the endogeneity of risk in simple regressions of contracts on
measures of risk biases the estimates towards zero, irrespective of whether the estimated
relation between the slope of incentive contracts and risk is positive or negative. In more
sophisticated regressions that include risk as a regressor alongside with controls that effectively
determine both the left- and the right-hand side of the regression equation, the direction of
the bias is less clear; however, the estimation clearly remains biased also in these cases.

Whether, risk is exogenous or endogenous clearly depends on the context, so we cannot
settle the question in a theoretical model. However, we simply point out, that attenuation
makes it more likely to reject the hypothesis that incentives («) depend positively (or nega-

tively) on risk (o).

1.7 Conclusions

In this chapter, we analyze a model of managerial compensation with endogenous risk. Con-
tracts serve a double purpose as providers of effort incentives and to guide the manager’s
project choices along an efficient frontier. The model offers a rich set of insights that have
not been explored in such detail before. The resulting connection between risk and incentives
depends on the underlying incentive problem. With pure moral hazard, a positive relation
arises very naturally under general assumptions. With combined moral hazard and adverse
selection, it is easy to find examples where the correlation between risk and incentives remains
positive, but one can also construct cases where the covariance between risk and incentives is
negative. However, we do not so much argue for a particular sign of this relation. The main
point of the exercise is more that risk may be endogenous and to explore the implications of
this variation. Empirically, endogeneity of risk gives rise to an attenuation problem resulting
in estimates that are biased towards zero. We believe this may explain why a good part of the

empirical studies on the subject produce relatively small (often statistically not significant)
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relations between risk and incentives. We leave taking our model to the data directly to future
work.

We have analyzed a particular incentive problem in this chapter where risk averse agents
interact with risk neutral principals. As a consequence, our model cannot address excessive
risk taking behavior. An incentive problem of this sort would arise, e.g., if both managers and
principals are risk neutral and the manager gets some form of convex pay-scheme (e.g. through
the use of options); similarly, excessive risk taking arises if managers and principals are risk
neutral and firms suffer costs of financial distress - making the principal’s payoff effectively
concave in profits. Interestingly, even though the incentive problem differs substantially,
the models may share the same comparative statics predictions that risk and incentives are

positively related.

26



27



28



Chapter 2

Subgroup Deliberation and Voting

2.1 Introduction

Most committee decision making involves deliberation between heterogeneously informed in-
dividuals endowed with diverging preferences. Yet the interaction between the three aspects of
information heterogeneity, preference heterogeneity and communication is non trivial. Hetero-
geneous information, in a common value setting, renders communication useful. Heterogeneity
of preferences, on the other hand, makes communication difficult to achieve.

Committee communication, also called deliberation, always takes place according to some
protocol which specifies a set of potential receivers and senders at every moment of time.
Communication may be sequential or simultaneous. It may be entirely public, if messages
are observed by everyone, or it may instead be semi-public, if communication is confined to

Subgroups.

We examine two intuitive communication protocols in heterogeneous committees that vote
under Unanimity: Plenary Deliberation and Subgroup Deliberation. Our aim is to rank these
communication protocols w.r.t. simple Private Voting as well as among each other. We
proceed in two main steps, by first isolating a set of equilibrium predictions for each protocol
and then comparing these predictions as a means of comparing protocols.

The first step of our analysis is as follows. For each communication protocol as well as for
Private voting, we restrict ourselves to a class of “simple” equilibria and call these respectively
“Simple Subgroup Deliberation equilibria”, “Simple Plenary Deliberation equilibria” and “Sim-

ple No Deliberation Equilibria”. The restrictions on strategies embedded in the term “simple”
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are mild in the case of Private Voting and in contrast significant in the case of Subgroup
and Plenary Deliberation. Within the classes of equilibria considered, we furthermore only
consider so called “reactive” equilibria, i.e. equilibria in which the same decision is not always
made.

The second step of our analysis unfolds as follows. Having isolated a (non empty) set of
equilibrium predictions for each of our protocols, we ask two specific questions. First, do there
always exist reactive Simple Subgroup Deliberation and reactive Simple Plenary Deliberation
equilibria that are Pareto improving w.r.t. any reactive Simple No Deliberation equilibrium?
Secondly, does there always exist some reactive Simple Subgroup Deliberation equilibrium
that is Pareto improving w.r.t any reactive Simple Plenary Deliberation equilibrium? Our
answer to both questions is positive. The first result reveals that the two communication
protocols dominate No Deliberation in a robust sense, given the mild restrictions imposed
on strategies under Private Voting. Our second result shows that Subgroup Deliberation
dominates Plenary Deliberation if one is willing to accept the significant restrictions that
we impose on strategies under Plenary Deliberation. The latter form of dominance is thus
admittedly significantly less general than the first form of dominance established. Modulo
this important caveat, we thus obtain a complete ranking of the three voting mechanisms
considered: Subgroup Deliberation dominates Plenary Deliberation which itself dominates

Private Voting.

Among the plethora of potential communication protocols, we choose to focus on Plenary
Deliberation and Subgroup Deliberation because we deem them intuitive and empirically rel-
evant for the very reason that they are uncomplicated. The Plenary Deliberation protocol
is equivalent to the common practice of straw votes: Each committee member simultane-
ously sends a public message chosen from a binary message space. Subgroup Deliberation
restricts deliberation to homogeneous Subgroups. Examples of the latter protocol abound.
In parliaments or parliamentary committees, party fellows often separately consult and reach
a common stance before voting. Prior to faculty meetings, professors with related research
agendas may meet separately. The key distinction between Plenary and Subgroup Delibera-
tion resides in the a priori restriction that they place on information pooling. While Plenary
Deliberation theoretically allows for a larger amount of information pooling than Subgroup
Deliberation, our result is that Subgroup Deliberation however generates superior informa-

tion sharing in equilibrium than Plenary Deliberation, when committees are heterogeneous.
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In other words, our finding is that Subgroup Deliberation a posteriori generates more efficient
information sharing than Plenary Deliberation for the very reason that it a priori restricts

information sharing.

Literature review Early contributions in the literature on collective decision making
and information aggregation focus on Private Voting and compare different voting rules.
Seminal contributions such as Feddersen & Pesendorfer (1998), Gerardi (2000), and Duggan
& Martinelli (2001) negatively single out Unanimity. Meirowitz (2002) adds a caveat to the
above. The author examines a model featuring a continuum signal space as well as (at least
nearly) perfectly informative signals and finds that full information equivalence obtains in the
limit also for Unanimity.

Newer contributions add a stage of cheap talk communication prior to the vote. Gerardi
& Yariv (2007) find that if one imposes no restriction on the communication protocol used,
all non unanimous voting rules are equivalent in the sense that they induce the same set of
equilibrium outcomes. Gerardi & Yariv (2007) contrasts with most of the remaining literature
on cheap talk deliberation, which has instead examined specific protocols as well as simple
equilibria. Most contributions have focused on the simultaneous Plenary Deliberation protocol
and the truthful deliberation/sincere voting equilibrium (TS equilibrium). Coughlan (2000)
shows that if preferences are known and substantially heterogeneous, the TS equilibrium
does not exist. Austen-Smith & Feddersen (2006) show, within a generalized version of
the classical Condorcet jury model, that uncertainty about preferences can render the TS
equilibrium compatible with substantial heterogeneity, provided that the voting rule is not
Unanimity. Meirowitz (2007), Van Weelden (2008), and Le Quement (2012) add further
caveats to the analysis of Austen-Smith & Feddersen (2006). Finally, Deimen, Ketelaar
& Le Quement (2014) show that if one considers a richer information structure featuring
conditionally correlated signals, the TS equilibrium is compatible with a positive probability
of ex post disagreement.

The question of the welfare properties of different protocols and equilibria has by and
large been eluded. Clearly, in a homogeneous committee, the TS equilibrum implements the
welfare maximizing decision rule, but little is known beyond this insight. Doraszelski, Gerardi
& Squintani (2003) study a two persons setting with heterogeneous players who communicate
simultaneously before voting under Unanimity. In equilibrium, information transmission is

noisy, but communication is advantageous. Hummel (2012) identifies conditions under which
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Subgroup Deliberation ensures no errors in asymptotically large and homogeneous commit-
tees. Wolinsky (2002) analyzes an expert game and shows that a Principal can sometimes
gain by strategically grouping experts into optimally sized Subgroups that pool information

before reporting to him.

This chapter complements existing literature on four aspects. First, it examines a little
studied communication protocol, Subgroup Deliberation, that constitutes an alternative to
Plenary Deliberation in heterogeneous committees in which types are publicly known. Sec-
ond, it proposes a simple equilibrium scenario under Plenary Deliberation, for heterogeneous
committees in which the TS equilibrium does not exist (so called minimally diverse commit-
tees (see Coughlan 2000)). Third, it provides a first attempt at a general clarification of the
relative (Pareto) welfare properties of Private Voting, Subgroup and Plenary Deliberation.
Finally, from a technical perspective, it introduces a simple method for the Pareto compari-
son of equilibria arising under different protocols in heterogeneous committees, which simply

invokes a hypothetical sequence of best responses by different juror types.

The chapter is organized as follows. Section [2.2]introduces the basic jury model as well as
the different communication protocols and equilibria that we consider. Section provides
a positive analysis of the equilibrium sets corresponding to the respective protocols under
the imposed restrictions on strategy profiles. Section compares the identified equilibria in
terms of their Pareto welfare properties and thereby provides a tentative ranking of protocols.

Section concludes. Proofs are mostly relegated to appendixes B2 and [B.3]

2.2 The Model

2.2.1 Setup

Suppose a jury composed of n members. A defendant is being judged and is either guilty (G)
or innocent (I) with equal prior probability. The jury must decide whether to convict (C') or
acquit (A) him. Each juror casts a vote in favour of either conviction or acquittal. The voting

rule is Unanimity: The defendant is convicted if and only if all jurors vote for conviction.

Each juror receives a single private signal prior to the vote. A signal s € {i, g} indicates

either guilt or innocence. A signal is “correct” with probability p € (%, 1), ie. P(s =g |
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G)=P(s=i|I)=p, while P(s=i|G)=P(s=g|I)=1—p. Juror signals are i.i.d.
Let |g| denote the total number of g-signals received by the jury. The conditional probability
P (G| |g| = k) that the defendant is guilty given |g| = k in an n persons jury is given as

follows:

B(p,k,n)
B(p’kvn) +B(1 _pak7n)

B (p,k,n) , where B(p,k,n) = <Z>pk(1 - p)"ik. (2.1)

For j € {1,..,n}, each jury member j’s preferences, are determined by a commonly known
parameter ¢/ € (0,1). A juror’s payoff function is given as follows: Define U;(C | I) = —¢’ as
the utility obtained by juror j when the defendant is convicted despite being innocent, and
U;j(A| G) = —(1 — ¢) as the utility obtained when the defendant is acquitted but guilty.
The utility related to remaining combinations of state and action (acquittal of an innocent
or conviction of a guilty) is normalized to 0. Suppose a mechanism M yielding a probability
P(C | I) of convicting an innocent defendant and a probability P(A | G) of acquitting a

guilty defendant. The expected utility of juror j under mechanism M is given as follows:

Ui (M) = =¢’P(C| )P(I) = (1 - ¢)P(A| G)P(G). (2.2)

Given this utility function, a juror j prefers conviction to acquittal whenever his posterior
probability that the defendant is guilty exceeds ¢/. The parameter ¢/ thus measures the juror’s
degree of aversion to wrongful conviction. The higher ¢/, the more evidence of guilt is required

for juror j to prefer conviction.

Juror preferences are heterogeneous and fall into two homogeneous categories. The jury
contains np doves (D) with preferences qp and ny hawks (H) with preferences gy, where
qr < qp and np +ng = n. We assume that at least one of the two preference types is present
at least twice in the committee. We refer to the allocation of committee seats among preference
types as the jury composition. For each j € {H, D}, we use the notation -j = {H, D} \ j.
For a given type j € {H, D} and total number of signals n, the conviction threshold Tjﬁ is an

integer number that satisfies the following:

3 (p,Tf — 1,%) <q<B (p,Tf,ﬁ) . (2.3)
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We make the following assumptions about preferences. First,
Al T5-Tp=m>2.

In other words, in a putative equilibrium in which all n signals would be publicly revealed
before the vote, at least two signal profiles would cause disagreement between the different
juror types. The restriction is mild. Assuming m = 1 typically imposes closely aligned
preferences within the context of reasonably large committees in which many private signals
are available. Second,

A.2: T;” €{1,.,n;},Vj € {H,D}.

This means that if jurors of a given preference type j were to decide optimally on the basis

of their n; signals, they would sometimes acquit and sometimes convict. Finally,

1
A.3: —
qp > 5

This implies that a dove favours conviction only if the probability that the defendant is guilty
exceeds % This requirement matches the jury setting, where the "voir dire” selection process
eliminates jurors that are excessively prone to convict. The assumption is used in proving our

welfare results and we do not claim that it is necessary.

Throughout this chapter, we examine games exhibiting the following timing. In stage 0,
jurors receive private signals. In stage 1, jurors communicate according to an exogenously
fixed communication protocol. In stage 2, jurors simultaneously cast a vote. In stage 3, the

defendant is convicted if and only if n conviction votes were cast.

2.2.2 Communication Protocols and Equilibria

We now introduce the three communication protocols that are the object of our analysis.
No Deliberation (ND) simply specifies that no message is sent. Plenary Deliberation (PD)
specifies that each juror simultaneously sends a message m € {i, ¢} that is observed by all
jurors. Subgroup Deliberation (SD) specifies that each juror simultaneously sends a message
m € {i, g} that is observed only by jurors of his preference type.

Protocols are orderable according to the physical restraints that they impose on commu-

nication. The first, No Deliberation, fully prohibits information sharing among jurors. The
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second, Plenary Deliberation, potentially allows for full pooling of information among all ju-
rors. The third, Subgroup Deliberation, prohibits communication between jurors of different
preference types and only allows information pooling to take place within Subgroups of ho-
mogeneous jurors. Note that under Plenary as well as Subgroup Deliberation, we assume that
communication is simultaneous, i.e. can be interpreted as simple straw votes preceding the
actual vote. This is restrictive and must be distinguished from the free form communication

considered in Gerardi & Yariv (2007).

We introduce a set of general definitions and restrictions on strategy profiles. A symmet-
ric strategy profile specifies that jurors of the same preference type follow the same strategy.
Monotonous strategies are s.t. information sets providing higher evidence of guilt are associ-
ated with a higher probability of voting for conviction. Throughout the analysis, we restrict
ourselves to symmetric and monotonous strategies, in line with previous work on information
aggregation and voting. We furthermore apply the follow heuristic principle. For a given
protocol, we ignore the possibility of mixing (in communication as well as in voting) as long
as such a restriction does not leave us only with trivial equilibria in which the same decision
(either C or A) is always made. This is true of the PD and the SD cases. It is in contrast not
true under ND and we thus consider the possibility of mixed voting under the latter prococol.
We now present in detail the strategy profiles and equilibria that our analysis focuses on. Our

focus is on perfect bayesian equilibria, which we simply call equilibria in what follows.

No Deliberation Under ND, jurors condition their votes exclusively on their own sig-
nal. We use the term “no deliberation strategy” instead of the standard term “private voting
strategy” to describe the voting behavior of jurors under this protocol. A symmetric no delib-
eration strategy profile is characterized by a vector of mixing probabilities (alH , J;_I , O'iD , 05 ) ,
where o denotes the probability that a single juror of type j votes for conviction given a sig-
nal s € {i,g}. Let piv; denote the event in which a given juror of preference type j is pivotal
in the sense that the final decision changes with the juror’s vote. Let 'yé and 'ﬂ denote the

likelihood that a juror of preference type j votes for conviction given respectively state G or

I. We have

Ve = pol+(1—p)ol,
v = (1—=p)o}+pol.
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Define furthermore the indicator function Y (j, k) as follows. For j, k € {H, D}, Y (j,k) =1
if j = k while Y (5, k) = 0 otherwise. Clearly, given the Unanimity rule,

P(G | 5, pivy) =

P(s|G) hg]np—Y(J}D) hg]nH—Y(ij)

P(s|G) [,yg]nD*Y(j,D) [,Yg]nH*Y(J}H) +P(s|I) [,YID]TLD*Y(J}D) [,Y}—I]”H*Y(j’H).

We call symmetric and monotonous no deliberation strategy profiles “simple ND profiles”
(SND). If an SND profile is s.t. the defendant has a positive ex ante chance of both being
acquitted or convicted, we call it a “reactive SND profile”. If an SND profile is s.t. the
defendant is either always acquitted or always convicted, we call it a “non reactive SND

profile”.

Lemma 2.1 Under the ND protocol, a reactive SND profile (O'ZH, af, O'iD, 05) constitutes an

equilibrium iff, Vj € {H,D} ,Vs € {i,g} :

P(G | s,pivj) = qj, when o} € (0,1), (2.4)
P(G | s,piv;) < qj, when ol =0, (2.5)
P(G | s,piv;) > qj, when o = 1. (2.6)

Proof: The above conditions are standard (see e.g. Feddersen & Pesendorfer 1998) and

their proof is therefore omitted. m

Under the ND protocol, a reactive SND profile that constitutes an equilibrium is called a

reactive SNDE.

Plenary Deliberation Under the PD protocol, consider first the strategy profile in
which all jurors first truthfully reveal their signals while there is a threshold ¢ € {1,..,n}
s.t. all jurors vote for conviction iff at least ¢ g-signals have been announced. We know from
Coughlan (2000) that no such strategy profile constitutes an equilibrium of the game if m > 1.
We instead examine a strategy profile that is given as follows. In Stage 1, jurors of type j
truthfully reveal their signal while jurors of type -j simply always sends the message g and

thus babble. In Stage 2, the voting decision of both juror types is conditioned on the number
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of g-signals announced by type j. That is, there is a t; € {0,1,..,n;,n; + 1} such that: 1) all
jurors vote for conviction if at least ¢; g-signals have been announced by jurors of type j and
2) all jurors vote for acquittal otherwise. We call this strategy profile a “simple PD strategy
profile” (SPD), thereby emphasizing the fact that one could envisage more complex strategy
profiles under the PD protocol, for example involving noisy communication or mixed voting.
We furthermore call an SPD profile a “reactive SPD profile” if t; € {1,..,n;}, i.e. if jurors
have a positive ex ante chance of unilaterally voting for both acquittal and conviction. If an
SPD strategy profile is s.t. the defendant is either always acquitted or always convicted, we
call it a “non reactive SPD strategy profile”.

Our restriction to pure strategies leaves us exclusively with equilibria in which doves
truthtell while hawks babble. Truthtelling by doves appears natural given the allocation of
power across types, which unambiguously favours doves. Given a profile of public information,
if doves favour conviction, then hawks do so as well and will thus not veto such an outcome.
If doves instead favour acquittal, they can furthermore always veto a conviction. In principle,
doves can thus always get their way. The fact that hawks babble in the equilibria that we
examine also appears quite natural in the light of this power allocation. As a matter of fact,
we conjecture that there generally exists no symmetric and monotonic equilibrium in which
an individual hawk is with positive probability pivotal at the communication stage. The ar-
gument behind this would be as follows. Given the preference misalignment assumed between
doves and hawks (m > 1), conditional on the event of being pivotal at the communication
stage, a hawk favours conviction independently of his own signal. Consequently, if assumed

to communicate informatively, a hawk will always favour announcing a g-signal.

Lemma 2.2 Under the PD protocol, a reactive SPD profile characterized by t; € {1,..,n;}

constitutes an equilibrium iff:

B(p,t; —1,n5) < q; < B(p,tj,n;) (2.7)

and

q_j S ,3 (p, t_j, n_j + 1) . (2.8)

Proof: The double inequality (2.7)) is necessary and sufficient for a juror of type H not
to have a strict incentive to deviate either at the communication or at the voting stage. The

inequality ([2.8)) is necessary and sufficient to ensure that preference type -j is always willing
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to vote for conviction whenever at least ¢; guilty signals are announced by jurors of type j.

Under the PD protocol, a reactive SPD profile that constitutes an equilibrium is called
a reactive SPDE. One may be uneasy with our ignoring the possibility of mixing at the
voting stage. Our justification is purely practical: Including equilibria featuring mixed voting
following truthtelling would be a daunting task for reasons that we explain in what follows.
Recall that type j is the type that is truthelling in the communication stage and consider an
equilibrium featuring truthtelling followed by possibly mixed voting. Let (ij, H_gj) describe
the (possibly mixed) voting strategy of type -j, where 07 is the probability of voting C' given
signal s € {i,g} . Symmetric mixed voting by jurors of type j requires indifference between
decisions A and C at a given information set. This implies that given a voting strategy
(Hfj, G_Qj) of type -j, the mixed voting strategy of type j must be summarized by a vector
(tj,0;) specifying the following voting behavior. When Subgroup j holds t; g-signals, each of
its members votes C' with probability #;. When Subgroup j holds strictly more (less) than
tj g-signals, all j-types convict (acquit). Furthermore, the conditional probability of guilt,
conditional on t; g-signals in Subgroup j and on the assumption that all jurors of type -j
convict, is equal to ¢;. In order to characterize the set of equilibria featuring truthtelling
followed by possibly mixed voting, one would thus have to identify an equilibrium vector

given by (t;,0;, H_ij, 9_gj). This task is substantially more complicated than identifying a unique
threshold ¢; (equivalent to (t;,1,1,1)) as we do. Furthermore, the increased complexity would

carry over to the subsequent welfare exercise.

Subgroup Deliberation Under the SD protocol, we consider strategy profiles that are
entirely characterized by a vector of thresholds t = (t,tp). In Stage 1, jurors simultaneously
truthfully disclose their private signal to members of their Subgroup by sending a message
identical to their signal. In Stage 2, all members of Subgroup j vote for conviction if the total
number of guilty messages received among members of Subgroup j is weakly larger than ¢;,
and otherwise all vote for acquittal. We call this strategy profile a “simple SD profile” (SSD),
thereby emphasizing the fact that one could construct more complex profiles under the SD
protocol, for example involving noisy communication or mixing at the voting stage. We focus
on SSD profiles that are such that the defendant has a positive ex ante chance of both being

acquitted or convicted. We call such SSD profiles “reactive SSD profiles” and these come in
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two subforms. A “type 2 reactive SSD profile” is a SSD profile in which ¢; € {1,..,n;} for each
j€{H,D}. A “type 1 reactive SSD profile” is a reactive SSD profile in which one Subgroup
j € {H, D} adopts t; = 0, while Subgroup -j adopts a threshold ¢.; € {1,..,n_;}. If an SSD
strategy profile is s.t. the defendant is either always acquitted or always convicted, we call it

a “non reactive SSD strategy profile”.

We comment on key restrictions here. Given perfectly identical Subgroup preferences,
focusing on outcomes featuring truthtelling appears natural. In contrast, one may be uneasy
with our ignoring the possibility of mixing at the voting stage. Our justification is, as in the
case of PD, purely practical: Including equilibria featuring mixed voting following truthtelling
would be a daunting task. Symmetric mixed voting by jurors of type j requires indifference
between decisions A and C at a given information set. This implies that given a strategy of
type -j featuring truthtelling followed by (possibly mixed) voting, the mixed voting strategy
of type j is summarized by a vector (t;,6;), as in the case of mixed voting under PD described
above. In order to characterize the set of equilibria featuring truthtelling followed by possibly
mixed voting, one would thus have to identify an equilibrium vector given by (tx, 0, tp,0p).
This task is substantially more complicated than identifying a pair (tz,tp) (equivalent to
(t,1,tp,1)) as we do. Furthermore, the increased complexity would carry over to the subse-
quent welfare exercise. More equilibria means more equilibria to compare, and mixed voting
equilibria might not easily compare with each other or with pure voting equilibria. A final
justification is the presumably limited impact of mixed voting on the set of implementable
decision rules. When a Subgroup j is not excessively small, truthtelling in Subgroups implies
a large array of revealed Subgroup signal profiles, out of which no more than one could induce
randomized voting, as explained. When Subgroups are large, randomization in voting by a
given preference type will thus only occur rarely in any given equilibrium and is thus arguably

unlikely to heavily affect the type of implementable decision rules.

We now characterize conditions under which a given reactive SSD profile constitutes
an equilibrium. Let |g]| j stand for the number of guilty signals held by Subgroup j. Let
(| gl; =tj.l9l; = t_j) denote the event in which Subgroup j holds exactly t; g-signals while
Subgroup -j holds at least t_; g-signals.

Lemma 2.3 a) Under the SD protocol, a type 2 reactive SSD profile given by (tg,tp), where
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tj €{1,..,n;}Vj e {H,D}, constitutes an equilibrium iff:

P(Gllgl; =t =119l 2 t5) <a; < P (G |lgl, =t lgl, = ). (2.9)

b) Under the SD protocol, a type 1 reactive SSD profile given by (tg,tp), where for some
je{H,D}, t; € {1,..,n;} and t_; =0, constitutes an equilibrium iff 1s true and

a5 < P (Gllgl,; =0.lgl, > ;). (2.10)

Proof: See in appendix [

Under the SD protocol, a type 1 or type 2 reactive SSD profile that constitutes an equi-
librium is called respectively a type 1 or type 2 reactive SSDE.

The idea behind reactive SSDEs is that each homogeneous Subgroup j votes as one person
endowed with n; signals. The SD protocol defines a sequential game in which individuals first
communicate in Subgroups and then vote. We start with a discussion of Point a). The key
insight is that condition simultaneously ensures no strict deviation incentives both at the
communication and at the voting stage. As to Point b), which characterizes type 1 reactive
SSDEs, note that the behavior of Subgroup j, as specified in , is the same as if it were
deciding alone and voting ex post optimally after fully pooling its information. Assuming
that Subgroup -j convicts indeed provides no indication regarding the signal profile of the
latter, as it always convicts. Subgroup -j, on the other hand, simply always convicts under

the assumption that Subgroup j is convicting.

Our analysis unfolds in two steps. Section [2.3] provides a descriptive analysis of reactive
SND, SPD and SSD equilibria. Section analyzes the comparative welfare properties of
reactive SSDEs, SPDEs and SNDEs.

2.3 Positive Analysis

Lemma 2.4 Under the ND protocol, a unique reactive SND profile constitutes an equilibrium.

It is given by (Jf =108 = 1,05 = 1,0 =vy), where y € (0,1) if TSP < np andy =0 if

TgD =np.
Proof: See in appendix [
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The unique reactive SNDE, under our restrictions, is thus one in which hawks always
convict, while doves vote as if they were an independent committee voting privately under
Unanimity. The voting behavior of doves replicates the equilibrium characterized in Fedder-
sen & Pesendorfer (1998). The key property of the unique reactive SNDE is that only the
information of doves is aggregated, and typically imperfectly so, due to the fact that voting
is private. As a final comment, note that our assumption that m > 1 is key to eliminating
a large amount of potential equilibrium scenarios under ND. When the doves are sufficiently
biased towards acquittal (in relative terms), the assumption that all doves convict provides

strong indication of guilt and unambiguously outweighs an individual hawk’s information.

Lemma 2.5 Under the PD protocol, a unique reactive SPD profile constitutes an equilibrium.

It is characterized by tp = THP.
Proof: See in appendix [ |

As already mentioned, it is intuitive that there exists an equilibrium in which doves pub-
licly reveal their information, given that Unanimity voting effectively delegates decision power
to them. This effective decision power of doves similarly explains why there is no reactive
Simple Plenary Deliberation equilibrium in which hawks truthfully reveal their information.
While the common feature of the unique reactive SNDE and SPDE is that hawks effectively
delegate decision making to the doves, the difference between the two equilibria resides in
the way doves aggregate their information. In the unique reactive SNDE, doves do not pool
their information and thus always aggregate their information imperfectly if T75” < np. In
the unique reactive SPDE, doves always fully pool their information, coordinate votes and

aggregate their information optimally.

Lemma 2.6 Under the SD protocol:

a) At least one reactive SSD profile constitutes an equilibrium.

b) If there exist K > 1 reactive SSDEs, then there exists a vector (t}{,t}j) s.t. the set of
SSDFEs is given by:

(tioth), (b — Lth + 1),y (ty — K+ 1,tp + K —1). (2.11)

Proof: See in appendix [
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Here again, there always exists an equilibrium satisfying our restrictions on strategies. In
contrast to the sets of reactive SNDEs and reactive SPDEs, the set of reactive SSDEs may
however contain more than one element. Point b) shows that if there exist several reactive
SSDEs, these are orderable in terms of their degree of polarization. Among two reactive
SSDEs, we say that the equilibrium with lower ¢z and higher ¢p is more “polarized”, because

each of the Subgroups acts more in accordance with its own relative bias.

This concludes our descriptive equilibrium analysis, given our restrictions on strategy
profiles. Having identified a set of equilibrium scenarios for each protocol, we may now
proceed to a welfare comparison of the identified equilibria, aimed at producing a tentative

ranking of the three considered protocols.

2.4 Normative Analysis

We say of an equilibrium that it is strongly Pareto dominant w.r.t. another equilibrium if
both preference types obtain a strictly higher expected welfare in the first equilibrium. This
subsection proceeds in three parts. First, Proposition provides a Pareto welfare compar-
ison of the unique reactive SPDE to the unique reactive SNDE. It establishes that the first
equilibrium either strongly Pareto dominates the latter or is outcome equivalent to it. Second,
Proposition shows that when the set of reactive SSDEs is not a singleton, its elements are
ordered in the strong Pareto sense. Third, Proposition Pareto compares reactive SSDEs
to the unique reactive SPDE. When the set of reactive SSDEs is not a singleton, the Pareto
dominated equilibrium within this set either strongly Pareto dominates the unique reactive
SPDE or is outcome equivalent to it. When the set of reactive SSDEs is a singleton, its unique
element either strongly Pareto dominates the unique reactive SPDE or is outcome equivalent
to it.

We add a comment on the interpretation of our theoretical exercise. Our reference to
a jury setting may appear problematic because jury deliberations typically do not allow for
Subgroup Deliberation. We see our analysis as a contribution to a normative debate aiming
at potentially redesigning existing deliberation protocols in juries. In this perspective, consid-
ering new designs that are not in use seems legitimate. To the extent that one endorses our
(admittedly restrictive) predictions for the different protocols, our welfare results would imply

that members of a heterogeneous jury would unanimously agree to deliberate separately, if
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given the choice between Plenary Deliberation and Subgroup Deliberation.
First, Jurors’ ethnic or social background does appear to be a partial predictor of their
preferences. Furthermore, the ethnic or social background of a person is at least imperfectly

inferable from observable attributes (physical, verbal, psychological, etc).

Proposition 2.1 Reactive SPDE vs reactive SNDE.

a) If TgD = np, the unique reactive SPDE is outcome equivalent to the unique reactive
SNDE.

b) If TSP < np, the unique reactive SPDE is strongly Pareto dominant w.r.t the unique

reactive NSDE.
Proof: See in appendix [

As already mentioned, the unique reactive SNDE allows to optimally aggregate the in-
formation held by doves only if T)” = np, while the unique reactive SPDE always allows
to achieve an optimal aggregation of the doves’ information. This fact is reflected in the

distinction between cases a) and b).

Our assumption that gp > % is key to showing that the unique reactive SPDE strongly
Pareto dominates the unique reactive SNDE if T” < np. If ¢p > %, a key aspect is that,
maintaining the assumption of a unilateral conviction vote by hawks, transiting from private
voting by doves (call this the “private” scenario ) to an optimal aggregation of pooled signals
by doves (call this the “pooled” scenario) leads to an increase in the ex ante probability of
conviction and is thereby strictly beneficial to hawks. In the unique reactive SNDE, hawks
indeed suffer from the doves’ lack of willingness to convict. An adjustment in the doves’
behavior that mitigates this reluctance without dramatically overshooting is thus naturally
advantageous for hawks.

We now expand on the reason behind the fact that our condition requires a high enough ¢p.
As gp increases, the probability of a unilateral conviction vote admittedly decreases under
both scenarios (“private” and “pooled”) considered above, but the key aspect is that this
probability decreases faster under the first than under the second scenario. In the “private”
scenario, a unilateral conviction vote by doves requires that every dove either receives a g-
signal or, conditional on receiving an ¢-signal, votes for conviction, the latter event happening

with probability y(p, ¢p,np) € (0,1). For very high values of qp, y(p, gp,np) is however very
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low and furthermore tends to 0 very fast as gp tends to 5 (p,np — 1,np). In contrast, as
qp increases and tends to 8 (p,np — 1,np), the likelihood of a coordinated conviction vote
by doves in the “pooling” scenario decreases slowly and without tending to 0. It is therefore
quite intuitive that for gp large enough, transiting from the “private” to the “pooling” scenario
increases the likelihood of a unilateral conviction vote by doves.

Before going on to the final step of our normative analysis, which provides a comparison
of reactive SSDEs to the unique reactive SPDE, we establish the preliminary result that the

set of reactive SSDEs is fully orderable in the Pareto sense.

Proposition 2.2 Reactive SSDEs.
If (tg,tp),(tg — 1,tp + 1) are two reactive SSDEs, then (tg,tp) is strongly Pareto im-

proving w.r.t. (tg —1,tp +1).

Proof: Consider two reactive SSDEs (ty — 1,tp + 1) and (tg,tp). First, as proved in
appendix transiting from (¢t — 1,tp + 1) to (tg — 1,tp) is beneficial for the preference
type H given our assumption that m > 1. Second, transiting from (tg — 1,tp) to (tm,tp)
is also by definition beneficial to preference type H, given that ¢y is type H’s best response
to tp. An equivalent argument shows that preference type D benefits from a transition from
(tg — 1,tp + 1) to (tg,tp). First, transiting from (¢t — 1,tp + 1) to (tg,tp + 1) is beneficial
for the preference type D given our assumption that m > 1. Second, going from (tg,tp + 1)
to (tg,tp) is also by definition beneficial to preference type D, given that tp is type D’s best

response to ty. W

Proposition shows that if there exist multiple reactive SSDEs, then the strongly Pareto
dominant equilibrium within this set is easily described: it is that in which each preference
type acts the least according to its own bias. In other words, it is the equilibrium in which
the doves act harshest (have the lowest threshold ¢p) and the hawks act the most leniently
(have the highest threshold tz). Reciprocally, the strongly Pareto dominated equilibrium
within this set is the one in which preference types act the most in line with their relative
bias. Summarizing, as one jumps from the one to the other adjacent equilibrium within the
set of reactive SSDESs, the welfare of each type increases, the less that type acts in accordance
with its relative bias.

We now finally compare reactive SSDEs with the unique reactive SPDE.
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Proposition 2.3 Reactive SSDFEs vs reactive SPDE.

a) If qu < P (G|lgly =0,lg|p = THP) , the type 1 reactive SSDE (tg = 0,tp = T}P)
exists and is outcome equivalent to the unique reactive SPDE. Any other reactive SSDE is
strongly Pareto dominant w.r.t. the unique reactive SPDE.

b) If qu > P (G “ng =0,lg|p > TSD) , any reactive SSDE is strongly Pareto dominant

w.r.t. the unique reactive SPDE.
Proof: See in appendix [ |

Proposition builds on the following dynamic thought experiment: Start from the
unique reactive SPDE, in which doves simply decide as if they were voting alone under Una-
nimity, fully pooling their information and optimally coordinating their votes according to
the threshold 7,7. Now, let hawks Subgroup Deliberate and optimally coordinate their votes
under the assumption that doves convict, while doves continue to behave as in the unique
reactive SPDE. There are now two possibilities, which are captured by respectively cases a)
and b).

In case a), given that gy < P (G ‘|g|H =0,|g|p = T/ ), hawks adopt a threshold ¢z = 0.
It follows that the type 1 reactive SSD profile (tH =0,tp =Tp" ) constitutes a reactive
SSDE and is outcome equivalent to the unique reactive SPDE. In case b), given that qm >
P (G H glg =0,lg|p > THP ), hawks instead adopt a threshold tz > 0. This adjustment is
by definition strictly improving for doves as well, as hawks become more lenient w.r.t. their
previous voting behavior in the unique reactive SPDE.

We now expand on case b). The condition that gy > P (G “g]H =0,|g|p > TpP ) means
that the hawks’ information is decision relevant in the sense that conditional on
(Il = 0,19 p = THP), hawks favour an acquittal. Clearly, conditional on the information set
(Il = 0,1g|p = T1P), the above condition implies that a dove would agree that an acquittal
is optimal. Consequently, letting doves Subgroup Deliberate and coordinate votes according
to TP, both types gain if hawks now Subgroup Deliberate and coordinate votes according to
some optimal threshold t;; > 0 instead of always convicting. Now, let us consider a next round
of adjustment: Let the doves optimally readjust their threshold in the light of the threshold
ty chosen by hawks in the previous round. It is clear that doves will choose tp < T BD, SO
that this adjustment is at least weakly favourable to both preference types. This mutual

adjustment process may be continued until a fixed point is reached. Such a fixed point exists
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if there exists any reactive SSDE (and we know that there indeed exists one), and this fixed
point corresponds to the most polarized reactive SSDE. Furthermore given that each step of
the considered adjustment process is strongly Pareto improving, this reactive SSDE is strongly
Pareto improving w.r.t. the unique reactive SPDE.

As a remark that applies to both cases a) and b) mentioned above, recall that if there
exist several reactive SSDEs, we know from Proposition [2.2] that the most polarized reactive
SSDE is strongly Pareto dominated by all remaining reactive SSDEs. It follows that if there
are K > 1 reactive SSDEs, then K — 1 of these are a priori guaranteed to strongly Pareto

dominate the unique reactive SPDE.

We now summarize our welfare comparison of the three protocols. Four cases can be
distinguished.

The first and least interesting case corresponds to T = np and
qn < P (G|lgly = 0.lglp > Tp") - (2.12)

Here, the unique reactive SPDE is outcome equivalent to the unique reactive SNDE and we
furthermore cannot guarantee the existence of a reactive SSDE that strongly Pareto improves
on the unique reactive SPDE. The only reactive SSDE that is guaranteed to exist is outcome
equivalent to the unique reactive SNDE and SPDE.

The second case applies when TP < np while holds. Here, the unique reactive
SPDE is strongly Pareto improving w.r.t. to the unique reactive SNDE and the only reactive
SSDE of which we can guarantee the existence is outcome equivalent to the unique reactive
SPDE.

The third case applies when T/} = np while is reversed. Here, the unique reactive
SPDE is outcome equivalent to the unique reactive SNDE and we know that there exists a
reactive SSDE that strongly Pareto improves on the unique reactive SPDE.

The fourth and most interesting case applies when T/ < np while is reversed. In
this case, the unique reactive SPDE is strongly Pareto improving w.r.t. the unique reactive
SNDE and we know that there exists a reactive SSDE that strongly Pareto improves on
the unique reactive SPDE. We now summarize the intuition for this fourth case. One can
think of the stepwise transition from ND to PD and then to SD in terms of two successive

improvements. First, as compared to the unique reactive SNDE, the unique reactive SPDE
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allows an improvement in the aggregation of the doves’ information that is beneficial to
both preference types. Secondly, as compared to the unique reactive SPDE, reactive SSDEs
also allow to use the information held by the hawks, in a way that is advantageous to both
preference types.

Given the above propositions, modulo our admittedly restrictive equilibrium selection
under the PD and SD protocols, we have thus established a complete ranking of the three
protocols considered: Subgroup Deliberation dominates Plenary Deliberation which itself
dominates Private Voting. We wish to stress that the suboptimality of the ND protocol w.r.t.
the remaining two protocols is a much more robust result than the dominance of SD over PD.
Recall indeed that we impose very heavy restrictions on strategy profiles under PD and SD.

Our ranking of SD and PD thus remains very tentative.

We close our analysis with two remarks on how our results potentially extend to more
general settings. Our first remark concerns the condition gp > % imposed throughout. As
mentioned already, the condition is key to showing that the unique reactive SPDE strongly
Pareto dominates the unique reactive SNDE if T/} < np. Now, assuming T/” < np and
an > P (G |lgly =0,|g|p = THP ), we conjecture that one can construct examples in which
qp < % and the following holds true: The unique reactive SPDE is not Pareto improving w.r.t.
the unique reactive SNDE, but some reactive SSDE however is. The rationale would be as
follows: While the unique reactive SPDE is relatively unattractive in welfare terms, each step
of the hypothetical adjustment process leading from the unique reactive SPDE to the most
polarized reactive SSDE is Pareto improving and the set of reactive SSDEs is furthermore

ordered in the Pareto sense.

2.5 Conclusion

We set out to compare three communication protocols characterized by different physical
constraints on information pooling: PD, SD and ND. We identified simple conditions on juror
preferences such that the following holds. First, the SD and PD protocols robustly dominate
ND in the Pareto sense. The dominance of PD and SD w.r.t ND relies on the fact that the
identified reactive SPDE and SSDE allow for a superior aggregation of the information held
by doves, in a way that is also beneficial to hawks. Second, to the extent that one focuses on

a restricted class of equilibria under PD, SD furthermore dominates PD. This second result
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relies on the fact that the identified class of reactive SSDEs allows to also aggregate the
information held by hawks.

Our analysis features a number of restrictions that future research should address. A truly
robust comparison of PD and SD would need to characterize the whole set of reactive equilibria
under each of the protocols, thus abandonning the restriction to monotonous, symmetric and
pure strategies. It may be that PD and SD cannot be ranked in the Pareto sense. One also
ought to consider other voting rules than Unanimity. In the case of SD and non unanimous
voting rules, we conjecture that welfare dominant equilibria involve members of the same
Subgroup voting asymmetrically. In such equilibria, the number of Subgroup members voting
C would increase as a function of the number of g-signals held by the Subgroup. Another
restriction of our analysis is the unrealistic assumption of only two preference types. Enlarging
the set of preference types would however substantially complicate the analysis. One first
direction to explore would be to assume that any juror’s preference type is located within
a neighbourhood of either of two reference values qg or ¢p. Finally, the binary information
structure that we assume is restrictive. Our comparison of simple protocols ought to be
repeated in a setting featuring continuous signals in order to evaluate whether our results still

hold in such a more natural and versatile environment.
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Chapter 3

Carbon Taxation under
Asymmetric Information over

Fossil-fuel Reserves

3.1 Introduction

Despite the increasing importance of COs9 regulation, the question of how Pigovian taxation
interacts with resource owners’ incentives to report their reserves has not been analyzed yet.
We study how a social planner being constrained to delayed regulation should define a car-
bon tax when the size of the fossil-fuel reserves is private information. We argue that the
anticipation of COg regulation may be a motive for over-reporting. Contrary to expecta-
tions, we demonstrate that also the regulator can profit from over-reporting, highlighting an

“information curse” phenomenon.

The question of when the world will run out of fossil-fuels has received considerable at-
tention in recent years. However, estimates of fossil-fuel reserves are subject to large errors,
and contain different private informationﬂ The main reasons for these errors are i) the lack

of competition in fossil-fuel markets; ii) the spatial concentration of reserves; iii) the nature

10il owners in particular have private information on the size of their reserves. The International En-
ergy Agency states: “Definitions of reserves and resources, and the methodologies for estimating them, vary
considerably around the world, leading to confusion and inconsistencies. In addition, there is often a lack of
transparency in the way reserves are reported: many national oil companies in both OPEC and non-OPEC
countries do not use external auditors of reserves and do not publish detailed results.” (IEA 2010)
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of the reserves assessment process that requires exploration permits, high technical skills, and
dedicated capital; and iv) the absence of a worldwide control over resource assessments. The
existing empirical studies (e.g. Bentley 2002, Laherrere 2013) have found that resource owners
tend to over-report their reserves. This is typically explained by their incentives to discourage
investments in R&D in backstop energy sources (Saure 2010), or to obtain larger production
quotas in cartel organizationsﬂ such as OPECE|

According to the International Energy Agency (IEA 2011) COg from energy production
accounts for 65% of greenhouse gas emissions in 2009 and 81% of the world energy supply is
based on fossil-fuels. The Intergovernmental Panel on Climate Change (IPCC 2013) states
that CO2 emissions are the largest cause of global warming. Plus, the IEA (IEA 2012)
predicts that dangerous climate change cannot be prevented if fossil-fuel combustion won’t
be subject to restrictions. Even if the prevalent public opinion is that policy makers will
not really act on these information, the chief economics commentator at the Financial Times,
Martin Wolfﬁ advices fossil-fuel investors against totally dismissing the positive probability of
a future legally binding obligation to prevent “dangerous anthropogenic (i.e., human-induced)

climate change”.

This chapter is related to different strands of the literature. One strand is the literature
on optimal pollution control of a stock of pollutants emerging from the use of an exhaustible
resource where all information is publicly known. This has received considerable attention
in a variety of settings based on the Hotelling model (Hotelling 1931): i) Some papers set a
carbon ceiling on the COq stock: e.g. Chakravorty, Magné & Moreaux (2006) consider this
setting with one fossil-fuel and Chakravorty, Moreaux & Tidball (2008) deal with two fossil-
fuels; ii) Others introduce a continuous increasing damage function: in this setup e.g. Ulph
& Ulph (1994) and Tahvonen (1997) consider one fossil-fuel and Van der Ploeg & Withagen
(2012) two fossil-fuels. The optimal carbon taxes in these papers are inverted U-shaped, due
to natural dilution and the exhaustiblity of the carbon-emitting resources. Ultimately, the
fossil-fuel gets exhausted if natural dilution exists, the extraction costs are constant, and a

relatively clean backstop is available.

24Iraq, a founding member of OPEC, does not currently have a quota for crude production. Falah al-Amri,
the head of the country’s State Oil Marketing Company, suggested that future quota calculations might have
been a factor in the revision.” (http://www.bloomberg.com/news/2010-10-04/iraq-lifts-oil-reserves-estimate-
overtakes-iran-updatel-.-html) seen 26. July 2014.

30Organization of the Petroleum Exporting Countries (OPEC).

‘Martin  Wolf 2014, “A climate fix would ruin investors”, Financial Times, 17. June,
(http://www.ft.com/cms/s/0/5a2356a4-158e-11e3-afd3-00144feabdc0.html) seen 25. June 2014.
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In contrast to these studies, we consider an optimal tax in a world with private information
on reserves. Also contrary to these papers, we use a discrete-time model with limited periods.

Strategic behaviors are excluded from the papers mentioned above. In contrast to these
papers Wirl (1994) tackles a problem of an optimal pollution control with a strategic supplier
of a polluting resource where all information is publicly known. Our model addresses strategic
behaviors and shares some assumptions with Wirl’s (1994) model.

Our work is also connected to the literature on asymmetric information in regulation prob-
lems. Jebjerg & Lando (1997) extend the Laffont-Tirole model of regulation under asymmetric
information to pollution control, where the asymmetry of information is on pollution costs.
Osmundsen (1998) examines the optimal taxation of the extraction of non-renewable natural
resources under asymmetric information about the size of the reserves but does not introduce
pollution problems. Both papers show that the optimal tax scheme is non-linear. The optimal
tax in this chapter is non-linear, too.

A series of papers study the asymmetry of information over natural resources in delegation
contracts. Gaudet, Lassere & Long (1995)E|Osmundsen (1995) and Hung, Poudou & Thomas
(2006) study the impact of information asymmetry of extraction costs on the extraction path
and the tax revenues. Our work is the first one to address simultaneously: i) the optimal
pollution control via a price instrument; and ii) private information on the reserves of polluting

resources.

In our setup there is one cartel of resource owners H which sells its resources to consumers.
The use of the exhaustible resource leads to emissions that accumulate in the atmosphere.
The stock of pollutant creates environmental damage giving rise to a cumulative structure
of the environmental damage. We assume in line with the literature that the environmental
damage can be represented by an increasing and convex function of the carbon stock. A

social planner whose objective is to maximize the expected weighted social welfareﬂ taking

5See also (Ing 2012) that extends (Gaudet et al. 1995) to a framework where the capacity of the government
to commit is limited. They do not consider the possibility of private information on the stock of resources.

50il markets have been modeled in various ways throughout the economic literature. The empirical lit-
erature has tried to determine the best market structure which explains the dynamics of the actual oil
prices. Broadly speaking, there are two different approaches: one arguing that OPEC has the power to
influence the market price (cartel, dominant firm model, target model) (Griffin 1985, Jones 1990, Dahl
& Yucel 1991) and another one explaining prices either by property rights, scarcity or political events
(Ezzati 1976, MacAvoy 1982, Verleger 1982, Loderer 1985). Our model is a cartel model, and hence belongs
to the first class of models according to this classification.

"The weighted social welfare is a weighted combination of the consumers’ utility and fossil fuel owner’s
surpluses
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environmental damages into account implements a tax in a second period. Since no worldwide
taxation of carbon emissions is implemented at the moment, we assume that the social planner
cannot set a carbon tax in the first period. In other words, she is not able to tax the first
period consumption, as she needs time to implement her optimal policy, and accelerating
negotiations is too costly. This feature of the model is what we call “delayed regulation”. We
assume that there is a consensus about the existence of a future carbon tax. This type of
delayed regulation is plausible; it echoes modeling choices of the literature where the future
carbon tax path is perfectly anticipated and the tax is globally increasing over a first segment
of time (see Bauer, Hilaire & Bertram 2014). In our case, the first period tax is simply zero
by assumption. The tax revenues are lump-sum redistributed to the consumers and hence
enter the regulator’s utility function.

We consider a 3 period gameﬂ The timing of the game is the following. In period 0,
nature draws the size of the fossil-fuel reserves and the resource owner observes the size. In
period 1, the fossil-fuel owner sets a price for fossil-fuels, the consumers demand a part of the
reserves via the given demand function, and the social planner observes this amount. Given
her observations she estimates the size of the fossil-fuel reserves, taking into account that
the fossil-fuel owner tries to influence the endogenous carbon policy of period 2 in order to
maximize his profits. Between period 1 and period 2 the regulator announces a tax which has
to be paid by the consumers on their demand in period 2E| The tax is set to maximize the
regulator’s expected utility of period 2, given her anticipated supply in period 2. Once her
policy is announced, the social planner cannot change it. In period 2, the fossil-fuel owner
again sets a price for fossil-fuels but this time taking the tax into account, the consumers
demand a part of the remaining reserves given the demand function and pay the tax on their
demand. In period 3, a clean backstop technology is available, in an infinite quantity at a

very low cost, which eliminates the demand for fossil-fuels from that period on.

To understand the driving forces of the model we first consider the public information
case in which the size of the fossil-fuel reserves is common knowledge. Due to the cumulative
structure of the environmental damage, the social planner prefers a lesser supply in period 1
and a higher supply in period 2 compared to the fossil-fuel owner’s preferred supplies.

The social planner can use the tax as an aid to force the resource owner to supply the

8For a survey on dynamic games in the natural resources setup (see Long 2011).
90n the issue of permanent versus interim regulations (see Malik 1991).
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amounts which are more in her interests, by punishing the fossil fuel owner with a high tax
if he sells too much resources in period 1 and rewarding him with a low tax if the supply of
period 1 is in her interests. Taking the social planner’s strategy into account the fossil-fuel
owner is going to trade off the effect of the social discount factor on his utility against the
effect of the social planner’s tax strategy on his utility when choosing his preferred supplies

of period 1 and period 2.

The size of the reserves can be classified into two different groups by a threshold amount,
i) if the reserves are higher than this threshold, the resources will not be exhausted in equi-
librium. The corresponding equilibrium strategies are independent of the size of the reserves.
The resource owner supplies unique optimal amounts of fossil-fuels in each of the two periods
and at the same time, the regulator implements a unique optimal tax, ii) if, on the other
hand, the reserves are lower than this threshold, the consumers’ total demand exceeds the
size of the reserves and thus the fossil-fuels will be exhausted in equilibrium. The associated
equilibrium strategies are not independent of the size of the reserves. As in equilibrium the
total supply is below the favored total demand, also the regulator prefers total exhaustion
despite the environmental damages. Since the tax revenues enter the social planner’s utility,
it turns out that her best tax response is higher if the fossil-fuel owner has lower reserves left
in period 2 than if he has higher reserves left in period 2. Rephrasing, she “discriminates”
fossil-fuel owners of lower reserves against fossil-fuel owners of higher reserves, if they have

supplied the same amount in period 1.

Let us now turn to the private information case. We assume that the fossil-fuel owner has
either high reserves (high type) or low reserves (low type) and is privately informed about the
size of the reserves. We find that the regulator’s tax response if she does not know which type
she is facing is a weighted average of the symmetric information tax responses of both types.
Given this tax strategy and the fact that the regulator “discriminates” fossil-fuel owners of
lower reserves against fossil-fuel owners of higher reserves, the high type does not have an
incentive to mimic the low type. The low type, on the other hand, trades off his gain from
facing a lower tax given that he mimics the high type in period 1 to his loss from deviating
from his preferred supply of period 1. We identify conditions such that there always exists an
equilibrium in which the high type supplies his symmetric information equilibrium quantities
in each of the two periods. This equilibrium is a pooling equilibrium if the low type’s reserves

have the capacity to mimic the high type and it is a separating equilibrium if this is not
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the case. The described equilibrium —pooling or separating— is ex ante preferred compared
to any other existing equilibrium by both types of fossil-fuel owners. And it is the only
equilibrium which survives the Cho-Kreps’ Intuitive Criterion. Moreover, if this equilibrium
is a separating equilibrium we show that there does not exist any other equilibrium. However,
if this equilibrium is a pooling equilibrium there might exist other equilibria. On top of this,
we highlight that the social planner can ex ante prefer this equilibrium to the two symmetric
information equilibria given each type. This, in a sense, means that the regulator can profit

from asymmetric information compared to symmetric information.

The remainder of this chapter is organized as follows. Section [3.2] presents the model.
Section studies the case where the information of reserves is common knowledge. Section
3.4 presents the private information case. Section [3.5]does some welfare analysis. Last, Section
[3-6] concludes. Proofs are mostly relegated to the appendices[C.1} [C:2] and [C.3]

3.2 The Model

Our model shares some assumptions with Wirl’s (1994) model. In contrast to his work we
analyze an asymmetric information game, and regulation —through a consumers’ quantity tax
7— is only implemented in period 2.

Basic properties of the model Denote by ) > 0 the size of the fossil-fuel reserves and
by r > 0 the social discount factor. Let the energy demand function be a time invariant linear
function of the consumers’ fossil-fuel price p, D(p) =1 — p.

The fossil-fuel owner’s revenues per unit sold when the consumers face a quantity tax,
T € [0,1], is p—7. We assume that all fossil-fuel owner’s costs, like the extraction, exploration,
and production costs, are zero. His profit, m, of selling D(p) amount of fossil-fuels at the price

p and given a quantity tax, 7, therefore writes

m(p,7)=(@—7)D(p)=(p—-7)1-p)=(1-D(p)—71)D(p) = n(D(p), 7). (3.1)

We consider a model in which fossil-fuels are sold in two periods and the social planner
taxes the consumption of period 2 via a quantity tax, 7. The amount sold in period 1 is

denoted by )1 and the amount sold in period 2 by Q.
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Hence, the fossil-fuel owner’s present value at period 1 is

1

Ur(Q1,Q2,7) =7(Q1,0) + T(Q2,7)
= (1—Q1)Q1+m(1—Q2—7’)Q2-

And, the consumers’ present value at period 1, assuming that their processing costs are

zero, is

Q1 Q2
Ue(Q1, Q2. 7) :/0 - Ddi—(1- Q)@+ —— (/0 (1-3)dj— (1—Q2>@2)

147
EE AR W
(3.3)
And finally, the present tax revenues at period 1 are
T(Q1@27) = 7@ (3.9
T) = TQs. .
1, &2, 1+r 2

We assume that the social planner’s objective is to regulate carbon emissions in order
to maximize a weighted social welfare taking external costs as environmental damage into
account: i) The weighted social welfare is a weighted average of the consumers’ and fossil-fuel
owner’s welfare. The tax revenues are lump-sum redistributed to the consumers and hence
enter the regulator’s utility. The weighted social welfare of and after period 3 is simply zero
as we assume that a clean backstop freezes the demand for fossil-fuels from that period on.

The weighted social welfare at period 1 can be stated as
1
W(Qh QQa 7-) = )‘UF(Qla Q?aT) + (1 - >‘) [UC(QD QQ?T) + T(Ql’ QQ?T)} ) A€ [07 5) (35)

ii) The regulator’s cost of carbon emissions, which reflects the environmental damage, is

assumed to be a quadratic function, C(q) = %qQ, of the consumed amount of fossil-fuels,
2(1=X\)r

qg > 0, where 0 < d < -

. The damage coefficient, d, measures the impact of one unit
burned fossil-fuels on the environment. Climate change is triggered by carbon exceeding a
natural carbon stock that equals the initial carbon stock in the atmosphere. Hence, the
regulator’s dis-utility of the amount, @1, consumed in period 1 is —C(Q1). To the regulator’s

cost of emissions in following periods note that the environment is not only affected by the
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carbon flow but in particular by the carbon stock. So, the dis-utility of carbon emissions has
a negative effect on the social planner’s utility in all future periods. Therefore, we assume
that the social planner’s dis-utility in and after period 2 is —C(Q; + QQ)E

The regulator’s present utility at period 1 is hence

Us(@1,Q2:7) = W(Q1, Q2,7) ~ C(Q1) ~ +C(Q1 + Q2). (36)

Asymmetric information We consider a signaling model with asymmetric information
on the size of the fossil-fuel reserves. The reserves are assumed to be either low Q% € [0, 00)
or high Qf € (0,00), with @ < Q. And they are distributed according to the commonly
known probabilities p,(QY) = p, p-(QY) =1 — u, with 0 < pu < 1.

The timing of the game

e At t =0, nature draws the fossil-fuel owner’s type, Q, from the set {Q*, Q¥ }, with the
above described probability distribution, p,.. The fossil-fuel owner observes his type.

e At t =1, the fossil-fuel owner sets a price for fossil-fuels. Given this price, the consumers
demand an amount 0 < @1 < @ of the fossil-fuels, which satisfies their demand function.

e Between period 1 and period 2 after observing the amount, ()1, the social planner forms
a belief about the fossil-fuel owner’s type p*(QF | Q1) = 1 — u*(Q¥ | Q1). Depending on
Q1 and the belief, p*, the regulator announces a tax, 7(Q1), which has to be paid by the
consumerﬂ on their demand in period 2.

e At t = 2, the fossil-fuel owner sets a price for fossil-fuels, p, by taking the tax, 7, into
account. The consumers demand a part Q3 < QQ — ()1 of the remaining fossil-fuels given their
demand function at the price p. The tax the consumers have to pay in period 2 is Q27. And
the fossil-fuel owner’s revenues per unit sold is the price shifted with respect to the tax level,
p—T.

e At t = 3, a clean backstop technology is available in an infinite amount and at a very

low cost, such that it destroys the demand for fossil-fuels in all following periods.

As the price of the fossil-fuels and the amount consumed have a one-to-one relationship via
the demand function, for the remainder of this chapter, we view the fossil-fuel owner’s strategy

as deciding which amount of fossil-fuels to supply instead of setting a price for fossil-fuels.

"The dis-utility of environmental damage in all periods following period 2 is also —C(Q1 + Q2), as we
assume that in period 3 a clean backstop freezes the demand for fossil-fuels in all following periods.
HTnstead claiming that the fossil-fuel owner pays the tax on his supply eventuates in the same results.
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So, the regulator’s objective between period 1 and period 2, of levying a quantity tax,
7(Q1), is to maximize the weighted social surplus of period 2 minus the cost of environmental
damage of and after period 2. The environmental damage is triggered by the supply, @1, of
period 1 and the fossil-fuel owner’s response Q2(7) to the tax, 7, in period 2. Hence, the

regulator’s problem between period 1 and period 2 is to maximize his utility of period 2,

US2(Q1, Qa(7),7) =M1 — Qa(7)]Qa(7) + %(1 — \)Qa(r)?

1 d
j:rg[Ql + Q2(7)]?,

(3.7)

+ (1 =20)Q2(7)7 —

with respect to 7.

The equilibrium conditions A strategy profile, ( 1L*, 5*, Q{I*, g*, rhx rH*) and

a belief system, p*, constitute an equilibrium if and only if they satisfy:

The fossil-fuel owner’s problem:

{Q77, Q5"} = argmaxg, o,Ur(Q1, Q2,77 (Q1)) (3.8)
s.t.
Q7+ Q5 <Q°, forall z € {L,H}. (3.9)

Additionally for all @; the tax 7*(Q1) has to satisfy the regulator’s problemg

7(Q1) = argmax, (1" (Q" | QUE(Q1, Q5" (Q1,7),7)
+ (1 - M*(QL ‘ Ql)) U§:2(Q17 Qg*(Qla 7-)’7-)]’

(3.10)

where
55(Q1,7) = argmaxg,Up 2(Q2,7) st. Q2 < Q" —Qq, forall ze{L,H},  (3.11)

with U%ZQ(QQ,T) = (1 - QQ - ’7’) Q2.

12The equilibrium tax is 7°* = 7*(Q}*).
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3.3 The Case of Symmetric Information

Let the size of the fossil-fuel reserves be public information and either low, @, or high,
QM, with 0 < QF < QY < QF = QL(d,r, ) and z € {L, H}[F] We identify the Subgame

Perfect Nash equilibrium strategies, Q{**, Q5™ and 7%**

information, the general conditions given in (3.8), (3.9), (3.10), and (3.11) reduce to the

following conditions. A strategy profile, (QT**, Q3**, ), x € {L,H}, constitutes an

, of this game. Under symmetric

equilibrium if and only if it satisfies:

The fossil-fuel owner x’s problem:

{QT™, Q37" } = argmaxg, ,Ur(Q1, @2, 77 (Q1)) (3.12)
s.t.

The regulator’s problem: For any @ the tax 77**(Q) has to satisfy

T7(Q1) = argmax, U5 (Q1, Q5™(Q1,7), ) [T] (3.14)
where
5 (Qq, 1) = argmaXQQUIt;:2(Q2,T) st. Q< Q" —Q1, x€{L,H}. (3.15)

Before we start to analyze the model let us first have a look at the essence and the technical
properties of the threshold, Q}g, and its consequences for our analysis.

Note first, if sufficiently large fossil-fuel reserves exist the equilibrium problem can be
solved without the quantity constrain . Indeed, solving the problem without the quantity
constraint yields “optimal demands” of fossil-fuels in both periods, Q¥ and Q5°, and an
“optimal tax”, 7°P. These strategies do not directly depend on the level of the reserves,
Q*, x € {L,H}, as the players’ utilities do not directly depend on it. When the fossil-fuel

reserves, (J¥, are sufficiently high the “optimal demands” of both periods can be supplied,

13QL(d, 7, \) is a threshold such that if and only if the reserves, Q, satisfy, @ > Q}, the equilibrium strategies
are identical. The threshold is defined in more detail in the appendix @
' The equilibrium tax is 7°** = 77**(Q7**).

60



QY + Q7 < Q", and consequently the quantity constraint is indeed redundant.

If the reserves instead satisfy, Q* < Q¥ + QJ¥, the quantity constraint is binding
in equilibrium, Q3™ = Q% — Q7™, and the equilibrium strategies consequently depend on the
level of the reserves.

The threshold, Q}C, is chosen in such a way that the described “optimal demands” can
be just supplied. In other words, it is the sum of the “optimal demands”, Q}. = Q7" + Q}’.
So, if the reserves, @QF, are higher than this threshold, Q* > Q,lg, the equilibrium strategies
are identical and equal the “optimal strategies”, following that the reserves do not differ in a
qualitative way. Note that, the equilibrium strategies of the fossil-fuel owner, Q¥ = Q}w just
equal these strategies, Q7 = Q, Q¥** = QF, r1** = 7P,

We now describe the driving forces of the symmetric information model.

Neglecting strategic behavior, the fossil-fuel owner, considering the social discount factor,
prefers to sell more fossil-fuels in period 1 than in period 2. The social planner, on the other
hand, attaches importance not only to the social discount factor but also to the cumulative dis-
utility of carbon emissions. Through the social discount factor the social planner admittedly
prefers a higher supply in period 1 than in period 2 alike the fossil-fuel owner. However,
the cumulative structure of the environmental damages shifts her preferences. She prefers a
lesser supply in period 1 and a higher supply in period 2 compared to the fossil-fuel owner’s
preferred supplies.

Now incorporating strategic behavior, the social planner can use the tax as an aid to force
the fossil-fuel owner to supply the amounts which are more in her interests, by punishing the
fossil-fuel owner with a high tax if he sells too much fossil-fuels in period 1 and rewarding him
with a low tax if the supply of period 1 is in her interests. Analyzing the model we show that

the regulator’s tax response, 77**(Q1), is indeed an increasing function of @1, and equals

T(Q1) = max {76p(Q1), T(Q1, Q")} [ (3.16)

The tax, of course, affects the supply of period 2. If the fossil-fuel owner faces a higher
tax in period 2, the fossil-fuel price is higher in period 2, and hence he sells a lower amount
of his reserves in period 2. In other words, the fossil-fuel owner’s best response, Q2(7), is a

decreasing function of the tax and it turns out that it equals

Prop(@u) = 14+ HZURRIES and n(Q1,Q7) =1-2Q7 +2Q1.
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2

3 (Q1,7) zmin{ - Qx_Ql}- (3.17)

Taking the social planner’s tax strategy into account the fossil-fuel owner is going to trade
off the effect of the social discount factor on his utility against the effect of the social planner’s

tax strategy on his utility when choosing his preferred supplies, (Q7**, Q3**).

Before we state the results of this section we highlight another two features of our model,
which are useful for our analysis.

The first feature is that the regulator profits from higher taxes if the reserves are exhausted
in period 2. To understand this consider problem under the constraint Q2(7) = Q* — Q1.

Given this constraint the regulator’s problem becomes

P (@) =g {(1-20(@7 - Q)+ 1 NQ - @)
(3.18)

FAL-Q Q@ - @) - T e

which is linear in the tax and has a positive slope. So, if the regulator wants the reserves
to be exhausted she profits from setting the highest tax which allows the fossil-fuel owner to
exhausts his reserves. In this situation the tax cannot be higher than the described tax as
otherwise the fossil-fuel owner’s response in period 2 is lower than the remaining reserves and

the fossil-fuel reserves will not be exhausted. Solving the above problem (3.18)) results in

T7(Q1) = ™(Q1, QF). (3.19)

The second feature is that the regulator “discriminates” fossil-fuel owners who have lower
reserves left in period 2 against fossil-fuel owners who have higher reserves left in period 2.

This is summarized in the next lemma.

Lemma 3.1 Given a supply 0 < Q1 < QF the regulator’s tax response always satisfies

Q1) < 71 (Q1).

Proof: See in appendix [
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To get an intuition for this result, note that the lesser fossil-fuels are available in period
2 the higher the tax can be to force the fossil-fuel owner to exhaust his reserves. So at least,
if the regulator prefers the reserves to be exhausted she sets higher taxes if lesser fossil-fuels
are available in period 2. The equilibrium tax function however, as a function of the size of
the reserves, does not inherit this property. In equilibrium, fossil-fuel owners with different
size of fossil-fuel reserves supply different amounts in period 1 and hence might e.g. have the

same amount of fossil-fuels left in period 2.

The following proposition states some features of the symmetric information equilibrium

strategies and some comparative statics results with respect to changes in d and .
Proposition 3.1 The equilibrium strategies of the low and the high type, 0 < Q¥ < QY <
Q}C, satisfy

QT =Q% T =7(Q7™,QY), with x € {L,H}.

Letx € {L,H}.

1. Given two different damage coefficients, d < d, the equilibrium strategies and the thresh-

old, Q,%/,, relate as follows

Qi) > Qi(d); QT (d) < Q™ (d): Q5™ (d) > Q5™ (d); 7" (d) < 7**(d).

2. Given two different weights, A\ < 5\, the equilibrium strategies and the threshold, Q,lc,

relate as follows

Qr(N) < QL(V); QF* (V) < QT (V) Q5™ (N) @57 (A); 77 () = 7 (V).

Proof: See in appendix [

To point 1. If the damage coefficient raises the negative effect of one unit burned fossil-
fuels on the environment raises and consequently the dis-utility on the social planner’s welfare
in period 2 raises, too. This entails a higher tax response by the social planner, which again
results in the fossil-fuel owner preferring to supply more in period 1 and less in period 2

compared to his preferred supplies when facing a lower tax.
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However, this shift in the fossil-fuel owner’s strategy is not really in the interest of the social
planner. In contrast, as of the cumulative structure of the environmental costs she prefers
a lower supply in period 1 and, if necessary, a higher supply in period 2, when the damage
coefficient raises. Yet, she cannot enforce these supplies as she cannot influence the fossil-fuel
owner’s supply in period 1, directly. But at least —from the social planner’s perspective— the
total supply decreases with a raise in the damage coefficient as the threshold, Qi, declines.
Consequently less fossil-fuel reserves are going to be exhausted in equilibrium.

To point 2. When A increases the social planner puts a higher weight on the fossil-fuel
owner’s utility and a smaller weight on the consumer’s utility. In other words, the profit of the
fossil-fuel owner has a higher positive effect on the social planner’s utility when A is higher.
Hence, if X increases the social planner’s tax response decreases to enable the fossil-fuel owner
to make higher profits in period 1 as well as in period 2.

We also verify that if A raises also the threshold, Q}C, raises, consequently more fossil-fuel
reserves are going to be exhausted in equilibrium. Fortunately, this is exactly in the social
planner’s interests, as with a raise in A the impact of the fossil-fuel owner’s profits compared

to the impact of the environmental costs on the social planner’s utility gets higher.

3.4 The Case of Asymmetric Information

In the general setting the social planner aiming to regulate fossil-fuel consumption as the stock
of emissions creates environmental damage does not know how much fossil-fuels, @, exactly
exist. In contrast to the fossil-fuel owner who knows the level of his reserves, Q € {Q%, Q"},

where 0 < QF < QF < Q,lg. The social planner, however, knows the distribution

Pr(QL) = U, pr(QH) =1—p, where 0<p<1.

We define a certain set of monotone belief systems and assume that the allowed belief

systems of this game are elements of this set only.

Definition 3.1 Let Q denote the set of belief systems consisting of the following elements.
Given a probability, u € [0,1], a belief system, u*, belongs to the set, Q, (i.e. p* € Q), if
and only if: On the equilibrium path, the beliefs are consistent with Bayes Rule. And off the

64



equilibrium path, the beliefs satisfy

pHQF |1 Q1) =1 if Q<@
1 (QF | Q1) =0 else,

where Q1 # QY and Q1 # QJ'*.

We distinguish two kinds of Perfect Bayesian Nash equilibrium strategies. A strategy

profile and a belief system p* € ) which constitute an equilibrium, belong

i) either to the set of separating equilibria: In a separating equilibrium the two types
of fossil-fuel owners supply two different amounts of fossil-fuels in period 1. Hence, in a
separating equilibrium the social planner can certainly infer the fossil-fuel owner’s type after
period 1. A separating equilibrium, given the belief system, u*, is determined by strategies

( Lx Lx Hx Hx TL* H*)

1 » %2 » W1l » W2 » y T 3

with Qf* # Q{™;

ii) or to the set of pooling equilibria: In a pooling equilibrium the two types of fossil-fuel
owners supply the same amount of fossil-fuels in period 1. So, in a pooling equilibrium the
regulator after observing (1 does not know for sure which type she is facing. A pooling

equilibrium, given the belief system, p*, is determined by strategies
L H
(Q){a 2*a 2*7 T*)a

with Q} = QF = Q1.

The remainder of section [3.4]identifies the properties of the best response functions as well
as of the equilibrium strategies. Dividing the analysis into two parts, separating and pooling
equilibria, each time we start with the fossil-fuel owner’s best response in period 2, then
we turn to the regulator’s best tax response, and finally by using these results we establish
the properties of the equilibrium strategies and their conditions to exist. The equilibrium

selection follows after that.
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3.4.1 Separating Equilibria

Let pu* € Q. And let,
(@, @y, @, @i, 7, 7). with Q" # Qi
denote a corresponding separating equilibrium strategy profile.

Best responses in period 2 Given a supply Q1 < @ —on or off the separating equilib-
rium path— the fossil-fuel owner x € {L, H} deciding what to supply in period 2, Q5*(Q1,7),
only takes the tax, 7, and the size of his remaining reserves, Q* — )1, into account, like in
the symmetric information case. In particular, the belief, u*(Q% | Q1), does not affect his
decisions in period 2. This leads to the conclusion that the fossil-fuel owner’s best response
in the asymmetric information case coincides with his best response in the symmetric infor-
mation case given the right level of reserves. In other words, equation equals equation
, and consequently the following lemma is true.

Lemma 3.2 The fossil-fuel owner x € {L, H}’s best response in period 2, Q3*(Q1,T), given
any 0 < Q1 < Q% and any 7 € [0, 1] satisfies

5(Q1,7) = Q37 (Q1, 7). (3.20)
Proof: The results are straightforward. The proof is therefore omitted. m

Best tax response Given a supply Q1 < Qf the regulator deciding which tax, 7*(Q1),
to set takes the belief, u*(QY | @1), and the corresponding best response, Q%*(Q1,7*(Q1)),
into account. After observing the supply, (Q1, —on or off the separating equilibrium path—
the regulator believes that she is facing the low type with probability 1 if @ < Q¥ and
Q1 # Q{I * and she believes that she is facing the high type with probability 1 if ;1 = Q{{ *
or QF < Q1 < Q¥

As lemma is true, equation coincides with equation given the right level
of reserves. Hence, the regulator responds in the same way as she would do in the symmetric
information case being subject to the corresponding level of reserves. More precisely, she
responds via 77*(Q1) (“L-Tax-Response”) if she believes that she is facing the low type, and
via 7H**(Q1) (“H-Tax-Response”) if she believes that she is facing the high type. This gives
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us the following lemma.

Lemma 3.3 The regulator’s best tax response, 7*(Q1), given any supply, 0 < Q1 < Qf, in

period 1 equals

L*x if 0 L d Hx
Q1) = Q1) if 0< Q1< Q% and Q1 # Qp | (3.21)
T (Q1)  else

Proof: The results are straightforward. The proof is therefore omitted. m

This lemma states that given any separating equilibrium the low type deviating from Qf*
to any strategy Q1 < QF, with Q1 # Q{{ *, subsequently faces the L-Tax-Response. And
only if he deviates to Q{{ * he faces the H-Tax-Response. In contrast to the low type, the
high type faces the L-Tax-Response not only for one possible deviation, but for a range of
deviations. Given an equilibrium the high type deviating from Q¥* to any strategy Q1 < QF
faces the L-Tax-Response and only deviating to any strategies Q¥ < Qi < Q, faces the

H-Tax-Response.

Equilibrium strategies Before we identify the separating equilibrium strategies let us
define some functions to ease the analysis.

The functions, Uy 4(Q1), y € {L, H}, describe the high type’s ex ante utilities at period 1
as functions of )1 and of facing either the H-Tax-Response (if y = H) or the L-Tax-Response
(if y = L) and subsequently supplying his corresponding best response in period 2 (see lemma
. The other two functions, Ur, ,(Q1), y € {L, H}, are defined in the same fashion.

Let

Ux,y(Ql) =Up (Ql, g**(QlﬂTy**(Ql))v Ty**(Ql))7 HAES {L7H}7 y e {L7H}H (3‘22)

Maximizing these functions by the first order condition yields U, ,(QY™) = maxg, Uy 4,(Q1)
forallz € {L,H} and y € {L,H}.

Using the definition and applying the previous results (lemma and lemma we can

16 As the underlying utility function, Ur (Q1, Q2(Q1, 7(Q1)), 7(Q1)), is concave in Q1 the functions, Uy, (Q1),
x€{L,H}, y € {L,H}, are concave in Q1 as well. So, the inverse functions, U;;(-), ze{L,H},ye{L,H},
have at most two values.
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rewrite the equilibrium conditions: Let p* € Q. A strategy profile,
( 1L*7 g*v {1*7 g*v TL*v TH*) , with Q%* # Q{I*a
together with p* constitute a separating equilibrium if and only if for all x € {L, H}:

TH m**( T x*)

5 = 5 1 ’7_ Tx .'l'**( ZL‘*)’

, T =17 7
and given any deviation 0 < ()1 < @” in period 1

Uy if 0<Q1<Q" and T
Uan(QF) > L(@1) i Q1 <Q" and Q1 #Qr" | (3.23)

Uprr(Q1) if Q1 =@ or QF <@ <Q¥

The following proposition identifies the separating equilibrium strategies. Following this

we give a reasoning for these results.
Proposition 3.2 Let u* € Q2.
1. If Q> QF the “symmetric information strategy” profile,

( f**; g**’ {-I**, é—[**’ 7_L>x<>;<7 TH**), (324)

and p* constitute a separating equilibrium.
2. If Q{{** < QF the strategy profile,

( {,**’ 5**’ Q{—Iv 5[**( {I,TH**(Q{I)), 7_L>|<>»<7 TH**(Q{{)), with Q{{#Qf**’

(3.25)

1" This condition is a rewritten version of equation (3.8) given the best responses, lemma and lemma
Note that condition ([3.23) can be also stated as

U, (QT7) > max{ max Uz, (Q1); /r\r(lax UZ,H(Ql)} .

O<Qi<RL)v(@i#R{*) (@1=Qf")NQF<Q1<QH)
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and p* constitute a separating equilibrium if and only if
ULo(@Qt™) 2 ULn(Qf') and Qf' €10, Q'] (3.26)

There does not exist any other strategy profile which together with u* constitutes a separating

equilibrium.
Proof: See in appendix [

To understand this proposition note the following.

To the low type. Given any separating equilibrium the low type deviating from Qf* to
any strategy off the equilibrium path, Q; < QF, with Q; # Q{{ *, subsequently faces the L-
Tax-Response, and only if he deviates to Qfl * faces the H-Tax-Response. So, it makes sense
that the low type’s best supply in period 1 is his symmetric information supply, Qf**, as long
as he does not have any incentives to mimic the high type in period 1 by supplying Q¥*.
If QH** > QF the low type does not have the quantity capacity to mimic the high type. If
QI < QF it is the same as assuming, ULyL(Qf**) > ULH(Q{{).

To the high type. In contrast to the low type the high type faces the L-Tax-Response not
only for one possible deviation, but for a range of deviations. This makes the analysis of the
high type a little bit more complex. However, if QI** > Q¥ the high type always faces the
H-Tax-Response after supplying or deviating to Q¥**. Recall that the H-Tax-Response is the
lowest possible tax response the fossil-fuel owner could face, the L-Tax-Response is higher.
So, the high type given the strategies in does not have an incentive to deviate in period
1. But given any other strategy profile he always has an incentive to deviate to Q{I **in
period 1. If, on the other hand, QI** < Q¥ condition Q¥ ¢ [QF~, Q] exactly ensures

that the high type does not have an incentive to deviate in period 1.

Analyzing the set of separating equilibria with respect to the probability, u, we find that

8 The thresholds are defined by
Qfli = min {U;,}H (max[ UH,L(QlL**), UH,H(QL) ])}

and

- max{U;LlH (max[ Ut (QT™), Unu(QF) ])}

Note that the set, [ o= Q{{+], is not empty as the high type’s symmetric information supply, Q1
satisfies QIT** ¢ [Q1 -, {{ﬂ .

ok

, always
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the size of the set of separating equilibria is independent of the probability, y. The following

lemma makes the statement preciser.

Lemma 3.4 If a strategy profile, (Q¥*, Q%*, QU+, Qi*, 1 7H*) Qi £ QI*, and a
belief system, p* € Q, with p € [0,1], constitute a separating equilibrium then the same
strategy profile and any other belief system p* € Q, with p € [0,1] and g # p also constitute

a separating equilibrium.

Proof: The result is straightforward. Given a separating strategy profile the regulator’s belief
after observing any supply @1 -on or off the separating equilibrium path- only takes the two
values, either 1*(Q% | Q1) = 0 or u*(Q% | Q1) = 1. So, the separating equilibrium strategies,
the deviation incentives and equilibrium conditions do not depend on the probability, u €
[0,1]. Which means that the probability, u, is, so to say, nonexistent. A formal proof is

omitted. m

3.4.2 Pooling Equilibria

Let p* € Q. And let,

(Q){a 5*5 5{*7 T*) ’

denote a corresponding pooling equilibrium strategy profile.

Best responses in period 2 Like in the separating equilibrium case, given a supply,
Q1 < Q" —on or off the pooling equilibrium path- the fossil-fuel owner = € {L, H} deciding
what to supply in period 2 only takes the tax and the size of his remaining reserves into
account, like in the symmetric information case. So again, the fossil-fuel owner x € {L, H}’s

best response in period 2 given any 1 < Q* and any 7 € [0, 1] satisfies

3 (Q1,7) = Q37 (Q1, 7). (3.27)

Best tax response Given a supply Q1 < Qf the regulator deciding which tax, 7*(Q1),
to set takes the belief and the corresponding best response of period 2 into account. After
observing the supply, @1, of period 1 —on or off the pooling equilibrium path— the regulator

has, in contrast to the separating equilibrium situation, three different beliefs. She believes
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that she is facing the low type with probability 1 if Q1 < Q¥ and Q1 # Q%; she believes that
she is facing the high type with probability 1 if Q¥ < Q; < Q¥ ﬁ and finally she believes
that she is facing the low type with probability, i, and the high type with probability, 1 — p,
it Q1 =@Qj.

So, the analysis of the regulator’s best tax response, 7*(Q1), as long as @1 # @} can be
simply adopted from the separating equilibrium analysis.

However, if the supply satisfies ()1 = Q7 the regulator’s tax response, 7%(Q1), should and
does balance out the low and the high type’s best responses in period 2, Q5*(Q1,7), given
the probabilities with which they occur, u*(Q* | @1). Her tax response lays between her tax
response knowing that she is facing the low type and her tax response knowing that she is
facing the high type. Let us divide the reasoning into two parts.

We start with a simple case. Assume 77°*(Q1) = 77**(Q1). The regulator if she would
know the fossil-fuel owner’s type for sure prefers not to exhaust the reserves independent of
the size of the reserves and sets the same tax independent of the type. As the regulator does
not distinguish between both types, it is reasonable that also in the asymmetric information

case her tax response just equals the symmetric information tax responses,

T*(Ql) _ TL**(Ql) — TH**(Ql)-

Now, assume 72%(Q1) # 77**(Q1). Note that this can only be the case if at least the low
type exhausts his reserves in period 2@ We now argue that the pooling tax, 7%(Q1), indeed
lays in between the two symmetric information tax responses, 77**(Q1) < 7%(Q1) < 75*(Q1).

First, 7%(Q1) cannot be lower than the H-Tax-Response, as the regulator profits from tax
revenues whenever the reserves are exhausted. And if 7%(Q1) equals or is lower than the
H-Tax-Response both types exhaust their reserves. Hence, it is profitable for the regulator to
set the highest possible tax, 7 **(Q1), under these circumstances.

Second, 7%(Q1) also cannot be higher than the L-Tax-Response, as given any of these
taxes both types do not exhaust their reserves, which is not in the regulator’s interests, as
she prefers at least the low type to exhaust his reserves. So, her tax response definitely forces
the low type to exhaust his reserves in period 2.

Now, what is the regulator’s trade off whenever 72*(Qq) # 77**(Q1)? The low type’s

YNote that Q% < QF as otherwise the low type cannot supply this amount.
Phe. 7M@) # T7(Q1) if and only if Q5 (Q1, 7V (@1)) = QF — Q1.
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strategy in period 2 is independent of the exact tax level as 7 < 72**(Q1), he always exhaust
his reserves. However, as the regulator profits from tax revenues whenever the reserves are
exhausted (see equation ) she prefers to set the highest possible tax, 77%*(Q1), if she
faces the low type. If the regulator instead faces the high type she can effectively influence
his supply of period 2 by choosing different tax responses in the given range. Now, recall
from the symmetric information case that the regulator facing the high type wants him to
supply, Q¥**(Q1,77**(Q1)), and hence she prefers to set the H-Tax-Response if she faces
the high type. So, the regulator setting an optimal tax, 7%(Q1) —possibly higher than the
H-Tax-Response—, trades off, her loss from the high type not supplying the “right” supply, to

her gain from the higher tax revenues when the fossil-fuel owner is instead the low type.

Lemma 3.5 The regulator’s best tax response, T5(Q1), given any supply, 0 < Q1 < QY

equals
L Q) if 0<Q1<QY and Q1 # Qf
7(Q1) = { min {75 (Q1), max {T7*(Q1), m(Q)}}  if Qi =Q} ol
Q) if QF<@Q1<QY

(3.28)

Proof: See in appendix ]

It follows immediately that for all 0 < Q1 < Q¥ the tax response, 7*(Q1), satisfies
Hxx * Lxx
Q1) < TH(Q1) < TV(Q1)- (3.29)

However, it is not immediately clear if and when the inequalities of equation (3.29)) are
strict for Q1 = @)]. Do parameter constellations exist such that one of these inequalities is an
equality? To answer this question let us have a closer look at how 7*(Q7) reacts to changes

in the probability, u.

Lemma 3.6 1. The taz response, T*(Q7), increases with an increase in the probability, fi.

_ —20)(QF -
21TT(Q1) = Top(Q1) + (1’1,@ (31'r75)\>£$d(lf:)>'
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2. There exist two thresholds, 0 < ur(Q7) < ps(Q7) < 1, such that

(@) = Q7)) if and only if p < NT(Q1). (330)

L) if and only if > pz(Q7)

Proof: See in appendix [

The intuition of this result is simple. The probability, x4, measures how likely the regulator
faces the different types. Hence it is reasonable that if the fossil-fuel owner is more likely the
high (low) type the regulator ex ante prefers to act as if she is facing the high (low) type more
than acting as if she is facing the low (high) type. More precisely, the more likely the regulator
faces the low (high) type the closer the tax response, 7*(Q7), should be to the L-Tax-Response
(H-Tax-Response). In other words, the tax response, 7%(Q7), is an increasing function of the
probability, . In addition, we find that whenever the probability, u, is sufficiently low (high)
the regulator does not care at all about the low (high) type’s reactions. This result gives us

the thresholds.

Let “P-Tax-Response” denote the tax response, 7%(Q1), from lemma and let “P-Tax”
denote the term, min {72**(Q1), max {77**(Q1),7(Q1)}}.

Equilibrium strategies Before we identify the pooling equilibrium strategies let us define

two functions which are similar to the functions U, ,(Q1), z € {L,H}, y € {L,H}.

The function, Uy «(Q1), describes the high type’s ex ante utility at period 1 as a function
of @1 and of facing the P-Tax-Response and subsequently supplying his corresponding best

response in period 2. The function, Uy, .(Q1), is defined in the same fashion.
Let
Up(Q1) =Up (Q1, Q37(Q1,77(Q1)), 7(Q1)), =ze€{L,H}. (3.31)

Using this definition and the previous results (equation and lemma [3.5)) we can again
rewrite the equilibrium conditions: Let p* € Q. A strategy profile,

(@ Q5" @5 )

22Recall that a necessary condition is Q7 < Q.
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together with p* constitute a pooling equilibrium if and only if for all z € {L, H}:
5 =Qy(QLT), T =17(Q)),
and given any deviation 0 < @)1 < @* in period 1

Up(Q1) if 0<Q1<Q" and Q1 # Q7 |,

U (Q1) if QF < @1 <Q7

Uex(Q7) 2 (3.32)

The following proposition states the pooling equilibrium strategies. Following this we give

a reasoning for these results.
Proposition 3.3 Let u* € .

1. If QI > QF there does not exist a strategy profile which together with u* constitutes

a pooling equilibrium.

2. If QI < QV the following strategy pmﬁle
(@1, Q5*(Q1,7°(Q), QF™(QLT(@1), T(@1), (3.33)

and pu* constitute a pooling equilibrium if and only if
UL+(Q7) 2 ULL(Q1™) and Una(Q7) = max{Un,L(Q™), Unu(Q")}.  (3.34)

There does not exist any other strategy profile which together with p* constitutes a

pooling equilibrium.
Proof: See in appendix [

To point 1. As long as the high type’s symmetric information supply satisfies {I > QF,

no pooling equilibrium exists. The reason is simple. If Q{{ “ > QF the high type’s best

ZCondition (3.32)) can also be stated as

Uer(@0) 2o | max U@, mex | Uen(@)]

0<Q1<QFE QL <Q1<QH

241n the appendix we show that the sets of low and high types with these properties are not empty.
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supply in period 1 is Q**. Indeed, supplying any other amount in period 1 he always has an
incentive to deviate to Q{7** as, i) he always faces the H-Tax-Response after deviating to Q**
i) Up p(QF**) = maxg, Uy g (Q1), and iii) the H-Tax-Response is always smaller than the
L-Tax-Response, i.e. Uy r(Q1) < Ugm(Q1) for all Q1 < Q. The low type, however, does
not have the quantity capacity to mimic the high type and therefore no pooling equilibrium
exists.

To point 2. Recall that the low type deviating from )7 always faces the L-Tax-Response.
So, a sufficient condition for the low type not having an incentive to deviate to any off equi-
librium supply is that he does not have an incentive to deviate to his symmetric information
supply of period 1 as Uy, 1,(Q¥**) = maxg, UL (Q1). So, condition (3.32)) for x = L is simply
equivalent to condition Uy, (Q}) > Uy 1(Q¥**).

To the high type. A sufficient condition for the high type not having an incentive to
deviate is that he does not have an incentive to deviate from Q% to Q¥ or to Q¥**. Indeed,
as the high type’s utility function Ug g(Q1) is concave in ()1 and is maximized at Q{I <L
QL the high type’s highest utility off the equilibrium path facing the H-Tax-Response is
on the boundary, Uy z(QF). And, his highest utility of facing the the L-Tax-Response is

Un,(Q¥**) = maxg, Un,(Q1).

Comparing the high type’s condition in the separating condition to his condition
in the pooling condition and as Up«(Q7) < Up,u(Q7) it follows that if Q7] satisfies
the high type’s condition in it also satisfies his condition in . So, it follows that
Q] € [Q{{ -, QF +} is a necessary condition for a strategy profile to constitute any kind of

equilibrium —pooling or separating.

In order to analyze the set of pooling equilibria in more detail let us have a look at the
set with respect to the probability, u. We find that the size of the set of pooling equilibria
shrinks with a decrease in the probability, u, whenever Q{{ ** < QL. The following lemma

makes the statement preciser for these cases, Qfl < QF.

Lemma 3.7 If a strategy profile, (Q%, Q%*, Qi*, 7*), and a belief system, p* € Q, with
w € [0,1], constitute a pooling equilibrium then the same strategy profile and any other belief
system, p* € Q, with 0 < p < p also constitute a pooling equilibrium. However, this statement

is not true for belief systems, ﬁ* € Q, with ﬁ > [
Proof: See in appendix [
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In contrast to a separating equilibrium the probability, i, plays an existent role in a pooling
equilibrium. Indeed, after observing the supply, Q%, the regulator’s belief is u*(QY | Q%) = p.
Now, assume that a strategy profile, (Q’{, %*, g*, 7'*), and a belief system, p* € €, with
p € [0,1] constitute a pooling equilibrium. As the tax response, 7*(Q7), increases in p (see
lemma the fossil-fuel owner’s deviation incentives from Q% to any other supply Q1 < Q7
increase (decrease) with an increase (decrease) in p. Or, in other words, given a supply, Q7,
condition is harder (easier) to met when g increases (decreases). To understand this
note that with an increase (decrease) in p the function, U, .(Q7), decreases (increases) but

the two functions, UH,L(Qf**) and UH,H(QL), stay constant. This in turn implies that the

size of the set of pooling equilibria shrinks with an increase in pu.

3.4.3 Equilibrium Selection

In order to select from this vast number of equilibria we apply the Cho-Kreps’ Intuitive
Criterion.

Whenever Q{I ** > QF, the only equilibrium which exists is the separating equilibrium
given the strategies of the symmetric information equilibria (see proposition . Hence, for

the remainder of this section we only deal with the cases, QI** < Q.
Lemma 3.8 Let u* € Q).

1. Assume p < pr(QI**). The strategy profile,
( {{**’ QL_ {{**’ 5{**7 TH**> (335)

and p* constitute a pooling equilibrium. This equilibrium is the only equilibrium which

survives the Cho-Kreps’ Intuitive Criterion.

2. Assume > pr(QE**). There does not exist any equilibrium which survives the Cho-

Kreps’ Intuitive Criterion.

Proof: See in appendix [

ZNote that QF**(Q**,7H7**) = Q¥ — Q**. This is true as even the high type, owning more fossil-fuel

reserves, exhausts his reserves, Qi** = Q¥ — Q¥**, given the supply QF¥** of period 1 and the tax 77**.
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Before we give a reasoning for this lemma note the following. If p < up(QI**) the
separating condition (3.26)) for Q¥ = Q¥** and the pooling condition for Q7 = Q*~
are complements as U, .(Q**) = U, g (Q¥**) for all € {L, H}. Therefore, the separating
strategy profile (QlL**, %**, Q{I**, Qg**,TL**, 7H**) together with y* does not constitute an

equilibrium.

To point 1 of the lemma. We first show that the stated strategies together with u*
indeed constitute a pooling equilibrium as long as y < pr(Q¥**). Recall that Uy 4 (Q7*) =
maxg, UL g(Q1), i.e. in particular that Up g (Q1**) < Up y(Q¥**). Additionally, as the
H-Tax-Response is smaller than the L-Tax-Response the following inequality is also true,
UL.n(Q¥*) < Upu(QF*). Both results together give us the sufficient condition for
the above stated strategy profile and p* to constitute a pooling equilibrium.

This pooling equilibrium survives the Cho-Kreps’ Intuitive Criterion because no type can
strategically set himself better off by supplying an off equilibrium supply, Q1 # Q¥**, even
if he would consequently always face the lowest possible tax response, which is the H-Tax-
Response@ Indeed, this is true as Uy .( ey = Up,u( Hax) > Uz, u(Q1) for all @ < QHf
and x € {L,H}.

We now deal with all other existing equilibria whether of point 1 or of point 2. We ar-
gue that all these equilibria can be eliminated by the Cho-Kreps’ Intuitive Criterion. In the
appendix we show that given an equilibrium —pooling or separating— there exist an off equi-
librium path amount @1 < Q¥ such that, i) the regulator’s reasonable belief after observing
this amount is to believe that she is facing the high type, 1*(Q% | Q1) = 0, and ii) the high
type’s ex ante utility at period 1 is strictly higher given this amount and the corresponding
tax response, 77**(Q1), than given the equilibrium strategies. It follows that the equilibrium
does not survive the Cho-Kreps’ Intuitive Criterion.

We show these statements by pointing out that there exist an off equilibrium path supply
Q1 < Q' such that, i) the low type does not have an incentive to deviate from his equilibrium
supply in period 1 to this specific supply, @1, even if he would consequently face the H-
Tax-Response, and ii) the high type instead would have an incentive to deviate from his

equilibrium supply of period 1 to this specific supply, @1, if he would consequently face the

26This tax response is the consequence of an off equilibrium path belief which is in the fossil-fuel owner’s
“best interest”, namely the regulator believes that she is facing the high type. So, even if the reasonable off
equilibrium path belief is exactly as described the fossil-fuel owner cannot set himself better off by deviating
from Q.
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H-Tax-Response. These two results indeed imply the above two statements.

Taking the results of lemma into account we assume for the remainder of this chapter

that p < pup(Q).

3.5 Welfare Analysis

The welfare analysis is simple whenever Q** > Q. The strategies of the low and the
high type’s symmetric information equilibria coincide with the strategies of the asymmetric
information equilibrium strategy profile given any belief system, p* € €, (see proposition.
Hence, the regulator and both types of fossil-fuel owners are equally well off in the symmetric
information case as well as in the asymmetric information case. Therefore, from now on we
only deal with the cases, Q" < Q. Recall that u < ur(QI*).

The following proposition states that both types of fossil-fuel owners prefer the pooling
equilibrium from lemma to all other existing equilibria.

Proposition 3.4 Let pu* € Q. Given any equilibrium, ( e Qb+, Qi) QI*, 1% TH*)

and p*, —pooling or separating— the following two inequalities always holdﬂ

Upu(Q1™) > Up(Qr, Q5*, 7™) (3.36)

and

Unu(@Q) > UpQf*, Qf*, +7). (3.37)

Proof: See in appendix [

Note that both types of fossil-fuel owners also prefer the pooling equilibrium from lemma
to their own symmetric information equilibrium. Indeed, the high type’s ex ante utilities
at period 1 given both information structures are equal as his strategies coincide in both equi-
libria. The low type’s ex ante utility at period 1 is higher given the asymmetric information
equilibrium from lemma [3.8] than given his symmetric information equilibrium as he prefers
to mimic the high type when he has the chance to and Uy, ,(Q¥**) < Uy y(QI**) (see proof
of lemma .

*"Note that if u < pr(Q¥F**) the following equality is true Uy, g (Qi**) = U, .(Q¥**), for all z € {L, H}.
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The reasoning of this proposition is as follows. To the high type. The high type’s analysis
is simple. In any equilibrium —pooling or separating— the high type’s equilibrium tax is either
the H-Tax-Response or the P-Tax-Response which is higher than the later. So, Up .(Q1) <
U u(Q1), for all Q1 < QY. Together with the analysis of the symmetric information case,
Un (@) < UH,H(Q{{**), for all 0 < Q1 < QF, the result follows immediately.

To the low type. Assume there exist a strategy profile, ( 1L* 5*, Q{{*, g*, rhe ),
which together with p* constitutes a separating equilibrium. In any separating equilibrium
the low type’s strategies are just his symmetric information equilibrium strategies and hence
his ex ante utility at period 1 in a separating equilibrium is Uy (Q¥**). As the strategy
profile given in lemma together with p* constitutes a pooling equilibrium the following
inequality is true, UL,L(QlL**) < UL,H(Q{I**), i.e. the low type prefers to mimic the high type.
This is the same as saying that the low type prefers the pooling equilibrium from lemma [3.8
to any other existing separating equilibrium.

Assume there exist another strategy profile, (Q7, Q%*, 51*, ), with Q7 # Q{{**,
which together with pu* constitutes a pooling equilibrium. As the P-Tax-Response is higher
than the H-Tax-Response it follows that Up .(Q7) < Ur m(Q7). And as the high type’s
symmetric information supply maximizes the low type’s utility given the H-Tax-Response,
Ur.n(QH**) = maxg, Uy g (Q1), the result follows immediately. And hence the statement of

the proposition is also true for the low type.

The regulator’s welfare We compare the regulator’s ex ante expected utilities at period
0 under both information structures. Recall that Q{I** <QYand p< MT(Q{{**).
The regulator’s ex ante expected utility at period 0 in the symmetric information case is

simply
EUsym(Q", Q") = 1 Us(Q1™, Q™ 75) + (1 — ) - Us(Q1™, Q5,7 ] (3.38)
Her ex ante expected utility at period 0 given the pooling equilibrium in lemma |3.8]is
E[Uasy(QL; QM) = - Ug(QIFF, QL — QI 7H) 1 (1 — ) - Ug(Q**, QI** 711*+) (3.39)

Note that only the low type’s strategies differ.

Z8Recall that we assume that the regulator faces the fossil-fuel owner Q¥ with probability y and the fossil-fuel
owner Q¥ with probability 1 — p.
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Our aim is to show that the regulator, as it sometimes appears in signaling games, can
prefer an asymmetric information equilibrium to the symmetric information cases. The rough
intuition is simple. In the symmetric information case the regulator is not able to implement
her preferred supplies of both periods as she is only able to influence the supply of period
2 directly through the tax, 7. Therefore there exist supply compositions which are more
profitable for the regulator. If one of these compositions together with the corresponding tax
responses “constitute” an asymmetric information equilibrium the regulator indeed prefers the

latter equilibrium to the symmetric information situations.

Analyzing the regulator’s welfare we find that also she can ex ante prefer the asymmetric

information equilibrium from lemma to the symmetric information equilibria.

Proposition 3.5 Let u* € Q. There always exist pairs Q% and QY, with QF < QY , such
that

EUusy (QF, Q) > EU4ym (QF, Q). (3.40)

Proof: See in appendix [ |

3.6 Conclusion

We have analyzed Pigovian taxation in a natural resources setup with asymmetric information
on the size of the reserves. Our main result shows that not only the informed owner, but also
the controlling regulator, can profit from her lack of information.

First, the symmetric information analysis reveals that if the low and the high type supply
the same amount in the first period, the regulator’s tax response facing the low type is higher
than her tax response facing the high type. We then show that the regulator’s tax response,
whenever she does not know which type she is facing, is a weighted average of the symmetric
information tax responses. Consequently, only the low type might have incentives to mimic the
other type. The low type successfully pools with the high type in equilibrium if, in addition,
he has the capacity to mimic the high type in the first period. Our results, therefore, suggest
that a threat of a future carbon taxation can support over-reporting as claimed by empirical
studies.

The social planner can profit from asymmetric information for the following reasons. In

our model the social planner is only able to set a tax in the second period, hence cannot
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influence the supply of the first period directly, and therefore is not able to implement her
preferred supplies of both periods in the symmetric information case. As a consequence,
there exist supply compositions which are preferred by the regulator to the symmetric infor-
mation equilibrium supplies. If these compositions together with the corresponding remaining
strategies constitute an asymmetric information equilibrium the regulator indeed prefers this

equilibrium to the corresponding symmetric information equilibria.
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Appendix A

Managerial Incentive Problems and

Return Distributions

A.1 The Problem of Pure Moral Hazard

To ease notation, we introduce the following variables, that are functions of the underlying

parameters.

Definition A.1

2 (1 6) ;A = )\2(1—2§)—652(1—5)\)—6;

TS au-N-s
- 2 (5 ) == .

Moreover,

where

-9 —2X
r=a?1-V-0 and s = c20-2-9,

Proof of Proposition We first establish part ii, then parts i), iii) and iv).
ii) It is straightforward to compute the interior solution from the first-order conditions.

For a given share «, the agent’s effort and volatility choice are given by

1

2 1 22—1
o(a,t) =Ar s s2q20-3N-5 (A.1)
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and
A 201=M)=8 2(1-N\)-4§

e(a,t) = 57 = s 2 olo(a,t)?. (A.2)

As shown in the main text, the optimal share o* is given by o = a = =

o (a,t) defined by (A.1]) is decreasing in a and ¢. The implied mean is

A —_
K (6 (Qv t) O (ga t)) = <2~\> A2A+6Q%’I"S,

a decreasing function of a and c.

i) The function @ (a) is defined by the condition o (,t) = 7, that is

22—1
1-x 1 2 —0 A\ 20-%-3
A oo T =o0. A.
r 5 §2 (2(1—5)F> o (A.3)
Solving for ¢, we obtain

26 A\

2(1—\)—6 — _ 2(1—\)—6

c=®(a)=A ( A) <2(1—5)F> a%&f%.

iii) For values of a and ¢ such that ¢ < ® (a) , it is not optimal to implement o (v, t) defined
by . Instead, the relevant implementation constraint becomes . Two possibilities
arise. Firstly, holds as an equality - which is the case for values of t close to the locus
defined by ¢ = ® (a) . Since effort is always interior, we can compute o (t) from as an
equality:

A 2(1-0)-8 2(1-)N)-5 A
<5T < s 2 a(t)202> 6 —aa(t)T =0,

which yields
1
o (t) = (>\>\51—/\a>\—lc—>\5(5—2(1—>\)) =% (A.4)

a decreasing function of a and c. Clearly also, when substituting for ¢ = ® (a) into ,
we obtain o* (t) = a. Thus, the solution is continuous at the boundary ¢ = ® (a) separating
the parameter values that give rise to interior and corner solutions, respectively. The implied
mean is

. _ DD WY =) WD W W
M(G(Oé (t)’t)jo-):)\1—2/\61—2/\0-1—2Aa I—2x ¢  1-23

a decreasing function of a and c.
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Secondly, it can be the case that (1.4]) is satisfied automatically - i.e. holds as a strict
inequality. Solving the first-order condition for effort for the optimal level of effort for any

given contract «, we obtain

1 =1 5 1
e(a,t) = AT 3T AGT-AqT-x,

This implies that the equilibrium mean of the return distribution is

g 7) = AT iR r TR g
2 —u(e(a,t),a)_/\l NeTAgI-Aql—x,

Hence, the principal‘s problem becomes

A=A S A a_o o 1 o =x 6 1
max{)\l*A CTATT AT — 50 @ — Alﬂclﬂalﬂalﬂ} (A.5)
(0%

The solution satisfies the first-order condition

1 - s A

1—A

1 1
AT cTAGTAQ* (£) T3 — ag2a* (t) — AT-x cTATTA " (£) T = 0. (A.6)
By the second-order condition and the fact that the left-hand side of (A.6)) is decreasing in a
and ¢, we note that the optimal o* (t) is decreasing in a and c¢. Moreover, ¢* = & over this

range. Note again that u(e (a* (t),t),o) is decreasing in a and c.

Finally, suppose that holds as an equality at t and as a strict inequality at t and
choose t and t arbitrarily close to each other. Then it must be the case that o* (E) > ot (f) .
To see this, suppose we had o* (E) < ot (’E) . However, then the agent would have a strictly
higher incentive to choose marginal incentive to increase ¢ at t, contradicting that holds

as an equality at t and as a strict inequality at t.

iv) This follows from the continuity of the solution at the boundary separating the two
sets T¢ and T in conjunction with the comparative statics properties of the optimal share
a*(t) fort e To. m

Proof of Proposition Let P(T¢) =Pr(t € T¢) and let P(T;) =Pr(t € Ty).

COV (&%,5%) = E[a*5*] — E[a*] E[57].



We can rewrite this as

CoV (&*,6*) = E[&*6*|T¢] P(Te) + E[a*6*| T ] P(T;)
—(E[a"|T¢] P(Tc) + E[a"| T] P(Ty)) -
(E[6%| Tc] P(Tc) + E[67| T;] P(Ty)).

Simplifying, we obtain

COV (&*,6") = oE[a*| Te] P(Te) + ok [6*| T P(Ty)

— (E[a"| Tc] P(Te) + aP(T1)) (@P(Teo) + E[67| T;] P(T)).

Multiplying out and rearranging yields

COV (a",5") = 7E [a"| Tc] P(Te)(1 - P(T¢)) + oF [5°| Ty] P(T1)(1 - P(Ty))

—aoP(T;)P(T¢) — E[6"| T,]E[a"| Te] P(T)P(Tc).

Using the fact that P(T;) =1 — P(T¢) we can rewrite this into

COV (a*,6*) = (¢ —E[6*|Ty]) P(T) (E[a"| T¢] — a) P(T¢) > 0,

where the conclusion follows from the facts that @ > E [¢*| T;]) and E [a*| T¢] > a.

Part ii) is a trivial consequence of the fact that the functions o* (t), pu* (t), and o™ (t) are

comonotone.

Part iii): Since f* is strictly decreasing in each variable a and ¢, fixing one of these
variables, one can write &* as a (weakly increasing) function of fi*. The function &*(f*) is
nondecreasing in fi*, because both &*(a,c) and i*(a,c) are decreasing functions of a and c.

We have
Cov (&*(p*),n") =E[(p" = E[p])(a (") —E[a* ()] .

Expanding terms, we have
cov (@ (p*),p*) = E[(p"-E[a"]) (@ (@) —a* (E[a7]))]

+E[(5" - E@T]) (@* (B [@7]) — Efa”(a7)])] -
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The term on the second line is zero because &* (E [i*]) — E [@*(2*)] is non-stochastic and

E [* — E [2*]] = 0. Hence, we have

cov (a*(p"), p*) = E[(g" = E[a"]) (@ (p*) — & (E[@"]))] > 0.

The conclusion follows from the fact that &* (72*) is non-decreasing, so &* (fi*) —&* (E [fi*]) Z 0
if o —E [1*] ; 0. Since the function &*(i*) is strictly increasing on a set of positive measure,
the strict inequality holds.

The proof for the covariance of * and ¢* is identical. In particular, because p*(a,c)
and 0*(a,c) are comonotone, we can write 6* as a monotonic function of f*, 6* (i*). The

remainder of the argument is then exactly as stated above. m

A.2 The Case of Combined Adverse Selection and Moral Haz-

ard

Proof of Lemma A simple, and incentive compatible way to exclude types 6 < 6,,
is to offer the null contract 3(0) = « () = 0 for all types 6 < 6,,. Assume thus that the
principal offers such a scheme.
Consider now incentive compatibility. A type 6 should not have an incentive to mimic
any type é, SO
B(0) + (A —T)0a ()" > 3 (0) 4 (A—T)0a (é)"

Likewise, a type 6 should not have an incentive to mimic any type 6, so
o ~ A7 ~
5(9) + (A —TD)ba (9) > B(6) + (A —T)da ()"
Adding the two constraints, and rearranging, we get

(A—T) (9 - é) <a ) (é)”) > 0.

Hence «a (6) must be nondecreasing in 6.
Let w (0) = max, {B (é) +(A-T)0«a (é)n} . Given truthtelling at the optimum, it fol-

lows that wy (f) = (A —T)a(0)" almost everywhere. Imposing the participation constraint
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at 0,,, we get

0
(A-T)a(2)"dz = / (A-T)a(2)"dz,
Om

w(0) =

Kb\m

where the second equality follows from the fact that a (6) = 0 for all § < 6,,. Since
w(0) =p(0)+(A-T)0a(0)",

we have
0

8(6) = / (A—T)a(2)"dz— (A —T)ba(8)" for all 6 > Oy,
07’71/
The proof that these conditions are sufficient is standard and thus omitted.
For completeness, observe that no type 6 < 6,, has any incentive to mimic any type 6> 6,

by the standard reasoning. In particular, the utility such a type can get this way is

8(8)+(a-1) (e—é)a(é)"Jr(A—r)éa(é)"
- w(é)+(A—F) (e—é)a(é)"

However, since wyg (0) = (A —T) a(0)" and w (0,,) = w, we have

w (é)f (a-1)(6-6)a (é)”

n

= w+ [(A-T)a(z)"dz+(A-T) <070A>oz(é>

n

N (A_r)(a(z)"—a(é)")dz+(A—r)(e—9m)a(é) <w

0

Om
0

Om

where the inequality follows from the monotonicity of « (f) and the fact that § < 6,,. m

Proof of Lemma We demonstrate the following three facts:
i) for 6 € [Q,g] ,




and

£0) = /’ s

where G (s|r) (g (s|r)) is the cdf (pdf) of the conditional distribution of s given r and ¢ (r)

Yaoi

is the density of the marginal distribution of 7;
ii) the distribution satisfies f (§) = 0 and f (6) > 0 for 6 > 6;

iii) the distribution satisfies, for 6 > 0,

0 1-F(9) <0
a0 6f(@0) —
if g (s|r) satisfies
gs (s )
Gy =
i) Consider the random variable
0=rs

With a slight abuse of notation, let § denote the level that the rv 6 takes. Let h (r,s) denote

the joint density of r and s. Hence, for rs < 6 <Ts,

Pr {é < 9} =Prirs <] = h(r,s)dsdr, (A.7)

= \..\wco
I \ﬂ%

while for 7s < 0 < 75,

3l

Pr[égﬁ} Prirs < 0] = // (r,s)dsdr.

We treat these two cases in sequence now beginning with the former.

We can rewrite (A.7)), for

// rsdsdr—// ) dsq (r d/
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7«> q(r)dr. (A.8)



The derivative of this expression with respect to 6 is

|» 1D

For g > T, we can write

3o

ég // rsdsdr—// ) dsq (r dr=/G<f

r) q (r)dr.

r
The derivative of this expression with respect to 8 is

]1 <9
g
T T

r

r) g (r)dr

It follows that we can write the density for all 8 as

0
70 = / v () atan
and the cdf for all 0 as { }
F ()= / G<i r)q(r)dr

ii) Evaluating the density at
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we obtain

That is, the density goes to zero at the low end. It is easy to see that the density is strictly
positive for 8 > 6.

iii)

E
=
Rl
I |
——

1-F(0)
0f(0)

min

—_
|
ol |18~
—
Y

=

~—

L}

—~

=

N—

IS

=

] %,—%ﬂ
——
3|

g (2[r)q(r)dr

Differentiating for 6 > 7s, we find that

o[
T T

9 1-F(9)

20 97(9) 1S proportional to

) (:
]+ —gs| —
r r

2

Jaos) - (J6

7">> a() g

The expression is negative if g (s|r) + sgs (s| ) > 0, which is satisfied if the elasticity of the
density is larger than minus unity,




Differentiating for 8 < 7s, we find that %%(é?) is proportional to

NS (8] s (12)a (9)
- z1g Oe)amyar+ [ Lo (2)r)atyar+s9(512) (2

2o 2o [ (o2} ()
a(9

Since G ( s g) = 0, the same condition on the conditional density of r implies the result. m

o | =

o | =

1=
o |

r) q(r)dr

Proof of Proposition Using Leibniz’ rule for differentiation of integrals, we find

V' (Op) = — {(GmAa (0)"" — Tl (em)") FBm) — (A—T)a (@) (1 - F (em))}
+ wf(Om).

Recall the first-order condition for the optimal o :
(1= 1620 ()% = T (6)) 1 (6) ~ (A =T (6)'" (1= F (9)) = 0.
Multiplying by a (6) and rearranging, we find that
<0Aa (0)" — Ta (9)") FO) —(A-T)a()"(1—F(9) = H?a )" £ (0).

Noting that x (0) = A« (0)""", the result follows. m

Proof of proposition Part i): Note that a* (f) and p* (0) = Afa (0)" " are
nondecreasing functions of 6. Applying the same argument as in the proof of proposition
the result follows immediately.

Part ii): Since o (#) is nondecreasing in 6, the proof of proposition can be extended to
the present case if ¢* is nondecreasing in its arguments r and s and if these random variables

are associated[l]

'In principle, one could apply the same logic to the case where ¢ is decreasing in its arguments to conclude
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We now give conditions for the monotonicity properties of o (a,t)*. Recall that r =

=5 s
a20-M-3 and s = ¢20-M-3% and that

N A—1 -2 22A—1
o (a,t) = Ag20-3=320-X)-3 (9) 2(1—N)—3d
1-X\ 1 2A—1
= Ar s sza(rs)20-0-7,

We have

S,

do (a,t)"  1—Xo(a,t)” N 20—1 o (o, t)" da (6)
or 6 r 21-XN) -0 « 00

so 228 > (< 0) if and only if

~
—~
[

\
[\
>

~—

o))

Q
—~

D
~—

)

002 ()

Similarly, we have

9o (o, t)" 1o (a,t) 20 —1

9s 2 s T 2(1-N=0 a6 08

SO %fﬁ > 0(< 0) if and only if

2(1—2)) da(0)
O zE5a =5 a0

Noting that 2 > % by assumption, o (a,t) is increasing in both arguments iff

2(1-2)) da(6)
aO)z50=N=s a8

Likewise, o (a, t) is decreasing in both arguments iff

S(1—2))  dal(0)
O sa=Nea-v=9 o "

that the covariance between &* and —&* becomes positive (and hence the covariance between &* and &*
negative); however, we have not been able to find a meaningful sufficient condition on the distribution that

ensure this.
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Differentiating the optimal o with respect to 8, we obtain

n—1 < 1F(9)>2 d1—F (9)
oag(0) = ——A(T+(A-T)—F—~—= A-T)—
g 1-F(0)
89 0f(9)
1-F(6
AF+9f(())
0 1-F(0)
90 07(6)
= —a(0)
542X 1-F(0)
20—N—8 0700

= —a(0)

Therefore, o is increasing in both arguments iff

2(1—2)\) LR
— 90 0f(9)
a(&)i—a(Q)z(l_)\)_é TN (0)9
N3 T a0

Since d < 2\ implies that % < 1, a sufficient condition is

9 1—F(0) S+2n 1= F(6)
T80 050 S TN =0 " a5

which is equivalent to
01—-F(0) 042X
< 9
00 f(@ —2(1-=X-9

the condition given in the proposition. m
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Appendix B

Subgroup Deliberation and Voting

B.1 The Model

Proof of Lemma 2.3}

Step 1 In a reactive SSDE, two types of individual deviations must be prevented. The
first type involves a deviation at the voting stage following a truthful announcement at the
communication stage. The second type of deviation involves lying at the communication
stage.

Step 2 We here prove Point a), corresponding to the set of type 2 reactive SSDEs. We
first show that the condition given in Point a) is sufficient to ensure that none of the above
mentioned two types of deviations is strictly advantageous to a juror of type j. Assume thus
that the condition of Point a) is satisfied. Regarding the first type of mentioned deviation,
the threshold adopted by each Subgroup is ex post optimal at the voting stage, conditional
on the locally pooled information and assuming individual pivotality, i.e. assuming that that
the other Subgroup votes for conviction. We now examine the second type of deviation. Note
that misreporting a g-signal as an i-signal is either inconsequential or adversely triggers an
acquittal given a Subgroup signal profile where the deviating juror would have favoured a
conviction. This can thus not be strictly advantageous to a juror. Instead, misreporting an
i-signal as a g-signal is always without consequence on the final decision, as a juror can alway
block a conviction triggered by his lie if he realizes that he favours acquittal, given remaining
Subgroup members’ signals.

We now show that the condition stated in Point a) is necessary to ensure that none of

the two types of deviations mentioned in step 1 is strictly advantageous to a juror of type j.
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Suppose that thus that the condition is not satisfied. Suppose that ¢; is larger than specified
by the condition, given ¢_;. Then a juror of preference type j has a strict incentive to announce
an i-signal as a g-signal and subsequently vote on the basis of the known signal profile of his
Subgroup and the assumption that the other Subgroup convicts. Suppose now instead that
tj is smaller than specified by the condition, given ¢_;. Then a juror of preference type j has a
strict incentive to announce a g-signal as an i-signal and subsequently vote on the basis of the

known signal profile of his Subgroup and the assumption that the other Subgroup convicts.

Step 3 We now prove Point b), corresponding to the set of type 1 reactive SSDEs. The
analysis of condition for type j follows the exact same steps as in Point a). We now
examine condition , which applies to the type that always convicts independently of the
its Subgroup signal profile. Note first that a juror of type -j must be willing to convict no
matter what signal profile is revealed at the communication stage, which requires (2.10]) to
hold. This proves that is necessary. We now show that condition is sufficient
to ensure no strict incentive to deviate for type -j. An individual of type -j recognizes that
his announced signal is inconsequential for the voting behavior of his Subgroup and thus has
no incentive to deviate from truthtelling. As to the voting stage, conviction is always ex post
optimal, assuming individual pivotality, i.e. assuming that that the other Subgroup votes for

conviction. It follows that a type -j has no strict incentive to deviate at the voting stage.

Step 4 In the next steps, we show that our characterization of the set of reactive SS-
DEs generalizes to a larger set of voting rules. Let R be the minimal number of conviction
votes required for a conviction decision and assume that R > {ng,np}. Two key aspects
deserve mention. First, assuming R > {ng,np} means that individual pivotality, either in
communicating or in voting, implies that the Subgroup to which one does not belong votes
for conviction. This replicates the case of Unanimity. A second key aspect is that abandoning
Unanimity implies that an individual can now not single handedly veto a conviction anymore.
Accordingly, deviating to announcing a g-signal when holding an i-signal is now risky, in the
sense that one cannot simply veto an undesirable collective conviction vote triggered by such
a deviation. We now show that the necessary and sufficient conditions given for the case of

Unanimity, whether in Point a) or Point b), extend to this more general case.

Step 5 We first look at the set of type 2 reactive SSDEs. We first show that the condition
of Point a) is sufficient to ensure that none of the two types of deviations identified in step

1 is strictly advantageous. Assume thus that condition of Point a) is respected. Regarding
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the first type of mentioned deviation, the threshold adopted by each Subgroup is ex post
optimal at the voting stage, conditional on the locally pooled information and assuming
individual pivotality, i.e. assuming that that the other Subgroup votes for conviction. We
now examine the second type of deviation. Note that misreporting a g-signal as an i-signal
is either inconsequential or adversely triggers an acquittal given a signal profile where the
deviating juror would have favoured a conviction. This can thus not be strictly advantageous
to a juror. Instead, misreporting an i-signal as a g-signal is either inconsequential or adversely
triggers a conviction given a signal profile where the deviating juror would have favoured an
acquittal. This can thus not be strictly advantageous to a juror.

We now show that the condition given in Point a) is necessary to ensure that none of
the two types of deviations mentioned in step 1 is strictly advantageous. Suppose thus that
the condition is not satisfied. Suppose that t; is larger than specified by the condition, given
t.j. Then a juror of preference type j has a strict incentive to announce an i-signal as a g-
signal and subsequently vote on the basis of the known signal profile of his Subgroup and
the assumption that the other Subgroup convicts. Suppose that instead ¢; is smaller than
specified by the condition, given ¢_;. Then a juror of preference type j has a strict incentive
to announce a g-signal as an i-signal and subsequently vote on the basis of the known signal
profile of his Subgroup and the assumption that the other Subgroup convicts.

Step 6 We now examine the set of type 1 reactive SSDEs. The analysis of for type j
follows the exact same steps as the analysis of type 2 reactive SSDEs. The analysis of ,

corresponding to type -7, is identical to that given in step 3 and thus not repeated. m

A further Lemma on reactive SSDEs

The following lemma states in close form the existence conditions for a type 2 reactive

SSDE.

Lemma B.1 SSDEs.
(t,tp) constitutes a type 2 reactive SSDE iff, V j € {H, D}, it holds that t; € {1,..,n;}

and
Fp,g5) +nj + QP tyin—y) _ _ Fp.g5) +15+Qp,tyyny) +2 B.1)
9 j = 5 , .
where _— |
z>k —p,r,n
F(p,q) = e and Q (p, k,n) = " (W> (B.2)
’ In(;%;) Y (%)
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Proof of Lemma Note that (t,tp) constitutes a type 2 reactive SSDE iff, V
j € {H,D}, it holds that ¢t; € {1,..,n;} and the following two inequalities simultaneously
hold:

B<p7tj - 17nj) (Z;L;SJ B(pvxvn—j))

. ) < gj
B(pa t] - 17 n]) (ZZ;;_] B(p7 €T, n*])) + B(l - D, t] - 17 n]) (ZZ;{*J_J B(l - b, n*]))
(B.3)
and
B(p, tj; nj) (ZZQ? B(p, z, n—j))
g < = = . (B4)
B(pa tja nj) (szt_j B(p7 x, n*])) + B(l - D, t]a n]) (szt_j B(l -pZ, n*]))
Now, note that (B.3)) can be rewritten as follows:
n—j
(1—g)p" (A —=p) =5 > B(p,z,n) (B.5)
x>t
n—j
< QJ(l _p)tjflpnjftjﬁ’l Z B(]_ —p,x, n_j)
$Zt,j

Applying the In-transformation to both sides of (B.5)), the above inequality can then be

rewritten as follows:

Yool B(l-pan_;)
a; In G
ln(ﬁ) Z$>t_- B(pﬂ:vn*j) N,
j = 4 vy
2In(1%) 2In(%;) 2

' <. (B.6)
P

One can perform a similar transformation for (B.4]). One obtains an inequality stating
that ¢; is weakly smaller than the LHS expression in plus one. m

B.2 Positive Analysis

Proof of Lemma (reactive SNDEs):
Step 1 We first analyze the set of reactive SNDEs in which both preference types condition
their play on their information. Note that a given preference type cannot mix after both i-

and g-signals (see condition ([2.4])). Within this subclass of equilibria, there are altogether
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nine possible symmetric voting profiles which are listed and numbered in the Table below.

Letters x,y € (0,1) are used to denote mixing probabilities.

af,aZH agD,aZD Uf,alﬂ af,UZD af,af{ Jf,alD
11,0 1,0 4 | z,0 1,0 7| x,0 1,y
21| 1,0 x,0 5| 1,x 1,0 8| 1,x y,0
31,0 1,z 6 | 0 y,0 9| 1,x 1,y

We show that none of the above nine strategy profiles constitutes an equilibrium. Equilib-
rium 1 trivially never exists when m > 1. Equilibria 2,4 and 6 do not exist under the assump-
tion that gp < B (p,n,n) given that they require either gp = B (p,n,n) or qg = 5 (p,n,n)
(recall ¢y < gp). Recall in what follows that piv; stands for the event in which a juror of

preference type j is pivotal, i.e. all remaining jurors vote for conviction. Equilibria 3,7 and 9

imply (B.7) and (B.8), as given below.

qp = P(G|i,pivp) (B.7)
_ (1—p) [paé) + (1 —p)oiD]nD_l [paf +(1 —p)alH]nH
(1=p) [pod + (1 =p)oP]"" " [poll + (1 =p)all]™

3 1
+p [(1=p)ol +paP]"" 7 [(1 = p)ol + pol]™

—1 —1
- (1—p)p [pol + (1 —p)aP]" " [poll + (1 —p)af]™
= -1 -1
(1=p)p [pol + (1= p)aP]"""" [poll + (1 — p)a]™"
-1 -1
+p(1 = p) [(1 = p)og +pol]"" 7 [(1 = p)oy +paf]™
Fl .
== P P = P17
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qu > P(G |1, pivy) (B.8)
(1-p) [pol + (1 = p)oP]™ [poll + (1 = p)olt]"™"
]

[pa +( paf{]nH !

+p[(1 = p)oP +poP]™ [(1 - p)o! +paHJ"H '
(1—p)? [po? + (1 = p)oP]"" " [pol + (1 = p)o ™"
)2 [paf +(1 —p)aiD]n’}1 [paf +(1 —p)aH] =1

(2

2 [(1 =)ol + poP]"P 7 [(1 = p)ol + pof "

Fl=(1-7) [raf +(1- T‘)UZ»D]nDil [7“0;{ +(1— T)UzH]nHil, re{p,(1-p}t

Now, using the fact that for any positive constants A, B,C, D, A+B < C+D & % < %,
note that there exists a positive integer 7' s.t.
Bp,T—1n) _pli(-p ™ _(A-pF _p'0-p" " BTN
B(l-p,T-1n) (A-p)tpnTH = pr = = (1-p) p”*T B(1—p,T,n)
(B.9)
and (multiplying all expressions by %)
B(p,T,n) _p'(1—p)"" _ pE, _p-pm BT +1,n)
Bl -pTn) (A-pTp=T = 1-pF ,~ 1-p)Hp=T-1 " B(1-p,T+1,n)
(B.10)

Summarizing, inequalities (B.7) and (B.8) thus imply that there exists a positive integer
T s.t.:

B(p,T—1,n) <P <qu<qp <P <B(p,T+1,n). (B.11)

The inequality relation (B.11) however means that m < 1 if equilibrium 3,7 or 9 exist.
But we have assumed m > 1. As to equilibria 5 and 8, note that they imply that the following
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two conditions (B.12) and (B.13) hold:

qu = P(G]|1i,pivg) (B.12)
(1 —p) [p]"® [poll + (1 —p)ot )™
(1 —p) [p)"® [poll + (1 —p)ot]™ !
+p[1—p"2 [(1 - p)olf + poll )™

2
(1 _p)Fp =P,
(1 —p)F+pFf_,  —

ap < P(G|g,pivp) (B.13)

)" [pol + (1 —p)o]™
" [pofl + (1 - p)of ™
+(1—p)[1—p" [(1 = p)oll + pol]"

where

F2 = [1]" [rof + (1 =)o ™" r e {p,(1 = p)}.

The inequalities (B.12]) and (B.13]) imply that there exists a positive integer T s.t.:

B(p,T—1,n)<Po=qu<qp<P<pB(p,T+1,n). (B.14)

Now, note that means that m < 1 if equilibrium 5 or 8 exists. But we have assumed
m > 1. To summarize Step 1, we have now shown that none of the nine possible reactive
SND voting profiles in which both types condition their play on their information (as listed
in the Table above) ever constitutes an equilibrium.

Step 2 The next steps examine the set of putative reactive SNDEs in which at least one
of the two preference types plays (0, = 1,0; = 1) while the other type conditions its play on

its information. Here, altogether six profiles need to be considered, depending on the nature
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of the strategy, (o = 1,0 =0) or (0y = 1,0; = x) or (64 =y,0; =0), 0 < z,y < 1, played
by the preference type that conditions its play on its signal as well as on the identity of the
concerned preference type. Step 3 deals with the set of putative equilibria in which the hawks
condition their play on their information while doves play (¢ = 1,0” = 1). We show that
this set is empty. Step 4 examines equilibria in which the doves condition play on their signals
while the hawks play ( =10 =1).

Step 3 We here examine strategy profiles in which the hawks condition their play on their

signal while the doves play (05 = 1,0P = 1). In such an equilibrium it must be the case

that:

PG | i,pivg) < qu < P(G | g,pivy), (B.15)

qp < P(G|i,pivp) < P(G | g,pivp). (B.16)

Now, note however that:

P(G | i, pivy) = (=) [poy +_(11 L — (B.17)
(1=p) [poll + (1 = p)af ™" +p[(1 = p)all + paf]™
(1—p)? [poll + (1 —p)o/]""
(1-p)2 [pol + (1 - p)of """+ p2 [(1 — p)oll + po]"" ™
(1-p)F3
(1-p)E3 +pF},

v

B,

(1-p) [pol +(1 —p)aﬂ

PG i, pivp) = B.18
(G bpion) = G e 4 (L= p)o]™ 4 p (1= p)oli - poi]™ 1)
_ (1—p)p [poy + (1 - )UF]"H 1
T A—pp ol + (1 —p)o T+ p(1—p) [ =)ol +poll]" T
F? —
== 3 P P 3 = P37
pF3+(1— p)Fl_p
, Where
Fr3 =(1-r) [raf +(1- r)aZH]nHil , re{p,(1—p)}.
Now, (B.17) and (B.18]) imply that there exists a positive integer 1" s.t.:
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This in turn means that m < 1. We have however assumed m > 1. Therefore this type of
equilibria does not exist.

Step 4 We now examine equilibria in which the doves condition play on their signals
while the hawks play (0;{ = 1,08 =1). There are a priori three such candidates. The first
candidate is the equilibrium given by (af = 1,0{{ = 1,agD = x,alD =0), for 0 < z < 1.
However, it exists iff gp = S (p,np,np), which is never true by assumption. The second
candidate is the putative equilibrium A given by (Jf = l,azH = 1,05 = 1,UZ-D = 0). The
third candidate is the putative equilibrium B given by (Uf = 1,O'ZH = 1,05 = 1,01-D =
y), for 0 < y < 1. We show that either equilibrium A or B (never both) exists for any
ap € (1 —p),B(p,np,np)). Equilibrium A trivially exists iff 5 (p,np —1,np) < ¢p <

B (p,np,np). As to equilibrium B, note that y satisfies:

(1—p)[p+ (1 —py" (B.20)

P A+ —py™ 4pll—ptp™ "

so that, recalling explicitly the dependence of y on p, ¢p and np,

(G010 T, p)

app

Yy (p,qp;np) = : : (B.21)
1— 1— np—1
p— () )
NOW7 note that y(p7 1 _pvnD) - 17 Yy (paﬂ (p7nD - 1,7’LD) anD) =0 and
9y (p,qp,np)
dqp
- 1
- 1 1 2
np—1 np—1
pat, (np — 1) <p— (ﬁ(p—l)(qp—lﬁ ¥ +p($(p—1)(qz>—1)) i )
22 — 1
o p- — 3p +

)
(55 0= D ap— 1)) ™

It follows that equilibrium B exists iff 1 —p < gp < B(p,np — 1,np). =

Proof of Lemma (reactive SPDEs):
Step 1 Suppose a reactive SPDE in which hawks trutfully reveal their signals and doves
babble. We know from Lemmathat such an equilibrium exists iff thereisa ty € {1,..,ng}
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st. B(p,tg —Ling) < qug < B(p,tg,ny) and qp < B(p,tg,ng + 1). However, given our
assumption that m > 1, there by definition exists no such .

Step 2 Suppose now a reactive SPDE in which doves truthfully reveal their signals and
hawks babble. Given our assumption on ¢p, there exists a (unique) t}, € {1,..,np} s.t.
B(p,tp) —1,np) < gqp < B(p,t},np). Furthermore, we know that gy < B (p,t},np +1)
given our assumption that m > 1. It follows from Lemma that there exists a unique

SPDE in which doves truthfully communicate while hawks babble. =

Proof of Lemma (reactive SSDEs):

Point a) Note first that there exists a type 2 reactive SSDE if :
P(c "g‘_j > T}, lgl; =0) < 4 < B(p.njny), ¥ j € {H,D}. (B.22)
Note that there exists a type 1 reactive SSDE given by t; € {1,..,n;} and t_; = 0 iff:
(8 (p,0,n5) < q; < B(p,ng,ng)) N <Q-j <P (G ‘Iglj > T, 19, = 0)) : (B.23)

Clearly, using together conditions (B.22) and (B.23)), there always exists some reactive
SSDE given our assumptions on gy and ¢p. Indeed, if 8(p,0,ng) < qu < B(p,ng,ng)

and S (p,0,np) < qp < B(p,np,np), then either (B.22) is true or (B.23) is true for some
j € {H, D} . Note finally that conditions (B.22)) and (B.23]) do not prohibit the simultaneous

existence of a type 1 reactive SSDE and a type 2 reactive SSDE.

Note that there may exist multiple reactive SSDEs. We prove this by an example. Suppose
ng =6,np =8, qg = 0.7, gp = 0.9 and p = 0.83. For these parameters, it is readily checked
that there exist two type 2 reactive SSDEs given by respectively (tg = 3,tp = 4) and
(tg =2,tp =5).

Point b) Using the conditions given in Lemma in Appendix call tPR(t;) the
unique best response threshold of Subgroup ¢ to the threshold ¢; of Subgroup j, as defined in
. Note that either t2%(t; +1) = tBE(t;) or tPR(t; +1) = tPE(t;) — 1. Suppose that (k,[)
constitutes a reactive SSDE. Given the behavior of t3F(ty), only the four following threshold
profiles may also constitute reactive SSDEs: (k—1,1+1), (k—1,1), (k+1,1) or to (k+1,1—1).
Furthermore, given the behavior of thR(tD), only the four following threshold profiles may

also constitute reactive SSDEs: (k — 1,1 + 1), (k,l + 1), (k,l —1) or (k+ 1,] —1). Taking
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the intersection of the two sets, the only neighbouring points to (k,[l) that may constitute
reactive SSDEs are (k — 1,1+ 1) or (k+ 1,1 —1). Suppose finally that the two best response
functions do not intersect in any of these two neighbouring points. Then, this implies that

they do not intersect in any other point than (k,7). m

B.3 Normative Analysis

Proof of Proposition (reactive SPDE vs reactive SNDE):

Step 1 Recall that the unique reactive SPDE involves doves truthfully revealing their
signal and voting according to T/,” while hawks babble and always convict.

Step 2 Recall that there always exists a unique reactive SNDE, given by profile A or
B. Recall also that profile A is given by (af = 1,O'ZH = 1,Uéj = 1,0Z-D = 0). Suppose that
B(p,np —1,np) < qp < B(p,np,np), so that equilibrium A is the unique reactive SNDE.
For these parameter values, the unique reactive SNDE and the unique reactive SPDE are thus
outcome equivalent.

Step 3 Steps 3 to 9 are dedicated to the examination or parameter values for which
profile B is the unique reactive SNDE (i.e. iff 1 —p < gp < B8(p,np —1,np)). Recall that
the latter equilibrium is given by (af = 1,01 = l,agD = 1,0P = y), with y € (0,1). The
unique reactive SPDE is here characterized by a dove threshold TgD < np—1. The transition
from the unique reactive SNDE to the unique SPDE is clearly strictly beneficial to the doves,
as these are now optimally aggregating their information. In contrast, it however remains
unclear whether the transition from the first to the second equilibrium is strictly beneficial to
the hawks as well. If we can prove that this is the case, then we know that the unique reactive
SPDE is strongly Pareto improving w.r.t to the unique reactive SNDE, for the concerned
parameter values.

Step 3 All we need is thus to show that, starting from the reactive SND profile B,
allowing doves to Subgroup Deliberate while keeping the hawks’ play fixed will be strictly
beneficial to the hawks. We do so in the next steps. Denote by II;(¢p, SD,tp) the expected
payoff of preference type j when the doves are allowed to Subgroup Deliberate and adopt a
threshold tp, while hawks always all vote for conviction as in the reactive SND profile B. Let
tp (¢p) be the optimal threshold adopted by the doves in these circumstances, given ¢p, i.e.

let tp (¢p) = TSP Denote by ILj(gp, ND) the expected payoff of preference type j in the
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reactive SND equilibrium B. Denote by y(¢p) the mixing probability of the doves after an
i-signal in the reactive SND equilibrium B. Note that:

W(q;j,qp) I(¢p,SD,tp(gp)) — Uj(gp, ND) (B.24)

= —P(G)Y Bp,z.np) ly (ap)]"” ™ (1 - 45)
=0

+P(I)Y " B(1—p,z,np) [y (ap)]"" " ¢
=0

np np
+P(G) Y B(p,z.np)1-q;)—P(I) > B(l-p,znp)dB.25)
z=tp(gp) z=tp(qp)
It follows that:
1 <&
OW(gj,ap)/9¢; = 5 > (B(p,x,np) + B(1—p,z,np)) [y (qp)]"*~"  (B.26)
=0
1 &
75 Z (B(p,$,nD>+B(1*p,ZE,TLD))
z=tp(qp)

The sign of 0W (gj,qp)/0q; is thus determined by the difference in the total probability

of conviction implied by each of the two voting scenarios considered, i.e. No Deliberation by

D

g = 1,6P = y(gqp)) or Subgroup

the doves according to the symmetric voting strategy (o
Deliberation by the doves with an optimally chosen conviction threshold ¢p (¢p). As the
hawks’ strategy is unchanged and the doves are able to share their information when they
Subgroup Deliberate, W(qp,qp) > 0. If we can show that for all values of gp and corre-
sponding values tp(gp) and y(¢p), the derivative OW (g;j,qp)/0q; is negative, then it is also
true that W(qm,qp) > 0, because qg < gp. Which in other words means that also the
hawks benefit from the change in the doves’ strategy, if they continue to apply the strategy

(U;{ = 1,07 = 1) that they follow in the reactive SND equilibrium B.

Step 4 Define the following two expressions:

1
I(np) = {Tl?D +1ifnp is even,nD + if np is uneven.} (B.27)
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and for all z € {I(np),...,np}

OW (g;,%)/0q; for z = I(np) and np uneven,
U (z) = 72 (B.28)
lir(r)1+8W (g5, B(p,z — 1,np) + €) /Oq; otherwise.
e—

In order to show that OW (q;,qp)/0q; is negative for all gp € (%,6(p,np — 1,nD)), it
is enough to verify that ¥ (z) < 0, for all z € {I(np),..,np}. This is true for the two
following reasons. First, stating that ¥ (z) < 0, for all z € {I(np),..,np} is equivalent to
stating that OW (q;,qp)/0q; < 0 for gp = % as well as for gp = 6l_i)r(151+6(]9,,z —1,np) + ¢,
V z € {I(np) +1,..,np}. Secondly, given that y(¢p) is decreasing in gp and given that
tp(gp) is constant for all gp € (B (p,z — 1,np), B (p, z,np)], the derivative OW (¢, ¢p)/0q;

is a decreasing function of ¢p for all gp € (8 (p,z — 1,np), B (p, z,np)].

Step 5 The proof that ¥ (z) <0 for all z € {I(np),..,np} is divided into five steps (6, 7,
8,9 and 10). Step 6 shows that ¥ (np) < 0. Step 7 shows that ¥ (I(np)) < 0, for all np even.
Step 8 shows that ¥ (I(np)) <0 and ¥ (I(np)+ 1) <0, for all np uneven. Step 8 shows the
following. If np is even, then if ¥ (z) < ¥ (z + 1), it follows that ¥ (2 4+ 1) < ¥ (2 + 2) for all
z € {I(np),...,np—1}. If, in contrast, np is uneven, then if ¥ (z) < ¥ (z + 1), it follows that
VU(z+1)<W¥(z+2)forall z€ {I(np)+1,...,np — 1}. Step 10, finally, shows that the four
facts proven in steps 6, 7, 8 and 9 imply together that ¥ (z) <0, for all z € {I(np),..,np}.

Step 6 Note the following fact:
Fact 1: ¥ (np) < 0 whether np is even or uneven.

Setting z = np, Fact 1 follows immediately from the fact that y (8 (p,np —1,np)) =0

while lim tp (B(p,np — 1,np) +¢€) = np.
e—0t
Step 7 Note the following fact:

Fact 2: U (I(np)) <0if np is even.

Note here that 3 (p, I (np) — 1,np) = 5. Also, tp (qp) = I (np) ifqp € (3,8 (p,I (np) ,nD)).

For tp (¢gp) = I (np), the total probability of conviction, if doves Subgroup Deliberate and
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hawks always convict, is given by:

1 & 1 n
5 > (B(p,x,np)—i-B(l—p,x,nD)):5(1—B(p,7D,nD)). (B.29)
z=I(np)

On the other hand, for gp = %, the total probability of conviction in the equilibrium B is

L1 <(“;p’) Ty 1) | a0

(- (52) a-n)

Now, note that (B-30) < (B-29), for any p > } and np > 4. Note that given that we

given by:

impose qp > %, the equilibrium B does not exist if np = 2 so that we can ignore this case.

Indeed, B exists only if gp < S (p,np — 1,np). For the case of np = 2, this translates into

gp < B(p,1,2) = % which contradicts the assumption that qp > %

Step 8 Note the following fact:
Fact 3: U (I(np)) <0 and ¥ (I(np)+1) <0 if np is uneven.

We first look at W (I(np)). For gp = 3 note that tp (gp) = I (np). The total probability

of conviction for tp (¢gp) = I (np), if doves Subgroup Deliberate and hawks always convict,

is given by:
g y | ,
3 > (B(p,w,np) + B(1 = p,2,np)) = 5. (B.31)
z=I(np)

On the other hand, for gp = %, the total probability of conviction in the equilibrium B is

1(2}? _ l)np (((1;[))) np—1 + 1) | (B'sz)

(- () a-n)

We now look at W (I(np) + 1). Note that tp (¢gp) = I (np) + 1 if

given by:

qp € (/8 (p, I (nD) 7nD) B (p, I (nD) +1, nD)) :

The total probability of conviction for tp (¢p) = I (np)+1, if doves Subgroup Deliberate and
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hawks always convict, is given as follows :

5 > (B.wnp)+B-panp) = 51— B, (np),np) ~ B~ p, I (1), ).
e (B.33)

On the other hand, for gp = S (p,I (np),np), the total probability of conviction in the

equilibrium B is given by:

’ (p— (“;5)2)"’311 (1 —p)>nD

Now, note that (B.32)) < (B-31) and (B-34) < (B.33), for any p € (3,1] and np > 3. Note

that for np = 1, the equilibrium B does not exist so that this case can be ignored. Indeed, B

exists only if ¢gp < B (p,0,1) =1 —p if np = 1. But we have assumed ¢p > %

Step 9 Note the following fact:

Fact 4: FW(z+1)—T(2) >0then ¥V (2+2)—-¥(z+1) >0,

forall ze€{I(np),.,np—1} if np even,

forall ze€{I(np)+1,..,np— 1} if np uneven.

Using the Binomial Formula, for ¢qp = 8 (p,z — 1,np), we may define and rewrite the

following new function, which we use to prove the statement:

np
® (p,2,np) = (Z (B(p,w,np) + B(1 —p,iﬂ,nD))> [y (B(p,z —1,np))]"" {B.35)
x=0
(2 _ 1)nD B(1—p,z—1,np)(1—p) nDlzl +1
p B(p,z—1,np)p
= 1 nD .
(v (i) ™ )
Note that:

U(z+1)—¥(z) = @(p,z+1,np)—P(p,z,np) (B.36)

+B(p,z—l,nD)+B(1—p,Z—1,nD).
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Also,
B(p,z—1,np)+B(1—p,z—1,np) >0, Vz€{l,..,np}. (B.37)

Note furthermore that
1 1
5@ (p,z,nD)+§¢ (p,z+2,np) > ®(p,z+1,np). (B.38)

Inequality (B.38]) follows from the fact that the function ® (p, z,np) is decreasing and convex

in z over the relevant domain. The latter fact follows from the fact that the following two

functions:
B(l—p,z—1,np)(1 —p) oo
,ND, %) = : : 1 B.39
and
1
(B.40)

fa(p,np,z) = (

B(l—p2—1.mp)(1—p) 75T "
_p7z_ 7n _p nD7
p- (POt P )

are themselves decreasing and convex in z over the relevant domain. Note finally that:

1 1
5‘13 (p,z,np) + 5‘13 (p,z+2,np) > ®(p,z+1,np) (B.41)

<:>®(p72+17nD) _(P(p,Z,TLD) < @(p,z+2,nD)—(I)(p,z+l,nD)

Using (B.36),(B.37),(B.38),(B.41]) yields our statement that ¥ (z+2) — ¥ (2 4 1) is also

positive whenever ¥ (z + 1) — W (z) is positive.

Step 10 From Facts 1,2 and 3 we know that ¥ (z) is negative at the boundaries. From
Fact 4, we know that if ¥(z) starts to increase it never decreases again. It follows that it has

to be that ¥ (z) <0, for all z € {I(np),...,np}, whether np is even or uneven.

Step 11 Given that ¥ (z) < 0, for all z € {I(np),...,np}, it follows by the argument
given in step 4 that OW (¢;, qp)/dq; < 0 for all ¢p € (%, B(p,np — 1, nD)), which implies that

W(qm,qp) > 0 for all gy € [0,qp) and ¢p € (%,B(p, np—1,np)). m

Proof of Proposition (reactive SSDEs):
This complements the part of the proof of Proposition that appears in the main text.
We prove in what follows that transiting from (tz — 1,fp + 1) to (tg — 1,tp) is beneficial
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for the preference type H given our assumption that m > 1. A similar argument shows that
transiting from (¢t — 1,tp + 1) to (tg,tp + 1) is beneficial for the preference type D given

our assumption that m > 1. Assume that

B(p,tD,TLD) (Zggtb{71 B(p,.’IJ,nH)> qH (B 42)
< .

B(1 = p,tp,np) (X34, B —pang)) L=

and
o B(p,tp +1,np) (X34, Bo.w.nm))

< .
1_QD B(l_patD+17nD) (ZZ;tH_l B(l_p>x7nH)>

(B.43)

By a standard argument already used in Appendix we furthermore know that by

definition, there exists some integer T € {1,..,n} s.t.

B(p,T —1,n) B(p,tp +1,np) (ZzgtH—l B(p, x,nH)>

g B(p,T,n)
B —=pT=1Ln) " B —ptp+1,np) (z:gtm B(1 —p,fv,nH))

B(1—p,T,n)
(B.44)

<

and

B(p,T —2,n) - B(p,tp,np) (ZthH—l B(p,x,nH)>
B(l_p’T_2’n) B(lipvtDynD) (ZnH B(].*p,l‘,nH))

>ty 1

B(p, T —1,n)
B(1—p,T—1,n)

(B.45)

Now, the inequalities (B.42), (B.43)), (B.44) and (B.45) imply that there is some integer
T e{1,.,n} s.t.

<

B(p,T —2,n) .1 _ _ap  _ B(p,T,n)
B(l—p,T—27n) I_QH 1_QD_B(1_p7T7n>’

which contradicts our assumption that m > 1. It follows that (B.42)) and (B.43) cannot

be true. m

Proof of Proposition (reactive SSDEs vs reactive SPDE):

Step 1 The unique reactive SPDE is characterized by a dove threshold Tp,”. Now, there
are two cases to analyze (a. and b.).
In Case a), gy < P (G ||g|H =0,|glp > THP) and there exists a reactive SSDE given by

tg =0 and tp = TSP, This latter reactive SSDE is outcome equivalent to the unique reactive
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simple SPDE. If there exists any other reactive SSDE, then by Proposition it is strongly
Pareto dominant w.r.t. the reactive SSDE in which ty = 0 and tp = TSD, and thus also
strongly Pareto dominant w.r.t. the unique reactive SPDE.

Step 2 In Case b), gz > P (G ||g|; = 0,]9|p = TP ) and there thus exists no reactive
SSDE given by tg = 0 and tp = T,”. We know however from Lemma that there exists
some reactive SSDE. We now conduct an argument based on a hypothetical adjustment
process. Start from the reactive SSD profile in which ¢ty = 0 and tp = Tp”. We know that
this profile (although it is not an equilibrium profile) yields a payoff to each preference type
that is equivalent to that received in the unique reactive SPDE. Now, let hawks choose their
collective best response to T/", i.e. th(TgD). We know that the latter is strictly larger
than 0 given that gy > P (G Hg\H =0,|g|p > TpP). This adjustment is strictly beneficial
to hawks and also to doves, given that hawks become more lenient. In a further step, let
doves revise their threshold and choose their own best response tBE(tB%(T5P)). Again, the
adjustment is by definition beneficial to doves as well as to hawks, as doves become weakly
harsher. Repeat the adjustment of the hawks, etc.

This process of mutual adjustment converges to a reactive SSDE, and every step of the
adjustment process is strictly welfare improving for both preference types. It follows that the
reactive SSDE to which our adjustment process converges is strongly Pareto dominant w.r.t.
the unique reactive SPDE. Note furthermore than any other reactive SSDE is less polarized
than this first reactive SSDE and thus, by Proposition strongly Pareto improving w.r.t.
the latter. It follows that any reactive SSDE is strongly Pareto dominant w.r.t. the unique

reactive SPDE. m
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Appendix C

Carbon Taxation under
Asymmetric Information over

Fossil-fuel Reserves

We solve most maximization problems by the first order condition, which is valid as we deal

with concave functions. We do not always highlight when we use this method.

C.1 The Case of Symmetric Information

The proof of Lemma is postponed to after the proof of Proposition

Proof of Proposition We solve the symmetric information problem for any size of
the reserves, () > 0, and by backward inductionE] Proposition follows directly from these

results.

Without the quantity constraint: Let us first solve the problem without the quantity

constraint (3.13)).

Given @7 and 7 the fossil-fuel owner @)’s problem in period 2 is

5" (Q1,7,Q) = argmax,, UE2(Qo, 7).

"Let Q57 (Q1,7) = Q3" (Q1,7,Q"), 7" (Q1) = 77(Q1, Q%) and Q™" = QI(Q") for all x € {L, H}
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The maximizer of the utility function U2(Q2) = (1 — Q2 — 7)Q2 is

Q@ Q) ="

The regulator’s problem between period 1 and period 2, given, ()1, and the best response,
5°(1,@Q1,Q), is hence

o _ 1—71
(@1, Q) = argmax qu 2(@17 —5 T).

Rewriting, we solve

*(Q1, Q) = argmax, [)‘ <1 - 1;T> <1;T> +%(1_)\) (1;T>2

+(1_2)\)(1;T>T_1—71:7“621(Q1+1;T)2]

2dQ1(1 + 1) —2(1 = \r _
3r—B5Ar+d(1+r) Top(Q1)-

=14+

Taking the results together the fossil-fuel owner’s problem in period 1 is hence

(Q) = aremaxg,Up(@r, 219 7 (g,

By the first order condition we find

T — T T 2 _ — T
*{*(Q)Z;-(?) 5AF 4+ d(1+7))2 — 2d(1 — \)

= O°P
(3r —5Ar +d(1+7))2 —d2(1+7r) 17

As we have solved the problem without the quantity constraint we can now deduce that

whenever the reserves, (), are high enough

Q > Qf = Qild,r, \) Eggul—n;(%

the equilibrium strategies are

Q) = QF, 7(Q) = 7p(QP), Q3 (Q) = 1—7071,(621).

1 2 2

With the quantity constraint: Now assume @ < Q}C. The fossil-fuel owner is not able
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_ op
to supply the above given amounts as ln’pf@l) > @ — Q7 i.e. the quantity constraint is

binding, Q5" (Q, 70p(Q7), Q) = Q@ — Q7. Let us now solve the problem with the quantity
constraint (3.13]).

Period 2: Given 1 and 7 the fossil-fuel owner )’s problem in period 2 is

5" (Q1,7,Q) = argmaxg, UE2(Qo, 1)
s.t.

5*(621’7-7 Q) < Q - Ql-

As the maximizer of the utility function U5 2(Q2) is Q2 = 1_TT the solution to the above

problem is simply

- 5T if 7> 7.(Q1,Q)
Slhae-en=4 7 T
Q- ifr< TC(QLQ)

5 (Q1,7,Q) = min{
where 7.(Q1,Q) =1 —2Q +2Q: [

Between period 1 and period 2: The regulator’s problem given, )1, and the best
response, Q3% (7, Q1, @), is therefore

T**(Qla Q) = argmax., Ué':Q(le QS*(Q17T7 Q)? T)
U§:2(Q17 17%7 T) if 7 2 TC(Q17 Q)

U§2(@Q1, Q@ —Q1, 7) ifTSTc(QlaQ).

= argmax,

Before we derive the solution assume Q5" (Q1,7,Q) = @ — Q1. The regulator’s problem

transforms to

(@1, Q) = argmax, |A(1- @+ Q1) (Q ~ Q)+ 5(1- 1) (@ - Q1)

1+T§
r 2

(C.1)

+H(1 =20 (Q - Q1) 7 — Q*| = 1(Q1, Q).

2Note that Q3*(7,Q1,Q) is a decreasing function of the tax 7.
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Note that the argument

1+T§
2

1
A1-Q+Q)Q-Q)+5(1-N(@Q-Q) +1-2)(Q- Q)7 @
is a linear and increasing function in 7. Recall that the fossil-fuel owner exhausts his reserves,
5 (Q1,7,Q) = Q — @, if and only if the tax, 7, satisfies 7 < 7.(Q1,Q); and he does not
exhaust his reserves, Q5*(Q1,7,Q) = I_TT, if the tax instead satisfies 7 > 7.(Q1, Q). So, as

the above problem is increasing in 7 the regulator best response is 7,(Q1, Q) = 7(Q1, Q).

We now solve the regulator’s general problem. Recall again that for any supply, @1, in
period 1 the regulator forces the fossil-fuel owner to exhaust his reserves, ) — @)1, in period
2 if she sets a tax 0 < 7 < 7.(Q1, @), and she forces the fossil-fuel owner not to exhaust his

1—71

reserves, -, if she instead sets a tax 7 > 7.(Q1,Q). We divide the following analysis into

two cases.

1. If Q1 is such that 7,,(Q1) > 7.(Q1,Q), the fossil-fuel owner’s response given the tax,
Top(Q1), satisfies Q5% (Q1, Top(@1), Q) = 1_%@1) First, as 7,,(Q1) is the maximizer of
the regulator’s tax problem without the quantity constraint,

Top(Q1) = argmaxgc, < U52(Q1, 157, 7), second as 7p(Q1) > 7e(Q1,Q), and third as
U§:2(Q1,1*TT,T) > U§:2(Q1,Q — @Q1,7) for all 7 € [0,1], we can straightforwardly

conclude that the regulator’s optimal response to the supply, Q1, is
T**(le Q) = 7—op(Ql) if Top(Ql) > Tc(le Q)

2. If @ is such that 7,,(Q1) < 7:(Q1, Q), we show that the regulator’s utility is maximized

at 7.(Q1, Q). Indeed, the fossil-fuel owner’s response given the tax, 7,,(Q1), satisfies

5¥(Q1, Top(Q1), Q) = Q@ — Q1. As the regulator prefers tax revenues whenever the re-
serves are exhausted (see the above analysis, equation (C.1)) she prefers to set 7.(Q1, Q)
instead of any 0 < 7 < 7.(Q1,Q) and so also instead of 7,,(Q1), i.e. 7.(Q1,Q) =
argmaxTSTC(QLQ)ULé:Q(Ql,Q — @1,7). Now, what about a tax 7 > 7.(Q1,Q). As the
regulator’s utility, UEZQ(Ql, 1_TT, T), is concave in 7 and maximized at 7,,(Q1) and
Top(Q1) < 7e(Q1,Q) she prefers to set the tax at the boundary, 7.(Q1,Q), followed
by the fossil-fuel owner’s best response, Q3*(Q1,7.(Q1,Q), Q) = M =Q - Q1,
to any tax 7 > 7.(Q1,Q) followed by the best response, Q3*(Q1,7,Q) = I_TT, ie.
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T(Q1,Q) = argmaXTc(Ql,Q)gTUéY:Q(Ql, 1;27,7'). So, the regulator’s optimal response to
Ql is
T**(Q17 Q) = Tc(Qh Q) if Top(Ql) < Tc(Qla Q)

Summarizing we can state that the regulator’s best tax response satisfies

(Q1,Q) Q1> QFQ
(01, Q) = max {rop Q1) (@, Q) = 4 T IN@) @2 Q@)

Tp(Q1)  if Q1 < QF(Q)

with QP (Q) = 3QT_5Q/\T§§_(15£>1\:T)_(1_)‘)T.

Period 1: The fossil-fuel owner’s problem in period 1 is to supply an amount, )1, which

maximizes his profits given the expected responses of all players in the following periods,

(@1, Q) and Q3*(Q1,7(Q1,Q), Q). In other words

17 (Q) = argmaxg, Up (Q1, Q3" (Q1,77(Q1,Q),Q), 77(Q1,Q))
Ur(Q1, @ —Q1, 7(Q1,Q)) if Q1> QP Q)

= argmax, .

Ur (@1, 2759, 7,(Qn)  if Qi< QF(Q)

Note that for different strategies, (1, in period 1 the fossil-fuel owner exposes himself
to two qualitatively different situations. Either given the tax response of the social planner,
7*(Q1, @), he exhausts his reserves, Q3*(Q1,7,Q) = Q — Q1, or he does not exhaust his

reserves (3*(Q1,7, Q) = 1777

As Q < Qi we have QfF > QP(Q). Together with the fact that Q7 maximizes the
regulator’s utility, Ug (Ql, 1_%@1), Top(Ql)), and as QY > QP(Q) we can infer that

1- Top(QlB(Q))’ Top(Q1B(Q))) —  max UF(Qb 1- Top(Ql)

2 Q1<QE(Q) 2

Ur(Q1(Q), » Top(Q1))-

Before we proceed let us solve

@1(Q) = argmaxgy Up(Q1,Q — Q1,7(Q1, Q).
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The first order condition yields

@@ =102 )

Taking the last two results together we can infer that QZ{(Q) maximizes the regulator’s
welfare at period 1 if and only if QP (Q) < Q%(Q) < Q. So, if first Q%(Q) can be supplied (the
reserves are not allowed to be too low, @ > Q%(Q)) and if second given the supply, Q%(Q),
in period 1 the regulator indeed wants the reserves to be exhausted (the reserves are not
allowed to be too high, i.e. so that the tax indeed satisfies 7°*(Q%, Q) = 7,(Q%(Q), Q) and
consequently the response in period 2 is Q3*(Q%(Q), 7(Q%(Q),Q), Q) = Q — Q4(Q)).

The first condition, QI{(Q) < @, is equivalent to () > % The second condition is equivalent

to QP(Q) < Q%(Q) which is then again the same as Q < (12?)133;;)5@&&&;))\% = Qz

We can now conclude that if @ < Q}C the equilibrium strategies satisfy Q3*(Q) = Q —
17(@), 7(Q) = 1+ 2Q77(Q) — 2Q and

1(@Q) =@, Q(Q)=0 and 77(Q) =1,

+r)—-20 .. (1+r)(2Q-1)

1(Q) = Q) =

2r roe2 2r ’
3. Q2 < Q
vy BQr —=5QAr +Qd(1+17) — (1= \)r vy (=27 —Qd(1+7)
(@) = 3r —5Ar - Q@) = 3r —BAr '

The comparative statics results and all other statements follow directly from these results. m

Proof of Lemma We show this result in two steps. Recall that 7*(Q1,Q) =
max{7o,(Q1), (Q1, Q) }:

1. Assume QF satisfies 71°%(Q1) = 7p(Q1): As 71*(Q1) = max{7,,(Q1), 7(Q1, Q1)}
we can conclude that 7,(Q1, Q%) < 7,(Q1). In addition the inequality 7,(Q1, Q%) =
1-20Q" +20Q1 <1 -2Q% +20Q1 = 7,(Q1, Q%) holds. So we can furthermore conclude

Ifo<d< % the thresholds are ordered as follows % <Q? <Q;.
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Figure C.1: Symmetric information equilibrium supply of period 1 as a function of the size
of the reserves.

that 7,(Q1, QH) < Top(Q1), and hence

Q1) = max{mop(Q1), 1(Q1. Q™)) = 70p(Q1) = TH(Q).

2. Assume QL satisfies 72*(Q1) = 7,(Q1, QF): We can conclude that 7,,(Q1) < 7,(Q1, QF):

(a) If QF satisfies 7H**(Q1) = 70, (Q1) then

Q1) < 71 (Q1).

(b) If Q instead satisfies 77**(Q1) = 7(Q1, Q™) and as 73,(Q1, Q) < 7(Q1, QF) we

can again conclude:

TH**(QI) < TL**(QI)-

C.2 The Case of Asymmetric Information

Separating Equilibria:

Proof of Proposition To the low type. Condition (3.23)) for z = L is equivalent
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to condition

UL.L(Q1™) if Q" >Q"
Urr(Q1") > ' ! 4 (C.2)
max{Ur (Q{*), Uru(Q{™)} if Q" <Q*
as the low type cannot supply an amount Q; > QF.
This implies as Q* # Q* that condition (C.2) is equivalent to condition
oo ©3)

plus, Uy 1(QF**) > UL g (Q), if QI < QL.

To the high type. First, assume Q{{** > QL.

Given the supply Q¥** in period 1 —on or off the equilibrium path— and given any belief
system, p* € €2, the subsequent tax response is the H-Tax-Response, T*(Q{{**) = rH*x,
Additionally as Uy g (Q**) = maxg, U n(Q1), and as the L-Tax-Response is higher than
the H-Tax-Response, i.e. Uy (Q1) < Up u(Q1) for all 0 < @y < QY , it follows immediately

that condition (3.23)) for x = H is equivalent to condition
Unu(Q1) > Unu(Q™) if Q™ > QF,

i.e.

Q" =™ it Q" > Q" (C.4)

Second, assume Q7 < QF.

Note, as the high type’s utility Uy g (Q1) is concave in @1 and maximized at Q7 ** < QF
the highest high type’s utility, given that, i) the supply of period 1 is off the equilibrium path,
and ii) the subsequent tax is the H-Tax-Response, is his utility on the boundary, Uy g (QF).
Also recall that Up 1(Q¥**) = maxg, Uy (Q1). Hence, it follows that condition (3.23) for

x = H is equivalent to condition

U (Q) > max{Up 1 (QF™), Upu(QM)} if QI <QF,

*Recall that Uz, 1 (Q¥**) = maxg, Ur,z(Q1).

124



ie.
e [Qf Qi i Qi <@~ (C:5)

The proof in more detail:

We first show that no separating equilibrium can exist with Q¥* # QI**. Assume a
separating equilibrium, (Q¥*, QL*, Q* Q¥* v 7H*) with QI* # Q** and p* € Q, exists.
Recall that Q1* = QL (Q1*, 7%*) and 71* = 7% (Q1*). So the low type’s ex ante utility at
period 1 in this separating equilibrium is Uy, L(Qf*). However, we now show that the strategies
cannot constitute an equilibrium as it is always profitable for the low type to deviate from

Q¥* to Q** in period 1. Two possible cases can occur, QI* # Q** and QI'* = QI**.

1. Assume Q{7* # Q**. In this case given the belief system, pu*, the following two equa-
tions are true, Q¥ (Q¥™, 7*(QF**)) = QL™ and 7*(Q**) = 7**. So the low type’s ex
ante utility at period 1 given the deviation to Q¥** is Uy .(Q¥**). From the symmetric

information case we know that

Ur.(QY) < UL L(QF),

which however violates the equilibrium condition (3.23]).

2. Assume QI* = Q¥**. In this case given the belief system, p*, the following two equa-
tions are true, QL (QL**, 7*(QF*)) = QL (QI**, r*(Q¥*)) and
Q) = TH*(QF*) < 7**. So the low type’s ex ante utility at period 1 given
the deviation to QI** is U y(Q¥**). Note that as 7#**(QF**) < 71** we have that

UL.u(QF*) > UL (QF**). Together with the symmetric information analysis we have
ULn(Q1™) = ULo(@Q1™)
> UL,L(Qf*)v
which also violates the equilibrium condition (3.23)).

Both results together show that the above stated strategies cannot constitute a separating

equilibrium.

Let us divide the remaining analysis into two parts. We first deal with the cases, QI** >

Q. We show that no other strategy profile can constitute a separating equilibrium than the
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strategy profile given in proposition In a second step we show that the stated “symmetric

information” strategies indeed constitute a separating equilibrium.

1. From the above analysis we know that the low type’s strategy in period 1 in any sepa-
rating equilibrium satisfies Q¥* = Q¥**. Assume another separating equilibrium given
p* € Q) exists such that Q7* # Q**. The high type’s ex ante utility at period 1 in this

H*)

equilibrium is Uy g (Q1"*). We argue that this cannot be an equilibrium as the high

type always has an incentive to deviate from Q¥* to Q** in period 1. Given the belief
system p* the regulator’s tax response satisfies ’T*(Q{{**) = 7H* a5 Q{{** > QL. From

the symmetric information case we know that

Un,u Q1) < Un,u(Q™),

which however violates the equilibrium condition (equation (3.23)).

2. We now show that the strategy profile, (Q¥**, Q&* QIT** QI** 7L+ 7H*)and u* € Q,
indeed constitutes a separating equilibrium.

The low type’s ex ante utility at period 1 in this equilibrium is Uy, 1,(Q1**). The low type

does not have an incentive to deviate to any other strategy in period 1. Indeed, the low
type deviating from Q¥** to any strategy Q1 < Q' faces given the belief system p* the L-
Tax-Response, 7%(Q1) = 7*(Q1), and supplies, Q5*(Q1,7*(Q1)) = Q5™ (Q1,7*(Q1)),
in period 2, i.e. his ex ante utility at period 1 is hence Up, 1(Q1). In the symmetric
information case we have seen that under these circumstances the following inequality

holds for all Q; < Q~,
Ur,.(@1) < Urn(QF*).

This means that the low type does not have any incentives to deviate from his stated
strategies.

The high type’s ex ante utility at period 1 in this equilibrium is Ug g (QF**). We now

show that also the high type does not have an incentive to deviate to any other strategy
in period 1. The high type deviating from Q¥** to any strategy Q¥ < Q1 < Q¥ faces
given u* the H-Tax-Response, 7%(Q1) = 77**(Q1), and supplies, Q¥*(Q1,7*(Q1)) =

I (Q1,7*(Q1)), in period 2, i.e. his ex ante utility at period 1 is hence Up 1 (Q1).

In the symmetric information case we have seen that under these circumstances the
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following inequality holds for all Q¥ < Q1 < Q¥
Ui (Q1) < U (QF).

This means that the high type does not have any incentives to deviate from his stated

strategy to any strategy QY < Q1 < QF.

We now show that he also does not have an incentive to deviate to any Q; < QF.
The high type deviating from Q¥** to any strategy Q1 < QL faces, given u*, the
L-Tax-Response, 7%(Q1) = 77*(Q1) > 77**(Q1), and supplies, Q¥*(Q1,7*(Q1)) =

I (Q1,7*(Q1)), in period 2, i.e. his ex ante utility is Un,r(Q1). Together with
the symmetric information case we find that under these circumstances the following

inequality holds for all Q; < QF,

U, (Q1™) > Un.u(Q1)

> Un,(Q1).

This means that the high type also does not have any incentives to deviate from his

stated strategies to any strategy Q; < QF.

So, the stated strategies indeed constitute a separating equilibrium.

Let us now deal with the cases, Q" < Q. We first show that there cannot exist an
equilibrium with QI* ¢ [Q{{ -, Q{{ *]. In a second step we find conditions such that the
stated strategies constitute an equilibrium given p*.

Assume a separating equilibrium with Q1* ¢ [Qf -, {{ *] exists. We argue that the high
type always has an incentive to deviate from Q{{ * either to QL or to Qf**. The high type’s ex
ante utility at period 1 given the equilibrium strategies is Uy, #(Q1*). Given the definitions
of the thresholds QY ~ and QT it follows that Up y(QY*) < max{Ug 1(Q¥™), Uy u(Q")}.
From this it follows immediately that the high type indeed has an incentive to deviate from
Q{{* either to QL or to Qf**.

We argue that if Q{{ * e [Q{I -, {{ *] the high type does not have an incentive to deviate
in period 1. As the high type’s utility function Uy g (Q1) is concave in @1 and is maxi-
mized at Q** < Q' the high type does not have an incentive to deviate from his stated

equilibrium strategy to a strategy Q1 > Q¥ as he subsequently faces the H-Tax-Response
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and as Upg g (Q*) > Upp(QF). Now, recall that given any high type’s deviation to a
Q1 < QL he subsequently faces the low type’s tax and his utility is Up (Q1). Now as
U, (QH*) > maxUp 1,(Q1) the high type indeed does not have an incentive to deviate to
any Q1 < Q. Both results together state that the high type does not have an incentive to
deviate from his stated equilibrium strategy of period 1.

We now show that the low type does not have an incentive to deviate in period 1 if
UL..(QF*) > UL g (Q*) and he prefers to deviate if this is not the case. The low type
deviating to any strategy Q1 < QF with Q; # Q¥* faces his own tax and his utility is
Ur,.(Q1). As we have seen in the symmetric information case the low type’s utility satisfies
UL,L(Qf**) > Upr,(Q1). So this implies that he does not have an incentive to deviate to any
Q1 < QF with Q1 # Q* in period 1. Now note that the stated strategies of proposition
only constitute an equilibrium if and only if the low type does not have an incentive to
deviate to Q*. This is the same as assuming Uy, ,(QF**) > UL y(QF*) as he subsequently

faces the H-Tax-Response if he deviates to Q{{ B

Pooling Equilibria:
Proof of Lemma [3.5] and Lemma [3.6f The regulator’s problem between period 1

and period 2 is

T*(Ql) = argmaxT[,u(QL ’ Ql)U§:2(Q17 Qg*(Qla T)a T)
+ (1= u(Q" [ Q1)) US(Q1, Q5™ (Q1,7), 7)].

Solving the regulator’s problem whenever the belief satisfies either u(Q* | Q1) = 0 or
w(QF | Q1) = 1 reduces to the symmetric information tax response problem and gives us
straightforwardly the symmetric information tax strategies. So, the only remaining unsolved

cases are those with p(Q” | Q1) = p. In these cases the regulator’s problem after observing

the supply, @1, is simply

Q1) = argmax, [pU52(Q1, Q¥ (Q1,7),7) + (1 — p) US(Q1, Q5™ (Q1,7),7)] . (C.6)

Recall from the proof of Proposition [3.1] that whenever
Q < QL (r+d(14r))—r < QH (r+d(1471))—r
1= T - T

the regulator’s symmetric information tax responses

are 77*(Q1) = Top(Q1), for all x € {L, H}. And the fossil-fuel owner’s symmetric information
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responses in period 2 are Q5 (Q1, Tp(Q1)) = 1_7"#”@1) This in other words means that if

L _

Q1 < M the regulator does not want the reserves to be exhausted independent of

the fossil-fuel owner’s type. She even wants both types to supply the same amount in period
L _

2. As she does not distinguish between both types when she observes a @1 < M

her best response in the asymmetric information case if’|

T*(Ql) = Tm**(Ql) = Top(Ql)a HAS {LaH}

even if 0 < p < 1.

If instead Q1 > w the regulator, in the symmetric information case, prefers
to set different taxes when facing the different types. Note that for any tax 7 < 75%%(Q1)
both fossil-fuel owners supply different amounts in period 2. So, if 0 < g < 1 it is not
straightforwardly clear which tax solves equation ((C.6]).

Before we solve the problem let us first assume that the low type exhaust his reserves and
the high type does not exhaust his. If these responses hold for any tax level the regulator’s
problem (equation (C.6])) becomes

1—171
2

7-(Q1) = argmax.. {,u . U§:2(Q1, ,T)+ (L —p) - U§:2(Q1, QF — Ql,T)} )

Solving this problem by the first order condition yields

TT(Ql) = TOP(QI) + K (1 - QA)(QL — Q1)

(1 —p)3r — 5 r +d(1 +7) = Top(Q1)-

With the same boundary arguments as in the proof of proposition [3.1| we can now conclude

the following statements if Q1 > w

1. If 7,.(Q1) > 7.(Q1, Q) the solution to the regulator’s problem (equation (C.6))) is the
L-Tax-Response

Q1) = 7e(Q1,Q").

Note that in this situation the following inequalities are true,

5This in a way results in solving her problem neglecting the probabilities

7H(Q1) = argmax_ [uUS > (Q1, Q7™ (Q1,7),7) + (1 — p) US*(Q1, Q3 (Q1,7),7)]
1—7

= amgmaxTUé=2 (Q1, 5

77_)'
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Q1) < 7 = 7.(Q1, Q%) = 7¥*(Q1). The low type exhaust his reserves and the

high type does not exhaust his reserves.

2. If 7.(Q1, QM) < 7.(Q1) < 7+(Q1, QF) the solution to the regulator’s problem (equation
(€.6)) is
Q1) = (@)

Note that in this situation the following inequalities are true, 77**(Q;) < 7 = 7,.(Q1) <
71%(Q1). The low type exhaust his reserves and the high type does not exhaust his

reserves.

3. If 7.(Q1) < 7e(Q1, Q™) the solution to the regulator’s problem (equation (C.6))) is the

high type’s symmetric information tax

Q1) = 7(Q1, Q7).

Note that in this situation the following inequalities are true,

T (Qq) = 7 = 7.(Q1, Q™) < 7**(Q1). Both types exhaust their reserves.

Also note that the tax, 7,(Q1), is an increasing function in p, %Tr(Ql, p) > 0, and takes
the following two values at the boundaries, 7,.(Q1, 4 = 0) = 7op(Q1) and 7,.(Q1, . = 1) = 0.
Hence, the pooling tax, 7%, is also an increasing function in z which satisfies 77**(Q;) < 7* <
754 (Q1). All other remaining results (in particular the thresholds) follow directly from these

results. m

Proof of Proposition Let us first deal with the case Q{{** > QF. We show that
there does not exist a pooling equilibrium. Assume a pooling equilibrium exist, i.e. Q% < QF.
The high type’s ex ante utility at period 1 in this equilibrium is Uy (Q7). We now argue
that the high type always has an incentive to deviate to Q**. Note that given u* the tax
response satisfies 7*(Q**) = 7H** as Qf** > QF. As the P-Tax-Response is higher than the
H-Tax-Response, 7%(Q1) > 77**(Q1), for all 0 < Q; < Qf and together with the symmetric

information analysis we have,

U n(Q1) > U p(QF) > Un (Q7).

However, this violates the equilibrium condition ([3.32)).
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Let us now deal with the cases QI** < Q.

We first show that there cannot exist a pooling equilibrium with Q¥* ¢ [Q{'~, {{ *]. We
argue that the high type always has an incentive to deviate from Q{I * either to QF or to QlL**.
If an equilibrium with QI* ¢ [Q]~, Q{I *] exist the high type’s ex ante utility at period 1
in this equilibrium is Up . (Q7*). Note that Uy .(Q¥*) < Uy x(QI*). Given the definitions
of the thresholds Q¥ ~ and Q™ it follows that Upy x(QY*) < max{Upy (QV*), Un.u(Q")},
hence Up . (QI*) < max{Up ,(Q1**), Uy n(QF)}. So, the high type does have an incentive
to deviate from Q{{* either to Q or to Qf**.

Furthermore it is clear that a necessary condition for a strategy profile (Q7, 5*, g )
and p* to constitute a pooling equilibrium is Up . (Q*) < max{Up (Q¥**), Uy u(QF)} as
otherwise the high type given p* has an incentive to deviate from QI* either to Q¥** or to
Q"

Note also that a necessary condition for a strategy profile (Q%, Q%*, QI*, 7%) to constitute
a pooling equilibrium given p* is UL .(QF) > UL (Q¥**) as otherwise the low type given u*
has an incentive to deviate to Q¥**.

Furthermore, note that as Ur .(Q1) > Up (Q1) (this is true as the P-Tax-Response is
smaller than the L-Tax-Response.) a pooling equilibrium with Q7 = Q¥ can only exist if and
only if a separating equilibrium with the same Q¥* = Q¥ does not exist.

We now argue that the stated strategies constitute a pooling equilibrium given the stated

conditions.

1. As the high type’s utility function Uy g (Q1) is concave in )1 and maximized at Q{{ <
Q" the high type does not have an incentive to deviate from his stated equilibrium
strategy to a strategy Q1 > QF as Uy .(Q}) > Ung.u(QF) > Uy u(QF) for all Q1 > QF
(note that he faces his own tax in these cases). Now, recall that given any high type’s
deviation to a Q1 < Q¥ he subsequently faces the low type’s tax and his utility is
Ur,r(@Q1). Now as Up«(Q7) > maxUp (Q1) the high type also does not have an
incentive to deviate to any Q; < Q. So, he indeed does not have an incentive to

deviate from the stated equilibrium strategy Q7 at all.

2. The low type deviating to any strategy @1 < Q¥ faces his own tax and his utility is
Ur,.(Q1). As we have seen in the symmetric information case the low type’s utilities
satisfy Uy 1(Q¥**) > U 1.(Q1). So, it follows directly that if Uy, ,(Q1**) < UL .(Q?) the

low type does not have an incentive to deviate from QF to any other strategy Q1 < Q*
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in period 1.

Proof of Lemma Assume a pooling equilibrium, (QF, Q%*, Q¥*,7*), and u* € Q,
with p € [0, 1] exist, i.e. the function U, ,(Q7) satisfies condition for all z € {L, H}.

Now, as 7* increases in p the function, U, .(Q7), decreases in p for all z € {L,H}.
However, the functions, Uy (Q¥**), Uy (Q¥**), and Uy u(QF) are constant in u as they
do not depend on the probability, u, at all. Hence the equilibrium condition is harder

to met when p increases. The lemma now follows immediately. =

Equilibrium Selection:

Proof of Lemma [3.8:

Let us first deal with the set of pooling equilibria.

We first show that the stated pooling equilibrium indeed exist whenever u < uz(Q**).
The fossil-fuel owner = € {L, H}’s ex ante utility at period 1 is U, g (Q¥**) as 7" = 7*(QI**) =
TH** " As additionally U, g (Q**) = maxg, U, 1 (Q1) both types do not have an incentive to
deviate in period 1 from the equilibrium supply to any other supply. And so the stated strate-
gies indeed constitute a pooling equilibrium. We now show that this equilibrium survives the
Cho-Kreps’ Intuitive Criterion. Assume the regulator always believes that she is facing the
high type whatever off equilibrium supply she observes in period 1. In terms of the fossil-fuel
owner’s interest this is the best belief he can hope for as it generates the lowest possible tax
response, 77**(Q1). As, even given this belief the fossil-fuel owner does not have an incentive
to deviate in period 1 (U, g (QI**) = maxg, U, z(Q1)) the stated equilibrium survives the
Cho-Kreps’ Intuitive Criterion.

All other pooling equilibria do not survive the Cho-Kreps’ Intuitive Criterion independent
of .

Assume a strategy profile, (Q%, QL*, Q¥* %), together with u* constitute a pooling equi-
librium. Note given any pooling equilibrium the following inequality is always true U, g (Q7) <
Usr it (QF*) for all x € {L, H}. We now show that there exist a 0 < Q1 < Q! such that the
regulator’s reasonable belief is p*(QY | Q1) = 0. To understand this note the following reason-
ing. The utility functions, Uy, (Q1) and U, g(Q1), are parabolas which are open downwards
and which are compressed at the same rate as B%Z%UH,H(QQ = % = a%Z%UL,H(Ql). Now cal-
culating the difference in the fossil-fuel owner’s ex ante utilities facing the H-Tax-Response and
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facing the P-Tax-Response we find that it satisfies U, g (Q1) — Uz «(Q1) = (QF — Q1) [7*(Q1) —
TH*(Q1)] > 0 for all 0 < Q1 < Q¥ and all z € {L, H}. This implies that this difference is
smaller for the low type than for the high type, Ur g(Q1) —Ur«(Q1) < Un,a(Q1) —Un«(Q1),
for all 0 < @ < Q. This especially means that Uy, i(Q3)—UL «(Q%) < U u(Q3)—Un .(Q3).
Also recall that the low type’s utility is smaller than the high type’s utility when facing the
same tax response, U g(Q1) < Up,r(Q1) for all Q. At last let us define two thresholds,

70T = min{U,  (Ue(@Q)))} and Q7" = max{U, ,(Us(Q7))} for all z € {L, H}]| Tak-

L?*? L7*7+

ing the last three results together we can conclude that [Q"", Q""" C [ {{’*’_ et As

y ]

the intervals are compact sets it follows that there exist an off equilibrium path supply with
Q1 € [QI, {I*Jr] such that Q; ¢ [QF* ™, QY™ ™]. It now follows directly that the low
type is worse off deviating from ()] to this specific ()1 even if he would face the high type’s
tax. This implies that the regulator’s reasonable belief after observing this off equilibrium
path supply is u*(Q¥ | Q1) = 0. Given the corresponding tax response, 7/7**(Q1), the high
type is better off deviating to this off equilibrium path strategy as Ug u(Q7) < Un,u(Q1),
and hence the pooling equilibrium does not survive the Cho-Kreps’ Intuitive Criterion.

We now deal with the set of separating equilibria. Recall that it is independent of the

probability p. Assume a strategy profile, (QF**, QL**, QI* QM* rlx 7Hx)

, together with p*
constitute a separating equilibrium. One of the necessary conditions for the strategy profile
to constitute a separating equilibrium is Uy, L(QF) > Ur, 17 (Q*), because otherwise the
low type would have an incentive to mimic the high type. So, as UL (Q¥**) < U g (Q**)
the high type’s equilibrium supply satisfies QI* # Q**. We now show that the Cho-Kreps’
Intuitive Criterion eliminates all separating equilibria. Let us divide the analysis into two
parts. Let us have a look at the cases in which Uy 1(Q¥**) > UL g (Q¥*). As we deal with
continuous functions and as Q** = argmax), Uy g (Q1) there exist a Q1 close to Q1" such
that Uy, ,(Q1**) > Up y(Q1) and Uy g(Q1) > Up g (QI*). Hence, the regulator’s reasonable
belief given this specific Q1 is u*(Q% | @1) = 0 and given the corresponding tax response
the high type has an incentive to deviate from Q{* to this particular Q1. To reason in the
same manner as we did for the pooling equilibrium, note the following. Let us first define
two thresholds Q7" = min U, }, (U o(QF*)) and Q7" = max U, 1 (Ur+(QF")) for all z €

T,ic— xT,ic+

{L,H}. The corresponding sets are not empty as Q** € [Q7"",Q{"“"] for all x € {L, H}.

Furthermore it is also true that Qi* € {Q{I’ic_, Q{{’ich}. We now show that the low type’s

Note that the interval, [QT*, Q7] is not empty as Qi** € [Q1* ™, Q¥* ] for all x € {L, H}.
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interval is a strict subset of the high type’s interval, [Qf’m*, QlL’ic+] - [Q{I’icf, {{’ich]. To
understand this note that, i) the following inequality is true, Uy, ,(Q¥**) > UL g (QI*), and ii)
the high type’s equilibrium supply, Q*, naturally satisfies Q1* € UL_}{(ULH(Q{{*)) These
facts imply that Q{* ¢ | f’ic_, 1L’ic+]. However, it is also true that QI* € {Q{I’ic_, Q{{’iC”L}.
Now, as the low and the high type’s intervals are compact sets there exist an off equilibrium
path supply Q1 € [Q{Lici {J’iﬁ]\[Qf’ic*, f,z’ch]? and hence the separating equilibrium
does not survive the Cho-Kreps’ Intuitive Criterion. Let us now deal with the cases in
which Ur, r( f**) =Uru( {I*) Note that as Ug g (Q1) is a parabola there exist a supply
Q1 # Q** such that U u(@Q) = UHyH(Q{{*). Applying the above techniques to this
(1 again implies that the separating equilibrium does not survive the Cho-Kreps’ Intuitive

Criterion. m

C.3 Welfare Analysis

Proof of Proposition The = € {L,H} type’s ex ante utility at period 1 given
this pooling equilibrium is U, g (Q¥**). Recall that U, g(QI**) = maxg, U, g(Q1). As
the H-Tax-Response is smaller than the P-Tax-Response which is again smaller than the

L-Tax-Response, 77*(Q1) < 7%(Q1) < 77*(Q1), the following inequalities are also true,

U, (Q1) > Up i (Q1) > Uy (@) for all 0 < Q1 < Q" and all x € {L,H}. Hence, the

statement of this proposition follows directly. m

Proof of Proposition Note that the high type’s strategies coincide in both equi-
libria. So, the comparison of the regulator’s ex ante expected welfare at period 0 only depends

on the low type’s strategies, i.e.

EUqsy (QF, Q) > EUgym (QF, Q)

o US( {I**’ QL o {{**7 TH**) > US(Qf**7 %**’ TL**).
Recall that the regulator’s welfare is

Us(Q1,Q2,7) = AUp(Q1,Q2, 7)+(1=\)[Uc(Q1, Q2, 7)+Y(Q1, Q2, T)]—C(Qﬂ—%C(QH-Qz).
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From proposition [3.4] we know that
Up(QIF, QU — QI 7H™) > Up(QF*, QL 7).
It follows that a sufficient condition for equation to be true is,|Z|
Us—am (@1, QF = 1", 71) > Ug apm (QT*, @5, 7). (C.8)

Our aim is now to show that their exist pairs Q¥ and Q¥, with Q¥ < Q¥, such that they

satisfy equation (C.8)).

Let QF = % This implies that QF** = % =Qr = % We now show that there
exist % <" < Qi which satisfy the above equation. Recall that Q** = % < % if
3<Q" <@}

We analyze the problem in two steps. First assume A = 0. This implies

Urs—or) (@1, Q3™ 7F ):g[l—d—*]
r
and
1 1 1 1
Hxx L Hxx Hxxy\ __ Hxx\2 Hxx\2
Us-or) (@1, @7 —Qy™, 7 )—5( 1) iﬁ(i_Ql )
1 1 d d
1_2H 2H** - Hxx 2 Hxx\2 %
+71+r( Q" + 20, )(2 1) 2( 1) 3
_ 1 Hxx\2 11 1 H*x\2
=@y G @)
1 1 d d
(= 2@ )R (1 + 1) - ) - QI - £

Now calculating the difference,

U(S,OF)(Q{I**, QF — QI» Hxy Uis—or) (QF**, Qb 75%%) and rearranging gives us

U(S—OF)( 117{**, QL _ Q{{**’ TH**) _ U(S—OF)( f**’ é,**, TL**) —

— 424 3r +d(1+7)(QF*)? + 4(1 + 4r) QI + d(1 + 1) — 5.

Note that U(SfOF) (Q{{**, QL _ Q{{**7 TH**) _ U(SfOF) (Q%**’ %**7 TL**) =0 lf Q{—]** — %

as the strategies in each period coincide.

7U(S*)\F)(Q17 Q27 T) EUS(QL Q27 T) 7UF(Q17 QQa T)
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We now show that there exist a threshold QF < % such that all QI** € [QF, %) satisfy
equation (C.8). This implies that there exist a threshold @ such that all Q¥ € (%,QS]
satisfy equation (C.8]). Note that to show this it is sufficient to show that the derivative of the

term, U(S,OF)(Q{I**, QF — Q= pHx) U(S,OF)(QlL**, Lex rL#%) | with respect to Qi

—2
downwards. Taking the derivative yields —8(2 + 3r + d(1 + ))Q** + 4(1 + 4r). Plugging in

is negative at QI** . This is indeed sufficient as the function is a parabola which is open

QI = % gives us

—4(2+3r+d(1+7r))+4+16r=-8—12r —4d(1+r)+4+16r =4r —4 —4d(1 +r) <0.
The cases 0 < A < % follow directly from the above analysis. To see this note the following

Us—om) (@17, Q" = Q1™ ) = Us_om(Q1*, Q3™ 77**) >0
PN C( f**) —C< {—I**) Z UC(Q%**y 5**7 TL**)+T( {,**7 Q%**’ TL**)

_UC( {I**’ QL_Q{I**, TH**)—FT( {-I**’ QL_ {-I**’ TH**).

As the left hand side of the last inequality is positive (this is true as QF** > Q**) and as

1 — X <1 the above inequality also implies

C( %**) . C( {I**) Z (1 _ A)[UC(Qf**v %**’ TL**) +T(Qf**, %**, TL**)

_UC( 11*{**7 QL_Q{I**y TH**)—I-T( 11*{**7 QL_Q{I**, TH**)]

This in turn is the same as

Usoary (@1, QY — Q1 71 — Ug_p) (QF™, QF™, 71%) > 0.
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