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Abstract

Wetlands have been identified as a cost effective way of abating pollution from agricultural
and other human activities. The establishment and restoration of wetlands is one of the
policy measures implemented by the Swedish government to reduce excessive nutrient
input from non-point sources of pollution that contribute to the eutrophication of the Baltic
Sea. This paper discusses the issue of how uncertainty affects the decision of a landowner
to convert agriculturally productive land into wetlands. Three issues are dealt with. First,
how does uncertainty affect the risk averse farmer’s decision about constructing wetlands.
Second, what is the effect of different information structures on the level of land conversion
carried out. And finally, what is the role played by irreversibility in the decision-making
process. Land conversion might result from a risk averse farmer trying to diversify her
investment options. The possibility of receiving more information in the future leads to
either a delay in the farmer’s decision to restore wetlands or to the requirement of a higher
subsidy for the decision to be made, even when it is not irreversible. The establishment of a
public policy to encourage wetland construction should take these aspects into
consideration. The subsidy could be designed as an insurance mechanism and the policy
maker should consider the effect of the information availability on the agent’s behavior.

Introduction

One of the measures implemented by the Swedish Government to reduce the
excessive nutrient input from non-point sources of pollution that contribute to the
eutrophication of the Baltic Sea is the establishment and restoration of wetlands'.
As in other countries, the Swedish Government has established subsidies to
encourage farmers to convert agricultural productive land into wetlands. As shown
by Parks (1995), these incentives do sometimes not achieve the expected results
because farmers seem to require higher payments to take the investment decision
to change land uses. According to Bystrom (2000), in the Swedish case, the
interest in changing land use varies across regions. Thus, a subsidy established for
wetland construction does not have the same effect in southern Sweden as in other
regions of the country. The Swedish incentive mechanism has recently been
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Among other environmental services, wetland areas have proved to contribute to the
removal of nutrients and pollutants from the water both through chemical processes in the
sediments and plant growth. According to the Swedish Environmental Protection
Agency, “at least 12,000 hectares of wetlands and ponds will be established or restored
on agricultural land by 2010” (Environmental Quality Objective: Thriving Wetlands).



changed and farmers have shown an interest in restoring wetlands, at least in the
Stockholm area®. Bystrom (2000) shows that the restoration of wetlands is
worthwhile from a social point of view and the Swedish Government has explicit
policies to further increase the area of restored wetlands.

But uncertainty, either about crop prices or about wetland subsidies, is a pervasive
phenomenon that can affect the farmer’s decision-making in relation to
constructing wetlands and the results of an incentive policy to restore previously
drained wetlands. Bystrom et al. (2000) address the uncertainty of wetlands’
abatement capacity and show that under certain conditions, wetlands can be a
rational instrument to use when both emissions (agricultural run-off, in that case)
and nitrogen abatement capacity are stochastic.

This paper discusses how uncertainty influences a farmer’s decision-making
process and how different information structures might affect the private decision
to change land uses from agricultural or other uses into wetlands.

The analysis of the behavior of farmers under uncertainty is of importance since
the Swedish government has shown an interest in promoting a further increase in
wetland areas and uncertainty affects the private decision-making process, thus
also the outcome of the public policy. What does economic theory say about the
behavior of a farmer who receives a subsidy to convert productive land into
wetlands in an uncertain world? What is the role of risk and risk aversion for the
agent and how does it affect the decision to invest in wetlands? How does the
farmer’s decision vary under different information structures?

Most of the recent literature on farmer’s investment under irreversibility and
uncertainty employs option value theory (for example, Chavas, 1994, Purvis et.
Al, 1995, Pietola and Myers, 2000, and Carey and Zilberman, 2002). As
described by Fisher and Hanemann (1990), there is a variety of option value
concepts. But “whenever a decision has the characteristics that one of the possible
outcomes is irreversible, and there is some prospect of gaining better information
about the future benefits and costs of these outcomes, a kind of extra benefit
attaches to the reversible outcome. This extra benefit is known as option value,
and it can, and properly should, affect a choice among the outcomes™. This paper
follows this literature on uncertainty, learning and irreversibility in the line of
Arrow and Fisher (1973) and Epstein (1980), and its contribution is the
application of this literature to the specific case of investment in wetlands.

The paper shows that, in a static world, the decision to invest in wetlands can be
the result of the risk averse farmer trying to diversify her investments to reduce
uncertainty. In a more dynamic framework, the potential irreversibility of the
decision, the possibility of receiving new information and uncertainty play a role
in delaying the socially desirable land use change and making it more costly from

% Personal communication with Henrik Scharin, formerly at The Beijer Institute, currently
at the Swedish Environmental Protection Agency.
3 Fisher and Hanemann (1990), p. 167.
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the point of view of the social planner. Moreover, even when the decision to
change land use is not irreversible, the farmer will refrain from converting
agricultural land into wetland as long as the reversibility involves some cost. Thus,
the design of a subsidy would have to consider this result.

The paper is organized as follows. The first section introduces the issue of
uncertainty and its importance when discussing land conversion decision-making.
A simple static model introduces the agent’s risk aversion and a simple two-time-
period tree model presents the issue of how information availability affects the
decision-making when the decision is irreversible. When no new information is
forthcoming, it is shown that the farmer makes decisions on the basis of expected
pay-offs. But when irreversibility and the possibility of getting new information
are considered, there is a change in the expected pay-offs and a decision that
would be rational in one case may be completely wrong in another. The second
section is the core of the paper. It presents a proposition about the impact of
different information availability and learning on the farmer’s decision to convert
agricultural land into wetland. The concluding section discusses implications for
policy making. Appendix A discusses both the importance of wetlands as
ecosystems and the Swedish policies related to wetland construction and
restoration. Appendix B revisits a known result about risk aversion and risk
premium and the third appendix presents the proof of the proposition that is the
main aspect of the paper.

I. Uncertainty, risk aversion and information

As previously mentioned, this paper discusses two important aspects of the
uncertainty problem in decision-making. The first is risk aversion and the second
is information availability for the decision. To simplify the discussion of these
aspects, we use two different models. Section 1.2 presents a discussion of the risk
aversion aspect only. Section 1.3 presents a discussion of the information problem
when the decision is irreversible; and section II further discusses the information
availability aspect when the decision to be taken is not irreversible, but when its
reversibility imposes a cost.

L1. Uncertainty*

In the context of the farmer’s decision about converting agricultural land into
wetlands, different aspects of the uncertainty problem can be discussed. Both input
prices and agricultural prices represent a source of uncertainty affecting the
farmer’s decision. The same is valid for the subsidies and how the incentive policy
will evolve over time. Even when the subsidy is certain, future inflation can affect
its value if it is not fixed in real terms, also affecting the pay-offs of different
strategies upon which the farmer must decide. Another possible source of

* It is quite common to make a distinction between risk — when a probability based
on past experience can be attached to an event — and uncertainty — where the
probability of a certain event is unknown. This distinction is not made here and
both terms are used.



uncertainty is the cost of constructing and reconverting wetlands into agricultural
land.

The ecological functioning of ecosystems presents another possible source of
uncertainty. The issue of how wetlands work as pollution sinks or how much of
this service they can provide is crucial for policy design. Analytically, this type of
uncertainty works in the same way as the first one mentioned above. The
difference is that, in this case, as long as the farmer does not take the ecosystem
services from a wetland into consideration in her decision, they are an externality.
The uncertainty, in this case, would mostly affect the central planner decision-
making about policies to try to “internalize” these positive externalities.

The issue of how information is acquired and disseminated is crucial in
economics. Uncertainty may arise in the interaction of agents possessing different
levels of information, i.e., in the presence of asymmetric information. In her paper,
Crépin (2002) explores the issue of asymmetric information in wetland creation.
Another aspect of the uncertainty issue is related to lack of knowledge or lack of
information about the decision to be made. The risk related to a certain decision
may change over time because agents may get new information and learn from
that. The importance of learning and different information availability for the
decision maker is the central issue in section 1.3. of this paper.

The agent’s behavior towards uncertainty is another aspect deserving attention.
Risk aversion can be defined as the fact that when facing choices with comparable
returns, an agent would tend to choose the alternative presenting less risk. Another
way of defining risk aversion is by saying that a risk averse agent would reject any
investment portfolio that is a fair game, i.e. that offers a zero risk premium. As
discussed in the next section, in this case uncertainty is of importance because any
risk averse farmer would require a premium when taking the decision to invest in
wetland construction.

1.2. Risk aversion

We start with a very simple model, where the farmer has access to a total land area
of A that she can either use in agriculture 4" or convert into wetlands 4" .

The choice between 4 and 4" depends on the marginal net benefits from the use
of the land in one activity or the other’. Thus, the benefits from conventional
agricultural production (using A") versus non-conventional agricultural products
(such as pollutant sinks, from converting A* into 4" ) must be examined.
Conventional agricultural production is a function of the land used in agriculture

A" and some other factor of production that could be labor, L*:

0'=f(L"4")

> This is the case if we assume convexity. If not, we know that the comparison must be
made using total benefits.



[1>0,1"<0
From conventional agricultural production, the farmer earns profits equal to
4 4 A g4
7t =pQ" =C(Q7),

where p stands for the price of agricultural production and c“ (QA) is some
cost function defined by the production function, given factor prices.

If the farmer converts some of the agricultural land into wetlands, the revenues
from this new land use would be equal to a payment she would get for setting
aside land for environmental purposes®. This payment, QW, is a function of the

area converted into wetland, QW = g( AW) . The profit from the wetland recovery
is this payment minus the costs of the investment, C " ( AW) :

ﬂWZQW—CW(AW)-

For simplification, the payment is here assumed to be a linear subsidy per unit of
area restored into wetlands, so Q" = sA4" . The total profits are then

72'=7ZA +7ZW,or
r=r"(p,4")+s4" —C(4"). (1)

We assume the profits to be uncertain, mainly because crop prices are uncertain.
But the uncertainty could also come from the subsidy policy. ’

The farmer maximizes expected utility by choosing how much land to convert into
wetlands.

We assume utility to depend on total profits in the following way:
EU(m)]=Eluz +2")|=Elu(po” - (@")+ 0" - " (4")]
The farmer’s maximization problem is, then, for each time period:

Max EUlz"(p. 4"+ 54" —C(4")].

% Here, we do not consider the possibility of farmers having “good will”. Séderquist (2002)
discusses this issue.

7 Price uncertainty is here introduced as a proxy for other possible sources of uncertainty.
For example, if a subsidy were to be established in relation to the amount of nutrient
reduced by a wetland, the uncertainty in the functioning of the ecosystem and in the
amount of nutrient reduced by a certain wetland area would have to be considered. The
linear payment per hectare implicitly assumes that the amount of nutrients absorbed by a
wetland is proportional to the area and this might not be correct.



A quadratic approximation around 77 (expected profits) is used to investigate the
role of risk aversion. It is shown that:

EUr)=U(r)+ %U"(E)Var(ﬂ) .

The difference between E(U(7))and U(7) could be interpreted as an indicator
of the agent’s attitude towards risk®. Appendix B shows that the risk averse private
agent would be willing to pay to avoid the uncertainty in profits. This risk
premium would be equal to
1 U"(r)
2 U'(7)

Var(r),

since the Arrow-Pratt absolute risk aversion coefficient is defined as

_U”(;Z')
S U'(n)

Ty

The risk premium, or the difference between the expected return and the certainty
equivalent profit, is

1
r= E.rA Var(r).

Now, it is interesting for us to see what lies behind the variance in profits. Going
back to our model, we said that profits are uncertain because prices and the
subsidy are uncertain ( p and § in equation (1)). How does this uncertainty affect
profits? The variance in profits is equal to

A w A w
Var(r) :”—Var(ﬂ")+ LVar(ﬂW) + 2.L.LCOV(7ZA,7ZW) (2)
r r r

and
Var(z*)=(Q")*Var(p)
Var(z" )= (A" Var(s)

Cov(z*,n")=0"0" Cov(p,s).

8 If the utility function is assumed to be concave, it is a measure of the degree of risk
aversion of the agent or the cost of risk bearing. If the utility function is convex, it is a
measure of risk attraction and if there is no difference, we are in the presence of a linear
utility function and risk neutral behavior.



Since the variances are positive, what is important here is to know how prices p
and subsidy § relate to each other, thus affecting the variance in profits (2). If the
covariance in (2) is negative, the diversification between agricultural land and
wetlands can be attractive to the risk averse farmer, because it would reduce the
variance in profits. In this framework, with uncertainty in prices and subsidy, the
restoration of wetlands could be seen as a rational decision from a risk averse
farmer.

Under which conditions would that covariance be negative? What would be
expected is that agricultural prices and wetland subsidies are positively correlated.
The government agency interested in more wetland restoration would increase the
subsidy when agricultural prices are increasing, in order to keep the land use
conversion attractive. But it might also be the case that the wetland incentive is
designed in such a way as to provide “insurance” to the risk averse farmer.

For example, in Sweden, as in other countries, farmers have the right to receive
some payment for covering crop losses in case of “natural disasters” or weather
conditions that destroy their crops. Attaching the payment of the “crop insurance”
to the size of the agricultural area that the farmer reserved for wetlands could be a
policy representing, at the same time, income insurance for farmers and incentives
for wetland restoration. In other words, the higher the ratio A" 14 , the higher
would be the payment that a farmer could get for her crop losses.

If we drop the assumption of uncertain subsidies, the fact that the wetland subsidy
policy directly provides some kind of profit “certainty” for some time period will
make it attractive for the private agent to convert agricultural land into wetlands.
The risk averse farmer’s choice between an uncertain expected pay-off and a
certain one, even if this last one is somewhat smaller, could then explain at least
some wetland restoration.

1.3. Uncertainty, irreversibility and different information availability

In this section, the important features are the timing and availability of the
information, together with the irreversibility of the decision. We assume risk
neutrality, linearity in the benefit functions and only two possible strategies
between which the farmer can choose. The model is adapted from Arrow and
Fisher (1974) and Miler (2002).

A rational farmer has an area A of land under agricultural exploitation. She is
uncertain about the evolution of crop prices and she must decide whether to keep
her land as agricultural land or convert it (or part of it) into wetlands. To give
incentives to restore the wetland, the social planner has established a subsidy to
cover part of the conversion costs and the maintenance cost for the wetland arca
throughout the years, as well as a payment to cover the forgone crop profits.

For simplicity, we assume that agricultural crop prices can take two values, a high
(ph) and a low one (pl). The subsidy is known and the net benefits from the



agricultural activity (B®) are assumed to be higher (lower) than the net benefits
from the wetland restoration (B") in case of high (low) agricultural prices:

B> BY(1)> B (1), t=12. 3)

The farmer does not know the crop prices with certainty, so the profit from
agricultural production is uncertain. The subsidy has been established and is
known, so the farmer must analyze and compare the expected profits from the
agricultural activity and the future flow of subsidy payments and decide whether
to convert land into wetlands. We assume B" to be the same in both period t=1
and t=2.

If the farmer does not convert her productive land into wetland, she can still take
the decision next year, keeping the option of converting and the possibility of
getting more (new) information before taking the decision. If the decision to
convert is taken, there is an “institutional irreversibility” produced by the fact that,
after signing the contract with the governmental institution responsible for the
policy’, the farmer cannot undo the wetland, at least for a certain number of years.
Besides, we assume irreversibility related to the fact that there are sunk costs, i.e.
expenditures that cannot be recovered.

We will first analyze the case (a) where there is no forthcoming information and
later take the case (b) when new information is available by the end of the first
period.

No forthcoming information

In Figure 1, the problem when there is no new information is presented. The
decision maker must decide at the beginning of the first period, on basis of the
expected pay-offs for both periods (expected benefits), and observe the results at
the end of the second period. The results here are expressed in monetary values,
not in utility terms. The os are the priors or beliefs (probabilities) of the farmer in
relation to prices, with ch representing the probability of high prices and ol
representing the probability that agricultural prices will be low. Nature (N)
determines if crop prices are high or low. The farmer has beliefs about it, but she
will not know what the prices are until after her decision has been made.
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In the case where the expected pay-off from the agricultural activity (E(B®)) is
higher than the pay-off from the wetland restoration (E(BY)), the farmer would
choose A®, and get the pay-off

E(B*) = on(2. B%,) + 01(2.B%). 4)

If EB"Y)=B"(1)+ BY(2) > E (B = o, (2. B*,;) + 51 (2.B*,), the farmer would
be interested in converting at least some area from agricultural use into wetlands
to get the pay-off

EBM=BY(1)+BY(2). (5

In both situations, and because of the assumptions we make about no new
incoming information, the farmer would not choose A* in the first period and
change the choice to A% in the second period, or vice-versa. On the one hand, we
are assuming that the choice of A" is irreversible. On the other, the farmer would
never get the payoff of BAph(l) + BY (2), since with the expectation of high
agricultural prices (valid for both periods, since no new information would arrive),
there would not be any conversion into wetlands in any of the periods.

Where no new information is added, the farmer must compare, on basis of her
beliefs or priors about crop prices, the expected benefits from the agricultural
activity, E (B®), with the expected benefits from the wetland restoration, E(BY), to
make a decision.

% In the Swedish case, the local government or “linsstyrelsen” (the county administration).
Cf. Appendix 2 (section A1.2) for a description of how the Swedish policy works.



With new information

A more interesting case is that depicted in Figure 2. Here, at the end of the first
period, our farmer gets to know if the prices will be high or low'’. As in the
previous case, the decision tree is depicted as if it were a “game” between the
farmer and Nature (N), which determines if crop prices are high or low.

Fig. 2
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In case of high agricultural prices, if the farmer has chosen A* in the first period,
she will continue with A*, the agricultural activity, also for the second period,
getting the pay-off of

B* =B",,(1) + BA,1(2). (6)

In case the farmer had chosen the agricultural activity in the first period, in face of
low agricultural prices, she changes her mind at the end of the first period and
decides to convert some land into wetlands, getting the pay-off of

B*Y =B4,(1) + BY(2). (7)

If the farmer has chosen to convert (some) land into wetlands before obtaining the
information at the end of the first period, this decision cannot be changed for the
second period. We assume the restoration of wetlands in an agricultural area to be
irreversible, at least in the short run. This means that the farmer knows from the
beginning that her pay-off in this case will be equal to

1 Somehow the assumption here is that crop prices in the second time period are perfectly
correlated with the observed crop prices in the previous period (or at least a good
“signal”). Another way of thinking of this is that the farmer gets information by the end
of the first period on how the prices will behave in the future.
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EB")= 0y (BY(1)+B"(2)) + y(B"(1))*B"(2)) =BY (1) +B" (2). (8)

The farmer will decide to restore wetlands in an agricultural area before getting
information if she expects that the benefits from the change in land use will be
higher than the benefits from the agricultural activity.

In this case, the farmer compares her expected benefits from the wetland
restoration in (8)) with the expected benefits from taking the decision of keeping
the area in agricultural production, i.e.,

E(B") = 0,(2.B") + &1 (B (1) + B (2)).  (9)

As in the case of there being no new information, if E(BY) > E(B"), the first
decision is in the direction of AY, and if E(BY) < E(B"), the first move is towards
AN

The difference here is that the availability of new information changes the
expected values, as can be observed in the following table summarizing the
expected pay-offs in the different cases (superscripts a and b to make the
difference between expected benefits of agriculture in both cases):

Cases a) no new info b) new info
A% as first | EY(BY) = o, (B, (1) + By, | EX(BY) = o,(BY (1) +
Expected | move (2)) + o1 (BY, (1) + B, (2)) | B ()+
values o (B (D +BY (2))
AV as first | EB")=c, BV (1)*B"(2)) + | EB")=0;
move aBY(1)+BY(2)) @BY(1)+BY(2) +
aBY()+B%Y(2))

If the agricultural activity is the best choice after the new information arrives, it
means that it would also have been the best choice before the new information was
available. This is the case because, according to our original assumption in (3),
B*,(ty> BY(t)> B (1), and:

E'(B%) = oy (B (1) + B (2) + o1 (B (1) + B (2)  (4)
<
E°(BY) = on(B"pn (1) + B (2)) + 01 (B (1) +BY (2)). )

The same is not true in the case of the decision about restoring wetlands. The fact
that the decision to restore wetlands involves some degree of irreversibility implies
that, if the farmer has chosen A" in the first period and, at the end of that period,
she gets to know that the agricultural prices are high, she cannot go back on her
decision to get the payoff of BY (1) + BAph (2). In case of low agricultural prices,
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with new information, AY is chosen as a second move at the end of the first
period, and the farmer gets the pay-off of B*,(1) + BY(2).

If AV were the best choice when no new information was forthcoming, it was
because the benefit from the wetland restoration was expected to be greater than
the expected benefit from the agricultural activity, i.e.,

E'(B*) = o1 (B*,n (1) + B*,4(2)) + 61 (B, (1) + BY, )
<
EBY) =BY(1)+ BY(2). (10)

But, taking the new information into account, the comparison the farmer must
make in order to invest in wetland restoration is no longer between the benefits
from wetlands and the original (uninformed) expected benefits from the
agricultural activity, as in (10). The decision must be taken by comparing

E(B™)=c (B"(1)+B¥(2)) + (BY(1)+B™(2)) (4
with
E°(BY) = oy(B* (1) + BYu(2)+ o1 (B (1) + BY(2)),  (9)

the latter being greater than the expected benefits from agriculture in the “no new
information” case.

As we can see, the difference between (4) and (9) is equal to o, (BY - BApl). This
could be seen as the value of the information received or, alternatively, the value
of not having engaged in an irreversible activity when new information is
forthcoming.

I1. Forthcoming information, reversibility costs and land
conversion

This section develops the initial model for the risk averse farmer decision to
include two time periods. It shows that, even when there is no irreversibility, if
reverting the decision to invest implies some cost, the farmer will refrain from
taking the decision as a first step or will convert less wetland than he would in
other circumstances. And this occurs even with the assumption of risk neutrality
that we use here'". —

In our initial model, the farmer has access to a total land area of A that she can
either use in agriculture A" or convert into wetlands 4" . Assuming that utility
depends on total profits in the following way

Elum)=Elu* +2")|= Elu(po* -c*(@*)+0" -C” (4" )], (1)

the farmer’s maximization problem for each time period is

" The irreversibility assumption used in the previous section is also relaxed in this section.
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%;WgE{U[;zA(p,AA) +s54” —ca™|} (12

and the first-order condition (foc) for maximization is:

dcC dc
p'fA_Hd,TV:O or —p.fA+s—dAW =0. (13)

In the one period case, the farmer will produce at the level where the subsidy for
wetland conversion covers the cost of wetland construction and the foregone
production from the lost agricultural area.

The simple graphic model of the previous section (Figures 1 and 2) showed the
difference in the farmer’s decision-making when time is taken into consideration
and the decision involves irreversibility.

In this section, once more considering two time periods, two cases are analyzed
separately, depending on the amount of information to which the farmer has
access and the timing of its availability. There is no irreversibility here. The
assumption is that the decision about constructing a wetland is reversible, but it
implies a cost. The model presented here is a two-period analysis of behavior
under uncertainty, with two situations differing in the amount of information
available for the decision maker. In his paper, Epstein (1980) shows that “the
prospect of greater future information discourages the adoption of an irreversible
decision”'?. He also shows situations where less extreme irreversibility leads to
different results according to the kind of models used for the analysis. Here, an
alternative version to Epstein’s framework is used to show that, in what concerns a
farmer’s decision to convert agricultural land into wetlands, there is no need for
the decision to be irreversible to discourage the investment. This would suggest
the need for greater incentives for the farmer to restore wetlands than what is the
case when no new information is expected, even in the absence of irreversibility.

1l.1.  The case without new forthcoming information

In this case, the farmer decides at the beginning of the first period how much land
she will convert into wetlands in both periods, i.e., she decides about AlW (total
area converted into wetlands by the end of period 1) and A2W (total area converted
into wetlands by the end of period 2)"*.

The farmer’s maximization problem is:

12 See p. 270.

13 See the notation. While AIW represents both the total area converted into wetlands
period 1 and the total area converted into wetlands by the end of period 1, A2
reprﬁ/sentsyyw total area converted into wetlands by the end of period 2, which means that
(4, - Al ) is the amount of land converted into wetlands in period 2.
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Max EU() = E{ [U(x (p = 4]y +s,a! =" (D} (g

+ AU (ot = AV Y+ 5,47 —CF (A¥ 4] ),

where:

7T refers to profits, the superscript denoting agriculture (A) or wetland (W)
area, the subscript denoting the time period (1 or 2)

p and s are agricultural prices and subsidies, the subscript denoting the time
period (1 or 2)

is the cost function associated with the conversion of land into wetland,

which depends on the amount of land converted, A4 , the superscript W denoting
wetland area, the subscript denoting the time period (1 or 2)

[ is the discount rate.

The discount factor /7 does not affect the main results of the model. Therefore, it
can be removed or assumed to be equal to 1. The first-order conditions are, then:

w

' _ _dCl _ '
E{U (”1)|: DS ts dA1W:| pU(7,)

oc”
w

f=0 (15
oA]

ocY
' _ _Y _0- (16)
E{U (7[2){ DPofyt s, aA;y} } 0

Two different cost functions are used: one for the first period, only depending on
the area the farmer decides to convert into wetlands in that period (CIW (AIW ));
and another (C 2W (AlW , AZW )) depending on both the area converted in the first
period (AIW) and the total wetland area at the end of the second period (AzW ).

As previously mentioned, in this formulation, the total area converted in the
second period is equal to the difference A) - A" =AA" . We assume the cost
function to be of the type C) =C) (4,4} )=y(4) — 4 ). This means that
the larger is the difference between the wetland areas in both periods, the greater is
the cost the farmer will have to bear.

For such a cost function, the marginal costs would be equal to

ac” acy

= 2p(4Y - 4"y and =2y(A4) — 4>
6A1W 7/(2 1) 6A2W 7/(2 1)
and their derivatives would be equal to
o’cy o*cy
P
04, 04,
rcr el

o4) 04y  o4) o4
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This means that, depending on the relative sizes of AIW and A;V , the marginal
cost of increasing the wetland area in the first or the second period would have the
following signs:

acW w
I > 47 =2 <o and 9
1 2

0-

w
if 4V <4’ :%>0 and
1 2

ocy
T

The shape of the cost function is extremely important in this model, because it
contains the idea of both a cost of constructing wetlands and a cost of undoing
previously constructed wetlands. It is this idea that will lead us to the main result
of the model.

11.2.  When new information is forthcoming

The problem becomes different when the farmer knows that new information will
be available at the end of the first period. The farmer only chooses A" at the
beginning of the first period, leaving the decision about 4 to be taken on the
basis of the new information (which could be about agricultural prices or any other
new information relevant for the decision).

To solve the problem, the starting point is the farmer’s decision about how much
wetland to have in the second period (AZW ), taking what was already converted in
the first period ( AIW ) as given.

The farmer then solves the following maximization problem:
MU (p = A ) +5,47 = Cl (A )|+ EMa{U (" (p, 1 = AV ) + 5,47 —CY (Al 40|
4 Ay

(17

The first-order condition for the second period is

ocY
U — -2 |=0. 18
(”2){ Pofats, aAW:| (18)

2

Assuming that U'(z,) # 0, then

ocy ocY
- +5, — =0=>+s, =+ .
DSy + 8, 6A2W 2 290 aAzW
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The subsidy must, thus, compensate for the loss in productivity due to the
reduction in the agricultural area, plus the cost of increasing or restoring the
wetland area.

From this condition, the expression for 94, s calculated to see how the decision
o4

(already) made in the first period affects the amount of wetland constructed in the

second period.

Taking the condition for solving the maximization problem in the second period
and using the implicit function theorem, we have:

acy
- +5, ——— =0
|: 1298 2 5A2W:|

0C; _ Gy (47, 47 (4)

o4y oAy

GCZW(AIW’AZW(ATV))}EO.

|:_p2fA(A2W(A1W))+Sz - aAZW

Deriving it with respect to AIW , we get:
ocy

oAy _ ey acy ol
e Y L VI Y 1

oAY orcy o’cy o4
1299 2W A . W i —==0
04, 04, 04, 6A2W 04,

We then obtain the following expression:

orcy
oar  oaloal - (19
oA” - 2:CY”
: Da-San _Ti
04,
2 W
where _9"C a'C, and £, <0
WA AW ! >0 A4
04, 04, o04Y
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Therefore, the expression in (19) is positive.

The intuition behind this is that, as long as the cost increases when there is an
increase in the difference between the areas, when the farmer converts one
additional unit of area in the period 1, she will also be interested in increasing the
total area converted in period 2 by the same amount, in order to avoid an increase
in costs.

The difference between the two problems is that, without new information, the
farmer solves the following maximization problem by observing the two first-
order conditions:

Max EU|z" (p,, 41 ) + 5,47 =C! (A)|+[UG" (ps, A7) 45,47 —CF (A", 42 )]} (20)

A A
w
oc, }:0 1)

ac! C
od”

da”

E{U’(ﬂ-l)|:_p1fA+Sl_ }_U'(”z)

E{U’(ﬂz )[— Pafi+5, - %if }} =0, (22)

2

while, with new forthcoming information, the new problem and the first-order
conditions are:

MU (0,047 5, A" =€ A EMU G (0= 5,4 =2 (a7 D))

w1
4

(23)

' dcy ' acy \edy  ocy
U(”1)|:_p1fA +s5 - dA:W ]"E{U (”2){(‘pzf/1 +s, — aAEV J@AIZW - aAFV :|}:0

(24)

w

U'(”2)|:_ PS5, — zj;, :|=0~ (25)

2

As can be observed, in the first case the agent maximiges over two periods without
receiving any new information, which means that 41 is chosen on basis of the
expected values of U (77) for both periods.
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In the case with new information, the maximizer AIW is chosen on basis of the

expected value of U(x)for the first period, plus the expected value of the

function @, defined as
0= Max|U(x" (pd = A) +5,4) €)' (4 A1)
A;V]

The question that remains to be answered is about the size ¢ g,f AIW in both cases.
Is A]" larger when there is no forthcoming information ( 41 ) or when there is
forthcoming information (AIW )? In which of the cases would the farmer convert
more land into wetland in the first period?

The answer to this question depends on the cost curve C) =CY (4, A)).
Here, as before, there are two different cases to analyze.

The first case is when the wetland area by the end of the second period is larger

than that which was converted in the first period.

w 2 W 2 W

In this case, 42" >A1W:>&>0;5C2W<0;8C2 50:96
o4y o4 oAy g 04" 04)

In the second case, the total area converted into wetland by the end of the second
period is smaller than the area converted in the first period. This means that the
farmer regretted her previous decision and now decides to “undo” part of the
constructed wetlands. In this case,

ocy ocy 207 2y
AV <4l =2 <0 and—;>0;%>o;%<
o4’ 04! o odrod!
2

The importance of this difference relates to the fact that, with the possibility of the
farmer receiving new information later in time, the uncertainty about how much
land to convert into wetland combined with the cost of deconstructing the
wetlands already restored may lead the farmer to postpone her decision until more
information is available.

Proposition  If there are two possible situations, one that is more informative
than the other, if the function ¢ is concave in 4/ and if the marginal cost

aCZW(ApAz(Appj)
o4,

function

is concave with respect to p
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the area of agricultural land converted into wetland will be greater in the case of
no information than in the case of forthcoming information'.

Proof: see Appendix C

The farmer would convert more land into wetlands in case of no information than
in the case when new information arrives. This is the case because the information
we are referring to concerns market prices for agricultural output. Because of the
concavity of the cost function with respect to prices, the expected cost of land
conversion will always be smaller than the real cost. No information would then
lead to greater conversion.

More forthcoming information leads to less development in the first period, even
in this case where there is no irreversibility. If there is a cost for reversing the
previous investment, then it will always be better for the farmer to postpone the
investment decision. From a normative point of view, the subsidy for wetland
creation should be higher (other things equal) in order to consider this aspect, even
when the land conversion decision does not involve irreversibility.

I1I1. Exploring possible policy implications

In the static approach first discussed, the conversion from a productive agricultural
area into a restored wetland area might be the result of the behavior of a risk
averse agent trying to diversify her investments to reduce uncertainty. We
discussed two possibilities.

The first possibility is that of a certain subsidy. In this case, it is rational for the
risk averse agent to take B", instead of facing the uncertainty of E(B"), even if the
benefits from wetland restoration (B") are not greater than the expected benefits
from the agricultural activity (E(B")), as long as B" is greater than the certainty
equivalent benefit from agriculture (B*,).

Another possibility is that of uncertainty in both crop prices ( p ) and subsidy (5 ).
In this case, both p and s are random variables and their covariance would have
to be negative for the wetland restoration to reduce the farmer’s profit variability.
If that is the case (negative covariance), conversion could be a rational choice by
the risk averse farmer willing to reduce the uncertainty (variance) in profits. In this
case, instead of the design of a direct subsidy as an incentive to restore wetlands, it
could be more interesting to have an indirect incentive linking income stabilization
and wetland restoration to ‘“create” the negative covariance through the
governmental policy.

' We assume more information to always be better in the case of one decision maker. This
might be different in the case of a non-cooperative game or in the case of strategic
interactions.
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In this context, the uncertainty in crop prices “helps” the decision to restore
wetlands, even when no risk aversion is considered. If this is the case, and if there
is an objective of increasing the area dedicated to wetlands at the least cost, it
might be interesting to further explore the connection between agricultural prices
and subsidies and incentives to wetland restoration. By providing agricultural
subsidies to guarantee a minimum income for farmers, public policy could be
creating a false price certainty that might prevent farmers from converting
agricultural land into other more “environmentally friendly” uses."’

If agricultural subsidies contribute to decrease uncertainty in crop prices, they also
make it necessary for the government to give higher subsidies to wetland
restoration. If this were the case, a better coordination of both policies would make
it less costly to get more areas in wetlands and simultaneously give farmers the
required income security.

In the framework of the model in section 1.3, and assuming risk neutrality, the
agent would now instead avoid taking the decision to convert agricultural land into
wetlands, because of the assumptions of irreversibility in the investment in
wetlands and the possibility of receiving new information to feed the decision-
making process. The irreversibility now implies that the farmer requires an extra
premium payment to decide on conversion as a first move. This “premium”
corresponds to the value of the information, i.e., the difference between the
expected value of the benefits from the agricultural activity without information
and those benefits when information is forthcoming.

In section II, the approach attempts to integrate the ideas presented in section I in a
simple model of behavior under uncertainty with different information availability
for the decision. It illustrates the potential connections between uncertainty in crop
prices and decisions involving a cost for reversing the decision. It is shown that
even when the decision to restore wetlands is not irreversible, the rational farmer
will invest less in land conversion as a first step when there is uncertainty and with
the possibility of receiving more information in the future. As long as the
reversibility of the decision involves some cost, the farmer will avoid creating
wetlands. The conclusion is that to obtain more wetland restoration, the policy
maker should consider these results and design an incentive mechanism taking
uncertainty and information for the decision into consideration.

' The European Common Agricultural Policy (CAP) has changed, in some senses, from
being an incentive for production into representing a fixed income per cultivated area. To
which point this policy counteracts other environmental friendly incentives might be the
objective of a more empirical paper to test the hypothesis.
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Appendix A - Why wetlands?

Wetlands are important as nutrient sinks and also because of other ecosystem
services they provide. This is a motivation for public policies encouraging wetland
construction and restoration. This section presents a brief description of wetlands
as ecosystems and the Swedish policies designed to protect and increase wetlands.

Al.1 Wetland ecosystems'®

Wetlands are important ecosystems corresponding to 6% of the land surface on
Earth. They can be found in all continents except Antarctica and, even though they
can be as diverse as the tundra in cool regions and the mangrove forests in tropical
areas, they consist of three basic features: a) the presence of shallow water or
saturated soil; b) unique soil conditions not found elsewhere; c) the presence of
vegetation adapted to wet conditions and the absence of flooding-intolerant
vegetation.

In Sweden, they consist of 20% of the country’s total land area, totalizing some 93
thousand square kilometers. Even though this is a significant area corresponding
to three times the area of a country like Belgium, Swedish wetlands have been
destroyed by different human activities throughout the last few decades.
According to the Swedish Environmental Protection Agency, over 15,000 km® of
wetlands have been drained through forestry."”

The importance of wetland ecosystems relates to the goods and services they
provide. A large number of animals, birds, fish, and shellfish depend on wetlands
during the whole or part of their life cycle. Some wetlands also provide timber and
fibers. In terms of ecosystem services, wetlands provide water storage and
filtration, improving water quality and mitigating the effects of floods.

The fact that wetlands are often transition zones between uplands and deepwater
aquatic systems makes them function as organic exporters or inorganic nutrient
sinks. Wetlands have important roles to play in the global cycles of nitrogen,
sulfur, methane, and carbon dioxide. It is exactly this last feature that makes them
so interesting for our research. Since they work as filters between the land and the
sea, wetlands have been identified as a cost effective way of abating pollution
from agricultural and other human activities'®.

In fact, according to Mitsch and Gosselink, mineral cycles can have wide
variations between wetlands, depending on how open the system is or how fast the
surface water is replaced. But “even in a system as open as a salt marsh that is

'6 Most of this section is based on Mitsch and Gosselink (1993).

17 www.internat.environ.se/documents/nature/nacatego/wetlands/wetlands.htm  (Swedish
EPA homepage).

'8 See, for example, Gren (1995) and Gren, Turner and Wulff (2000), and Ribaudo et al.
(2001).
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flooded daily, about 80 percent of the nitrogen used by vegetation during a year is
recycled from mineralized organic material” '°.

In this section of the paper, we attempt to present some basic notions of ecology of
wetlands and discuss their benefits and costs and their role as a final nutrient
disposal technology.

Hydrology of wetlands

One of the most important factors characterizing a wetland is the water inflow and
outflow, the so-called water budget. Inflows include precipitation, flooding rivers,
groundwater, surface flows and tides (in case of coastal wetlands). Hydrologic
conditions in a wetland also include the surface contours of the landscape and the
geological conditions, and they affect the nutrient availability, the species
composition, the abundance of biota, in other words, the whole structure and
functioning of the system. Biotic factors, in turn, such as vegetation or animals,
can also affect the hydrology of a wetland.

Every wetland is characterized by a hydroperiod, a “seasonal pattern of the water
level, like a hydrologic signature of each wetland type”.”> A wetland can be tidal
or non-tidal, and be permanently flooded or not, throughout the hours of the day
(tides) or the months and years. This variable amount of water in a wetland
depends on the precipitation, the surface and groundwater inflows and outflows,
the evapotranspiration, and the tides.

Biogeochemical cycles

Through water inflows and atmospheric depositions, wetlands receive nutrients,
whose transformation and availability to the vegetation are also affected by the
hydroperiod of the wetland. Transformations of nitrogen, phosphorus, sulfur, and
other minerals take place in wetland ecosystems. Nitrogen from the atmosphere
can be fixed by some plants and microorganisms and converted into organic form.
Through denitrification, a process occurring in wetlands, the excess of nitrogen in
the water inflow can once more be transformed into atmospheric nitrogen which is
an important contribution from wetlands to the nitrogen cycle. Nitrogen is also
retained in wetlands by sedimentation and through its absorption by the
vegetation. In the case of phosphorus, its retention in litter and peat or in the
sediments “is considered one of the most important attributes of natural and

constructed wetlands”.?!

Even though wetlands have been identified as nitrogen and phosphorus sinks, not
all wetlands are nutrient sinks and the patterns of capture, storage, and release of
nutrients vary across wetlands, seasons, and years. Some uncertainty remains
about the actual amount of nutrients that a wetland is able to retain.”” In fact, a
wetland can be a source, a sink, or a transformer of chemicals, not only depending
on its type and hydrologic conditions, but also on the length of time and the

' Mitsch and Gosselink (1993), p. 205, citing Delaune and Patrick, 1979.
2 Mitsch and Gosselink (1993), p. 72.

2! Mitsch and Gosselink (1993), p. 140.

2 See, for example, Arheimer and Wittgren (2002).
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amount of chemical loadings to which the system has been subjected. Permanent
heavy loads of chemicals can be unsustainable, since a wetland can become
saturated. This is more likely to occur in the case of phosphorus than in the case of
nitrogen. As previously pointed out, under certain conditions, nitrogen can be
transformed into atmospheric N, through denitrification. But in what concerns the
phosphorus, it is either accumulated in a wetland and retained by the sediment and
the soil or there may be leakages in case of heavy chronic loads.”

Biodiversity

As Mitsch and Gosselink (1993) and Folke and Jansson (2000) remind us,
wetlands are multifunctional in the sense that they provide several environmental
goods and services at the same time.

Besides the already mentioned nutrient abatement function and the buffering of
water, wetlands support biological diversity. At the same time, the different plants
and animal groups found in a wetland ecosystem shape the functions and structure
of the system. From mammals to reptiles, different kinds of birds, fish and
shellfish, a wide range of animals depend on wetland ecosystems. Plant diversity
is also important, with many wetlands providing timber and other vegetation
harvest.

One of the problems related to wetlands is mosquitoes. Due to the hydrological
conditions, wetlands are potential mosquito breeding sites (particularly in the
summer season, since mosquito production diminishes during the cool season).
Even though they are also part of the food chain and important for the biodiversity
preservation, in tropical areas mosquitoes are associated with disease transmission
to humans and other nuisances.

Restored or Created Wetlands

There are different reasons for the restoration or creation of wetlands, from the
enhancement of wildlife to water treatment or flood control. Moreover, the
destruction of wetlands throughout the years has stimulated the establishment of
public policies to mitigate the loss of these ecosystems through the restoration of
previously destroyed wetlands or simply the creation of new ones®.

According to Mitsch and Gosselink, the creation and restoration of wetlands has
been successful in many cases, but there are also examples of failure, mainly
because of hydrologic factors. The uncertainty related to the functioning of a
wetland seems to increase in the case of created ones. Construction and
maintenance costs depend on each case and are also difficult to determine.

In some cases, “wetlands mitigation policies”, i.e., policies to foster the creation of
wetlands in compensation for their destruction elsewhere, fail because it is
relatively easy to restore or construct wetlands of low functional quality. The
location factor is important because a wetland restored in an area may not provide
the same services as another wetland in another area®.

2 Leonardson (1994).
2 See, for example, the “no net loss” policy in the US (Heimlich (1994)).
2 Bockstael and Irwin (2000).
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Al.2. Wetlands in environmental policy making in Sweden

As expressed by Roseveare, “the Swedish approach to policy-making in general
could be characterized as a process of study, consultation and collective decision-
making, followed by decentralized implementation”.”® In what concerns
environmental policy making, the main governmental agencies and institutions
involved are the following: the Parliament, the Ministry of the Environment
(coordination responsibility, 13 agencies for the implementation of policies,
including the Environmental Protection Agency), the Ministry of Finance, the
Ministry of Agriculture, the Ministry of Industry, Employment and
Communications, the Swedish Environmental Advisory Council, and Local
Authorities (Local Investment Programmes).

The Parliament is the government agency responsible for establishing the
environmental goals for Swedish society. Currently, 16 environmental quality
objectives guide the governmental action’’, two of which, named “Zero
Eutrophication” and “Thriving Wetlands”, are of direct concern in this paper.

Incentives to wetland creation in Sweden

Since 1989, there has existed some policy mechanism in Sweden to give
incentives to farmers to create wetlands™. From 1989 until 1992, the main policy
instrument was the NYLA®, a voluntary mechanism giving a lump-sum
compensation for farmers who created an approved wetland. Since then,
“Omstillning 90” (the Conversion 90) has been introduced, with a larger budget,
to give incentives to farmers to reduce their arable land area, either through
wetlands creation or the conversion of agricultural land into forestry or energy
crops areas.

Since 1995, when Sweden joined the European Union (EU) and adopted the
Common Agricultural Policy (CAP), a new policy has been implemented, in
accordance with EU principles. The new environmental subsidy then created (so-
called “miljostdd”) consisted of a contract with a twenty-year duration. During
that period, the farmer who created a wetland was entitled to receive SEK 4,800
per hectare per year during the first five years of the contract, and then SEK 2,500
for the rest of the twenty-year period. In addition, the farmer could apply for
another SEK 1,000 for maintenance.

More recently (2000), some new changes have been made to the subsidy policy.
The new subsidy varies according to the region where the wetland is to be
constructed. From 50 to 90% of the construction cost are covered; there is a

26 Roseveare (2001), p. 5

%" Swedish Environmental Protection Agency, http:/www.naturvardsverket.se/

% For an overview of Swedish policies for wetland creation, see Lindahl (1998a) and
(1998b), whose articles constitute sources for this section.

% From the Swedish “nya inslag i landscapet”, i.e. new features in the landscape.
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payment of SEK 800 per hectare for maintenance and management costs; and, the
farmer receives a per hectare annual compensation for production loss.*

Appendix B - Risk Premium and Risk Aversion

U

U(E(7))

EU(7))

A

7715 7. E(m) o,

7T, is the certainty equivalent of the profits and, as shown in the figure, it gives
the same utility as the expected utility of profits. The question here is to find out
what is 1, the risk premium the farmer is willing to pay for avoiding the
uncertainty in profits, and how it relates to the degree of risk aversion of the agent.

Through a first-order approximation for the utility of the certainty equivalent
profits

U(r,)=EU(7))

Ur,)=U(E(z)—r)=EU (7))

U(r,) 2U(E(7))+U'(E(7))(7, — E(7))
U(r,)=U(EM)+U'(E(r)).—r

U(r,) 2U(E(7)-U'(E(7)).r

and a second-order approximation of the expected utility around the mean 7

3% According to Henrik Scharin (personal communication), the compensation amounts to
SEK 3,000 in the Milar region.
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EU@)=U@)+pU'@).(7 =7) + (1= p)U'(7)-(7, = 7) +

@ - + 0 p U@ 77 )
= UG+ U p (7, -7+ (= p)ms ~ T+ UM OEE -7,
EU(n)zU(7)+ %U"(ﬁ)Var(iz),

and taking into consideration the equality between U(xz,) = E(U(7)), it is shown
that

U(E(r)) - U'(E(x)).r =U(%) + %U”(E)Var(ﬁ)

-U'(E(7)).r= %U"(E)Var(ﬂ)

__l U”(ﬁ)
2 U'(n)

Var(r).

Since the Arrow-Pratt absolute risk aversion coefficient is defined as

__U'(n)

r, ,
U'(7)

the risk premium, or the difference between the expected return and the certainty
equivalent profit is

1
r= E.rA Var(r)
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Appendix C — Proving the Proposition

Step 1 —Showing under which conditions the function @ is concave in A"

From the farmer’s maximization problem in (23), let us use ¢, the value function

the farmer must maximize in the second period:

(/7(A1W):A{ﬁ,lx(p2f(A2W)+SzAzW _CZW(A1WaA2W))' (26)

From the first-order condition in (25), we know that
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If the area converted into wetland by the end of the second period is a function of
the area converted in the first period, then 4 = A} (A,") and at the optimum

acy (ar, 4 4))
oA

_pzfA(AzW(A1W))+Sz =0.

Our function ¢ then becomes:
o) = p A (A1) + 5, (4] ()= € (a 4) (4]).
By the envelope theorem, the first derivative is equal to:
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The second derivative is
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For function ¢ to be concave in AIW, the whole expression in (27) must be
negative, which means that the expression
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should be greater than zero. If p,.f,, were equal to zero, the expression
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would be equal to —1. For any other value of p,.f,,,
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In other words, if
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the function o is concave in A1W . This condition is fulfilled if

orcy orcy
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i.e., if the determinant of the Hessian matrix of the cost function is positive.

Step 2 — Analyzing the relationship between the two maximization
problems and comparing A; in both cases

The main difference between the two maximization problems in (20) and (23) lies
in the information aspect. In the first case, it is assumed that the farmer has no
information whatsoever to feed the decision-making, i.e., the decision about
converting agricultural productive land into wetlands is only taken on basis of
expected values of the relevant variables. In the second case, information is
available for the decision in the second period.

The maximization problem now becomes ¥ and the probability vector @ of
states of the uncertain variable p is included in the analysis.

l//(AlW’a)):ngzij(AlW,AgVapj)awi Zoaza}i :l '
A ;

Information is here understood as a situation where a given signal ) brings
information on the behavior of the random variable, p. With perfect
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information, the farmer knows for sure, with probability P=1, what value the
random variable will assume, i.e.,

P(p=p,-|y=y,-) =1 ifis

P(p:pl_ y:yj):() lfli_]

For our purposes, @ is more informative than @' if it gives perfect information
in the second period, while @' does not give this information.”'

The farmer is in a better situation with rather than without information, i.e.,
w(A" ,0)> w(4",0"),if @ is more informative than '. The intuition is that
without information, the farmer takes the decision by optimizing the expected
value of the value function

p'(4) o) = MaxZo, U 47 p))r

while with information, the decision is taken through an average over possible
optimal values

w4, 0)=2o, MaxU(A A p))

with @, ; representing the spec1ﬁc probablhtles attached to different prices p .. Iz
is then clear that (4, ,@)>y' (4] ,@").

1) In the no information case
V/'(Alwaw') = %aqujU(AIW,A;V,pj)

U=pfA)+s4” =Cl(A") + MaxZr,(p, f(4) +s4, = C (4", 4))

=pfU)+s4" —C'(4")+Zr,(p, (A4 (A ) +54 (A -C (4", 4 (4))

oy ! ocy o4l ocYy
= +5— +2r, Sy S, — - =
Y R YA Kp YT Py AT
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ii) with forthcoming information (perfect information case)

’//(Alwaw) = qu' AlA?xU(AIW > AZW ’pj)
V(@)= MaxSr, MaxU(4? .42 p))

61//(A1W,a)) _ aU(AlwaA;V(AlWapj)apj)
o4 oA

dl//(AIW,CO) _ aU(A1W>A2W,pj) n aU(A1WaA;V>pj) 8A2W
dA” 04" o4” o4

UM A p)
oA”

Since

is a first-order condition for the utility maximization in the second period:

8(//(A1W . a)) _ aU(Alw B A2W s p,)
04" o4,

U=pf4")+s4" =C(A")+Zr, Maxp, f(4)) +s4) = Cy (47, 4)))

v dc’ oc \oAy (4! .p)) acy
Py +5— +27; +5, — _
o4” P f A" i P fats, A" A" oA
_of b 90T s, 0Cy (4", 47 (4" .p))

! dA!" ! o4/

The difference between the two first-order conditions is:



8(// _ al//' ——Z .aCzW(Alw’AZW(AlW’pj))_'_

ocy (A, AY))
= r y, ————=
o4 o4 ! oA !

2z
04"

5, acy (4,4 (4, p,)) . aCy AV, AV (A", p) _
! oAl oA!”

What is needed now is to know which one is greater.

To establish the inequality (between

w w w w —
. 0C, (A, 4, (A7, p)) . aC) (4,47 (4], p) ),

x
’ oA, o4/

the marginal cost function and its behavior in relation to the price variable are
analyzed in what follows:

0 0 (A 4y 4 p)) o'y o)
p; o4, 04, 04y op,

2
22 0Cy (A A (A p) o) o4y dc) (o))
op; o4/ od"o4) op; a4 eal” \ Op,

o4y
p,

Since

orcy _o. ¢t

g <0 ———<0, and
04, 04, o4/ oA)

2
J > (), it is now necessary to
. . aZAW
check the sign of the expression 2 .
op?
From the condition for optimization in the second period,
P4 (A7) +54) (4]7)—CY (A", 4) (4] )=0, we can get the relationship
between A) and prices p ; sothat:

GCZW w Woow
pij+s_8AW =0=> 4, =4, (4 ’pj)'
2

Deriving the previous expression with respect to p gives:
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oAy o*cl oAl o*cy o4l
+ - =f,+ - =0-
Su+ Df s ap 8A;V2 op fa Pf aa A2W2 op
| ¢y !
Since f 4> pf 44 and — are negative, must be smaller than zero
o4y op

for the previous equation to hold.

The second derivative with respectto p gives:

oA oAY oAY 0r4AY  orcl o*4r
fAA72+fAA 2 + 0f s : + 2f s 22 - 22 22 =0-
op & ap - o4y b

2 W
Since the first three terms of the previous expression are positive, "4, should
op?

be positive for the expression to hold.

8 0C) (4, 4y (4", p))
apj. oA!”

These lead to the conclusion that < » Which means

aCZW (AIW ’ A;V (AIW s pj)

that the marginal cost function
oAl

is concave with respect

to p . If this is the case, then going back to the difference between LV:V and
04,

oy , it is concluded that it is negative, which means that in the case of perfect
o4,

information, AIW is smaller than AIW'.
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