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Abstract 
 

This paper analyzes the optimal policy choice for the conservation of privately owned open 
space when future land cover types are uncertain.  Policymakers must use land use policies to 
make conservation decisions under uncertainty over the social benefits of future vegetation, due 
to the uncertain effects of climate change on suitable habitat ranges.  If policymakers fail to 
account for future information gains when designing land use policies, expected social welfare 
may not be maximized.  To examine this situation, I consider three policy instruments: urban 
growth boundaries (UGB), location-independent development fees (LIF), and location-dependent 
development fees (LDF).  I analyze them in a spatial-dynamic model in which climate change is 
treated as a land use externality with an uncertain future value.  I derive the privately and socially 
optimal land allocations under open-loop and closed-loop control.  By comparing the privately 
and socially optimal land allocations for each control problem, I identify the optimal trajectory of 
each instrument over time.  Results depend on whether or not there is a cumulative externality 
from urban development.  When no cumulative externality exists, welfare-maximizing UGB and 
LIF depend on the control problem.  In contrast, LDF are identical in expectation across the two 
control problems.  As a consequence, LDF are the first best policy when landowners do and 
policymakers do not anticipate (or cannot respond to) the future availability of climatic 
information.  When a cumulative externality exists, none of the policies are robust to the type of 
control problem, including LDF, and only UGB are time consistent.  Therefore, UGB are the 
first best policy when policymakers anticipate future climatic information and there is a 
cumulative externality.  This work implies that conservation programs should amend current 
methods for ranking conservation choices to account for future ecosystem movement, and return 
lands to other uses if climate change causes conservation goals to not be achieved. 
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Optimal Preservation of Agricultural and Environmental Land within a 
Municipality under Irreversibility and Uncertainty 

 
I. Introduction 

Many vegetation types are currently under threat from agricultural and residential development 

and the potential effects of climate change.  Scientists predict that many vegetation types will 

shrink and shift in extent due to global warming (Kueppers et al., 2005; Hannah et al., 2008).  

However, the predicted future locations of these vegetation types vary depending on the climate 

model, the future scenario, and the species distribution model.  As a result, policymakers must 

make conservation decisions under substantial scientific uncertainty.  Because in many areas 

certain vegetation types are primarily privately owned and states do not always have regulatory 

authority over the removal of non-commercial plant species (WCB, 2007; Ineich, 2007), it falls 

to local governments to adjust existing land use policies to account for the uncertainty 

surrounding any benefits from privately owned open space not obtained by the landowner, such 

as amenity benefits obtained by nearby residents (Ineich, 2007; Campos-Palacin et al., 2002). 

The primary objective of this research is to show how uncertainty over future amenities 

affects a local government’s social welfare-maximizing land use policies.  I develop a spatial-

dynamic model in order to analyze three alternative land use policies: urban growth boundaries 

(UGBs), location-independent development fees (LIFs), and location-dependent development 

fees (LDFs).  A modified open-city model, which consists of a municipality and its “sphere of 

influence,” represents the spatial component of the problem.  Two time periods, uncertainty, and 

irreversibility, represents the dynamic components.  Using this model, I derive the privately and 

socially optimal land allocations under open-loop and closed-loop control assumptions.  In the 

open-loop control problem, policymakers cannot or do not respond to new information, while in 

a closed-loop control problem they can.  By comparing the privately and socially optimal land 
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allocations in each control problem, I identify the optimal trajectory of each policy instrument 

over time.  By comparing the socially optimal land allocations in the two control problems, I 

identify the value of information that policymakers can obtain by responding to new information. 

In the context of privately owned open space, the closed-loop control problem represents 

informational conditions in the real world: policymakers and other economic agents will learn 

over time about the effects of climate change on vegetation types and the value of their non-

market services.  The open-loop control problem represents the certainty-equivalent problem in 

which policymakers cannot or do not respond to new information.  The reduction of the existing 

uncertainty over the effects of climate change on vegetation over time, and the irreversibility of 

urban development result in an additional conservation value, known as option value.  If, as 

many observers believe, current land use policies do not take the potential effects of climate 

change on vegetation into account, then an implication of my analysis is that existing land-use 

policies should be adjusted to preserve more open space than they aim to achieve in the absence 

of this consideration. 

I obtain four major results.  First, the socially optimal land use policies prevent more 

development in the first period under closed-loop control than under open-loop control when 

there is no cumulative environmental externality from urban development and the marginal 

external cost of development increases in the amount of urban land at a non-decreasing rate.  

Second, the socially optimal UGBs and LIFs differ between the two control problems; both 

socially optimal open-loop policies under-conserve privately owned open space relative to the 

corresponding socially optimal closed-loop policies when there is no cumulative environmental 

externality from development.  Third, the socially optimal LDFs are the same at each location for 

the two control problems when there is no cumulative environmental externality from 
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development.  Because many policymakers ignore the uncertainty over future open space 

amenities and uncertainty is likely to decline gradually and at an unknown rate, this indicates that 

LDFs are likely to be a better suited policy for ensuring a socially optimal level of open space 

conservation when there is no cumulative environmental externality from development.  For 

example, LDFs achieve the socially optimal land use allocation when there is no cumulative 

environmental externality from development and the policymaker gains unexpected information 

about the effect of climate change after making her first period land use decision, i.e. an open-

loop feedback control problem, while UGBs under-conserve open space.  Last, when there is a 

cumulative environmental externality from development, under some conditions the socially 

optimal land use policies continue to prevent more open space development in the first period 

under closed-loop control than under open-loop control.  However, the socially optimal LDFs are 

no longer independent of the type of control problem and, of the three policies analyzed in this 

paper, only the socially optimal UGBs are time consistent. 

These results apply to any spatial-temporal problem in which private landowners choose 

between land uses that produce externalities with uncertain future values and irreversible land 

uses.  The results extend to all local conservation programs, including agricultural preservation 

programs, which aim to preserve particular land-uses on private lands with uncertain future 

social values due to the potential effects of climate change, disease, and/or regeneration 

problems.  The results also apply to the discouragement of land-uses that produce negative 

externalities.  For instance, policymakers who aim to reduce mining by replacing it with 

residential development or permanent nature reserves may restrict this activity excessively if 

they do not take into account uncertainty regarding the creation and use of future alternative 

technologies. 
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The paper is structured as follows.  Section II reviews the key literature.  Section III 

introduces the general model.  Section IV specifies the various landlord and social planner 

problems that are to be solved.  Section V derives the conditions defining equilibrium for each of 

these problems.  Section VI derives the sufficient conditions for a unique global maximum for 

each of these problems.  Section VII derives the key results of the paper and discusses their 

implication.  Section VIII concludes with a discussion of the greater implications of these results 

and the direction of future work. 

II. Literature Review 

To the author’s knowledge, no previous work has addressed how a local government’s social 

welfare-maximizing land use policies are affected by uncertainty over future amenities.  Three 

strands of literature form a sound starting point: farmland preservation, non-market valuation, 

and irreversible investment.  Beginning with Gardner (1977), the agricultural preservation 

literature has recognized that open space, environmental amenities and other rural amenities 

provided by farmland are public goods, and thus constitute an argument for agricultural 

preservation.  The non-market valuation literature provides empirical justification for extending 

this public support to other privately owned ecosystems.  However, the agricultural preservation 

literature and the non-market valuation studies fail to capture the full benefit of conservation due 

to their implicit assumption that the benefits of conservation are known.  The irreversible 

investment literature addresses this shortcoming by developing the modeling framework for 

irreversible decision making under uncertainty, upon which this paper will expand. 

In practice, the non-market benefits of privately owned open space are often uncertain.  This 

uncertainty arises from various sources, as noted earlier.  Such uncertainty may decrease over 

time, for example, as scientists learn more about the regional effects of global climate change.   



5 
 

Because learning allows decision makers to make more informed decisions, there is a value 

to this information conditional on preservation.  This value is known as Dixit-Pindyck (D-P) 

option value in discrete development problems, or quasi-option value when in addition there is 

no cost to development; quasi-option value is equivalent to the optimal development tax 

necessary to induce the socially optimal discrete development decision if a social welfare 

maximizing policymaker ignores the reduction over time of the uncertainty surrounding the net 

benefits to preservation (Arrow and Fisher 1976).  In continuous development problems, these 

option values do not exist, although there is still a value of information conditional on the first 

period land use decision (Hanemann 1989).  Unlike discrete development problems, the 

irreversibility effect, which in my context corresponds to first period development declining as 

more information becomes available in the future, does not always hold (Epstein 1980).  Epstein 

(1980), Ulph and Ulph (1997) and Freixas and Laffont (1984) define sufficient conditions for the 

irreversibility effect to hold in two-period development problems.   

A landowner does not fully account for her land’s amenity value or the corresponding value 

of information that arises from preserving open space when making her land use decision due to 

the public good nature of open space amenities.  As a consequence, I define two values of 

information in this paper: the social value of information and the private value of information.  

The social value of information is the value of information that arises in the closed-loop Pareto 

efficient equilibrium, while the private value of information is the value of information that 

arises in the closed-loop competitive equilibrium.  Because information has no value in open-

loop problems, the social (private) value of information is calculated as the difference between 

the total value of welfare in the closed-loop and open-loop Pareto efficient (competitive) 

equilibria (Hanemann, 1989).  The private value of information is the portion of the social value 
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of information that landlords as a group take into account when making their land use decisions.  

Because the public good nature of some amenities implies that the private and social values of 

information may differ if the irreversibility effect holds, social welfare-maximizing land use 

policies must account for any such difference. 

The irreversible development literature focuses on public lands.  As a consequence, the effect 

of uncertainty on irreversible private land-use decisions and the land use policies that regulate 

these decisions has not been explored.  Nor has the irreversible investment framework been 

integrated into a continuous spatial model, such as the Muth-Mills model.  My paper fills these 

two niches by integrating the irreversible investment decision making framework into an open-

city model to explore the effects of uncertainty on social welfare maximizing land-use policies. 

The most similar works in the literature are Albers (1996) and Albers and Robison (2007).  

These papers integrate the irreversible investment framework into a discrete spatial model in 

order to explore temporal-spatial aspects of park management.  As in the case here, these papers: 

use a spatial-temporal land-use choice model, include irreversibility and land use externalities 

with uncertain future values, address two types of government represented by open-loop and 

closed-loop control, and assume that property size is fixed and that each property has two 

adjacent properties.  The primary difference between this analysis and Albers (1996) is that she 

models a centrally planned forest, whereas I model privately owned open space covered by 

vegetation; this difference is driven by the difference in our research questions.  My paper solves 

for open-loop and closed-loop competitive and Pareto optimal land-use configurations, whereas 

Albers (1996) only solves for open and closed-loop Pareto optimal land-use configurations.  

While Albers (1996) and Albers and Robinson (2007) demonstrate that uncertain spatial 

externalities give rise to an additional option value unaccounted for by Arrow and Fisher (1976) 
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and the authors recognize that this result indicates a possible difference between private and 

socially optimal land-use configurations, they do not solve for competitive equilibria.  In 

addition Albers (1996) recognizes the need to account for quasi-option values when developing 

spatial-temporal land use policies under uncertainty, but neither paper models market 

instruments, as is done here. 

III. Analytical Model 

This paper models a municipality over two time periods, ∈ 1,2 , when urban development is 

irreversible and a net land use externality exists and is uncertain in the second time period.  In 

the context of the class of policy problem that I examine, the municipality can be conceptualized 

as a small city and its undeveloped area of influence (i.e. private rural open space).  The 

vegetation type of interest either degenerates and is replaced by a less desirable type of 

vegetation or thrives over time due to climate change, represented as the second period net land 

use externality taking one of two possible states, ∈ , , which correspond to the services in 

period 2 produced by a given amount of open space being less than or greater than the services it 

provided in period 1 assuming that there is no cumulative environmental externality.  States H 

and L occur with probability 0 1 and 1  respectively. 

The municipality is a one-dimensional space of exogenous size A.  Each point on the 0,  

interval represents a property  owned by an absentee landlord i and rented by a tenant j.  

Properties are infinitely small, and as a consequence there are an infinite number of landlords 

and tenants in the municipality.1  By definition, the landlord cannot change the density of 

                                                           
1 An alternative interpretation of this assumption is that each tenant chooses to live on one unit of land where one 
unit of land is small enough that each landlord’s land use choice has an insignificant effect on the net land use 
externality experienced by her tenant.  Like Brueckner (1990), integration is used as a simplification under the 
assumption that A is large enough for it to be approximately true. 



8 
 

residents on her property.  The Central Business District (CBD) is located at 0 where all 

tenants who rent urban land work. 

Tenants. Tenants live on either urban or rural land.  If tenant j is located in an urban area, he 

commutes to the CBD at a financial cost of T , ,  in period t and state k, earns a salary 

, and pays rent , , .  Commuting cost increases with distance, i.e. 
	

0, and  is a 

twice continuously differentiable function.  If tenant j is located on rural land, he earns profits 

Π , , Π  in period t and state k from farming the land and pays rent , , .  All rural tenants 

have access to the same agricultural technologies, so that land quality is the only source of 

difference in agricultural profits by location; the quality of land is non-decreasing in distance 

from the CBD, i.e. 0.  Agricultural profit is a twice continuously differentiable function, 

which is unaffected by climate change.  All agricultural output is sold in a perfectly competitive 

market and potential producers in the municipality are sufficiently small relative to the market 

for the price to be unaffected.  Rural tenants do not travel to work, so T , , 0 for all rural 

tenants.   

Tenants have homogenous, time invariant preferences represented by a time-additive, von 

Neumann-Morgenstern expected utility function.  Each tenant has a utility function , ,

, , , , , , , , , which is twice continuously differentiable in all its arguments.  Tenants 

gain utility from consuming housing , ,  
, ,

0 , the numeraire good , , 	 
, , 	

0 , 

and the net land use externality , ,   	
, , 	

0 .  Housing differs from the other two goods in 

that tenants are restricted to one unit of housing consumption. 
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In each period t and state k, tenant j chooses to live or not live within the municipality at 

location , represented by , , 1 or , , 0 respectively, and the quantity of the 

numeraire good, , , , to consume in order to maximize his utility subject to his budget 

constraint.  His budget constraint depends on the land use at .  It is , , , , , ,

 when he lives on urban land and , , , , , , Π  when he lives on agricultural 

land.  The tenant makes his consumption choice knowing that there is a net land use externality 

equal to ,  in period 1 at location j and a net land use externality equal to , ,  in period 2 and 

state k.  Tenant j experiences a positive net land use externality in period t when , , 0.  

Because the tenant can move freely and costly into and out of the municipality, he must receive 

at least his exogenous level of utility, which he could obtain outside of the municipality in period 

t, .2 Exogenous utility, urban salaries, and net land use externalities are the only three 

parameters that vary over time, and, as a result, drive the growth of urban land over time. 

Tenant j’s decision problem in period t and state k when he lives on urban land is 

max
, , , , , , , , , , , , , , 1 , ,  subject to  

, , , ,  

, , 0 or 1. 
 

Tenant j’s decision problem in period t and state k when he lives on agricultural land is 

max
, , , , , , , , , , , , , , 1 , ,  subject to 

, , , , Π  

, , 0 or 1.  
 

Landlords. All landlords are identical except for the location of their properties.  Landlords do 

not live within the municipality and they are price takers.  The ith landlord's profit in period t and 

                                                           
2 It is standard to assume that there is a cost of daily commuting within the municipality, but no cost to relocating 
into, out of, and within the municipality.  See Brueckner (1990). 
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state k, , , , equals , , , , , , 1 , , , ,  where , , 1 if she chooses to rent 

her land for urban use and , , 0 if she chooses to rent her land for agricultural use.  Renting 

land for urban purposes requires development.  Development is costless to the landlord and 

subject to an irreversibility constraint: , , , .  Each landlord makes her land use decisions 

in periods ∈ 1,2  and states ∈ , , i.e. chooses , , , to maximize the present value of 

her expected profits subject to the irreversibility constraint.  I assume that all land is initially 

rural, i.e. in agricultural use, so that the first period development decision is unconstrained by an 

earlier development choice. 

A key concept in this paper is the marginal landlord, defined as the landlord who is 

indifferent between the urban and agricultural use of her land.  The marginal landlord in period t 

and state k, denoted , , is endogenously determined.  Because ,  represents the urban-

agricultural boundary and I impose assumptions in Section VI that guarantee ,  is unique, 

urban space covers ∈ 0, , 	  and private open space covers ∈ , , A .   

The net land use externality. A net land use externality at a specific location is the sum of urban 

and open space location-independent and location-dependent externalities.  Location-

independent externalities are externalities that all tenants experience equally.  Location-

dependent externalities are externalities that all tenants experience differently based on their 

location within the municipality.  I limit attention to the scenario in which a natural resource may 

be under conserved.  In my specific policy application, this corresponds to assuming that urban 

land produce negative location-independent and location-dependent externalities, such as smog 

and noise pollution, while open space produces positive location-independent and location-

dependent externalities, such as carbon sequestration and aesthetics.  Both open space location-
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independent and location-dependent externalities have uncertain values in the second period due 

to the effect of climate change on vegetation. 

The net land use externality experienced by tenant j in period t in state k is a function of the 

amount of urban space, , , and his location, . The net location-independent externality is 

non-increasing in ,  and is unaffected by a change in .  For a given , the net location-

dependent externality is non-increasing in , .  In the case of an urban tenant, he is farther from 

the urban-agricultural boundary, strictly speaking, as the amount of urban space expands, which 

implies that he experiences less of the positive location-dependent externalities from open space.  

In the case of a rural tenant, he is closer to the urban-rural boundary as the amount of urban 

space expands, which means that he is nearer to the negative location-dependent externalities of 

urban space.  For a given , , the net location-dependent externality is non-decreasing in  for 

both the urban and rural tenants.  

Formally, , ,  is the net externality experienced by tenant j in period 1.  It is a 

twice continuously differentiable function in  and , and 
,

0 and 
,

0.  

The net externality experienced by tenant j in period 2, , , , , , , is dependent on 

state ∈ , : 

(1)   , , 0, , 	 , , 0, 	∀ , . 

, , ,  is a twice continuously differentiable function in , , and .3  As was the case 

for the first period net externality, , , ,
0 and , , ,

0 for all ∈ , .  

                                                           
3 In the traditional irreversibility literature, the second period net land use externality function is written as , ,

, , |  where Z is a random variable, which has 2 possible events,  and , corresponding to states 
L and H.  The probability that the random variable Z will take the value  is  and  is .  This traditional 
notation makes explicit that climate change affects only the parameters of the net land use externality function, and 
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Because the amount of urban land can have negative cumulative environmental effects, the net 

land use externality in period 2 and state k is a function of the amount of urban land in period 1.  

Therefore, , , ,
0 where , , ,

0 and , , ,
0 imply that there is 

and is not a cumulative environmental externality from development, respectively.  Therefore, 

expression (1) does not necessarily hold when there is development in the first period. 

IV. The Maximization Problems 

The goal of this paper is to demonstrate that a local government’s social welfare-maximizing 

land use policies are affected by whether it takes into account the uncertainty over future open 

space amenities due to climate change.  I address this research question in two steps.  First, I find 

the amount of urban land, , , in each period ∀ ∈ 1,2  and future state ∀ ∈ ,  chosen by 

a profit-maximizing landlord and a welfare-maximizing social planner in open-loop and closed-

loop contexts.  Second, I calculate the socially optimal magnitudes of three land-use policies: 

urban growth boundaries (UGBs), location-independent development fees (LIFs), and location-

dependent development fees (LDFs). 

In terms of notation, superscript ∈ ,  indicates the decision maker: M indicates the 

landlord and P the social planner.  Superscript ∈ ,  indicates the type of control problem: 

O is an open-loop control problem and C is a closed-loop control problem.  Superscript * 

indicates that the corresponding variable is at its optimal value, e.g. ,
∗
, or the corresponding 

function is evaluated at the optimal amount of urban land, e.g. , ,
∗

, , 1
∗
, 2,

∗
.  

Table 1 summarizes the four problems I analyze, including notation. 

  

                                                                                                                                                                                           
not the functional form itself.  For simplicity, I utilize the alternative specification in (1).  This simplification is used 
throughout the paper for multiple functional forms. 
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Table 1. Optimization Problems 
 

Optimizer 

Landlord (m=M) Social Planner (m=P) 

Control 
Problem 

Open-
Loop 
(n=O) 

Solve  to find 
∗
 and 

∗
 when facing net land use 

externalities , , , rental rate 
functions , ,  and , , , 
numeraire good consumption 

, , , and housing consumption 

, ,  

Solve  to find 
∗
 and 

∗
 when facing net land use 

externalities , , , rental rate 
functions , ,  and , , , 
numeraire good consumption 

, , , and housing consumption 

, ,  

Closed-
Loop 
(n=C) 

Solve  to find 
∗
 and 

,
∗
 when facing net land use 

externalities , , , rental rate 
functions , ,  and , , , 
numeraire good consumption 

, , , and housing consumption 

, ,  

Solve  to find 
∗
 and 

,
∗
 when facing net land use 

externalities , , , rental rate 
functions , ,  and , , , 
numeraire good consumption 

, , , and housing consumption 

, ,  

 

The Optimizers. The landlords and the social planner have the same information regarding the 

effects of climate change on open space’s vegetation in state k and the probabilities of each 

future state occurring.  Only their objective functions differ.  As discussed earlier, each 

landowner maximizes the present value of expected profits by choosing whether to develop her 

land for urban use in each period subject to an irreversibility constraint.  She does not consider 

the effect of her land use decisions on surrounding tenants and landlords and takes other 

landlords’ land use decisions as given.  In contrast, the social planner chooses the optimal 

amount of urban land in each period subject to an irreversibility constraint in order to maximize 

the present value of expected social utility within the municipality.  Because tenants’ reservation 

utility is exogenous, this is equivalent to maximizing the present value of expected landlord 
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profits, taking into consideration the effect of developing each piece of land on other tenants and 

landlords. 

The only difference between the landlord profit-maximization problem and the social planner 

problem is in the treatment of externalities.  Because landlord i takes the land use decisions of 

other landlords as given, modeling the profit-maximizing decisions of all I landlords is 

equivalent to modeling the decisions of a single landlord who maximizes the present value of 

expected municipality-wide profits by choosing the amount of urban land in each period t and 

state k assuming that the level of the externality varies only with the location of the property: 

,
̅  and , ,

̅ , 	∀ ∈ , .  In equilibrium, the net land use externality at 

location  in the n-type control problem equals ,
∗

, 1

∗
	  in the first period and 

, ,
∗

, , 1

∗
, 2,

∗
 in the second period if state k occurs where ,

∗
 is the Nash 

equilibrium amount of urban land in period t and state k in the n type control problem.  The 

social planner, in contrast, maximizes the present value of expected municipality-wide profits by 

choosing the amount of urban land in each period t and state k recognizing that externalities vary 

with tenant location and the amount of urban space: , , 1  and , ,

, , 1 , 2, 	∀ ∈ , .  In equilibrium, the net land use externality at location  in the 

n-type control problem is evaluated at  , ,
∗
 where ,

∗
 is the Pareto optimal amount of 

urban land in period t and state k in the n type control problem. 

The type of control problem. Over time, new information about the effects of climate change 

becomes available.  The optimizer in the closed-loop problem recognizes that new information 

will emerge, while the optimizer in the open-loop problem ignores or is unable to react to this 
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information.  Formally, the optimizer m learns the true state of nature either before (n=C) or after 

(n=O) she makes her second period land use decision. 

In the closed-loop problem, the order of events is as follows: the decision maker makes her 

first period land use decision, the rental rates for period one are determined for all locations 

within the municipality, the true state of nature is revealed, the decision maker makes her second 

period land use decision, and, finally, rental rates for period two are determined.  Consequently, 

the closed-loop problem for decision maker m has the following specification: 

			
max

1
,1

1

,1
1 ∈ ,

max

2,
,2,

2,

,2,

2,

 

. . 2, 1 				∀ ∈ , . 

In the open-loop problem, the order of events is as follows: the decision maker makes her first 

period land use decision, the rental rates for period one are determined for all locations within 

the municipality, the decision maker makes her second period land use decision, the true state of 

nature is revealed, and, finally, the rental rates in period two are determined.  Thus, the open-

loop problem for decision maker m has the following specification: 

max

1 , 2
,1

1

,1
1 ∈ ,

,2,
2

,2,
2

 

. . 2 1 			∀ ∈ , . 

Land use policies.  This paper analyzes three land use policies: urban growth boundaries 

(UGBs), location-dependent development fees (LDFs), and location-independent development 

fees (LIFs).  The first period closed-loop UGB is denoted , and the state-dependent second 

period closed-loop UGBs are , .  The UGBs enter the closed-loop problem as constraints on 

the amount of urban land:	 1  in the first period problem and , 2, 	in the second 
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period problem in state k.  The first and second period open-loop UGBs are denoted as  and 

, and enter the open-loop problem as the following constraints: 1  and 2 . 

The first period closed-loop LDF at location  is denoted , , and the state-

dependent second period closed-loop LDFs at location  are , , , .  The terms 

1  and , 	2,

1
, representing the total value of LDFs assessed in the first 

and second periods if state k occurs, are included in the first period and second period-state k 

closed-loop optimization problems.  The first and second period open-loop LDFs at location  

are denoted ,  and ,  and enter the open-loop problem as additional 

terms in the open-loop objective function: 1  and  ∑ 2

1
∈ , .     

The first period closed-loop LIF is denoted  and the second period closed-loop LIF in state 

k is , .  The total value of the LIFs assessed in each period and state are included in the 

appropriate objective function.  The term 1  is included in the first period closed-loop 

optimization problem and ∑ ∈ , ,
2,

1
 is included in the second period closed-

loop optimization problem in state k.  The first and second period open-loop LIFs are denoted  

and , and enter the open-loop problem as additional terms in the objective function: 

1  and  ∑ ∈ ,
2

1
. 

V. Solution Method 

I solve for the expressions that define ,
∗ in the maximization problems specified in the 

previous section using three steps.  First, I solve for the equilibrium rental rates for decision 

maker m as a function of , , , and , ; these equilibrium rental rates apply to both the 
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open-loop and closed-loop forms.  Second, I solve for each problem’s two-period Euler 

conditions.  From this set of Euler conditions, I determine the expression for each problem’s 

optimal amount of urban land.  Finally, I derive the social welfare-maximizing land-use policies 

under each type of control problem by comparing Euler conditions between problems.4 

Determining equilibrium rental rates.  All tenants receive their exogenous reservation utility, , 

in equilibrium, which implies that one of the following two conditions applies to every  in 

equilibrium: , , , 1, , ,  when  is urbanized and Π

, , , 1, , ,  when  is in agriculture.  Invoking the implicit function theorem, there exists 

some function  such that , , , , , , , , .  Therefore, , ,

, , , , , ,  and , , Π , , , , , ,  by the tenant budget constraints.  The 

equilibrium rental rate for each landlord and social planner problem are obtained by substituting 

the appropriate definition of , , .   

Determining the Euler Conditions.  In order to obtain each problem’s Euler conditions, I rewrite 

each problem as a Lagrangian function.  The Euler conditions for the open-loop problems are 

found by solving the Lagrangian in the traditional manner.  Because the irreversibility constraint 

is conditional on the realized second period state in the closed-loop problem, the Lagrange 

multiplier is state dependent in each close-loop problem and the corresponding Euler conditions 

are found recursively.  In the landlord problems, , ,  and , ,  are replaced by , ,  and , ,  

after taking the first order conditions in order to solve for their Euler conditions because the 

landlord does not consider the effect of the amount of urban land on the net land use externality 

at each .  The four maximization problems are presented below. 

                                                           
4 I assume in this solution that the government can credibly bind its hands when determining land use policy.  In 
section VII, I demonstrate that all three policies are time consistent if there is no cumulative environmental 
externality.   
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The closed-loop landowner profit-maximization problem with LDFs becomes 

max

, , 	 ̅ , X

∈ ,

max
, , , ,

,

,

,

̅ , ,

,

 

. . , 	∀ ∈ , . 

The open-loop landowner profit-maximization problem becomes  

max
,

, , 	 ̅ ,

∈ ,

, , , ̅ , ,

 

. . . 

By setting , , and , , , the landlord profit maximization 

problems with LIFs are derived.  By setting , 0, the landlord 

profit maximization problems are derived.  By setting , 0 and 

imposing 1, 2 , , 2, 	∀ ∈ ,  in the corresponding problem, the 

landlord profit maximization problems with UGBs are derived.  The closed-loop social planner 

problem becomes 

max

, , , 	 , ,

∈ ,

max
, , , , , , ,

,

, , , , ,

,

 

. . , 	∀ ∈ , . 

The open-loop social planner problem becomes  
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max
,

, , , 	 , ,

∈ ,

, , , , , , , , ,

 

. . . 

Because the policy question that I address is of little relevance in cases where corner solutions 

are optimal, I restrict attention to internal solutions in all cases. 

VI. Privately and Socially Optimal Equilibria 

This section discusses the competitive equilibria and social optima obtained using the procedure 

detailed in the previous section.  First, it discusses the Euler conditions for the open-loop and 

closed-loop social planner and landlord problems without land-use policies; these are displayed 

in the appendix.  Second, this section derives the sufficient second-order conditions for a unique 

global maximum, and discusses their implications.  

First Order Conditions.  The first-order conditions differ across the four models without land use 

policies.  As a consequence, the location of the landlord who is indifferent between renting for 

agricultural or urban purposes differs across the four models.  These differences occur for two 

reasons.  First, unlike the landlord problems, the social cost of development is included in the 

social planner problems.  Second, while there are two potential solution regimes for the open-

loop problems, there are four potential solution regimes in the closed-loop landlord problems; the 

open-loop and closed-loop problems’ solution regimes are differentiated by whether or not the 

irreversibility constraint or irreversibility constraints bind, i.e. 
∗ ∗

 or 
∗

,
∗
, 

respectively.   

Landlord versus social planner.  
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The Euler conditions for the open-loop and closed-loop landlord problems imply that the amount 

of urban land should increase until the expected value of the marginal unit of urban land equals 

the expected value of the marginal unit of open space.  The Euler conditions for the open-loop 

and closed-loop social planner problems differ from the Euler conditions for the corresponding 

landlord problem due to the inclusion of the marginal external cost of urban development.  The 

marginal external cost of urban development has three components in the social planner 

problems: 

∗ , , , , , 	

, , , , ,

, , , , ,
; 

∗
,

∗ , , , , , , , , , 	

2,
, , , , , , , , , ,

2,
, , , , , , , , , ,

2,

10
; 

, ,
∗
,

∗ , , , , , , , , , 	

,
, , , , , , , , , ,

,
, , , , , , , , , ,

, . 

The first term 
∗

 is the marginal external cost of first period urban development on total 

(municipality-wide) first period rents, or the sum of the marginal changes in rent ∀ ∈ ,  

due to the change in the net land use externality in period 1 if the amount of urban area expands 

by one unit in period 1.  
∗
,

∗
 is the marginal external cost of first period urban 

development on total second period rents in state k resulting from the cumulative environmental 

effect of development, or the sum of the marginal changes in rent ∀ ∈ ,  due to the change 
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in the net land use externality in period 2 through the cumulative effect of development if the 

amount of urban area expands by one unit in period 1 and state k occurs.  Unlike the other two 

components, the interpretation of ,
∗
,

∗
 depends on whether the irreversibility 

constraint or constraints bind because ,
∗
,

∗
	is captured in the Lagrange multipliers.  

If the corresponding irreversibility constraint is non-binding then ,  is the marginal external 

cost of second period urban development on total second period rents in state k, or the sum of the 

marginal changes in rent ∀ ∈ ,  due to the change in the net land use externality in period 

2 if the amount of urban area expands by one unit in period 2 and state k occurs.  If the 

corresponding irreversibility constraint is binding, ,  is the marginal external cost of first 

period urban development on total second period rents if state k occurs resulting from the 

irreversibility of urban development, or the sum of the marginal changes in rent ∀ ∈ ,  due 

to the change in the net land use externality in period 2 through the irreversibility of development 

if the amount of urban area expands by one unit in period 1 and state k occurs.  In the appendix, I 

prove that each component is non-positive and that they differ in magnitude across the open-loop 

and closed-loop social planner problems; the two exceptions to this latter rule are when the 

socially optimal amounts of urban land are equal across the two problems, i.e. 
∗ ∗

 and 

∗
,
∗

,
∗
, or when all three components of the marginal external cost of urban 

development are constant with respect to the amount of urban land.  

Open-loop versus closed-loop.   

The key difference between the open-loop and closed-loop problems is the number of 

irreversibility constraints.  Because the interpretation of ,  depends on whether the 

corresponding irreversibility constraint binds, the expected marginal external cost of first period 

and second period urban development can differ between the open-loop and closed-loop social 
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planner problems.  If the irreversibility constraint is non-binding in the open-loop social planner 

problem, the expected marginal external cost of first period urban development is 

	 ∑ ∈ ,  and the expected marginal external cost of second period urban development is 

∑ ∈ , , ; this is also holds in the closed-loop social planner problem if both irreversibility 

constraints do not bind.  If the irreversibility constraint is binding in the open-loop social planner 

problem, the expected marginal external cost of first period urban development is 

	 ∑ 	∈ , ∑ ∈ , ,  and there is no marginal external cost of second period 

urban development; this is also case in the closed-loop social planner problem if both 

irreversibility constraints bind.  Unlike the open-loop social planner problem, the closed-loop 

social planner problem can simultaneously have binding and non-binding irreversibility 

constraints.  If only the irreversibility constraint in state H binds then there is no development in 

period 2 if state H is realized, the expected marginal external cost of first period urban 

development is 	 ∑ , 	∈ ,  and the marginal external cost of second 

period urban development in state L is , .  Expected marginal external costs have a similar 

form if only the irreversibility constraint in state L binds. 

This discussion leads to the following remarks. 

Remark 1:  Regardless of which state is realized in the second period, the competitive 
equilibrium amounts of urban land are identical under open-loop and closed-loop control in 
each period.  
 
Remark 2: In each period, the socially optimal amount of urban land is always less than or 
equal to the privately optimal amount under open-loop and closed-loop control. 
 
The intuition behind the first remark is that landowners do not face uncertainty in their decision-

making process because agricultural profits are unaffected by climate change, landowners do not 

account for the effect of their land use decisions on other landowners’ welfare or land use 

decisions, and agricultural and urban tenants are equally affected by the net land use externality.  
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As a consequence, landowners do not gain information relevant to their decision making process 

under closed-loop versus open-loop control.  The second remark follows from landlords’ failure 

to consider the external cost of their development decisions on surrounding tenants. 

Second order conditions.  Given that I restrict attention to interior solution and the irreversibility 

constraints are convex, there is a unique global maximum for each model if the value function is 

concave.  An objective functions is strictly concave (and hence concave) if its Hessian matrix is 

negative definite.  In the open-loop and closed-loop landlord problems, the objective functions 

are strictly concave because the necessary and sufficient conditions for their Hessian matrices to 

be negative definite, i.e. 
	 0		∀  and 0 1, hold by earlier assumptions.  In 

the open-loop social planner problem, the necessary and sufficient conditions for a strictly 

concave objective function are that the marginal change in the expected present value of total 

rent with respect to the amount of urban land in the first period must decline in the amount of 

urban land in the first period, i.e. ∑ ∈ ,
	 Π 0, and that the product of 

the expected within period effects of development must be greater than the product of the 

expected between period effects of development, i.e. 

∑ ∈ ,
	 ∑ ,

∈ ,
	 ∑ ,

∈ , . 

In the closed-loop social planner problem, the necessary and sufficient conditions for a 

strictly concave objective function are that: the marginal change in the expected present value of 

total rent with respect to the amount of urban land in the first period must decline in the amount 

of urban land in the first period, i.e. ∑ ∈ ,
	

0; the product of the rate of 

change described in the first condition and the change in the marginal change in the expected 

present value of total rent with respect to the amount of urban land in the second period when 
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state H occurs resulting from an increase in the amount of urban land in the second period when 

state H occurs must be greater than the square of the change in the marginal change in the 

expected present value of total rent with respect to the amount of urban land in the second period 

when state H occurs resulting from an increase in the amount of urban land in the first period, i.e. 

∑ ∈ ,
	 ,

,

	 , ; and a difficult to 

interpret third condition, ∑ ∈ ,
	

,

,

,

,

	

,

,

,

,

	
. 

Given the complexity of the sets of necessary and sufficient conditions for the closed-loop 

problems, I derive and use sufficient conditions for the remainder of my analysis.  Doing so 

provides results that can be explained intuitively.  Because many of my key results depend on 

whether or not there are cumulative environmental externalities from urban development, I 

define two sets of sufficient conditions that guarantee that the objective function is strictly 

concave in all four problems.  Only the strong sufficient conditions guarantee that there are zero 

cumulative environmental externalities.  Though cumulative environmental externalities and the 

irreversibility of urban development are separate land use issues, the former affects the cost of 

the latter in two ways.  First, it changes the magnitude of the cost of irreversibility by decreasing 

second period rents.  Second, this decrease in second period rents affects whether or not the 

irreversibility constraints bind and, hence, whether or not a cost of irreversibility is realized.  

The strong conditions are the more restrictive of the two sets of conditions.  The strong 

sufficient conditions for a unique global maximum are: 

(i)  0    (ii)  ,

,
0  and  (iii)  , 0. 

These three conditions state that the first period net land use externality decreases at an 

increasing rate in the amount of urban land in the first period, the second period net land use 
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externality in state k decreases at an increasing rate in the amount of urban land in the second 

period, and there is no cumulative environmental externality from development in the first 

period.  The final condition implies that the marginal external cost of first period urban 

development on total second period rents in state k resulting from the cumulative environmental 

effect of development equals zero, i.e. , , 0, and that the marginal external cost of 

second period urban development on total second period rents in state k is not a function of the 

amount of urban land in the first period, i.e. there exists a function, , , such that 

, , , , , . 

While the assumption of no cumulative environmental externality is analytically tractable, 

this assumption may not hold in the real world.  Therefore, I define a weaker set of five sufficient 

conditions that allow for non-zero cumulative environmental externalities.  The weak sufficient 

conditions for a unique global maximum are: 

(i′)  0    (ii′)  ,

,
0    (iii′)  , 0    (iv′)  ,

,
0 

(v′) 

∑ ∈ ,
	

min
∑ ∈ , ∑ ,

∈ ,

∑ ,
∈ ,

	
,

,

,
	 ,

,

,

,
	 ,

,

. 

Conditions (i′) - (iv′) state that the net land use externality functions are decreasing at a non-

decreasing rate in the amounts of urban land in each period and future state.  Condition (v’) is a 

combination of the second necessary and sufficient condition in the open-loop social planner 

problem and the third necessary and sufficient condition in the closed-loop social planner 

problem. 

VII. Key Results 
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The results of this paper depend on which set of sufficient conditions for a unique global 

maximum holds.  Under the strong sufficient conditions, the net benefit functions are separable 

in their decision variables and the value function is quasi-concave.  As a consequence, the 

irreversibility effect holds (Freixas and Laffont, 1984).  Under the weak sufficient conditions, the 

irreversibility effect does not necessarily hold without additional assumptions, such as the 

sufficient conditions laid out in Epstein (1980) and Ulph and Ulph (1997).  I explore the effect of 

these assumptions in this section. 

This section is divided into two parts.  The first subsection derives a series of propositions 

about optimal land use policies under the strong sufficient conditions for a unique global 

maximum.  The second subsection demonstrates that some of these results do not necessarily 

hold under the weak sufficient conditions for a unique global maximum. 

Strong sufficient conditions.  Here I compare the socially optimal amounts of urban land in the 

open-loop and closed-loop social planner problems.  Because the first and second period rental 

rates are separable in their decision variables under the strong sufficient conditions, Freixas and 

Laffont (1984) has the following implications in this context.  

Remark 3: Assuming that the strong sufficient conditions for a unique global maximum hold, the 
socially optimal amount of urban land in the first period under closed-loop control is less than 
or equal to the amount under open-loop control.  In other words, the irreversibility effect holds 
(Felix and Laffont, 1984).   
Corollary 3a: In the first period, the difference between the socially and privately optimal 
amounts of urban land under closed-loop control is greater than or equal to this difference 
under open-loop control. 
Corollary 3b: The socially optimal first-period UGB is equal or greater in magnitude under 
open-loop control than closed-loop control.  
 
Corollary 3a is implied by Remark 1 and Remark 3, which together guarantee that 

∗

∗ ∗ ∗
.  Corollary 3b follows directly from Remark 3 because the socially 
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optimal UGB in period t and state k equals the socially optimal amount of urban land in period t 

and state k regardless of the type of control problem, i.e. ,
∗

,
∗
.5  

Remark 3 and its corollaries indicate that the socially optimal amount of urban land can 

differ between open-loop and closed-loop control.  Hence, policymakers should account for the 

difference between private and social values of information when determining land use policy if 

the strong sufficient conditions for a unique global maximum hold.  Policymakers who account 

for the future availability of information when setting land use policies may reduce development 

more than those who ignore it.  For example, urban growth boundaries are more restrictive under 

closed-loop control than under open-loop control.  Local policymakers should pay particular 

attention if climate change has a wide range of potential effects on vegetation in their area. 

Private and social values of information. 

In all four problems shown in Table 1, the value function is the present value of expected land 

rents: 

∗
1

∗
, 2,

∗
, 2,

∗
 

∗
∗

∗
∗ ∑ ,

∗,
∗

,
∗

,
∗∈ , . 

 
The private and social values of information are the difference between the value function 

evaluated at the closed-loop and open-loop competitive equilibrium and socially optimal 

amounts of urban land, respectively; i.e. I ∗ W ∗ W ∗.  Because Remark 1 implies that the 

private value of information equals zero, i.e. I ∗ 0, the difference between the social and private 

values of information reduces to the social value of information.  A decision maker cannot be 

made worse off by new information, so I ∗ 0.  More specifically, 

                                                           
5 A closely related finding is that the socially optimal amount of urban land in the first period under closed-loop 
control is less than the amount under open-loop control if the strong sufficient conditions hold and one and only one 
irreversibility constraint binds in the closed-loop social planner problem.  The proof can be provided by the author 
on request. 
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Remark 4: The social value of information must be greater than zero when the additional 
information available under closed-loop control causes the social planner to change her optimal 
land-use decision in at least one of the periods or future states from the solution under open-loop 
control. 
 
However, a positive social value of information is not a sufficient condition for the irreversibility 

effect to hold.  

Development fees. 

In both the open-loop and closed-loop problems, the first and second period LDFs are non-

decreasing in landlord distance from the CBD.  For each location within the municipality, i.e. 

∀ ∈ 0, , the optimal first period location–dependent development fee equals the present 

value of the expected external cost of developing X in the first period regardless of the type of 

control problem.  When there is no cumulative environmental externality, the external cost of 

developing the property located at X in the first period is the sum of the external cost of 

developing the property located at X in the first period on total first period rent and the present 

value of the expected external cost of developing the property located at X in the first period on 

total second period rent resulting from the irreversibility of development.  The optimal second 

period development fee at location X in the open-loop problem is the expected external cost of 

developing the property located at X in the second period on total second period rent.  In the 

closed-loop problem, the optimal second period development fee at location X in state k is the 

external cost of developing the property located at X in the second period on total second period 

rent if state k occurs.  Formally, ,
∗ ∗ ∑ ,∈ ,  ∀ ∈ , , 

,
∗ ∗ ∑ ,∈ , , and , ,

∗
,
∗

, . 

If the strong sufficient conditions for a unique global maximum hold, the optimal open-loop 

and closed-loop LDFs in period t at location ∈ 0,  are not functions of the socially optimal 

amounts of urban land, and thus their expected values are equal.  Intuitively, the components of 
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the closed-loop and open-loop marginal external costs of urban development only differ because 

they are functions of different solutions for the amounts of urban land.  Because the marginal 

external cost of development in period t is a function of only the amount of urban land in period t 

under the strong sufficient conditions, the expected external cost of developing a property at 

location X in period t is only a function of location.  As a consequence, the expected external cost 

of developing a property at location X in period t is identical for the open-loop and closed-loop 

problems.  Summarizing, 

Proposition 1: Assuming that the strong sufficient conditions for a unique global maximum hold, 
the open-loop and closed-loop optimal LDFs are identical in the first period.  The expected value 
of the optimal second period LDFs under closed-loop control equals the optimal second-period 
location-dependent development under open-loop control. 
 
This proposition is proved in the appendix. 

In both the open-loop and closed-loop problems, the optimal first period LIF equals the 

present value of the expected marginal external cost of urban development over time.  In the 

open-loop problem, the optimal second period development fee equals the expected marginal 

external cost of second period urban development.  In the closed-loop problem, the optimal 

second period development fee in state  equals the marginal external cost of second period 

urban development if state k occurs.  Formally, ∗ ∗ ∑ , ,
∗

∈ ,  

∀ ∈ , , 
∗ ∑ ,

∗
∈ , , and ,

∗
, ,

∗
 ∀ ∈ , . 

For LIFs, a result corresponding to proposition 1 does not exist.  Unlike LDFs, LIFs are 

functions of the socially optimal amounts of urban land.  Consequently, the optimal open-loop 

and closed-loop first period LIFs differ in value unless 
∗ ∗

 and 
∗

,
∗

.
∗
	, 

which occurs when both irreversibility constraints bind in the closed-loop social planner 

problem, or when each component of the marginal external cost of urban development is 

constant with respect to the amount of urban.  Because the second period LIFs are also functions 
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of the socially optimal amounts of urban land, the expected value of the optimal closed-loop 

second period LIFs differs from the optimal open-loop second-period LIF when the strong 

sufficient conditions hold, unless one of the previous exceptions hold.   

The preceding analysis in this section has established that under the strong sufficient 

conditions for a unique global maximum, the LDFs are robust to the type of control problem, 

while UGBs and LIFs are not robust.  More specifically, the first period closed-loop UGB is 

more restrictive than the first-period open-loop UGB because the former is less than or equal to 

the latter (corollary 3b).  While the sign of the difference between open-loop and closed-loop 

LIFs is unknown without additional assumptions, LIFs differ across the control problems, except 

under limited conditions.  This suggests an advantage of LDFs: LDFs may be able to achieve the 

socially optimal outcome even if policymakers do not account for the future availability of 

information about the effects of climate change when determining current land use policy.  

However, this conclusion cannot be drawn unless LDFs are time consistent. 

Time consistency of the socially optimal policies. 

Earlier, I assumed that the government could credibly bind its hands when determining land use 

policy in order to solve for the socially optimal policies.  If this assumption is relaxed, the 

possibility of time inconsistency must be addressed because rational landlords choose their first 

period action knowing that the government has an incentive to re-optimize in the second period, 

unless economic agents’ first period decisions are unaffected by the second period policy, i.e. 

∗

,
0, 

∗

, ,
0, and 

∗

,
0 (Kydland and Prescott 1977). 

Under the strong sufficient conditions, socially optimal open-loop and closed-loop policies 

are time consistent, as demonstrated in the appendix.  The first period optimal closed-loop policy 
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in each case equals the first-period time consistent policy found in the corresponding Stackelberg 

problem. 

Proposition 2: When the strong sufficient conditions for a unique global maximum hold, the 
socially optimal land use policies (UGBs, LDFs, and LIFs) are time consistent. 
 
Intuitively, landlords have no incentive to deviate from the socially optimal decision if such a 

deviation has no effect on the socially optimal second period policy. 

Open-loop feedback control 

Together, the robustness of location-dependent development fees to the type of control problem 

(proposition 1) and their time consistency (proposition 2) indicate that LDFs are likely to achieve 

the socially optimal amount of urban land under a variety of informational assumptions.  To the 

extent that policymakers do not account for future learning, an open-loop feedback control 

problem is an alternative set of informational assumptions observable in the real world.  In this 

type of problem, the social planner’s decision making processes are best represented by an open-

loop control problem.  Accordingly, rational landowners recognize that policymakers will update 

policies when future information becomes available. 

This problem is solved by modifying the Stackelberg two period game such that the landlord 

makes her first period land use decision subject to the first period open-loop policy and the 

policy updating process.  Two resulting propositions hold. 

Proposition 3. If LDFs are chosen optimally by a social planner and the strong sufficient 
conditions for a unique maximum hold, then the amount of development in an open-loop 
feedback control problem equals the amount in the closed-loop social planner problem. 
 
Proposition 4: If a social planner optimally chooses UGBs and the strong sufficient conditions 
for a unique maximum hold, the amount of urban land in the first period of the open-loop 
feedback control problem is greater than or equal to the corresponding amount in the closed-
loop social problem and less than or equal to the corresponding amount in the open-loop social 
planner problem.  In addition, the amount of urban land in the second period of the open-loop 
feedback control problem is greater than or equal to the corresponding amount in the closed-
loop social planner problem. 
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In other words, UGBs fail to restrict enough development and LDF achieve the socially optimal 

amount of urban land when policymakers fail to account for future learning that landowners 

anticipate.  Though it is clear that the amount of development in an open-loop feedback control 

problem differs from the amount in the closed-loop social planner problem when the social 

planner uses LIFs, the sign of the difference is dependent upon functional forms and parameters.  

Intuitively, the LDFs achieve the social optimal amount of urban land and the other policies do 

not because the socially optimal first period policy and the expected value of the socially optimal 

second period policy only coincide between the open-loop and closed-loop control problems 

when the social planner uses LDFs.  

Weak sufficient conditions. While the strong sufficient conditions guarantee both that there are 

unique global maximums for all four problems in Table 1 and that the irreversibility effect holds, 

the weak sufficient conditions guarantee only uniqueness.  This difference is due to the fact that 

the weak sufficient conditions allow for a cumulative environmental effect.  As a consequence, 

the irreversibility effect does not hold without additional assumptions (remark 3) and LDFs are 

not robust to the type of control problem (proposition 1).  In addition, socially optimal 

development fees are time inconsistent and UGBs are time consistent under the weak sufficient 

conditions.  As a consequence, UGBs may be the best policy option when a cumulative 

externality is present. 

First period land use decisions in the social planner problems.   

Unlike under the strong sufficient conditions, the second period objective function in the closed-

loop social planner problem is a function of the amount of urban land in the first period (Freixas 

and Laffont, 1984).  As a consequence, the irreversibility effect does not necessarily hold 

(Epstein, 1980).   
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Epstein (1980) and Ulph and Ulph (1997) each define a set of sufficient conditions for the 

irreversibility effect to hold when the first and second period benefit functions are not separable 

in their respective decision variables.  

Remark 5: Assuming that the weak sufficient conditions for a unique global maximum hold, the 
socially optimal amount of urban land in the first period under closed-loop control is less than 
or equal to the corresponding amount under open-loop control if the derivative of the second 
period value function with respect to the amount of urban land in the first period is concave with 
respect to the posterior probabilities (Epstein, 1980) or if the open-loop social planner problem 
is binding (Ulph and Ulph, 1997). 
Corollary 5a: In the first period, the difference between the socially and privately optimal 
amounts of urban land under closed-loop control is greater than or equal to this difference 
under open-loop control when either of the assumptions discussed above in remark 5 hold in 
addition to the weak sufficient conditions. 
Corollary 5b: The socially optimal first-period UGB under open-loop control is greater than or 
equal to the corresponding UGB under closed-loop control when either of the assumptions 
discussed above in remark 5 hold in addition to the weak sufficient conditions.   
 
The intuition behind the Epstein (1980) condition is that it ensures that the expected marginal 

cost of first period development increases with the availability of information (Ulph and Ulph, 

1997; Gollier, Jullien, and Treich, 2000). 

Under the weak sufficient conditions, policymakers should account for the difference 

between private and social values of information when determining land use policies.  Though 

the socially optimal amount of urban land may differ between open-loop and closed-loop control, 

the irreversibility effect does not always hold and socially optimal land use policies do not 

always prevent a greater amount of development under closed-loop control than under open-loop 

control.  If the Epstein (1980) or Ulph and Ulph (1997) conditions hold in addition to the weak 

sufficient conditions, policymakers who account for the future availability of information when 

setting land use policies, such as zoning or UGBs, reduce the amount of development more than 

those who ignore it. 

Development fees. 
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The open-loop and closed-loop LDFs and LIFs under the weak sufficient conditions differ from 

those under the strong sufficient conditions.  Under the weak sufficient conditions, LDFs are 

functions of the socially optimal amounts of urban land because the possible existence of a 

cumulative environmental effect from urban development has two effects.  First, the present 

value of the expected external cost of developing a property located at X in the first period on 

total second period rent resulting from the cumulative environmental effect of urban 

development, ∑ , ,
∗

∈ , , is included in the first-period LDFs.  Second, the 

external cost of developing a property located at X in the second period on total second period 

rent in state k becomes a function of the amount of urban land in the first period, i.e. ,  

becomes ,
∗
, , in the first and second period LDFs.  Formally, ,

∗
, ,

∗

∑ , ,
∗

∈ , ∑ ,
∗
,∈ , 	∀ ∈ , , 

∗
,

∗

∑ ,
∗
,∈ , , and , ,

∗
,

∗
, 	∀ ∈ , .  In both the open-

loop and closed-loop problems, the socially optimal LDFs have the same interpretation as under 

the strong sufficient conditions. 

Under the weak sufficient conditions, the possible existence of a cumulative environmental 

effect from urban development affects LIFs in two ways.  First, first-period LIFs include the 

present value of the expected marginal external cost of urban development in the first period on 

total second period rent resulting from the cumulative environmental effect of urban 

development, ∑ ∗
, ,

∗
∈ , .  Second, the marginal external cost of urban 

development in the second period on total second period rent in state k becomes a function of the 

amount of urban land in the first period, i.e. , ,
∗

 to ,
∗
, ,

∗
, in the first and 

second period LIFs.  Formally, 
∗ ∗ ∑ ∗

, ,
∗

∈ ,
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∑ ,
∗
, ,

∗
∈ ,  ∀ ∈ , , 

∗ ∑ ,
∗
,

∗
∈ , , and ,

∗

,
∗
, ,

∗
 ∀ ∈ , .  In both the open-loop and closed-loop problems, the socially 

optimal LIFs have the same interpretation as under the strong sufficient conditions.   

Because LDFs and LIFs are now both functions of the socially optimal amounts of urban 

land, the optimal LDF and LIF differ between the open-loop and closed-loop problems.  Under 

the weak sufficient conditions, the expected external cost of developing a property at location X 

in period t may differ between the open-loop and closed-loop problems.  In turn, because the 

socially optimal LDF at location X in period t equals the expected external cost of developing the 

property at location X in period t, it too may differ between the open-loop and closed-loop 

problems.  Therefore, the following proposition holds: 

Proposition 5: Assuming that the weak sufficient conditions hold, the first period closed-loop 
LDF may differ from the first period open-loop LDF and the expected value of second period 
closed-loop LDFs may differ from the second-period open-loop LDF. 

 
For similar reasons, LIFs can differ between the open-loop and closed-loop problems under both 

the weak and strong sufficient conditions.  The exceptions for both policies are when 
∗

∗
 and 

∗
,
∗

,
∗
 or when each component of the marginal external cost of urban 

development is constant with respect to the amounts of urban land. 

Unlike under the strong sufficient conditions, LDFs are not robust to the type of control 

problem under the weak sufficient conditions.  Furthermore, the signs of the differences between 

open-loop and closed-loop LDFs and LIFs are difficult to determine under the weak sufficient 

conditions for a unique global maximum.  The sign of these differences depends upon functional 

forms and parameters for both types of development fees. 

Time-consistency of the socially optimal policies. 
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Because a cumulative externality may exist, the socially optimal second period closed-loop 

LDFs and LIFs are functions of the socially optimal amount of urban land in the first period.  In 

general, Kydland and Prescott (1977) implies that these socially optimal development fees are 

time inconsistent because 
∗

, ,
0 and 

∗

,
0.  Because the shadow values associated with 

the second period UGBs are functions of the amount of urban land in the first period, rather than 

the UGBs themselves, it is less clear whether socially optimal UGBs are time inconsistent. 

Under the weak sufficient conditions, only urban growth boundaries are time consistent, as 

demonstrated in the appendix.  While the first period closed-loop socially optimal UGB equals 

the first-period time consistent UGB found in the corresponding Stackelberg problem, the first 

period socially optimal development fees differ from the corresponding first period time 

consistent policies. 

Proposition 6: When the weak sufficient conditions for a unique global maximum hold, the 
socially optimal UGBs are time consistent and the socially optimal LDFs and LIFs are time 
inconsistent. 
 
In the case of development fees, landlords have an incentive to deviate from the socially optimal 

amount of urban land because they are able to affect the values of the second period socially 

optimal development fees, which are functions of the amount of urban land in the first period 

under the weak sufficient conditions.  Depending on the parameters of the model, landlords at 

the optimal urban-agricultural fringe in the first period can increase their profits by decreasing 

development below the socially optimal amount of urban land to decrease the magnitude of the 

fee that they will face in the second period or by increasing development beyond the socially 

optimal amount of urban land to increase the magnitude of the fee that other landlords will face 

in the second period.  In the case of UGBs, landlords do not deviate from the socially optimal 

amount of urban land because they can only respond to this type of policy by decreasing 
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development below the socially optimal amount of urban land and the resulting benefits of such 

a decrease are only distributed to landowners beyond the corresponding UGB.  As a 

consequence, urban growth boundaries are the preferred policy when a large cumulative 

environmental externality from urban development exists. 

VIII. Conclusion 

Local governments are faced with the challenge of preserving vegetation from urban and 

agricultural development when the future locations of these habitats are uncertain due to climate 

change.  Because many key habitats are primarily privately owned, the economic argument for 

conserving these vegetation types is the positive amenities that private open space produces that 

benefit surrounding neighbors and society as a whole.  Assuming that local policymakers set 

land use policies to maximize social-welfare within their municipality, this paper attempts to 

address how they should adjust these policies to account for the potential effects of climate 

change. 

In order to answer this question, I analyzed how climate change affects the social welfare-

maximizing magnitudes of land use policies within a spatial-temporal model of a municipality.  

Two land uses were modeled: urban and private open space.  Urban development was specified 

as irreversible.  Open space produced positive location-dependent and location-independent 

externalities of uncertain future magnitudes.  In order to guarantee a unique global maximum, 

these externalities were assumed to be decreasing in urban development at a non-decreasing rate.   

Using this model, I solved for the privately and socially optimal land allocations under open-

loop and closed-loop control.  I identified the optimal time trajectory of each policy instrument 

through time and proved several key propositions about conservation under uncertainty: LDFs 

were robust to the type of control problem under the strong sufficient conditions (proposition 1) 
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and were not robust under the weak sufficient conditions (proposition 5), the socially optimal 

policies were time consistent under the strong sufficient conditions (proposition 2), and only 

socially optimal urban growth boundaries were time consistent under the weak sufficient 

conditions (proposition 4).  My results were separated into two potentially important cases: no 

cumulative environmental externality from urban development and the possible existence of a 

cumulative environmental externality. 

I made several key findings under the assumption that there was no cumulative environment 

cost from first period urban development.  First, the socially optimal amount of open space in the 

closed-loop control problem was greater than or equal to the corresponding amount in the open-

loop control problem.  This result implied that less development was allowed by socially optimal 

land use policies under closed-loop control than open-loop control.  Second, the social welfare-

maximizing LDFs did not differ between the two control problems, while the social welfare 

maximizing UGBs and LIFs could differ.  These results implied that if local policymakers ignore 

the potential effects of climate change when setting UGBs or LIFs, they do not restrict urban 

development enough.  Alternatively, LDFs achieved the socially optimal land use allocation in 

the open-loop feedback control problem.  Last, the socially optimal closed-loop policies were 

time-consistent, which indicated that they are achievable. 

I also made three key findings under the assumption that there was a cumulative environment 

cost from first period urban development.  First, the socially optimal amount of open space in the 

closed-loop control problem was not necessarily greater than or equal to the corresponding 

amount in the open-loop control problem.  Potentially, the socially optimal land use policies 

prevented less open space development under closed-loop control than open-loop control.  

Second, all three social welfare-maximizing land use policies, including LDFs, could differ 
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between the open-loop and closed-loop control problems.  These results implied that if local 

policymakers ignore the potential effects of climate change when setting land use policies, they 

fail to achieve the socially optimal land use allocation.  Last, socially optimal closed-loop LDFs 

and LIFs were time inconsistent, while UGBs were time consistent.  This suggests that use of 

UGBs and zoning instead of development fees to manage land use, as is currently observed in 

land use planning, is socially desirable if there are large cumulative environmental externalities 

from urban development. 

The robustness of LDFs to the type of control problem under the strong sufficient conditions 

indicates that they are likely to be a more suitable land use policy in situations of uncertainty 

than either UGBs or LIFs when there is no cumulative environmental externality from 

development.  Demonstrating their value is particularly important in order to overcome the 

difficulty of their implementation.  Policies that treat landowners within a municipality 

differently can be politically controversial.  This can be particularly true when this differential 

treatment is based on benefits accruing to adjacent urban properties developed prior to the 

implementation of the policy.  Because cumulative environmental effects are likely to be 

significant in many real world situations, future research is necessary to ascertain how robust 

LDFs are under real-world parameters when the strong sufficient conditions do not hold.   

The results of this paper apply to a general set of spatial-temporal problems.  The results 

under the strong sufficient conditions apply to problems that have the following characteristics.  

First, private landowners must choose between two land uses.  Second, one land use must 

produce a positive or negative externality with an uncertain future value.  Third, one land use is 

irreversible.  Fourth, previous land use allocations have no effect on current net land use 

externalities through the cumulative environmental effect of urban development.  The results 
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under the weak sufficient conditions apply to spatial-temporal problems characterized by only 

the first three characteristics.  Because disease, regeneration problems and climate change have 

uncertain implications for many habitats, the results of this paper apply to a host of local 

conservation programs that aim to preserve threatened habitats on private lands from human 

activities. 

Another implication is that public and private conservation programs that purchase private 

lands or development rights, such as local land trusts, should amend their current methods for 

ranking conservation choices to take into account the potential risk of vegetative movement or 

loss.  The expected benefit-cost targeting approach, which ranks land conservation choices in 

order to minimize the expected loss of non-market services due to future land development 

subject to a conservation budget, overprotects properties with high risks of future habitat loss.  

Because the social value of information is greater than zero when the social welfare-maximizing 

land use allocation differs between the control problems, the expected benefit targeting approach 

can be adjusted by including the social value of information when calculating the expected loss 

of non-market services.  In order to adjust the expected benefit targeting approach in this 

manner, conservation programs must be willing to return these lands to the private domain if 

their effort to conserve the targeted habitat is unsuccessful.  Otherwise, no option value arises 

because conservation is, effectively, irreversible. 

There exist several fruitful directions for future work to explore.  One such direction is to 

analyze the effects of relaxing the model’s most important simplifying assumptions, such as the 

effect of climate change on agricultural profits.  Because climate change has uncertain effects on 

precipitation, temperature, and vegetation, its potential effect on agriculture is also uncertain.  

Relaxing this assumption will result in a non-zero private value of information and a difference 
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between the solutions for the open-loop and closed-loop landlord problems because it introduces 

uncertainty into a market return that is already accounted for by landowners when making their 

land use decisions. 

Another direction that can be explored is the robustness of location-dependent policies to 

different types of information assumptions.  Because LDFs proved robust to the type of control 

problem when there were zero environmental externalities, location-dependent policies may also 

have value in situations where uncertainty declines gradually and/or at an unknown rate.  Future 

research is necessary to evaluate the potential of LDFs and other policies in these situations. 



42 
 

References 

Albers, Heidi J. 1996. “Modeling Ecological Constraints on Tropical Forest Management: 
Spatial Interdependence, Irreversibility, and Uncertainty.” Journal of Environmental Economics 
and Management 30:73-94. 

Albers, Heidi J. and Elizabeth J.Z. Robinson. 2007. “Spatial-temporal aspects of cost-benefit 
analysis for park management: An example from Khao Yai National Park, Thailand.” Journal of 
Forest Economics 13:129-150. 

Arrow, Kenneth J. and Anthony C. Fisher. 1974. “Environmental Preservation, Uncertainty, and 
Irreversibility.” May.  The Quarterly Journal of Economics 88(2): 312-319. 

Biglaiser, G., J. Horowitz, J. Quiggin. 1995. “Dynamic Pollution Regulation.” Journal of 
Regulatory Economics 8:33-44. 

Brueckner, J. K. 1990. “Growth Controls and Land Values in an Open City.” August. Land 
Economics 66(3): 237-248. 

Brueckner, J. K., 1987. "The Structure of Urban Equilibria: A Unified Treatment of the Muth-
Mills Model," Handbook of Regional and Urban Economics, in: E. S. Mills (ed.), Handbook of 
Regional and Urban Economics, edition 1, volume 2, chapter 20, pp: 821-845. 

Campos-Palacin, Pablo, Lynn Huntsinger, Richard Standiford, David Martin-Barros, Pedro 
Mariscal-Lorente, and Paul F. Starrs. 2002. “Working Woodlands: Public Demand Owner 
Management, and Government Intervention in Conserving Mediterranean Ranchers and 
Dehesas.” In: Standiford, Richard B., et al, tech. editor. Proceedings of the Fifth Symposium on 
Open spaces: Oaks in California's Challenging Landscape. Gen. Tech. Rep. PSW-GTR-184, 
Albany, CA: Pacific Southwest Research Station, Forest Service, U.S. Department of 
Agriculture: 511-527. 

Dixit, Avinash K. and Robert S. Pindyck. 1994. Investment under Uncertainty. Princeton, N.J: 
Princeton University Press 

Epstein, Larry G. 1980. “Decision Making and the Temporal Resolution of Uncertainty.” June. 
International Economic Review 21(2): 269-283. 

Freixas X. and Laffont J.-J. 1984. “On the Irreversibility Effect.”  In M. Boyer and R. Kihlstrom, 
eds. Bayesian Models in Economic Theory. Amsterdam: North Holland Pub Co., New York, 
NY, pp. 105-114. 

Gardner, B. Delworth. 1977. “The Economics of Agricultural Land Preservation.” December. 
American Journal of Agricultural Economics 59(5): 1027-1036. 

Gollier, C., B. Jullien, and N. Treich. “Scientific progress and irreversibility: an economic 
interpretation of the ‘Precautionary Principle’.” Journal of Public Economics 75(2000):229-253. 

Hanemann, W. Michael. 1989. “Information and the Concept of Option Value.” Journal of 
Environmental Economics and Management 16: 23-37. 

Hannah, Lee, Guy Midgley, Ian Davies, Frank Davis, Lydia Ries, Wilfried Thuiller, James 
Thorne, Changwan Seo, David Storms, and Nathan Snider. 2008. “BIOMOVE – Creation of a 
Complex and Dynamic Model for Assessing the Impacts of Climate Change on California 



43 
 

Vegetation.” Public Interest Energy Research Program, California Energy Commission CEC-
500-2008-060. 

Ineich, Chris. 2005. “Conserving California’s Oaks for the Future.”  John Muir Institute of the 
Environment. June.  Available at 
http://johnmuir.ucdavis.edu/pdflibrary/ecobriefs/California%20Oaks.pdf.  Accessed May, 2009. 

Kueppers, Lara M., Mark A. Snyder, Lisa C. Sloan, Erika S. Zavaleta, and Brian Fulfrost. 2005. 
“Modeled regional climate change and California endemic oak ranges.” Proceedings of the 
National Academy of Sciences of the United States of America 102(45):16281-16286. 

Kydland, F. and E. Prescott. 1977. “Rules Rather than Discretion: The Inconsistency of Optimal 
Plans.” The Journal of Political Economy 85(3):473-492. 

Mass-Colell, A., M.D. Whinston, and J.R. Green. 1995. Microeconomic Theory. New York, 

N.Y: Oxford University Press. 

Narain, Urvashi, Michael Hanemann, and Anthony Fisher. 2007. “The Irreversibility Effect in 
Environmental Decisionmaking.” February. Environmental Resource Economics 38: 391-405. 

Ulph, Alistair and David Ulph. 1997. “Global Warming, Irreversibility, and Learning.” May. The 
Economic Journal 107: 636-650. 

[WCB, 2007] California Wildlife Conservation Board. 2007. “The Woodlands Program - The 
Oak Conservation Act.”  Available at http://www.wcb.ca.gov/Pages/oak_woodlands_Act.asp.  
Accessed April, 2008. 

 


	Cover page and abstract072211
	PHFirstChapter072211

