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Abstract

The clearing of forests for agricultural land and other marketable purposes is a
well-trodden path of economic development. With these private benefits from defor-
estation come external costs: emissions from deforestation currently account for 12
per cent of global carbon emissions. A widespread intervention in reducing emis-
sions from deforestation will affect the paths of agricultural expansion and economic
growth of lower income nations. To investigate these processes, this paper presents
a general, dynamic, stochastic model of deforestation and economic growth. The
model is shown to generate unique deforestation and investment paths and a model
without reduced deforestation policy is shown to have a stationary distribution of
income and landholdings. There are three main findings. First, in the short run
national output growth falls with compensation for reduced deforestation. Second,
deforestation rates are reduced through compensating either reduced deforestation
directly or the stock of forests; however, compensating the stock of forests is likely
to be prohibitively expensive. Finally, by offering a fixed compensation rate, as op-
posed to a compensation rate tied to a stochastic carbon price, further reductions in
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1 Introduction

We made our oath beneath a mighty ironbark it were 8 ft. across as old as history
its bark so black and rough it were like the armour of a foreign king. Might as well
said Jem, then spat upon his hands and laid his axe into the brutal bark the flesh were
sour and red... (Carey, 2000, p. 104)

The story goes that with their father in gaol, a 15 year old Ned Kelly and his 9 year old
brother Jem were left to develop their family’s property at 11 Mile Creek in the Colony
of Victoria, soon to become a State in federated Australia. Their strategy to generate
income and avoid ‘slaving for their aunts” involved felling trees to provide farming land.
Ned and Jem’s story is not unique, as the clearing of forested land for production is a
well-trodden path of economic development. Deforestation facilitated development was
also the experience in middle-ages Europe and Japan, pre-European Easter Island, and
in post-European North America (Diamond, 2005). Presently, high rates of deforestation
are found in lower income countries in the tropical belt (Chomitz et al., 2007).

In addition to agricultural benefits, deforestation has external costs. These costs are
global: tropical deforestation accounts for approximately 12 per cent of total global emis-
sions (van der Werf et al., 2009). Because reducing these emissions would impose op-
portunity costs of foregone income, tropical nations have little incentive to reduce defor-
estation emissions unilaterally. An initiative now known as REDD+! attempts to provide
an incentive for tropical nations to incorporate the external costs of carbon emissions
through compensating reduced deforestation (Coalition for Rainforest Nations, 2007).

Compensation may offset the cost of foregone income, but a REDD+ mechanism may
still affect the broader economy. Reducing deforestation will slow the expansion of agri-
cultural land, reducing growth in an important sector for low income countries (The
World Bank, 2007). On the other hand, resources that would have been used in agricul-
ture may migrate to other sectors and offset national output losses. Further, compen-
sation received for reducing deforestation may be invested, raising future capital stocks
and output. In this paper these effects are investigated through the development of a

model that incorporates land expansion, capital accumulation and reduced deforestation
policy.

'Reducing Emissions from Deforestation and forest Degradation. The ‘+’ refers to activities that pro-
mote non carbon related benefits, amongst others. See Olander et al. (2012) for more information about
changing scope of REDD over time.




Existing models cannot be relied upon to investigate reduced deforestation policy
and the short to medium run effects of policy on the broader economy. First, many
growth models implicitly assume agricultural land is perfectly substitutable with other
capital stocks (Stern, 2011). This is not surprising when we consider that early growth
models focused on developed nations and that most of these nations largely ceased
agricultural expansion before Kuznets developed the stylised facts that lead to the de-
velopment of modern growth models (Acemoglu, 2009). Second, where explicitly in-
cluded the amount of land used in production is typically held fixed (Adamopoulos,
2008; Dekle and Vandenbroucke, 2012), clearly unsuitable for a process of expanding
productive landholdings. Third, the existence of costs to defining property rights over
the forest margin (Chomitz et al., 2007; Mendelsohn, 1994) rules out Hotelling-style ex-
traction models (Dasgupta and Heal, 1974). Finally, the modeling of agricultural land in
computable general equilibrium models is limited to static allocations or exogenous dy-
namic processes. As such, they are used to investigate alternative policies. For instance,
a subsidy on land use (Warr and Yusuf, 2011), a global carbon tax (Golub et al., 2009),
and the effect of macroeconomic policies on land use (Persson and Munasinghe, 1995;
Cattaneo, 2001).

An exception to the above limitations is a recent paper investigating deforestation
in an optimal control model (Ollivier, 2012). The model presented here builds upon
the work of Ollivier through developing general conditions that guarantee unique, en-
dogenous paths of both deforestation and investment as well as including uncertainty.
There are two reasons for including uncertainty. First, uncertainty allows the study of
compensation under stochastic global carbon prices. Second, as is well established in
the broader literature on savings and investment the presence of uncertainty can alter
behaviour (Hartman, 1972; Kimball, 1990; Caballero, 1991), and others have shown that
productivity shocks change optimal policy (Heutel, 2012). The framework also lends
itself to numerical experiments, which are conducted to investigate policy design prin-
ciples. To investigate these principles the model is calibrated to match the recent experi-
ence in Indonesia.

The main findings are as follows. National output growth initially declines under
compensation to reduce deforestation, but national income rises due to the inclusion of
compensation payments. Compensation for forest stocks reduces deforestation, but is
likely too costly to be a feasible option for reducing deforestation. Finally, offering a
fixed compensation rate rather than a variable compensation rate further reduces defor-



estation.

National output declines in the short run for three reasons. First, landholdings are
directly reduced by the policy. Second, as compensation raises future incomes the agent
receiving compensation partly substitutes savings with compensation. Finally, under
the parameterisation used lower landholdings also lower the marginal productivity of
capital, further lowering the incentive to invest.

In lowering compensation for each unit of forest removed the compensation rate
for forest stocks creates a similar marginal cost to the compensation rate for reduced
deforestation. Total compensation will differ; however, since the total area of forests is
typically larger than the area of reduced deforestation.

Compensation for forest stocks has been proposed as a way to include, through trans-
ferring wealth, countries with historically low deforestation rates (Woods Hold Research
Center, 2008). The results of this paper cast doubt on the feasibility of such compensation
as a means of reducing deforestation. Where there is a limited pool of funds available
for REDD+, as seems likely (Eliasch, 2008) then increasing the area rewarded lowers the
price per unit of reduced deforestation and hence the marginal cost of deforestation.
An alternative means of including countries with good historical environmental man-
agement is suggested: setting a baseline for reduced deforestation higher than what the
agent would deforest in the absence of policy. This policy option rewards historically
good environmental management through a transfer of wealth: a higher compensation
rate means the agent could deforest as much as the agent would have in the absence of a
policy and still receive compensation. Further, total compensation is typically lower with
inflated baselines than under forest stock compensation, permitting a higher payment
per unit of reduced deforestation.

Finally, reducing uncertainty in compensation payments can reduce further defor-
estation. With convex marginal utility the possibility of a low compensation rate affects
behaviour greater than the possibility of a high compensation rate. Thus the expected
value to the agent of future uncertain compensation is less than the value of certain

compensation.

2 Model

In this section, a model of economic growth with endogenous deforestation and avoided

deforestation policy is developed.



An economic agent enjoys consuming a single good. The agent has two assets: income
y € (0,00) and productive land ¢ € [0,L], L € Ry4. L is the total amount of land in the
economy, with remaining area, L — ¢, forested.> The state space is S := (0,00) x [0, L],
with typical element (y, £).

Through its two actions the agent accumulates income and productive land over
time. Production generates next period’s income and deforestation generates next pe-
riod’s landholdings. The production technology ¢ employs land and capital as inputs.
Invested income determines next period’s capital. Denote investment by k, which is non-
negative and cannot exceed income, so that the feasible investment set is [0,y]. Capital
is depreciated at the rate § € [0, 1] per period.

This period’s consumption levels are equal to income net of investment, c := y — k.

The agent’s preference over consumption levels is represented by R4+ > ¢ — u(c) € R.

Assumption 1. u is bounded, strictly increasing, strictly concave, differentiable, has u(0) = 0,
satisfies lim. g uc = +00.3

Land is accumulated through deforestation, d. Next period’s productive landholdings
are equal to current landholdings plus deforestation, ¢/ = ¢ + d.* Deforestation is costly
as the process involves clearing forests and preparing land for production. Deforestation
effort comes at an increasing convex cost per unit of deforestation, with the effort cost
being [0,L] > d — h(d) € R+.

Assumption 2. h is bounded, increasing, strictly convex and differentiable on [0, L]

The sum of consumption utility and deforestation effort defines the agent’s per period
reward function S x [0,y] x [0,L] > (y, £,k ¢') — r(y, ¢,k ¢') € R.

r(y, 0,k 0) :=u(ly —k) —h({' —0) (1)

Investment and next period’s land generate next period’s output using technology
S > (k{) — g(kt) € Ry, which follows assumption 3. Production is augmented
multiplicatively by a productivity shock x ~ u, where p, is a distribution on R ;.

Assumption 3. g is increasing and concave in both arguments, continuously differentiable and
satisfies g(0,¢") = g(k,0) = 0.

2Throughout this paper, ‘land’ or ‘landholdings’ will refer to land used in production. Forested land
will be explicitly stated as such.

3Subscripts throughout the paper refer to derivatives.

4 Apostrophes refer to the subsequent period, with double apostrophes referring to two periods hence.
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Deforestation adversely affects an exogenous foreign-agent. Aware the (domestic)
agent has no incentive to incorporate the foreign-agent’s preferences and reduce de-
forestation the foreign-agent offers a compensation contract for reduced deforestation to
the agent. This structure reflects the nature of REDD+ policy: reduced deforestation is
being undertaken in tropical nations, and typically funded by foreign nations. Compen-
sation for today’s reduced deforestation is received by the agent as part of next period’s
income. The timing of the agent’s actions is presented in figure 1.

Figure 1: Timing of the model

t t+1
| | |
I I I
Observe income, Invest, deforest, Observe next period’s
productive land and produce and income, productive land
contract parameters consume and contract parameters

The compensation contract is composed of two components: compensation for re-

ductions in deforestation rates and compensation for levels of forest stocks held.

Definition 1. For any level of deforestation d, and forested landholdings held after deforestation
L — ¢ —d, a compensation contract for reduced deforestation consists of a tuple (o, A, ¢, pp, thg),
where

e 0 (A —d) is the compensation for reduced deforestation:

o My is a distribution on R
o 0 ~ Up is the reduced deforestation compensation rate; and

o A € Ry is a reference level.
e ¢ (L—{—d) is the compensation for forests stocks:

o g is a distribution on R

o ¢ ~ g is the forest stock compensation rate.
e - (A—d)+¢-(L—{—d)is the total compensation payment.

The two components of the compensation contract are composed of a price and a
quantity. The reduced deforestation compensation rate p € R4 is the price paid per

unit of deforestation reduced over the one period life of the policy. Credited emissions
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reductions can potentially be sold on carbon markets (Eliasch, 2008; Angelsen et al.,
2009), so p represents the carbon per unit area. Since there will be uncertainty over future
carbon prices, uncertainty in the realised compensation rate is permitted by assuming
that p is generated by a distribution 3, on R.

To generate a quantity of reduced deforestation, realised deforestation is compared
to a reference level, A € Ry. The reference level, otherwise known as a baseline or
target, mimics what the deforestation level would have been in the absence of compen-
sation. In practice, this counterfactual is difficult to forecast. With a numerical model,
this counterfactual can be precisely established; however, this is not done for two rea-
sons. First, while existence of the agent’s optimal deforestation level can be ensured
where the reference level is set to the counterfactual, uniqueness of the optimal defor-
estation level cannot.”> As the focus in this paper is the level of deforestation over the
short to medium term, uniqueness of the model generated deforestation level is a crucial
property. Second, practical implementation of a REDD+ mechanism will involve choos-
ing some reference level (Griscom et al., 2009; Corbera et al., 2010). The consequences
of altering reference levels in practice can be investigated through allowing reference
levels to vary in numerical experiments. Since REDD+ is intended to make nations no
worse off, throughout this paper the reference level will be assumed to be greater than
deforestation in the absence of a policy.

The second component of the policy is compensation for forest stocks. Total compen-
sation for forest stocks is again composed of a price and quantity. The price is the forest
stock compensation rate ¢ € R, the payment per unit of forest remaining. The forest
stock compensation rate, ¢ is a random variable with distribution y1y on R. The quan-
tity is the area of forest stocks held after deforestation L — ¢ — d. Total compensation is
added to next period’s output and un-depreciated capital to form next period’s income.

Next period’s state is generated by the vector valued transition function Ry x R% x
0,y] x [0,L]> > (x, 0, ¢,4,k,¢') — H(x,0,0,¢,k, ') €S for any (y,{) € S.

H(x,0,¢, 6,k 0) == (X'g(k'”) k- (1=8)+p-A+L—L)+¢- (L_g/)) N

El

Assume the agent follows a time stationary policy-function S > (y,¢) — n(y,{) €

SSpecifically, concavity of the optimal policy-function is required and cannot be ensured. The term
‘optimal policy-function’ is defined in definition 4.



[0,y] x [0, L] mapping income and landholdings into investment and next period’s land-
holdings. The policy-function is restricted to be feasible, in that any pair of choices for
any state (v, ¢) is contained in [0, y] x [0, L]. Define IT as the set of feasible policy-functions.

To simplify the notation, let Ry+ X R =: Z 3 { := (jy, Mo, Jig) be a distribution
consisting of the three independent distributions. Further, let z be the triple z := (x, p, ¢).

The law of motion is:

(Yer1, Lev1) = H(zeon, b, T8y, 1), T (ys, 1))
(20)21 R ¢
(vo, %) € S given

t € Ny

(3)

Assembling these pieces and given initial state (y, /) and discount rate g € (0,1), the
agent’s optimisation problem is to construct a policy-function to maximise the expected,
discounted value of following this policy-function.

Definition 2. The agent’s optimisation problem is:

rglez;lﬁ( vr(y,0), where

vn(y, ) :=E| )] Bir(ye, s, T8 (ys, £1), Tt (ys, £1))
=0

subject to: (3)

where the expectations operator is over {. The maximum value of the optimisation

problem is the deforestation-growth value function in definition 3.

Definition 3. The deforestation-growth value function is v*(y, ) := sup{vx(y,{) : 7 €
I}, where vy is defined in definition 2.

The deforestation-growth value function will be obtained by following the optimal

policy-function in definition 4.
Definition 4. A policy-function 7v* € Il is called optimal if v+ = v* for each (y, ) € S.

The deforestation-growth value function can be shown to follow a Bellman equation.



Proposition 1. The deforestation-growth value function v* is increasing and strictly concave
on S. The deforestation-growth value function v* is differentiable on the interior of S. It is the
unique function in the set of increasing, strictly concave, bounded functions on S that satisfies:

o) = max kOB [0 (HE0O) Ta] () ES) @

(k,')e[0,y]x[0,L
An optimal policy-function 7* exists. 7* is unique, continuous and nondecreasing on S.
Proof. See appendix A.1. O

In the model without a compensation contract for reduced deforestation, both in-
vestment and next period’s landholdings can be shown to be increasing on the state
space.

Proposition 2. In the model without a compensation contract for reduced deforestation, both
investment and next period’s landholdings are non-decreasing on the state space. That is, for any
(y,£) and (9,2) withy < g and £ < 0, 78 (y,£) < 78%(9,0) and 7" (y, £) < 7 (9, ).

Proof. See appendix A.2 O

Under additional restrictions the optimal income and land process as generated by
the law of motion (3) has at least one stationary distribution. Let P(S) be the set of
distributions on S and B(S) denote the Borel sets on S.

Definition 5. A distribution ¢ € P(S) is called stationary if:

[ 1[G 7 (0,7 ()| 9* 0,0 = () BEBES) O

Modify the state space to S := R4 x [L, L] for L > 0. This modification ensures
sufficient incentive to invest at low landholdings and low income levels. The following

assumption will be required:
Assumption 4. In addition to assumption 3, for all ¢ € [L, L], g satisfies:

o [Ixg(k,€)+ (1 —0)k] py(dx) < ak+bforae (0,1)and b < oo

o limyo [ srgmmaraay P (dx) <1

The first component of assumption 4 is a weak diminishing returns argument, and the

second component ensures sufficient incentive to invest at low income and landholdings.
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Proposition 3. On a state space S := (0,00) X [L, L], there exists at least one nontrivial sta-
tionary distribution p* € P(S).

Proof. See appendix A.3 O

2.1 First order conditions

The agent chooses investment levels and next period’s levels of productive landholdings

according to the following conditions:

uc(y — k) >ﬁ/vyxgk€’)—|—k (1=8)4p-A+l—0)+¢-(L—0)0)
x (xgx(k, £') +1 = 6){(dz)
hi (0 — >ﬁ/vy()(gk€’)+k (1=8)4p-A+l—)+d-(L—0)0)
x (xgL(k,l') —p —A) + v {(dz)
vy (v, €) = uc(y — k)
[, 0) =h (¢ =20)
+ﬁ/v§(?cg(kz£')+k' (1=80)+p-A+L—=0)+¢- (L), L")p {(dz)

0

These form the intertemporal conditions which hold with equality on the interior of

S. These conditions imply consumption is increasing in income levels.

Proposition 4. Optimal consumption c(y) := y — i (y,£), is increasing in income levels.
That is, y <y’ implies c(y) < c(y’)

Proof. See appendix A.4 O

As a benchmark, assume no compensation payments are made.® Along the interior

of the state space the first order conditions are:

uc(y —k) Zﬁ/uc (k&) +k-(1-0) —K) (xgx(k, &) +1—0) py(dx) (7a)

— B [ uc (xgll £) + k- (1= 8) = K) xgulk ) +he(£" =€) iy (dx)  (7b)

®For example by letting the distributions on compensation rates satisfy P{p = 0} = P{¢ =0} = 1.
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The agent’s capital investment decision (7a) equates the marginal cost of investment
in terms of foregone current consumption to the expected, discounted marginal bene-
tit. The marginal benefit stems from the additional consumption an additional unit of
invested capital generates.

Landholdings influence investment through the production technology g. Higher
landholdings increase output and decrease the marginal utility of consumption (see as-
sumption 3 and proposition 4). The net effect of landholdings on investment depends
on how landholdings change the marginal productivity of capital. Where higher land-
holdings decrease the marginal productivity of capital, then higher landholdings un-
ambiguously decrease investment. Where higher landholdings increase the marginal
productivity of capital the effect is ambiguous.

The optimal land decision (7b) balances this period’s marginal deforestation effort
cost with next period’s discounted, expected marginal benefit. Next period’s marginal
benefit is the sum of the benefit of an additional unit of land and the reduction in next
period’s deforestation effort cost. Next period’s marginal effort cost is reduced because
the more the agent clears today, the less the agent needs to clear tomorrow to hold any
level of landholdings two periods from now.

2.1.1 Inter-temporal conditions: compensation for reduced deforestation

The effect of a compensation contract for reduced deforestation on optimal decisions is
now investigated. Along the interior of the state space the first order conditions are:

ucly—K) > p [ uc (xg(k £) +k-(L=8) +p- (A+E =) +¢-(L—) k)
x (xgk(k, £') +1—98) {(dz) (8a)
hp (0 —0) > ,B/uc (xg(k, ) +k-1=08)+p-A+L—-L)+¢-(L-1')—K)
x (xgu(kl') —p — ¢) +he (0" = 1) + /3/ [uc(x'g (K, £")
+E - (1=0)+p" A+ =L")+¢"- (L—") —k")p" {(d2)] {(dz) (8D)
The policy affects the investment decision (8a) in two ways. First, by design compen-

sation (weakly) increases future income. As consumption is increasing in income (see

proposition 4), compensation lowers the marginal utility of future consumption and the
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incentive to invest. Intuitively the agent’s need to withhold income to save is reduced
because reducing deforestation and maintaining forest stocks is a form of saving. Sec-
ond, the reduction in landholdings changes the marginal productivity of capital. Where
the marginal productivity of capital is strictly increasing in landholdings, compensa-
tion unambiguously reduces the short term incentive to accumulate capital relative to a
world without compensation. This result is stated as a proposition, with the superscript
R denoting states and actions under Reduced deforestation policy.

Proposition 5. Let the payments for reduced deforestation fully compensate income losses, so
that y' < yR'. Where the marginal productivity of capital is increasing in landholdings the
introduction of compensation for reduced deforestation will reduce investment in the first period.
That is, 0 < gk, implies kR < k.

Proof. See appendix A.5. O

Compensation for either reduced deforestation or forest stock lowers the marginal
benefit of an additional unit of deforestation (8b). Where increasing the compensation
rate increases next period’s income the effect of increasing either compensation rate
will be moderated by a declining marginal utility of consumption by proposition 4.
The reference level also influences behaviour through next period’s income. Again by
proposition 4, increasing the reference level lowers the marginal utility of consumption.

Compensation for reduced deforestation has an additional effect of increasing the
marginal benefits of clearing land, B* [ [ ul-p’ {(dz') {(dz). To see how this counterintu-
itive effect arises, note that set of next period’s landholdings that receives compensation
(including zero compensation) for reduced deforestation is the interval from no land to
the sum of the reference level and next period’s landholdings, [0, A + ¢']. Increasing next
period’s landholdings increases the upper bound of this set in the following period. De-
forestation today raises allowable landholdings two periods from now that still receives
compensation for reduced deforestation.
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3 A numerical investigation of deforestation and economic

growth in Indonesia

The effects of policy parameters are investegated numerically through fitted value itera-
tion.” The model is calibrated to match the recent experience in Indonesia. Indonesia is
a relevant country for two reasons. First, Indonesia is the second largest source of emis-
sions from land-use, land-use change and forestry (FAOSTAT, 2013). Second, Indonesia
is already receiving compensation for reducing deforestation (Solheim and Natalegawa,
2010; Tollefson, 2009; Brockhaus et al., 2012; Sloan et al., 2012).

3.1 Calibration

Assumption 5 shows the functional forms and assumption 6 shows the benchmark pa-
rameter values used in this analysis. The production function’s parameters are chosen
to match Indonesian data over 2006-2010, and the deforestation effort cost function and
utility functions are calibrated so that the model matches recent deforestation and in-

come accumulation rates.

Assumption 5.
u(c)=1—e%

g(k,0) = Ak~
h(d) = Bd¥

4 p Hx A o
0.85 0962 P(x=1.0)=1 235 0.503

Assumption 6.

n 0 B P L
0.02 011 0.04 20 5.4

The units of output and income are in 100 trillions of year 2000 Indonesian Rupiahs
(IDR2ggo). Land is in 100,000 square kilometres, which is slightly larger than a fifth of

"Based on (Stachurski, 2008, Algorithm 1), on a grid of size 50 x 50 with a tolerance of 1le=°. This
method ensures the approximation converges to the global solution v*. The routine is implemented using
the open source NumPy, SciPy and matplotlib libraries in the python language. The procedure relies on a
numerical minimiser developed in Byrd et al. (1995). Scripts available upon request.
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the Indonesian island of Sumatra. Since land is homogenous in this model the value
of land is assumed to be proportional to land area. At an average of 1251.8 tonnes of
CO, equivalent (tCOze) per hectare arising from deforestation in Indonesia (Busch et al.,
2012) and using July 1, 2001 exchange rates (XE, 2013), p ~ 8000 IDRpppo/tCOze ~ 0.9
USD»gg0/tCOze.

The data on capital stocks, GDP and population is taken from van der Eng (2010).
Residential capital is excluded from the final amount. The data does not include the
value of land or forests, nor does the data contain information on livestock or crop
values. Agricultural land use data comes from the World Bank’s development indicators
(The World Bank, 2013). This data does not include the area under forestry production.
The maximum amount of land L is set to the sum of agricultural and forested areas. The
initial per capita forested area is 3.97, and with per capita initial landholdings equalling
1.43, L = 5.4 (FAOSTAT, 2013).8 The output elasticity of land 7, is set to 0.02 and the
output elasticity of capital « is set to 0.503 (Warr and Yusuf, 2011, table 3). A is calibrated
to 2.35. The capital depreciation rate is set to § = 0.11 (van der Eng, 2009, figure 5). The
discount rate is B = 1/1 + r, where r is the real interest rate and is r is set to 0.04, as
the mean of recent years’ observations (The World Bank, 2013). 0 is calibrated to 0.85,
ensuring the model generated income paths match data.

To the author’s knowledge, there does not exist any estimates that could be used as
parameter values for the deforestation cost function. The cost function is calibrated so
the path of deforestation generated by the model replicates the recent path of deforesta-
tion, with ¢ = 2.0 and B = 0.04.

A deterministic version of the model (see assumption 7) is used for the bulk of the
numerical analysis. As a benchmark the policy rewards reduced deforestation and not

forest stocks. To simplify, notation regarding distributions will be dropped.

Assumption 7. Ho A Mo
P{p=05}=1 0042 P{p=00}=1

8The data for forested areas is the land under natural or planted stands of trees of at least 5 meters
in situ and excludes tree stands in agricultural production systems. For example, in fruit plantations and
agroforestry systems
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3.2 The counterfactual rate of deforestation

The effectiveness of policy can be assessed through comparing policy outcomes with
the outcomes that would have arisen in the absence of a policy (Holland, 1986). In
this model, this definition yields multiple measures of effectiveness. Multiple measures
arise because this period’s reduced deforestation policy affects next period’s state. Since
optimal actions are state dependent the effectiveness of next period’s policy depends on
policy this period. This path dependency of policy needs to be accounted for in assessing
the effectiveness of policy over time.

The structure suggests a need to distinguish between two types of outcomes to mea-
sure the effectiveness of reduced deforestation policy; outcomes after one period need to
be distinguished from outcomes after multiple periods. Where a policy is implemented
for one period, some measure of the outcome under policy and the counterfactual out-
come yields the effectiveness of the policy. Term this the one period counterfactual. In
the next period, let the path with a compensation contract for reduced deforestation un-
dertake another contract. The one period counterfactual is also required to assess the
effectiveness of the policy in this second period. Another relevant question is how well
reduced deforestation has performed over its lifetime. After two periods the counterfac-
tual whereby no reduced policy was implemented in either period is required to assess
the effectiveness of the policy implemented in both periods. Term this the trajectory
counterfactual.

The idea is illustrated in figure 2. Here, X; is the outcome variable of interest at time
t. For instance, a change in agricultural land. Outcome C is the counterfactual trajectory,
where there is no policy in either period. Outcome P is where a policy has been im-
plemented for two periods. Outcome F is the path where the policy is undertaken only
in the first period. There are two relevant counterfactuals when assessing outcomes at
t = 2. First the one period effect is some measure of the distance between F and P. In
addition the trajectory effect is some measure of the distance between P and C.

These different counterfactuals reflect different objectives in reduced deforestation
policy. One objective is to reduce deforestation over the life of an agreement. For ex-
ample, this short run objective is required to implement baselines and reward emissions
reductions. The one period counterfactual corresponds to this short run objective. An-
other objective is the stock of forests in the longer run, which in part determines the total
amount of emissions released. The trajectory counterfactual corresponds to this long run

objective.
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Figure 2: The two types of counterfactuals present in intertemporal policy.

Xi
C= X2|X1,Baseliner XO,Baseline
F= XZ | Xl,Baseliner XO,Policy
o P = Xo|X1,poticys Xo,Poticy
‘ ‘ time
0 1 2

Statistics for the two types of effectiveness measures are constructed as follows. Given
an initial condition (1o, ¢p) € S and optimal policy 77*, (3) generates sequences of income
and landholdings both with and without policy. Distinguish sequences with a policy by
the superscript R.

) . R
A (n/ 60/ Yo, (p/ /\1 4)/ ,l’lpz ]/lgb)) =100 - Z.n Z'n SUbjeCt to (3) (10)
0

ln_

fori € {¢,y}. This measure is trajectory reduced deforestation (output) at time n. The
one period reduced deforestation (output) is (10) with n = 1. The steady state reduced
deforestation is a special case of (10) as n — co.

To measure how compensation changes over time, compensation payments as a pro-

portion of counterfactual output is used.

p(A+ L8 —0) + (L —13)
Yn

E(n, Lo, yo, (0, A, @, po, He)) = 100 - subject to (3) (11)

3.3 Results

The section will present results on the effects of varying reduced deforestation policy
parameters. The initial state is equal to 2010 values, (vo, {y) = (24.608, 1.427).
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3.3.1 Varying the reduced deforestation compensation rate, p

The compensation rates investigated are p € {0.3,0.5,0.7}. Table 1 shows compensation
for reduced deforestation works as desired: a compensation rate of p = 0.3 reduces
deforestation by approximately 24 per cent in the first period. Increasing the compensa-
tion rate from 0.3 to 0.7 reduces deforestation by a further 34 per cent. After ten years,
reduced deforestation with p = 0.3 is approximately 20 per cent. A higher compensa-
tion rate decreases deforestation at any point in time, but the effect of increasing the

compensation rate diminishes over time.

Table 1: The effect of varying the compensation rate p on landholdings and output. The figures in
cells are reductions in deforestation (output) as defined in (10): A’(n,24.608,1.427, (p,0.042,0.0))
fori € {¢,y}. All other parameters follow assumption 6.

n
p| 1 3 5 10
03[239 222 213 202
Land 05421 383 363 338
0.7 | 683 537 517 482
03|09 08 05 03
Output 05| 1.6 08 03 03
07|25 10 06 04

Output immediately declines due to the policy, as implied by proposition 5. For
the investigated compensation rates, output reductions after one period range between
0.9 and 2.5 per cent. After ten years, output reductions across the compensation rates
investigated are within 0.1 per cent of each other. This convergence to counterfactual tra-
jectory output implies annual output growth is greater than the counterfactual after the
first period. The process driven by reinvesting received compensation as manufactured
capital.

Table 2 shows how total compensation paid as a proportion of trajectory counterfac-
tual output changes with compensation rates. Compensation rates can be expected to
increase total compensation paid by both increasing the per unit payment and inducing
more deforestation. In the first period, compensation is approximately 7 per cent of na-
tional output with p = 0.3. A compensation rate p = 0.7 results in total compensation
payments of around 22 per cent of total output.

To put these numbers in context, the Norway-Indonesia moratorium provided USD 1
billion for forest reduction efforts (Solheim and Natalegawa, 2010; Sloan et al., 2012). For
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comparison, assume this is solely for the initial two-year moratorium on new licenses
for forest lands.” Under this scenario, total compensation is equivalent to 0.08 per cent
of national output.

Table 2: The effect of varying the compensation rate p on total compensation paid as a proportion
of trajectory counterfactual output. The figures in cells are the compensation as a percentage of
counterfactual output as defined in (11): Z(#n,24.608,1.427, (p,0.042,0.0)). All other parameters
follow assumption 6.

n

o | 1 3 5 10
0369 73 76 80
05|138 136 138 138
07221 211 212 204

3.3.2 Varying the reference level, A

The reference levels investigated are A € {0.042,0.046,0.05}, all of which exceed defor-
estation levels along any benchmark path. The changes in deforestation and output for

various reference rates are presented in table 3.

Table 3: The effect of varying the reference level A on landholdings and output. The figures in
cells are reductions in deforestation (output) as defined in (10): A’(n,24.608,1.427,(0.5,1,0.0))
fori € {¢,y}. All other parameters follow assumption 6.

n

A 1 3 5 10
0.042 | 42.1 383 36.3 35.8
Land 0.046 | 423 385 36.7 34.5
0.050 | 42.7 39.0 37.1 349

0042 16 08 03 03

Output 0.046 | 1.7 09 06 04
0050 | 20 08 04 04

Increasing the reference level reduces both deforestation and output. An increase
in the reference level from A = 0.042 to A = 0.050 reduces deforestation by 0.6 per
cent. Over time the effect of increasing the reference level on output diminishes. This
effect arises because compensation is reinvested as capital. Table 4 shows compensation

increasing from 14 to 18 per cent of benchmark output.

9To be clear, this is not the case.
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Table 4: The effect of varying the reference level A on total compensation paid as a proportion
of trajectory counterfactual output. The figures in cells are the compensation as a percentage
of counterfactual output as defined in (11): Z(n,24.608,1.427,(0.5,A,0.0)). All other parameters
follow assumption 6.

A |1 3 5 10
0.042 | 13.8 136 13.8 138
0.046 | 159 156 158 15.6
0.050 | 181 17.7 17.7 175

3.3.3 Varying the forest stock compensation rate, ¢

Without any precise information on the value of non-market assets within forests rela-
tive to the value of carbon the forest stock compensation rate is set as one-hundredth
of the reduced deforestation rate. That is, ¢ € {0.003,0.005,0.007}. The values are ad-
mittedly ad hoc; however, the underlying story is robust to changes in the forest stock

compensation rate.

Table 5: The effect of varying the forest stock compensation rate ¢ on landholdings and out-
put. The figures in cells are proportional deforestation rates (and output) as defined in (10):
A'(n,24.608,1.427,(0.5,0.042, ¢)) for i € {{,y}. All other parameters follow assumption 6.

n
¢ | 1 3 5 10
0.000 | 421 383 363 338

Land 0.003 | 444 407 388 36.4
0.005 | 56.0 422 403 37.9
0.007 | 575 43.6 41.8 39.4
0000 | 1.6 08 03 03

Output 0.003 | 26 1.0 06 02
0005| 37 14 09 03
0007 | 45 17 10 05

Including compensation for forest stocks decreases deforestation (see table 5). In the
absence of stock compensation, proportional deforestation is 42 per cent. At a forest
stock compensation rate rate ¢ = 0.003, deforestation reduced is 44 per cent. Increasing
the compensation rate to ¢ = 0.007 reduces the change in landholdings by a further 2.5
per cent.

This reduced deforestation from forest stock compensation comes at a large price.
With a reduced deforestation compensation rate of 0.5 and a zero forest stock compen-

sation rate, total compensation was equivalent to 14 per cent of benchmark output (see
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table 6). For slightly more than a further 2 per cent of reduced deforestation, total com-
pensation payments rise by 12 per cent of benchmark output. This is because payments
are made based on the size of forest stock, which is large relative to the area of reduced

deforestation.

Table 6: The effect of varying the stock compensation rate ¢ on total compensation paid as
a proportion of trajectory counterfactual output. The figures in cells are the compensation as a
percentage of counterfactual output as defined in (11): E(n,24.608,1.427, (0.5,0.042, ¢)). All other
parameters follow assumption 6.

o | 1 3 5 10
0.000 | 13.8 136 138 138
0.003 | 26.0 252 249 239
0.005 | 341 329 322 30.6
0.007 | 42.3 40.6 39.6 373

3.3.4 Stochastic productivity levels and compensation rates

Uncertainty in compensation rates will arise if the long term aim of linking REDD+ with
global carbon markets is realised (Eliasch, 2008; Angelsen et al., 2009). In this world the
foreign-agent has an additional option in contract design: offering a fixed compensation
rate, or a variable compensation rate tied to uncertain carbon prices.

There are two channels through which the optimal policy-function with variable com-
pensation could differ from the optimal policy-function with fixed compensation. First,
the expected values of productivity shocks and variable compensation rates could differ
from the deterministic values. This possibility is removed by setting the expected values
in this section equal to the deterministic values in assumption 7. A second channel op-
erates through an asymmetric value of the shocks to the agent. This occurs where future
benefits of deforestation are non-linear, as in the Euler equation (8).

The parameterisation is kept simple, as the qualitative result is of interest. Let ran-
dom variables of productivity levels and compensation rates equal x = X -xand p =p-r.
The distributions of x and r follow assumption 8. The values for ¥ and p follow the val-
ues used in the investigation of the deterministic system, as found in assumption 7. All
other parameters follow assumptions 6 and 7.

To investigate the effect of removing uncertainty from compensation, empirical cu-
mulative distribution functions are presented. The empirical cumulative distribution

function, taken from 10,000 observations of the stochastic law of motion (3) after five
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Table 7: Distribution parameters

Ux Ur He Ox Oy
Assumption 8.

InN(—02/2,0) InN(—0?/2,0,) P{p=00}=1 01 0.1

years. For any value of landholdings ¢, the distribution function F,(¢) tells the propor-
tion of observations that had landholdings less than /.

1.0
0.8
0.6
=
'
0.4
0.2
— Fixed compensation rate
— Variable compensation rate

IE!'P.43 1.44 1.45 1.46 1.47 1.48 1.49 1.50 1.51
Land holdings

Figure 3: The empirical cumulative distribution functions of landholdings after five years with
compensation for reduced deforestation. Compensation levels are either deterministic (fixed) or
stochastic (variable). Parameters are as in assumptions 6 and 8, with deterministic compensation
rates having y, satisfy P{p = 0.3} = 1. The empirical cumulative distribution functions are
calculated using 10,000 observations from the stochastic recursive sequence (3).

The estimated distribution functions for landholdings are presented in figure 3. The
tigure shows landholdings under the fixed compensation rates are more likely to be
lower than landholdings under variable compensation rates. That is, more deforestation
is reduced with a fixed compensation rate. Greater reductions in deforestation occur

because under variable compensation and convex marginal utility, lower compensation
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rates influence behaviour by more than higher compensation rates. This is a manifesta-

tion of a more general phenomenon known as prudence (Kimball, 1990).

4 Conclusion

I develop a general model for investigating the interaction between deforestation, re-
duced deforestation policy and economic growth. The model permits many different
assumptions about functional form, whilst still guaranteeing a unique path of defor-
estation. Conditions are established under which the model exhibits monotonocity of
optimal actions and stationary distributions of state variables. A numerical investigation
using Indonesian data generates additional insights into design principles of reduced
deforestation policy.

There are three main results. First, where capital and land are complimentary in
production, policy causes output to decline in the first period of the policy. Second,
compensation for forest stocks also reduces deforestation, but is unlikely to be feasible
due to high total compensation payments. Finally, that fixed compensation rates reduce
more deforestation than variable compensation rates.

Where land and capital are complimentary in production, policy causes a decline in
output growth for three reasons. First because lowering landholdings directly lowers
output. Second, compensation for reduced deforestation increases future income. As
consumption is increasing in income (see proposition 4), increasing compensation lowers
the marginal benefit of an additional unit of invested capital. Finally, the marginal
productivity of capital declines where capital and landholdings are complementary in
production.

The reduced deforestation compensation rate drives most of the reduced deforesta-
tion. Altering the reference level for deforestation rates reduces deforestation; however,
the magnitude is small. Compensation of forest stocks also creates a small incentive
not to deforest. This reduction is costly, an additional 2 per cent reduction in deforesta-
tion increases total compensation paid by 12 per cent of benchmark national production.
This increase arises because forest stocks are large relative to the area of deforestation
reduced.

Stock compensation rates have been suggested as a way to include countries with his-
torically low deforestation rates, and high forest stock holdings (Cattaneo, 2008, 2009).
Since these countries by definition have large areas of forest, compensation for forest
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stocks will be more costly. With a limited pool of funds, as is likely with a REDD+
mechanism (Eliasch, 2008), increasing the quantity of forest rewarded lowers the pay-
ment per unit land rewarded. This lowers both the transfer of funds to each nation and
the incentive to avoid deforestation.

The results in the paper suggests a lower cost alternative to include countries with
low deforestation rates. By increasing the reference level, countries with historically
low deforestation rates can still receive a transfer for historically good performance.
As total quantities rewarded are lower under this proposal, a higher payment per unit
deforestation avoided can be offered with a limited pool of funds. This higher payment
creates a higher incentive to reduce deforestation.

Including uncertainty into production and compensation rates offers an additional
option for the policy-maker, who could offer a contract with either fixed compensation
rates, or with variable compensation rates tied to a global carbon price. I find that the
estimated probability of having lower landholdings is greater under fixed compensation
rates than under variable compensation rates. This occurs because the agent has convex
marginal utility. Under this condition the agent places more weight on low compensation
rates than higher compensation rates. This final result shows that removing uncertainty
in compensation rates can further reduce deforestation.

The framework in this paper provides a base for future research along two lines.
First, the model could be extended to include seemingly relevant factors like labour
markets and rural-urban migration (Merry et al., 2008). Second, the base framework
with an endogenously growing agricultural and capital sector could provide insights
into structural change (Moro, 2012), or ‘unified growth theory” (Galor, 2011), where the
research agenda is to build a growth model capable of explaining the transition from pre

to post industrial revolution growth.
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A Reduced deforestation and economic growth

In this section, proofs of the propositions presented in the body of the chapter on growth are

presented. Lemmas required to complete the proofs of these propositions follow in section B.

A.1 Proof of proposition 1

Proof. To begin, recall the state space S := (0,00) x [0,L]. It will be useful to define the two
dimensions of the state as S¥ := (0,c0) and Sk := [0, L]. Define the action space as X := S, with
(k,¢") a typical element of X. Let S > (y,£) — Y(y,¢) = [0,y] x St C X be the feasible action
correspondence mapping the state into feasible actions.

Recall the reward function (1). By assumptions 1 and 2 the reward function is strictly concave,
continuously differentiable and bounded on the set of feasible state-action pairs, grY = {(y, £, k,£')
€SxX:(kt)eY(yL)}; increasing on S for all (k,¢') € Y(y,¢).

With assumption 3 the transition function (2) is differentiable, continuous and concave on grY
for all z € Z, and strictly increasing on S for all (k,¢') € Y(y,¢),z € Z.

The feasible correspondence Y yields values in a closed and bounded subset of R? and thus
is compact valued by the Heine-Borel theorem (Stachurski, 2009, Theorem 3.2.19). To show that
the feasible correspondence is continuous, note that if p(y,¢) = (0,0) and q(y,¢) = (y,L), then
p and g are both continuous functions. Since Y = {(k,¢') € X : p(y,£) < (k, V') < q(y, )}, Y is
a continuous correspondence by lemma 2 in appendix B. Finally the state space and the set of
feasible state-action pairs are a convex sets.

Now, let CicbS be the set of concave, increasing, continuous and bounded functions on S and

endow this space with the sup-norm d..

Definition 6. For w € CicbS, define the Bellman operator T : CicbS — CicbS as:

Tw(y,f) = (k,E’r)rgf)gyj) {r(y, 4k, E’) + 5/w(H(Z, K¢ 6’))C(dz)} 12
(v, 0) €9)

Definition 7. Given w : CicbS — R, a policy-function 7t € I1 is w-greedy if:

n(y,f) € argmax {r(y,ﬁ,k,ﬁ') +ﬁ/w(H(z,€,k’,£’))§(dz)}
(k)€Y (y,0)

(v, 6) €5)

By Stachurski (2009, Theorem 12.1.12), v* is the unique fixed point of T, that v* € CicbS and

that it is the unique function in CicbS that satisfies equation 4. Further, there exists a v*-greedy
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policy-function 7t*. By Stachurski (2009, Lemma 10.1.21), a v*-greedy policy-function is optimal
as defined in 4.

That v* is strictly concave can be ensured (Stachurski, 2009, Exercise 12.1.13). Since there
exists an optimal policy-function, and that v* is strictly concave, there is at most one optimal
policy-function (Sundaram, 1996, Theorem 7.14). An application of Berge’s theorem (Stachurski,
2009, Theorem B.1.3) of the maximum ensures the continuity of the policy-function 7* :=
argmax ;) cy(y,) 0" on S.

O

A.1.1 Proof of differentiability

The proof in this section is based on Stachurski (2009, Propositions 12.1.17, 12.1.18). The value
function is defined on two dimensions: income and land. The proofs in this section will prove

differentiability in the income, then the land dimension.

Income For w € CicbhS, define [y as

Jy(y k) == u(y —k) —h(ﬁ’—5)+ﬁ/W[Xg(k/f')+P'(?\+f—€') +¢- (L) +k-(1-0),0(dz)

Where y > 0 and k < y by lemma 1, for any (¢,¢) € St x SL. Replacing W in Stachurski
(2009, Proposition 12.1.18) with Jy and following through with the rest of the proof of Proposition
12.1.18 yields:

(Tw)y(y, £) = uc(y — 7*(y, )

Land It will be shown that the value function is differentiable on the interior of the land di-
mension, int(S'). Obtaining differentiability in the land dimension uses the same idea as above,
but is slightly different.
Let
JL(6,0) :=uly—k)—h(l'—0) + V(1)

Where ¢ € int(St), for any (y,k) € grY and
v(e,0) =B [ aly, Olun(dx)

where y' = xg(7*(y, £), 7 (y, ) +p - (A + L= 7 (y, £)) + ¢ - (L= 7 (y, £)) + 7 (y, €) - (1= 9)
Since ¢ [ int(S), there exists an open neighbourhood G of zero with:
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JL(b+a, 7" (y,0)) < Tw(y, L +a) = JL(L +a, 7= (y, £ +a)) VaeG

And so,

Tw(y, £ +a) — Tw(y, £) >J.(€ +a, 7"y, £)) — JL(£, 7" (y, £))
= —h(rl(y,0) =t —a) + V(l+a,nt(y,0))
+h(rt(y, €) = ) =V (L, " (y, 0))

Replace a with a sequence (a,) C G, a, > 0and a, | 0:

Tw(y, ¢+ a,) — Tw(y, ) <
an -

h(reh(y, £) — 0 — ay) — k(" (y, £) =€)
L V(tan it (y, 0) = V(L 7 (y,0))

an

VnelN

Since Tw inherits the concavity of w the right derivative in the land dimension DTw;  exists.
Further, V is differentiable in its first dimension by the above result showing the existence of v7.
As a, | 0 and since limits are preserved under inequalities (Bartle and Sherbert, 2011, Theorem
3.2.5), DTwyy (y,¢) > —hp (7t (y, €) — ) + VL.(¢, t(y, £)).

Reversing the procedure by letting (a,) C G, a4, < 0 and a, 1 0:

Tw(y, ¢+ a,) — Tw(y, ) S
a, -

(b, 0) — € ay) — h(AH(,0) - )
V(a7 (5,0) - V(L 7w, 0)
ay

+ VnelN

We know that the left derivative in the land dimension, DTw; _ exists by the concavity of Tw,
and that v} exists. Taking n — oo yields DTwy— < —hp (7 (y, ) — £) + VL(¢, 7t (y, £)).

Thatis, DTw;— < —hy (7t (y, £) — €) + VL.(¢, 7t (y, €)) < DTw;,; however, by concavity in Tw,
DTw; < DTwp_. Since both the left and right derivatives are equal the following holds on the
int(S)
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Twi(y, 0) = ~ho+ B [ ucp ix(dy)

Since v* is the unique fixed point of T in CicbS, v* = w* = Tw* and v* is differentiable on the
interior of S.

A.2 Proof of proposition 2

Proof. Where there is no compensation contract the transition function (2), H(x, o, ¢), £, 7% (y, £), 7t (y, £))
can be rewritten as H(x, 7¥(y, £), it (y, £)).

Let (k, ') be the optimal actions at (y,£) € S as defined in definition 4. Likewise, let (k, ?') be
the optimal actions corresponding to (7,7) € S. Where ) > y and ? > ¢, then k > k and 7 > .

From the definition of the deforestation-growth value function:

v*(y,0) =  max k) + / (k¢ P }
.6 (k,ﬂ/)EgrY(y,K){ (v P H(x )) #x(dx)

>y, Gk D)+ B [ 0" (HOGR2) ()

0*(9,0) =  max { (9,2,k, 0 +5/ “(H(x, k1)) yx(d)()}
(ki) egrY (y,0)

> r(9,2,k, ') +/s/ H(x k, ¢')) iy (dyx)

From these

u(@—k) —u(@—k)+h(l' =) —h(t' =2) <u(y—k) —u(y —k) +h(f’ —£) —h(¢' =) (16)

For a contradiction, let k < k and /' < ¢'. Beginning with consumption, note that y — k —
(y—k) =k—k=19—k—(9—k) and that § —k > y — k. Since u is strictly increasing and
strictly concave, by Sundaram (1996, Theorem 12.22) or Stachurski (2009, Example 12.1.6) that
u(y —k) —u(y —k) < u(y —k) —u(y—k). Noting that ¢/ —¢ > ¢/ —7 >V —( > V' — 1, an
analogous argument holds for increasing and strictly convex h that —(h(# —¢) —h(' —¢)) <
—(h(£' —7) — h(#" —7)). These strict inequalities contradict (16).
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A.3 Proof of proposition 3

Proof. To prove the existence of at least one nontrivial stationary distribution, a norm-like'® func-

tion w on S as well as nonnegative constants & < 1 and B < oo such that

[y, 0)2(z) < awiy,€) + p 17)

are required (Stachurski, 2009, Proposition 12.1.32). The norm-like function will be con-
structed through summing two norm-like functions w := wj + wy, letting « := max{a, a2} and
B := B1 + B2 (Stachurski, 2009, Exercise 12.1.26).

Let wy(y,£) = |y|. Note that by assumption 4, for each ¢ € [L, L], a threshold k such that for
k>k, [ xg(k Opy(dx) < (a+6—1)k < ark for some a; € (0,1). Let B := g(k, L), then

/wl(H(X/ € (y, £), T (y, )y (dx) < aak + B1 < maly| + p1 = awi(y, £) + P

This drift condition ensures that the income distribution does not escape to infinity.

The second problem is to ensure that there is sufficient incentives to invest at low incomes.!!

For ¢ € [L, L], set wa(y,£) = (u'(y))/? and let y' := xg(7t¥(y, ) (y, £)) + (1 — 8) ¥ (y, £)

[ waH G v, 0)2z) = [ W] prax)

n& +1-06]"2
—/[ X§§+1_5] ()

‘B_l 1/2
X8k +1—0)px(dx)

< [/ u'(y') (xge+1— 5)Vx(dX)] - [f(

) 5 ) 1/2
= wa(y) [f?(gk+1 —@“x(d?()}

Now, with assumption 4, there exists some 7 € (0,00) such that fory < gand all £ € [L, L],
one can find an a, < 1 such that for y < 9, [‘wa(7t(y,L))py(dx) < aows(y, L).
Fory > 7

[ waH GG 7 (0,0, 7, )i () < [ wa(H e 78(0,0), 79, ) iadx) = B2

19Let S be a Borel subset of R. A function w : S — R is norm-like if its sublevel sets are precompact
Stachurski (2009, Definition 8.2.9). That is, if the sets C, := {x € S : w(x) < a} are precompact in (S,d>),
where d5 is the Euclidean distance.

Note that this is where some positive L is required for a sufficient incentive to invest at low income
levels with production functions satisfying lim o gx = 0.
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thus
[ (B 7w, 0, 7 (5, 0)ald) < a2 [ waly, 0)+ 2

And letting « = max{ay, a2}, B = B1 + B2 the drift condition w = a(w; + wy) + B1 + B2. This
satisfies equation (17).

It now remains to be shown that w = w; + w, is norm-like. Note that lim, ;e w1(y,{) =
limy 0 wz(y,¢) = oo for any £ € [L,L]. The sublevel sets C, := {(y,£) € S : w(y,{) < a} are of
the form [u,, 0,] x [L, L], where u, := min,¢ (o) @(y,*) = a and 0, := max,¢(ge0) w(Yy,-) = a. We
have ensured that u, > 0 and 7, < co. These sets are precompact in (0, c0) for arbitrary a € R;..

By Rudin (1976, Theorem 2.33) the land dimension of the sub-level set C; := [L,L] C St is
compact relative to St = [L, L], since as a closed and bounded subset it is compact relative to R
and [L, L] is compact relative to R. Cy is therefore precompact in [L, L]. By lemma 3 the sets C,

are also precompact and hence, w is norm-like. ]

A4 Proof of proposition 4

Proof. From the envelope condition, v} (y, ¢) = uc(y — k). Since v* is strictly concave by proposi-
tion 1, v} is strictly decreasing in income. For this, convex uc and v} = uc to hold, c(y) must be

increasing in y [

A.5 Proof of proposition 5

Proof. Since the policy fully compensates for any income loss, ' < yX'. By proposition 4, next
period consumption will be higher with avoided deforestation policy, or c(y) < c(yR). Also,
as the policy rewards reduced deforestation, next period’s landholdings are always lower and
(R < . Assume for a contradiction that k < kR. Then uc(y — k) < uc(y —kR) for any y € (0, c0).
Since 0 < gk

Sr(kR, ER) < gr (KR, 0') < gk (k,0')

then

B [ uclel™))gx(k%, X)5(dz) < p [ ucle(y)gx(k £)5(dz)

This leads to uc(y — kR) < uc(y — k), a contradiction. O
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B Additional lemmas

Lemma 1. Let 7t be a policy-function that satisfies (12) for some w € CicbS. It is always the case that
&y, 0) <y fory >0, (¢,¢) €St xSk

Proof. Letj(k) :=u(y —k) —h(¢' — ) + W(k), where W(k) := B [w[xg(k, t')+p- A+ —{")+¢-
(L=?0)+k-(1-96),0¢(dz). For any € > 0:

i) —jly—e) _ —ule) Wy -Wly—e (18)
€ € €
Now replace B.14 in Stachurski (2009, p.351) with (18) and follow through the rest of the

proof. Conclude that consumption is always positive at positive income levels. O

Lemma 2. Let A C RX, B C RY, let ¢ and h be continuous functions from A to RY., and let ¢ : A — B
be defined by:

p(x) ={y e Ry :g(x) <y <h(x)} (xe4)
If g and h are continuous functions, then the correspondence ¢ is also continuous

Proof. For continuity, a correspondence is required to be both upper and lower hemi-continuous.

These will be proved in order.

Upper hemi-continuity: Pick any a € A. Let (a,) C A be a sequence such that a, — a. (ay)
is therefore bounded. Let (by) C B, by € ¢(an), Vn € IN. There exists a subsequence (by,;) and a
b € ¢(a), with (by,) — b, as j — oo.

Define C := {a} U {a, },en. Cis closed, bounded and is in a subset of (R¥,d>) and is therefore

compact by the Heine-Borel theorem. Note that the image of a compact set under a continuous

function is compact. Moreover, compact sets in (IRk, dy) are closed and bounded, again by Heine-
Borel theorem. Let ¢ := (g1,...,9¢), that is, let the continuous function g be comprised of ¢
continuous equations, one for each dimension in B. Note that g; : RX. — R.. Do the same for
h. Vi e {1,.., £} define: G; := inf,cc gi(x) and H; := sup, .. h;(x), which exist by the Weierstrass
theorem. Let G := (Gy, ..., Gy) and H := (H;, ..., Hy). One can now bound b,: G < b, < H. By
the Bolzano-Weierstrass theorem, there exists a (bnj) — b. Since g(an].) <p, < h(an].) forallj € N
and for all i € {1, ..., /}. By taking limits, since g and & are continuous and limits preserve partial

orders, g(a) < b < h(a). Hence, b € ¢(a) as required. ¢ is upper hemi-continuous.

Lower hemi-continuity: This follows immediately from Stachurski (2009, Lemma B.1.1, The-
orem 3.1.11).

Since ¢ is both upper and lower hemi-continuous, it is continuous.
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Lemma 3. The Cartesian product, A X B C E X F of two single dimensional subspaces, A C E,B C F
is precompact if both A and B are both precompact.

Proof. If A is precompact, for every sequence (a,) C A, there is exists a subsequence (a,,(x)) such
that a, () — a € E. A similar statement can be made for a sequence (b,) C B.

Let (x,) := (an,by) C A x B. This sequence is comprised of two sequences (a,) C A and
(by) C B. Since both of these sequences have subsequences that converge to some (a4,b) € E X F,
this defines a subsequence (z,)) that converges to x := (a,b) € E x F. Thus, any sequence in

A x B has a subsequence that converges to a point in E x F. That is, A x B is precompact. O
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