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Abstract

This paper models an emissions trading scheme with auctioning in which risk averse
polluters and non-polluters respond idiosyncratically to an economy-wide shock. A pol-
luter’s willingness to pay for permits increases in her risk aversion and in the shock
volatility when aggregate and individual sensitivities to this shock satisfy certain condi-
tions. In addition, there is a region of low sensitivity and high emissions rates where the
polluter’s willingness to pay for permits decreases in the expected secondary market price.
Numerical simulations show that, ceteris paribus, dirtier firms overvalue the permits in
the auction and become net sellers. When all polluters emit at the same rate, a wealth
transfer takes place from the most sensitive to the least sensitive polluters, through the
secondary market. The risk aversion exacerbates polluters’ sensitivity to the shock when
forming their valuations: the more risk averse, the lower the valuations for the same
sensitivity. The model predicts that, in a world with polluters only and homogeneous
responses to the shock, the secondary market trading volume decreases in the uncertainty
faced by the economy due to the tight competition at the initial allocation stage.

Keywords: emissions trading scheme, uniform price auction, secondary market
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1 Introduction

Designing schemes to mitigate the effect of climate change has received considerable attention
in the past twenty years both from politicians and from economists. Departing from the
command and control instruments, which were popular forty years ago, the market-based
instruments are becoming more and more used as policy tools for reducing the emissions of
greenhouse gases (GHG). One approach to market-based instruments are the cap-and-trade
schemes, also called emissions trading schemes. They have been designed throughout the
world especially after the ratification of the Kyoto Protocol in 1997. Cap-and-trade programs
are favored by policy makers because they give flexibility to firms in complying with the
environmental goals by the means of free trade. At the heart of such a trading scheme is the

Coase Theorem, which assures that under negligible transaction costs, markets can achieve the
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efficient outcomes, regardless of who holds the rights to emit initially. Hence, the compliance
with the environmental regulations will be achieved in a cost effective way.

The major motivation for designing a trading scheme as a policy instrument for mitigating
the emissions of GHG is the reduction of the social costs of complying with certain regulatory
requirements. Moreover, the regulator needs minimum of information for designing it. In
particular, the regulator does not need to know detailed information about the compliance
costs or the emissions needs of each plant or installation covered by the scheme. Such consid-
erations have been recognized by the European Union when adopting a cap-and-trade system
as its main policy pillar to combat climate change (European Commission (2003)).

Nowadays, the European Union Emission Trading Scheme (EU ETS)! for carbon dioxide
is the biggest cap-and-trade program in the world, though the beginning of such a scheme
was the SO9 trading scheme in the US under the US Acid Rain Program in 1990. The
European Union commenced its ETS in 2005, with the purpose of helping the Member States
to comply with the Kyoto Protocol, which became binding in 2008. The scheme has been
running in so-called trading phases. The first phase (2005-2007) was the pilot phase of the
scheme. The second phase (2008-2012) coincides with the first compliance period of the Kyoto
Protocol, during which the Member States are obliged to achieve their emissions targets. One
important common element of these two phases is the discretionary nature entailed by the
free allocation method?. Thus, the national goverments, based on the national allocation
plans approved by the Commission, have been distributing the allowances to the individual
firms free of charge. This method of initial allocation, called grandfathering, though based
on the rule of past emissions, leaves room for firms to exercise their lobbing power over their
national governments.

Phase 3 of the scheme will start in 2013 and last until 2020. Apart from a broader
scope to include new sectors® and a tighter European global cap?, this phase comes with
significant changes regarding its design. The most important design element is, perhaps, the
method of initial allocation which will progressively evolve to full auctioning by 2027. One
major difference between free allocation and auctioning in the EU ETS is that through free
allocation the allowances end-up initially in the hands of the regulated firms only and they
would fall in the hands of other individuals, institutions or non-governmental agencies only
through the secondary market. In the case of auctioning, however, the non-regulated firms
may purchase permits rights at the initial allocation stage, as anyone can bid in the auction
conducted by the regulator. Typically, the non-regulated firms participating in the markets

for permits are authorized individuals, investment banks or credit institutions who seek to

!Established through the Directive 2003/87/EC of the European Parliament and of the Council.

2At least 95% and at least 90% of the allowances have been distrubuted for free in the first, respectively
second phase of the scheme.

3The aviation sector will be included from 2013.

4The cap will decrease each year linearly by 1.74% relative to the period 2008-2012.



make profits by engaging in speculating activity on the emissions markets.’

This paper is motivated by the change of institutional design of the EU ETS coming with
the third Phase. In particular, the design element which is exploited here is the auction as
an initial allocation method for the distribution of permits. Although commonly defended as
transparent, efficient and void of lobbing power, auctioning, as a method for allocating the
permits, still raises several questions, especially if it takes place in an uncertain environment.
Although it is reasonable to expect that an efficient auction format will not trigger any wealth
redistribution, this only holds true in an environment governed by certainty. In an uncertain
environment, wealth redistribution will always arise, if free trade is allowed. Thus, questions
such as: who are the predicted winners of the auction; who benefits from wealth transfers in
this kind of setting; what is the role of the risk aversion or how do the speculators influence
the markets for permits, deserve attention from the policy perspective.

In order to address these questions, I build a model of an emissions trading scheme with
heterogeneous firms, where the initial allocation of permits is via auctioning. The agents of
the model are risk averse firms and the risk aversion is captured by a constant absolute risk
aversion (CARA) utility function of profit. The risk averse behavior of firms, when taking
decisions under uncertainty, is advocated by several papers. For example, Sandmo (1971)
studies the supply decision of the competitive firm under uncertain demand, arguing that the
simple expected profit maximization approach is inadequate. Next, Leland (1972) favors the
aversion towards risk approach on the basis that firms are controlled by investors, who are
risk averse, or managers who prefer security. Consequently, to the extent that the control over
firms is held by risk averse agents, the risk aversion assumption for firms is a fairly plausible
one.b

The model of this paper is a one-period complete information model and consists of four
stages. In the first stage, all firms participate in an auction for the distribution of a fixed
supply of permits, in the second stage they trade these permits in a secondary market, in the
third stage they take abatement decisions, and lastly the production of the final output takes
place. There are two types of firms in this model: polluters, who need to hold a permit for
each unit of pollution released, and speculators,” who engage in the markets for permits with
the purpose of gaining profits from the spread between the auction clearing price and the
secondary market price. The presence of the speculators in this model is also in line with the
regulations of the third phase of the EU ETS, by which investment firms, credit institutions

as well as other authorized persons acting on their own account or on behalf of their clients

5Tt is also common that environmental organizations would purchase emissions permits and retire them,
but their power is negligible.

5Tt is also conceivable that a firm may behave in a risk neutral manner in so far as the shareholders, who
are risk neutral due to the diversification of their investments, can control the manager and the employees.
However, exactly due to the diversification of their portfolios it is implausible to believe that investors can
indeed control the firm.

"The idea of speculators acting in the permits market is exploited in Colla et al. (2005) in a context of free
allocation with two rounds of trading.



are allowed to apply for admission to bid in the auction.® In the category of speculators one
can also include those firms which, in reality, might be polluters but they are not required to
obey the regulations as they are too small polluters or because they belong to a sector which
is not under the scheme.

The auction is modeled as a uniform price sealed-bid auction® of a perfectly divisible
asset, whereby the bidders submit demand schedules and receive permits according to their
schedules at the price where the aggregated demand equates the total supply. In this model
the supply of permits is fixed and exogenous, as chosen by the regulator based on biological
and geological concerns.!” In the framework of this paper the regulator does not play any
strategic role in the sense that she does not make any decision.

The main contribution of this paper is to integrate the auction with the secondary market
for permits, explicitly accounting for the production decisions. In addition, I derive and
interpret the valuations for permits by firms when forming their bidding strategies.

The main results of the paper can be summarized as follows. First, the presence of the
speculators in the permits market does not affect the equilibrium price of the secondary mar-
ket, assuming that this market is competitive. This price only depends on the number and
the fundamentals of the polluters: their costs, their emissions rates and the realized output
prices. In addition, it depends on the total number of permits issued by the regulator. Second,
with homogeneous sensitivities to the shock, higher uncertainty in the economy induces lower
trading volume in the secondary market and lower auction clearing price. Third, in an envi-
ronment with homogeneous responses to the common shock, the biggest polluters overvalue
the licenses in the auction and they become net sellers in the secondary market, regardless
of the presence of the speculators. Fourth, with homogeneous emissions rates, an increasing
aversion towards risk on the side of the polluters increases the importance of their sensitivity
to the economy-wide shock when they form their valuations for the auction: the decreasing
valuation as function of firms’ sensitivity becomes steeper as the risk aversion increases. Con-
sequently, the more averse the polluters, the larger room for the speculators to win permits

in the auction.

8For details, see Article 18 in the COMMISSION REGULATION (EU) No1031/2010 of 12November 2010.

9 According to Article 5 of the European Commission’s Auctioning Regulations, this is the market institution
to be adopted for the initial allocation of permits in the third phase of the EU ETS: ” Auctions shall be carried
out through an auction format whereby bidders shall submit their bids during one given bidding window
without seeing bids submitted by other bidders. Each successful bidder shall pay the same auction clearing
price as referred to in Article7 for each allowance regardless of the price bid.” (COMMISSION REGULATION
(EU) No1031/2010 of 12November 2010).

107 The ultimate objective of the United Nations Framework Convention on Climate Change (UNFCCC),
which was approved on behalf of the European Community by Council Decision 94/69/EC(5) OJ L 33,
7.2.1994, p. 11., is to stabilize greenhouse gas concentrations in the atmosphere at a level that would prevent
dangerous anthropogenic interference with the climate system. In order to meet that objective, the overall
global annual mean surface temperature increase should not exceed 2 degrees Celsius above pre-industrial
levels.” (DIRECTIVE 2009/29/EC OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL) For
example, the cap for 2013 is just slightly bellow 2.04 billion permits and the cap will decrease until 2020 by
37,435,387 permits per year.



From the policy perspective, it appears that allowing for speculators in the auction does
not provide incentive for emissions reductions; it only has wealth transfer implications, thus
hurting the polluters. The abatement level only depends on the secondary market price and
the abatement cost. In addition, in an environment with low uncertainty, the auction leads
to high inefficiency in the sense that there is a need for significant transfers in the secondary
market in order to achieve the optimal level of final allocations. This situation arises because
many firms end up with zero permits in the auction due to the tight competition at this stage.

The paper is organized as follows. Section 2 is devoted to the discussion of the relevant
literature. Section 3 describes the model and the agents present in the permits markets.
Section 4 solves the model by backward induction. Section 5 discusses the results and analyzes
the equilibrium. In Section 6 I analyze the main results numerically and in Section 7 I consider
two variants of the model. Finally, Section 8 concludes summarizing the results and outlining

the directions for further research.

2 Related Literature

This paper builds on the design features of Phase 3 of the EU ETS and aims at anticipating
the implications of the changes in the scheme after 2013. In particular I build a model in
which the initial allocation is via full auctioning followed by trade on the secondary market.
The model links the output market, governed by uncertainties, with the markets for permits.
For compliance with the environmental regulations, polluting firms can engage in investment
to reduce the emissions, apart from the trade on the secondary market.

To the best of my knowledge, this is the first paper which explicitly models the auction
as initial allocation method together with the secondary market and at the same time inte-
grates the product market. However, there are other papers which model the product market
together with the permits market. For instance, Subramanian et al. (2008) construct a model
with auctioning, but they omit the secondary market. Their model, under complete informa-
tion and no uncertainty, has two scenarios: no interaction on the output market and Cournot
competition in the output market. In both scenarios they find that the abatement decisions
in cleaner industries are more sensitive to the change in the total number of permits than in
the dirtier ones. By contrast, in my model I find that the level of abatement is determined
by the equality between the permits’ price and the marginal cost of abatement. This result
is due to the existence of the secondary market in my model. Moreover, in my model, the
abatement level by each firm is non-monotonic in the level of dirtiness and decreases with
the total number of available permits. By contrast, Subramanian et al. (2008) find that the
optimal level of emissions reductions is in fact increasing in the fixed supply of permits.

Another related paper is Colla et al. (2005). They build a model with two types of risk

averse traders - firms and speculators - of total measure equal to unity. In their model the



initial allocation is free and thus, only the polluting firms are endowed with permits in the
initial stage. The model has two rounds of trade separated by the realization of a common
productivity shock, which affects all the polluting firms identically. Agents are homogeneous
and therefore, the equilibrium is symmetric. The authors show that the price of the first
round of trade increases in the number of speculators if and only if they are less risk averse
than the polluting firms. However, the price of the second trading round is indirectly affected
by the presence of the speculators through the price of the first trading round. In turn, the
first trading round is affected by the speculators through their number and risk tolerance
coefficient. In Colla et al. (2005) the spread between the second trading round and the first
trading round is positive creating incentive for speculation.

Although my paper has similarities with the the above-mentioned ones, it differs in a
few important respects. First, unlike Subramanian et al. (2008), the heterogeneous firms
make bidding decision under uncertainty. In addition, in their two asymmetric firms auction
game, they impose an ad-hoc linear equilibrium with the intercept equal to the total number
of permits, while I derive the unique linear equilibrium for an auction game with N firms.
Second, unlike in Colla et al. (2005), in this paper the initial allocation is via auctioning
followed by one round of trade. Speculators are present in both markets. In addition, I
explicitly model the link between the production and abatement decisions and the markets
for permits through the rate of emissions per unit of output. In this paper I explicitly account
for firms’ idiosyncratic sensitivity to a global shock. Thus, agents with both negative and
positive responses to the shock are present in the model. Finally, I allow the speculator to
have non-polluting production activity, subject to the same global shock experienced by the
polluting firms. This affects their valuation for permits in the auctioning stage.

In terms of methodology, this paper borrows from the finance literature on market micro-
structure along the lines of Kyle (1989) and Vargas (2003) and it can also be integrated into
the auction of divisible goods literature ¢ la Wang & Zender (2002). However, it does depart
from this literature in that symmetric equilibrium is not feasible here. Therefore, papers on
the supply function equilibrium in the electricity markets such as Green (1999), Rudkevich
(1999), Rudkevich (2005) and Baldick et al. (2000) provide the basis for the methodological

framework in constructing the asymmetric auction equilibrium.

3 The Model

I assume an economy with N > 2 polluting firms and M > 2 speculators who are engaged in
a sequence of decisions, as illustrated in Figure 1.

Initially, the regulator announces the emissions cap, E, which is exogenous to the model.
All the information in the model is common knowledge. In the first stage of the game,

i.e. the auction, bidder j submits her demand schedules, D;(v), as the number of permits



shock
is realized

exogenous profits
cap auction trade abatement production are realized
E Dy(v), Ds(v) € te, ts Ty as, qs Tf, Ts

Figure 1: The sequence of decisions

she would like to purchase at any price v. The regulator collects all the individual demands,
aggregates them and computes the clearing price v* as the point where the aggregated demand
equates the fixed supply E. At this stage each bidder receives the initial allocation of permits
according to her bidding schedule and the auction clearing price. However, when firms bid
for their initial endowment of permits, they face uncertainty regarding their output demand.
The uncertainty is incorporated into a common shock e, which affects the whole economy.
For tractability, I assume that e is normally distributed with mean zero and variance ¢2.!!
Nevertheless, each firm j responds to the aggregate shock in an idiosyncratic manner, as it
will be clear shorty. This uncertainty is resolved after the initial distribution of permits is
completed and before the secondary market takes place.

Firms can buy and sell permits in the secondary market. Hence, the secondary market has
the role of correcting the misallocations from the first stage, when the real needs for permits
were unknown. I denote the price of the secondary market by A and I model this market as
a Walrasian one, which clears at the price A* such that the excess demand is zero. Firms are
closing their positions on permits through the secondary market such that in the end all the
polluters comply with the environmental regulations.?

In the third stage the abatement investment level is decided by the polluting firms, and
lastly the production decisions are made. Note that I model the abatement decision after the
final allocation of permits is known and before the production decisions are taken. In this
case the abatement investment cycle is relatively fast and firms have the possibility to adapt
their investment after the permits markets’ outcomes are realized.

In essence, the order of the last three stages of the game is not relevant because of the

"The variance will be chosen such that negative prices are ruled out.

12Penalties for non-compliance are excluded from the model, as a non-compliant firm had to pay a fine of
40 euro/tonne of CO2 in 2005-2007 period and 100 euro/tonne of CO2 in 2007-2012 phase. In addition to the
fine, firms have to purchase and surrender the amount of permits they are short of in the following year of the
scheme. For the next trading phase the fine will be indexed with the inflation rate. Note that these conditions
do not give the option of non-compliance; therefore, this case is excluded from the analyses.



additive structure of the model. However, it is important that they all come after the re-
alization of the shock. One variant of the timing of this game is when abatement decisions
take place under uncertainty, before the auction. This would reflect the long term abatement
decisions at a lower frequency than the auction and it is, in fact, closer to the reality of the
EU ETS because it is expected that several auctions will be conducted during one calendar
year. However, this approach complicates the analytical tractability of the model and it is
left for further research.

The two types of firms active in the permits markets, together with their actions are

described in more detail below.

3.1 Polluting Firms

The polluting firms are the regulated firms which are obliged to hold a number of permits equal
to the emissions discharged through their production process. Each polluter f =1,..., N is
characterized by a certain level of emissions per unit of output £y > 0, which denotes the
emissions rate. Thus, the polluting firms are heterogeneous with respect to their level of
dirtiness. In order to keep the focus on the permits markets, I assume that all firms are price

takers on their respective product markets'® and the output price is given by

Df = Vf + aye,

where vy > 0 is a constant and oy is firm’s idiosyncratic sensitivity to the overall shock.1
Given the assumed zero mean of the shock, vy is firm’s f expected output price. Heterogeneity
in vy captures the case of industry-representative firms, i.e. when the polluters belong to
different industries, thus facing different demands in expectations. If v;’s are the same across
firms, then we have the case of one competitive industry.

The sensitivity parameter ay can be positive or negative, determining the direction in
which firm’s product price moves relative to the common shock. Hence, under the assumed
probability distribution of the aggregate shock, firm f believes that her sales price is a nor-
mally distributed random variable with mean ~; and variance a?ca2. In order to assure that

the probability of p; being negative is negligible, I will maintain the following assumption:
Assumption 3.1 For each firm f =1,..., N, the variance afcaz is low and vy 1s large.

Note that all output prices are correlated due to the common shock.
In order to keep the analysis simple, I assume that all firms have the same increasing and

convex production cost function, ¢(qr) = bq]%, where b > 0 and gy is the output of firm f.

13Note that the firms are not competitors on their output markets but they interact through the markets
for emissions permits.
14This approach to idiosyncratic shocks is also used in Fevrier & Linnemer (2004), relating to marginal costs.



This assumption, although somewhat unrealistic, does not harm the analyses, as the focus of
the paper is on the permits markets, rather than the output market.

In addition to the emission permits purchased in the auction or in the secondary market,
the polluters can also engage in reducing emissions, thus relaxing their emissions constraint
and increasing their production capacity. However, the reduction of emissions, which is
generally called abatement, is costly to the firm. I assume that the firms are homogeneous
with respect to the abatement cost through the parameter # and that the cost is quadratic,
as given by the function HTJ%, where r¢ denotes the emissions reductions by firm f.

The interpretation of the abatement cost in the context of this model is, for instance,
investment in a filter which reduces the emissions at the end of the product line, investment
in COs capture and storage facilities, or investment in green projects generating certificates
which can be used against the discharged emissions.!® All these types of investment have the
effect of reducing the total business-as-usual emissions, k¢qy, by the amount ry.

In this model permits are not bankable. This implies that they bear no value at the end
of the trading period. Therefore, the net supply (demand) in the secondary market by firm
f is the absolute value of ¢y = krqy — ry — Dy, i.e. the total amount of emissions discharged
less her level of emissions reductions and the amount of permits purchased in the auction.
Thus, a positive t; represents a net need for permits, so f is a net buyer, while a negative ¢
is a net surplus, and the firm is a net seller. Obviously, if ¢y = 0 the firm does not participate
in the secondary market. Therefore, any expenditure on permits on the secondary market by
one firm represents revenue for another firm. Note that the only tradable instrument in this
model is the emissions permit issued by the regulator.

I this point I can formulate the profit function of firm f=1,..., N:

Hfprqf—quQc—HTJQc—)\(k‘fo—Df—Tf)—VDf, (1)

Hence, firms derive profit from output sales less the cost of production and the cost of abate-
ment, minus (plus) expenses (revenue) from purchasing (selling) permit in the secondary mar-
ket and minus expenses for purchasing permits in the auction. As already mentioned, firms
maximize a CARA utility function of profits. Let pr > 0 be the common constant absolute
risk aversion coefficient for all the polluting firms. Finally, each polluting firm f=1,..., N

maximizes the following utility function:

Ur(Ily) = — exp(—prlly). (2)

15Gince these types of investments have the same cost regardless of the industry, the assumption of homo-
geneity about the cost parameter 6 is well justified.




3.2 Speculators

Unlike the polluters, the speculators are not required to hold permits for their production.
Hence, in this model, technically the speculators are firms with ks = 0, where s is an index for
speculators. Consequently, they do not engage in abatement activity, as that is not a source
of profit for these firms. Recall that the emissions reductions are not tradable in this model.

In this model the speculator can derive profit from a non-polluting production activity
apart from their speculative activity on permits’ markets. As in the case of the polluting
firms, I assume that they do not compete on their output markets, but they face the same

uncertainty with regard to their product demand before the auctioning stage. Let

Ps = Vs + Qg€

be their output price, where the parameters s and «a have the same interpretation as in the
case of the polluters. For non-negative ps I make the same assumption as in the case of the

polluters:

Assumption 3.2 For each firm s = 1,..., M, the variance a20? is low and s is large.

A special case of the speculating firms is the case of pure speculators, who do not engage in
any production, i.e. 75 = as =0 and g5 = 0.

Hence, the profit of any firm s = 1,..., M is given by:
Il = psgs — bg? + ADs — vD. (3)

Unlike Colla et al. (2005), I allow for the speculators to engage in some production activity.
As their production is not a source of pollution, it is independent of the markets for permits.
Thus, one may regard their net revenue from sales, psqs — bg?, as an uncertain income realized
after the auction. As it shall be shown further, the presence of the production activity has
an affect on the valuation for permits, in the auctioning stage, by this type of firms.

Finally, each speculator maximizes a CARA utility function of profits,
Us(Ils) = —exp(—pglls), Vs =1,..., M, (4)

where pg > 0 is the coefficient of risk aversion common to all speculators.

The behavior of the speculators in this model can be related to the auction with re-sale
literature, where the re-sale price of the auctioned asset is uncertain. Therefore, they can be
regarded as bidders for an asset, which has a random post-auction value A. In this respect,
see, for example, Kyle (1989), Vargas (2003) and Keloharju et al. (2005).

10



4 Solving the Model

The problem for each firm is to find the optimal production decision and the optimal bidding in
the auctioning stage. In addition, the polluting firms have to solve for the optimal abatement
decisions. I assume that the permits are perfectly divisible and therefore, the utility functions
are differentiable with respect to each decision variable. Hence, in this paper I only consider
continuously differentiable strategies. The solution of the game is found by the backward
induction method, starting from the production stage. In each stage agents decide optimally,

anticipating the outcomes of the subsequent stages.

4.1 Production

Given the anticipated initial allocations of permits and the decisions regarding the abatement
volumes, firms solve for the optimal amount of output to be produced. At this stage they do
not face any uncertainty. Therefore, maximizing (2) or (4) is equivalent with maximizing II;
with respect to g;, where j € {f, s}.16

The first order condition gives the interior solution

1
for polluting firms and
1
s = 57 Pss =1,...,M,
Gs = 5pPs: Vs (6)

for speculators.

Note that in order for a polluting firm f to produce a non-negative amount of final output,
pf — Aky > 0 should hold.'” If this inequality does not hold, the firm is driven out of the
market. This is, obviously, an interesting case, but it is out of the scope of this paper.
Therefore, I postpone it for further research.

It appears as no surprise that the supply of the final output does not depend on the initial
distribution of permits. Obviously, this is due to the fact that post-auction costless trade is
incorporated into the model, hence the efficient outcome is achieved. The optimal production
does not depend on the auction clearing price, either, reflecting the fact that this is a sunk
cost for the rational firm. Eventually, the output supply of a polluting firm only depends on
the output price, the marginal cost of production, the level of dirtiness and the price of the
permits in the secondary market. However, as it will become clear in Section 4.3, the output
level also depends on the abatement cost, the fixed supply of permits in the market and the

number of polluters, through the secondary market price.

Henceforth, let the index j € {f, s} indicate any firm, regardless of her type (polluter or speculator).

"Following Vives (1984), for this, it suffices to choose firm’s parameters such that & (vf — kg E[)]) is large
enough, where E[)] is the expected price of the secondary market, and the variance of the shock is low enough.
Note that this does not contradict Assumptions 3.1 and 3.2 about firms’ individual prices.

11



Thus, the supply of final output is increasing in its price and decreasing in the production
cost. Note the difference between equations (5) and (6), reflecting the fact that the polluting
firms are constrained by the environmental regulations. For them the amount of final product
is decreasing in the price of permits and in the level of dirtiness. However, it must be
pointed out that the appearance of the secondary market price, A, in equation (5) captures
the opportunity cost of re-selling the permits on the secondary market. Note that despite the
fact that firms have abatement possibility, their production decisions do not coincide with

the business-as-usual production.

4.2 Abatement

At this stage the uncertainty is already resolved. Therefore, maximizing the CARA utility
function is equivalent to maximizing the profit. Since speculators do not pollute and the
amounts of emissions reductions are not tradable, they do not engage in this activity. Hence,
at this stage only the polluting firms decide their abatement levels through the variable 7,
given the initial allocations and the outcome of the trade in the secondary market. Anticipat-
ing the production level given by (5), firm f = 1,..., N has to solve the following optimization

problem:

max IT; =pyqs - ba} — Orf — A(kras — Dy — 1) —vDy

1
s.t. qf = %(pf — Akg) >0 (7)

0<rp=kpay

Preserving the assumption about the positiveness of the total production by any firm f, the

Kuhn-Tucker conditions provide the following optimal level of abatement for firm f:

A
=i 20(kpgqp) > A
=4 2 (kpgr) >

krap, it 20(kgqp) <A

(8)

Hence, a firm for which the marginal abatement cost at the optimal production level is

above the secondary market price, i.e. 20(krqs) > A, will abate only up to the point where

the marginal abatement cost equals the secondary market price, that is ry = % This is the
supply of emissions reduction, which is increasing in the value of the permits on the secondary
market, A\, and decreasing in the cost of abatement, . Hence, these are the only parameters
the firm takes into account when deciding her abatement level. Note that a positive price in
the secondary market assures positive levels of abatement.

Conversely, a firm for which the marginal abatement cost is below the secondary market

price will choose to abate the whole amount of emissions necessary for supplying the optimal
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level of production, that is 7y = krqy.

For convenience, in what follows I assume that all firms operate in the region where the
marginal abatement cost is above the secondary market price. If there are firms with the
marginal abatement cost below the secondary market price, they should not be motivated to
participate in the auction. However, if they do participate, then they do it for pure speculative

reasons. Thus, I consider this group of firms as being assimilated into the group of speculators.

4.3 Secondary Market

Given the anticipated production and abatement levels, let us now solve for the equilibrium
price of the secondary market. The secondary market takes place after the initial endowments
of permits are distributed and after the shock to the economy is realized. Thus, the trading

volume for each firm f=1,..., N is given by the absolute value of

1 b+ 0k7
ty(\) = op | krps = —5—A | = Dy, VA (9)

Thus, positive amount in (9) represents demand of permits and negative amount represents
supply of permits. The speculators, on the other hand, have to close their positions. Since
at the end of the game any permit held has zero value, they will necessarily sell any amount

they had earned in the auctioning stage. Consequently, for each s =1,..., M,

ts(\) = —Ds, YA (10)

represents supply of permits.

Hence, the net position of a polluting firm f on the secondary market depends on the sign
of the function t¢(\) in (9), evaluated at the secondary market equilibrium price. Note that
for a net seller, the more she earns in the auction, the more she supplies in the secondary
market and the relationship is one-to-one. Conversely, for a net buyer, the more she earns
in the auction, the less she demands in the secondary market. Again, the relationship is
one-to-one.

The market clearing condition imposes the excess demand of permits to be zero. Thus,

the equilibrium price on the secondary market is given by

s=1

N 2 M

) 1 b+ Ok

=D <%<kfpf— ; fA)—Df>—§:DS:O,/\€R+
=1

I assume that the entire supply of permits is distributed in the auction. In addition, players

anticipate that the whole supply of permits, E will be distributed in the auction at the auction
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clearing price such that Zf\Q{M D; = E. Hence, the secondary market equilibrium price is:

V- chvzl kfpf — 2E
~  Nb N
A + Zf:l k}%

(11)

It is worth noting that the secondary market is essentially modeled as a pure exchange
economy and thus its equilibrium is the Walrasian equilibrium. The participants to this type
of market institution do not make strategic decisions.

The assumed support of the global shock € ensures that this price is positive. It is obvious
from equation (11) that A* is increasing in the abatement cost parameter, 6. Hence, the
more expensive it is to reduce emissions, the more expensive the permits become. Also, as
the number of permits issued by the regulator increases, the permits’ price in the secondary
market drops. Consequently, as equation (8) shows, the amount of abatement is decreasing
in the number of available permits. This result is in contrast with both Subramanian et al.
(2008) and Colla et al. (2005), who find that the abatement investment is increasing in the
number of permits issued by the regulator. It is also interesting to observe that only the
output prices of the polluting firms affect the price of permits. As the final product of a
speculator does not require usage of permits, its price will not influence the secondary market
price. Hence, the presence of the speculators in the market has no effect on the secondary
market price. However, as it will be showed later, their participation in the auction does
affect the clearing price.

Given all the information available, before the shock is realized, all market participants
expect that the secondary market equilibrium price is:

. Z}Vﬂ kgve — 20F

EN] = i ; (12)
B+ K

where the expectation is taken over the random variable e. Substituting (12) in (11) the

secondary market price can be written as the sum of two components:
A* = B[N + Qe, (13)
N
> f=19f ky

Nb N 1.2
o T Z f=1 k f
shock, €. Hence, like the final output prices, the secondary market price has a deterministic

where 2 = is the sensitivity of the secondary market price to the economy-wide

component, given by its expected value E[\*], and a random component given by Qe.

Note that €2 can be both positive and negative, as a¢’s may be both positive and negative
numbers. In essence, () is a weighted average of firms’ responsiveness to the common shock
experienced by the economy and its sign depends on the sign and the magnitude of the

sensitivity to the shock of the most polluting firms. Thus, I interpret a positive (2 as the case
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when the biggest polluters have a positive sensitivity to the common shock. Hence, based on

equation (13) we have the following proposition, which does not require a formal proof:

Proposition 4.1 The secondary market equilibrium price increases in the economy-wide
shock if and only if the product demand of the biggest polluters follows the direction of the
shock.

Thus, for a positive shock to the economy, most of the firms would like to produce more
as their demands are boosted. Therefore, the demand for permits also increases, resulting in
a higher secondary market price. If however, the positive shock is actually bad news for the
firms (in the case of a negative ), firms are not willing to buy any more permits, but rather
they are willing to sell the available permits, thus increasing the supply in the secondary
market. Consequently, the price is depressed.

As the secondary market price has been established, one assumption is due here. In order

for the expected price to be positive the following assumption is needed:
Assumption 4.2 Z}V:1 ksyr > 2bE.

One way to interpret the above inequality is by dividing both sides by the positive amount
chvzl k¢, which is the sum of all emissions rates in the economy. Further, let us assume that
there is no abatement activity in this economy and no speculators, but there is possibility for
trade. Therefore, the total emissions in the economy must equal the total available permits,

ie. Z;Vzl krqr = E. Thus, the above inequality becomes

N N
> e k > e k
r=1%f7f S opd=1 faf

, (14)
Z]f\/:l kf Z]fVZI kf

which is an economy-wide condition. The left hand side of (14) represents the expected
weighted mean of the output price, while the right hand side is the marginal cost of the
weighted average output where the weights are the emissions rates. Therefore, condition (14)
says that the expected output price should exceed its marginal cost. The reason why we have
inequality is that the right hand side of this condition does not incorporate the cost of buying

the emissions permits from the regulator.

4.4 Auction

At this stage the regulator conducts the uniform price sealed-bid auction for the initial dis-
tribution of permits. In a uniform price auction, each bidder submits an order to purchase a
certain quantity for a given price. A bidder may submit several such price-quantity orders,
forming her demand (bidding) schedule. The auctioneer then aggregates these schedules to

create an aggregated demand curve, determining for each price the total quantity demanded
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at that price. The auctioneer sets the price so that the quantity demanded equals the available
supply.

In this model the firms have to form and submit their bidding schedules to the regulator,
who is the auctioneer of permits. When doing this, their output price, as well as the valuation
for emissions permits in the secondary market, are uncertain. Because the secondary market
price is uncertain before firms decide on their bids, we have here an auction with uncertain
valuations. Consequently, in the case of the speculators, the equilibrium price of the secondary
market, A\*, can be interpreted as the post-auction value of a permit. As e is normally
distributed, from (13) it follows that A* is also normally distributed with the expectation
given by (12) and the variance equal to Q2c2.

After substituting for ¢;, j € {f, s}, ry and X\* from (5), (6), (8) and (13), respectively,
into the profit functions given by (1) and (3), the latter can be written as

A~

I(D;(v), ) = Aje® + (QD;(v) + B; ) e+ (BI] = v) D; () + Cy, (15)
where for convenience I define:
(i) A

(i)
(iii) Cp = & (vp — kpEN]) + & (EN*)? and Cs = 42

f= ((Oéf - Q](If)2 + QTQb) and 1215 = %bag;
f

Note that, regardless of the choice of the underlying parameters, flf, fls, C’f and C; are
non-negative quantities.

As equation (15) shows, the profit function of a polluting firm is convex in the global
shock e. Likewise, the profit function of the speculators is convex in €, unless they have no
production activity in which case Ay = 0 and the profit is increasing in the shock, provided
that €2 > 0. It appears that for a polluting firm a strong positive shock to the whole economy
is needed for her profit to increase, regardless of the sign and the magnitude of her sensitivity
to this shock.

Recall that both the polluting firms and the speculators are risk averse. Because of
the uncertainty they face at this stage, all firms form expectations regarding their utilities.
The derivation of E(U(II;)) can be found in Appendix A. As it turns out, maximizing the

expectation of U(II;(D;(v),€)) is equivalent to maximizing the following objective function:

U5(D;(v)) = (EIN'] = 25,08 — v) Dj(v) = k,02D3(v) = ;B3 + G, (16)
2
where, for the sake of conciseness, I denote x; = LA > (0. This is a mean-variance
24 4p0’2Aj

derived utility function. Parameter x; captures the disutility of the firm from bearing the
uncertainty at this stage of the game. The higher the uncertainty or the higher the risk
aversion, the larger the disutility: /00 > 0 and dk;/9p > 0, where p refers to pr and pg
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for a polluter and a speculator, respectively.

The objective function in (16) reveals two interesting facts. First, the quadratic term in D;
is the result of the risk aversion of bidder j relative to the uncertainty governing her decision
process. Second, we are facing the problem of a uniform price auction with heterogeneous
bidders. Thus, bidders have individual valuations and each winning bidder pays the same

unit price, v, for the permits, in the auction. Following Kyle (1989), I can interpret
vj(D;) = E[\] — 26;QB; — 2k;Q0°D;, j € {f, s} (17)

as the marginal valuation for the permits of bidder j.'® This is both the result of the risk
aversion of the bidders and of the two-fold usage of permits: as an input in the production
process and as an asset with a re-sale market.

Accounting for the definition of B ¢ and grouping around E[\*], the marginal valuation of
a polluter, defined in (17), can further be decomposed as,

0%k K §2 o Rk
vi(Dy) = (1 - Iy kaf(af _ Qkf)) E[\] — fT (af — Qks)vs — 2649°Dy, (18)

Similarly, B, gives the following marginal valuation of a speculator:

ks

vs(Ds) = E[N*] — vs — 262Dy, (19)

Because k;’s are positive, the marginal valuations are decreasing in the permits holding.
This is consistent with the auction and market microstructure literature.'® The marginal
valuations are endogenous since there is a re-sale opportunity, which is reflected in the first
terms on the right-hand side of equations (18) and (19).

The constant terms in (18) and (19) represent the willingness to pay (WTP) for permits
in the auction. In essence, if no production activity took place and if permits were assets
with no use value, the WTP would simply be the expected re-sale price E[\*]. However, this
is altered due to the dual nature of a permit: an asset for speculation and an input in the
production process.

Along the lines of Biais (2005), the constant terms of (18) and (19) define the expected
fundamental value of a permit. Obviously, the double purpose of a permit is reflected dif-
ferently in its fundamental value, for a polluter and a speculator, respectively. The weight
a polluter assigns to the expected secondary market price can be larger, smaller or equal to
unity (the coefficient which multiplies E[\*]). A speculator puts full weight on the expected
re-sale price. Moreover, if the speculators did not engage in any production activity, i.e.

as = vs = 0, their valuations would be given just by the expected secondary market price,

18 This is derived from the first order conditions of (16).
19Gee, for example, Kyle (1989) and Biais (2005).

17



which only depends on the fundamentals of the polluting firms, as it was shown above. This
reflects the pure speculation behavior, which brings us back to the situation analyzed in Kyle
(1989), where there is no use valued for the traded asset. It is also important to stress that
if firms are risk neutral, that is x; = 0, then a permit is valued at its after-auction price,

regardless of the firm being a speculator or a polluter.

4.4.1 Equilibrium Bids

In the model of this paper firms are heterogeneous in several dimensions, therefore the auction
equilibria will be asymmetric. The bidding strategies are based on the endogenously deter-
mined individual marginal valuations, which are decreasing functions of the permits holdings.
In this paper the individual valuations are common knowledge among the auction partici-
pants, as is the perfectly inelastic supply, E, auctioned by the regulator. Thus, each bidder j
chooses her optimal bidding strategy maximizing the utility in (16) acting as a monopsonist
on the residual supply. The equilibrium concept is Nash equilibrium. A strategy for bidder j
is a non-increasing schedule D;(v) which specifies the quantity demanded for every price v.

Thus, each bidder solves the following problem:

2

max (E[)\*} — QIQJ'QB]' = 1/) E— ZDi(V) - HjQQ E - ZDz’(V) ) (20)
i#£j i#£j

where E— )", +j Di(v) is the residual supply faced by bidder j and the constant terms in (16)

have been ignored. After re-arranging, the first order condition for this problem reads:

1-26;0°B; " Di(v) | Di(v) + (Em — 2,08, — y> Y Diw)=0 (21)
i#£j i#]

Following Green (1999), I focus on linear equilibrium bidding strategies. Assuming that
all firms have positive valuations for permits,? I let the equilibrium bidding strategy take
the form

Dj(v) = xj —yjv,  xj, y; 20, (22)

Substituting (22) in (21) and grouping around v yields the following:

_ Zyi +y; + 20%ky; Zyi v+ (E[)\ —2QK;B ) Zyz—x]—QQ KjiTj Zyz =0 (23)
vy i i#] 7

20This assumption assures that all firms submit bids in the auction. If some firms had negative valuations,
they would not participate in the auction, thus they would be disregarded by all the other participants at this
stage. However, they are present on the secondary market at most as buyers.
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Equation (23) holds along any point on the demand schedule if and only if the following two

equations are satisfied simultaneously:
yi=(1=2Q%y)> yi, Vi=1,....,N+ M (24)
i#j
and
(E [A*] = QQ@BJ‘) Dz Vi

;= Vi=1,...,N+ M. (25)

Substituting (24) in (25) yields x; = (E[)\*] — QanBj> yj. Therefore, the demand schedule

for any bidder j is an affine function. Because the initial endowment cannot be negative,

for the price interval where the demand is negative, I restrict it to be zero. Specifically, the

demand schedules are kinked function with the kink at the point where the price equals firm’s
valuation:

(BN = 20k, B; —u> L if BN — 20k B; > v

_DJ(V) — y] ( [ ] W} . [ ] J A] (26)

0, if E]\] —2Qk;B; <v

The slopes y; > 0 are solutions of the system of equations given by (24), which cannot be
solved analytically. Fortunately, Rudkevich (1999) shows that this system of equations has
exactly one non-negative solution.?! This information is enough to conclude that the auction

has a unique linear equilibrium in the form of the piecewise affine functions given by equation
(26).22

4.4.2 Clearing Price

After the individual demands are submitted, the auctioneer aggregates them and calculates
the auction clearing price. The aggregate demand is a horizontal summation of piecewise
functions, so it is itself a piecewise function. Figure 2 illustrates an example of this aggregation
for the case of 5 bidders. Note how the kinks of the aggregate demand appear at the points
where the individual demands become positive, i.e. in the points where the price equals
bidders valuations. Also note that it is possible for some bidders to receive zero permits in
the auction if their valuations are too low. For instance, this is the case with bidder 1 in the
example illustrated in Figure 2.

Definition 4.3 establishes the auction clearing price as the highest price for which the

aggregate excess demand is non-negative.

2'For this type of problem, Subramanian et al. (2008) give equilibria in the form D;(v) = E — y;v, but this
is analytically tractable for two players only.
22 As the number of bidders increases, i.e. N+ M is large, the slopes y;’s converge to the perfect competition

slopes given by This case will be analyzed in Section 7.1.

1
2K,j Q2 ’
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Figure 2: Demand schedules in the auction - example

Definition 4.3 Let v* be the price at which the auction clears. Then, v* is defined as:

o[l O D) 2 B) i 20T D2 B A0
vt = _
0 if {y>0|ZN+MD(V)zE}:0
Thus, without a price floor condition, the auction clearing price reads:
. E 20) - . " R
= EP\ ] - n+m - n+m nylifo + ZySI{SBS (28)
21 Y 21 Yi f=1 s=1

where n < N and m < M is the number of polluting firms and speculators, respectively for
which the non-zero branch of the demand function is crossed by the horizontal line that goes
through the clearing price. For instance, in the example from Figure 2 this line crosses the
demand functions Dy, D3, D4 and Ds. Hence, in this simple example they are the firms whose
demands make up the aggregated demand at the point where the total supply intersects the
aggregated demand.

The n and m firms can be qualified as winning firms, as they win positive amounts of
permits in the auction. Substituting the clearing price in the demand schedule, the equilibrium

quantity is given by:

zn+1m yszBz A E
D} (v*) =max 4 0,2Qu; | ==———— — KB | + =———7—Y;
7 { J < Zln—i-lm Yi ) Z::-lm ; J

This is the initial allocation of permits at the end of the auctioning stage. It is straightfor-
ward, and at the same time not surprising, to see that the higher the total supply of permits,

the higher the initial allocations for those who earn permits in the auction.
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5 Analytical Results

In this section I derive the main analytical results, which, in essence, are comparative statics
of the main parameters of the model. Because of the complexity of the model with multiple
levels of heterogeneity and non-monotonicity, for further conclusions I employ a series of
numerical examples by reasonably choosing the parameters of the model. The numerical
results are discussed in the next section.

First, the endogenously derived valuation for permits deserves further investigation since it
characterizes firm’s bidding power: the higher the valuation, the more aggressive the bidder.
The following propositions describe the properties of the constant marginal valuation for

permits.

Proposition 5.1 The willingness to pay for permits, E[\*] —2Q/<afl§f, of a polluter increases

in the coefficient of risk aversion, pgw, ang z)\ri the variation of the global shock, o® if and only
if > (<)0 and oy < (>)Q <k: - 5%)

Essentially, Proposition 5.1 says that the monotonicity of the valuation for permits of
a polluting firm depends on the firm’s sensitivity to the global shock and on the overall
sensitivity of the polluters. If her response to the shock has the same direction with that
of the biggest polluters in the economy, her valuation for permits is decreasing both in her
risk aversion and in the volatility of the global shock to the economy. Hence, firm f uses the
permits markets to hedge the risk she faces on the product market. More precisely, if good
news for the rest of the polluters represent bad news for polluter f, then this polluter will
bid more aggressively in the auction so that she can sell some of her permits holdings in the
secondary market in order to compensate on the losses she suffers on the product market due
to an unfavorable shock. She can do this because there will be demand for permits from the

firms who experience the opposite effect on their respective product markets.

Proposition 5.2 The WTP for permits, E[\*] — 2meBf, of a polluter increases in E[\*]
or, equivalently, decreases in E if and only if one of the following conditions holds:

i) oy < a?_ and k¢ >k or,

ii) of > oz?+ and ky > k or,

ii) ky <k, Vag

. prQoky—.,/p%Q2k302—8ppb prQoky+,/p%Q2k%02—8ppb _
where a? = \/ d 0‘?+ = \/ ! and k = \V pFS827b202

2pFo ’ 2pF0

Proof: Let us denote WT'P(E[\*]) = E[\*] — 2Qk; By the WTP function of the expected secondary market

price of permits. Then, the first derivative is given by

OWTP(E[\'])
B[N

OBy
OE[N]

= 172Q1€f
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Substituting for k¢, A ¢ and B t, after some algebraic manipulations it arrives at:

OWTP(E[\))

2 2 2
GE] = pro oy — pro - Qkroay + 2b,

which is a second degree polynomial in ay. Since the coefficient of the quadratic term of this polynomial is
positive, it takes positive values outside the roots o™~ and a**, provided that the discriminant is positive.
This is the situation described in 4) and 4i). If the discriminant is negative, then the polynomial is positive for

any value of ay. This is the situation described in 4). The proof is complete.

The result summarized in Proposition 5.2 is intuitive: a polluter values the permits more
if she expects a high price in the secondary market. This is true both for a predicted net
seller and a predicted net buyer. For instance, if a polluter expects a buying net position on
the secondary market, she would like to secure more permits in the auctioning stage. Thus,
the higher the expected secondary market price, the more aggressively she bids in the initial
allocation stage. Conversely, if she expects to be a net seller, she may want to increase her
permits inventories in order to re-sale them in the secondary market for a high expected price.

However, according to Proposition 5.2, there exists a convex region of relatively high
emissions rate (k; > k) and low sensitivity to the shock (ay € (a*~,a*")), where the WTP
decreases in the expected secondary market price. The intuition is that, due to the low
sensitivity level, such a polluter faces little uncertainty at the auctioning stage, such that her
hedging needs are low. Consequently, her speculative reasons are low. At the same time,
because the high sensitivity polluters bid aggressively when the expected secondary market
price is high, the auction will clear at a high price. Hence, a polluter in this region bids less
aggressively exactly for the purpose of lowering the auction clearing price, since she knows

her permits needs with a higher precision.

Q
Proposition 5.3 The WTP for permits, E[\*] — %75, of a speculator

i) increases in the coefficient of risk aversion, pg and in the variation of the global shock,
o2 if and only if Q> (<)0 and a5 < (>)0;

ii) increases in E[N\*], or equivalently, decreases in E

It is obvious to see that, given €2 > 0, a firm with a positive sensitivity to the shock will
undervalue the permits relative to the secondary market price, while a firm with a negative
sensitivity will overvalue them relative to the secondary market price. However, in the case
of the polluting firms this condition is less clear-cut because the sign of B + depends on the

firm’s dirtiness and on the output market parameters, which complicates the discussion.

Corollary 5.4 A speculator values a permit more than its expected price in the secondary
market if the sign of her response to the shock, as, is opposite to that of the aggregate sensi-
tivity of the polluting firms (the sign of ).
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Hence, good news for the polluters is bad news for the speculators and vice-versa. In a
common knowledge environment this makes the speculators overoptimistic about the post-
auction value of the permits, and they use the permits markets as a hedging devise against
the risk they face in their product markets. If the economy is hit by a positive shock and ) is
positive, this means a higher than expected secondary market price. In addition, the polluters’
needs for permits increase, as they experience a boost in their output markets. At the same
time, with negative a;’s, the speculators experience a lower than expected outcome from their
production activity. In this situation they compensate the loss from the production activity
with a gain from re-selling the permits. This kind of scenario determines the speculators
to have an aggressive bidding in the auction stage. However, the higher the number of the
speculators who have this type of sensitivity, the more likely is that the auction clearing price
is higher than the secondary market price inducing losses for the net sellers.

Second, an element of interest both for firms and policy makers is the difference between
the prices of the two markets for permits: the auction, as the primary market, and the
secondary market. The conventional wisdom advocated in several policy papers is that these
two prices should not be significantly different from each other. Moreover, some argue that
the secondary market price must serve as a signal for the auction price. However, as I argue
below, there is no reason to believe a-priori that this must necessarily be the case.

Let .S define the spread between the secondary market price and the auction clearing price,
i.e. the difference between the two prices. Then, from (28) it follows that the expected spread

is:

E 20) - L e .
E[S] = T T = ny/afo +Zy8ﬁsBS (29)
Zj:l Yj Zj:l Y5 \r=1 s=1

The following proposition discusses the properties of the expected spread between the auction

and the secondary market price.

Proposition 5.5 The expected spread between the secondary market price and the auction

equilibrium price, E[\*] — v*

i) increases in E, the total number of permits issued, if and only if a certain condition
regarding only the parameters of the n winning polluting firms holds;
i1) can be both positive and negative and this depends on the characteristics of all bidding

firms.

The following numerical examples show a condition under which this spread is increasing.
However, it is obvious that, if the polluters have on average a positive sensitivity, a negative
shock will depress the spread between the realized secondary market price and the auction
clearing price because the secondary market price decreases after a negative shock, while the

auction clearing price is unaffected by the realization of the shock.
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6 Numerical Examples

As it has already been seen, it is difficult to obtain unambiguous predictions of the model
via analytical manipulations. Moreover, the system of equations in (24) can only be solved
numerically. Thus, in order to obtain the outcome of the auction and the trade position of the
firms in the secondary market, numerical simulations are necessary. Therefore, in this section
I use a few numerical examples in order to asses the predictions of the model and the effect of
the different parameters on the outcome variables. The two main levels of heterogeneity in the
model are the emissions rates and the idiosyncratic sensitivities to the aggregate shock. Thus,
in order to keep the analysis simple, I will firstly fix the sensitivity parameter a; to be the same
for all firms and I allow for heterogeneity in the emissions rates in order to isolate the effect
of this parameter on firms’ valuations, allocations and market outcomes. Further, keeping
all firms at the same level of dirtiness, I assess the impact of firms’ idiosyncratic sensitivity
to shock on allocations and secondary market trade. Finally, I assume heterogeneity across
firms both with respect to their sensitivity levels and the emission rates. In each simulation
polluters react positively to good news (ay > 0, Vf), as this is the most realistic assumption.

The results are explained below and the graphs can be found in Appendix B.

6.1 Emissions rates

First, I analyze the role of the speculators in a set-up where all agents, polluters and specula-
tors, have the same expected output price and sensitivity to the shock. I consider an universe
composed of 70 agents evenly split between polluters and speculators. In order to keep the
focus on the emissions rates, I set the expected output price, v, = 1000 and the response
to the overall shock, a; = 2,Vi = 1,...,70. This makes the speculators identical, but the
polluters are heterogeneous with respect to their rates of emissions per unit of output. I
choose the emissions rate of each polluter to be increasing in her index, that is ky = f/N for
each f.

Figure 3 shows the outcome of the emissions trading scheme when the speculators are
allowed to participate in the market. Since the speculators are identical in the current sit-
uation, their valuations are the same and, unsurprisingly, they end up with the same initial
endowments of permits. This can be seen on the right side of the lower-left panel in Figure 3.
The upper-left panel of the same figure depicts the valuations for permits in the auctioning
stage of the polluting firms as a function of their dirtiness level. This graph suggests the clear
pattern that, all else equal, dirtier firms value permits more and, hence, they are stronger
bidders in the auction. The next graph, in the upper-right panel shows the trading behavior
of the polluters in the secondary market together with their endowments from the auction, as
a function of the emissions rates. The bars in the negative side of the vertical axis represent

sales of permits and the bars on the positive side represent purchases of permits. Hence, an
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interesting conclusion is that only the very high polluters become net sellers in the secondary
market, while all the rest are net buyers of permits even with the positive shock to the demand
of the final output. This denotes the fact that, ceteris paribus, the high polluters overvalue
the permits in the auctioning stage. By design, all the speculators are net sellers. Finally, the
lowest panels depict the valuations and the initial allocations for all firms. On the horizon-
tal axis is indicated the index of the bidder, keeping in mind that polluters are increasingly
ordered according to the emissions rates. In the valuations’ graph, the thin horizontal line
shows the auction clearing price. As it can be seen, in the given situation, re-selling in the
secondary market is profitable, i.e. the secondary market price is higher than the auction
clearing price. It is worth noting that the auction clearing price is only slightly below the
valuations for the speculators, suggesting that they have a high weight in determining this
price.

Figure 4 shows the same results in the situation where the speculators would be prohibited
from participating in the auction for the distribution of emissions permits. I keep the same
parameter values as in Figure 3, except for setting the number of speculators to zero. A simple
comparison between the lower-left panels of these two graphs shows that the presence of the
speculators does, indeed, drive some of the polluters out of the auction: four more polluters
earn zero permits in the auction. Needless to say, in addition to some polluters being driven
out, the winning polluters earn fewer permits in the auction when speculators are present. It
is also worth noting that the presence of the speculators raises the auction clearing price (the
thin horizontal line in the lower-left panels of these figures).

In the example in Figure 3, I assumed that the polluters are more risk averse than the
speculators. Therefore, the set of graphs in Figure 5 examines the case where the speculators
are as risk averse as the polluting firms and I set the risk aversion coefficients pr = pg =
0.02. In this case polluters and speculators are identical with respect to the response and
the aversion towards the risk, but the polluters have an additional dimension: the rate of
emissions. This determines them to form valuations above those of the speculators and drive
them out of the auction. Although, the speculators do not win any permits in the auction,
their simple presence drives out one polluter from the set of winners in the auction. This is
due to the fact that the bids submitted by the speculators increase the auction clearing price,
even if they are not winning bids (compare this with the case of Figure 4 where speculators

are absent).

6.2 Sensitivity to the global shock

In order to assess the impact of polluters’ sensitivity to the global shock, I fix all the param-
eters except for their idiosyncratic sensitivity, ay. Again, the speculators are identical. I set
ky = 09,Vf = 1,..., N such that the level of dirtiness of the polluting firms is relatively

high, and as = 2,Vs = 1,..., M, which is lower than any of the idiosyncratic sensitivities of
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the polluters. Again I consider an economy with N = 35 polluters and M = 35 speculators.

Recall that firms indexed from 1 to N are the polluters and firms indexed from N + 1
to N + M are the speculators participating in the market. Moreover, polluting firms are
indexed from the lowest to the highest sensitivity to the aggregate shock. A clear conclusion
from Figures 6 and 7 is that polluters’ valuations are decreasing in the sensitivity to shock:
all else equal, firms with a higher sensitivity to shock value the permits less. Consequently,
the bidding aggressiveness of these firms is low, and they earn fewer permits in the auction
than the low sensitivity firms. It also becomes apparent from Figures 6 and 7 that the low
sensitivity firms are net sellers and the high sensitivity firms are net buyers in the secondary
market. As the secondary market price is higher than the auction clearing price (at least in
the case of high product prices and a relatively low shock volatility), it seems that without
speculators (Figure 7) a wealth transfer is taking place from the high sensitivity firms to the
low sensitivity firms through the secondary market.

Figures 8 to 13 depict the situation where the polluters become more and more averse to
the aggregate shock, keeping the risk aversion of the speculators at a constant level. In these
figures I also allow for the speculators to be heterogeneous with respect to the sensitivity to
shock - a full idiosyncratic sensitivity case. The results show that the valuation curve for
the polluting firms, as a function of their sensitivity to shock, is becoming steeper and lower
the more risk averse they become. The intuition is that the more risk averse the firms are,
the higher the importance of the sensitivity, and they are more reluctant to invest in permits
in the first place. However, once the shock is realized, firms will need to buy the deficit of
permits at a higher price in the secondary market. At the same time, speculators’ valuations
are virtually unaffected.

Another interesting result of this exercise is that the spread between the secondary market
price and the auction clearing price increases as the polluters become more risk averse. This
is due to the fact that the auction clearing price is decreasing in polluters’ risk aversion,
while the secondary market price is independent of this parameter (it only varies with the
realization of the shock).

In Figure 8 the polluters and the speculators are identical with respect to all the pa-
rameters involved. In particular, for each polluter with a certain sensitivity level there is a
speculator with the same sensitivity level. In addition, polluters and speculators have the
same risk aversion. However, the fact that the emissions permits act as an input in their
production process, induces the polluters to value the permits considerably more than the
speculators. Under such conditions, no speculator earns permits in the auction. Thus, al-
lowing the speculators to be idiosyncratically affected by the economy-wide shock may drive
them out from the speculation activity if the polluters are not sufficiently risk averse. In order
for the speculators to make positive profits, the polluters would need to be sufficiently more

risk averse than the speculators.
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In the upper-right graphs of the above-mentioned sequence of figures, one can see how the
initial valuations for the polluters is dropping, while that of the speculators is lifting as the
polluters risk aversion coefficient increases. If in Figures 8 and 9 the speculators do not earn
any permits (polluters have a low risk aversion), by Figure 12 the speculators are already
winning more of the fixed supply of permits than the polluters do. Finally, in Figure 13 the
speculators’ initial endowment of permits is well above that of the polluters. Hence, for this
particular example, the polluters have to be at least three times more risk averse than the
speculators in order for the latter to win a positive number of permits in the auctioning stage.

The main policy implication of this result is that allowing for speculators to enter the
primary market for permits is a decision that has to take into account the risk aversion of
the speculating firms relative to that of the polluters. In particular, if the polluters are
substantially more risk averse than the speculators, the presence of the latter type of firms
can harshly hurt the regulated firms. If, on the other hand, this difference is not significant,
the presence of the speculators in the auction has the effect of boosting the clearing price,
compared to the situation when they are absent, without hurting too much the polluting

firms.?? This trade-off may be worthwhile if the regulator is interested in the auction revenue.

6.3 Trading volume and risk volatility

In this section I discuss the effect of the risk volatility on the trading volume of the secondary
market. The simulation results are shown in Figure 14 for a certain parameters choice, where
firms’ heterogeneity resides only in the emissions rate variable. Note that firms have the
same response to the shock. Hence, this particular choice of the parameters set reflects the
case where all firms belong to the same industry, i.e. have the same output price, but they
have different production technologies as represented by the different emissions rates. The
interesting result is depicted in the first quadrant of this figure, where the horizontal axis has
the standard deviation of the shock and the vertical axis has the trade as a percentage of the
total number of permits auctioned: An increase in the risk volatility faced by the economy
results in less trade in the secondary market. At first glance, this result is counterintuitive.
However, the explanation lies in the following two graphs of Figure 14. As the uncertainty
increases, firms” WTP for permits in the auction are closer to each other (less variation),
resulting in more competition in the auction (lower-left panel of Figure 14). Consequently,
the auction clears at a very high price (upper-right panel of Figure 14), leaving some of the
firms with zero permits after the auction, despite the fact that their WTP is closer to that
of the winning firms. Thus, only the highest WTP firms earn a positive number of permits
in the auction. Nevertheless, as they face the same output price, the non-winning firms will
need to purchase the necessary permits, thus giving rise to an intense trading activity in the

secondary market. Conversely, with high uncertainty, the standard deviation of the valuations

2To see this, compare Figures 7 and 9.
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is decreasing, resulting in a looser competition in the auction and a lower auction clearing
price. Hence, more firms have the chance to earn some permits in the auctioning stage and
there is less need for redistribution in the secondary market.

In conclusion, for the case of a single industry regulated by a cap to emissions, the lower
the uncertainty in the economy, the more inefficient the auction outcome. However, this result
is less clear-cut if the firms belong to different industries, i.e. respond differently to the shock.
Figure 15 illustrates this case. Although the results concerning the WTP and the auction
price carry on from the previous scenario with different emissions rates, the trade result is less
obvious, as the after-auction needs for permits are more heterogeneous. However, a somewhat

ascending trend in the trading ratio can be observed.

7 Variants of the Model

7.1 Competitive primary market

Until now I have assumed that firms recognize their ability to influence the price in the auction
for the distribution of the permits to pollute. Therefore, the auction equilibrium was solved
assuming strategic behavior on the side of the firms. However, with a large number of firms,
as it is the case in the EU ETS, the assumption that the firms have power to influence the
auction clearing price may not hold. Hence, in this section I examine the case of competitive
bidding.

7.1.1 Competitive bids

Competitive bidding amounts to each firm submitting a bid equal to her marginal valuation for
permits, as it is given by the first order condition of (16). Note that the individual willingness
to pay is unchanged as it is intrinsically determined by firm’s characteristics and it does not
depend on the strategic behavior. Thus, the competitive bid of any firm j =1,..., N + M is
given by

1

pyw) - L g (BW) = 20,5, —v) i Y] = 20,5, > v

) (30)
O, if EP\*] — 2Q/ﬁ:ij <v

The interpretation is that each bidder j is willing to purchase ﬁ (E[)\*] — 2Q/<,j3j - 1/)
permits for any price v up to E[\*] — 2Q/<;ij. Note that as x; is decreasing in flj, the higher
the emissions rate or the sensitivity to the shock of firm j, the flatter the slope of her bidding

function.
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It follows that the clearing price is:

* * 2Q ¥l = -
=1 Ky f=1 s=1

where, as previously, n is the number of winning polluters and m is the number of winning

speculators.?* Finally,

E 1B, .
D} (v*) = max 0, + =1 — K;Bj
! { DAk ,4% Qr; (Z?:Jrlm ,.g%

7.1.2 Discussion

Comparative statics of these results are informative for policy recommendations. Fortunately,
the assumption about bidders’ competitive behavior in the auction allows more clear-cut
conclusions about the auction outcome than those which could be achieved in Section 5. For

example, looking at (31) the following proposition can be stated:

Proposition 7.1 Let us suppose that on average the polluters’ output demands follow the
direction of the shock, i.e. €0 > 0. The auction clearing price is decreasing in the risk
aversion of the polluters, pr, and in the risk aversion of the speculators, pg, if the following

two sufficient conditions hold simultanously:

(1) the polluters’ sensitivities to the shock are positive and relatively high: oy > Qky, Vf;
(ii) speculators’ product demand follow the direction of the shock: as > 0, Vs.

Proof: First it should be noted that this result depends exclusively on the sign of the quantity in the brackets
of equation (31). Second, that the condition 5 > kyFE[\"] assures that in expectation the polluter has non-

negative production. This together with (i) assures that By > 0. In addition, (ii) assures that B, > 0. We
o5y

know from before that 5y

> 0. This completes the proof.

Recall that this result was identified in Section 6.2 for the numerical case considered there,
where all firms had positive sensitivities to the shock: as the polluters became more risk
averse, the auction clearing price became smaller.

The conclusion of Proposition 7.1 holds true also for the opposite case when all firms have
negative responses to the shock. It is obvious that in this case 2 < 0. Hence, if all firms
respond in the same direction to the overall shock, then they would be more reluctant to
purchase permits in the primary market as the uncertainty about the economy is perceived
stronger (higher risk aversion).

The auction clearing price may, however, increase in the risk aversion, both that of the

polluters and that of the speculators, if some firms respond to the shock in the opposite

24These numbers will, normally, be different than those from the strategic bidding case.
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direction than the biggest polluters do, i.e. the sign of «; is opposite to the sign of 2. For
example, if 2 > 0 and o; > Qky, Vf, but the speculators have a strongly negative response to
the shock, such that QF + > 1 B FEY B, < 0, then the auction clearing price increases
in the risk aversion. This is in opposition with the result found by Colla et al. (2005) who
prove that the price of the first round of trading in their model decreases with the risk aversion
for any positive supply of permits. However, their first round of trading is a bilateral market
where polluters can sell permits to other polluters and to the speculators. In addition, their

model assumes identical responses to the shock.

Proposition 7.2 The auction clearing price is decreasing in the risk volatility, o2, if and

only if the parameters of the winning firms satisfy the following condition:
n m
QQE+> Br+> By >0.
f=1 s=1

7.2 No abatement

In this section I outline the changes suffered by the model in the case when there is no

abatement possibility. First, without the abatement possibility the secondary market price is

given by
S kgpy — 20E
;o abat — ! N 2 = E[)\;klo abat] + Qo abat€, (32)
> i1 k7
N
k

where Q0 abat = —sz?j ’;?f > Q.

F=1%F

Compared with equation (11), the price given by equation (32) does not contain the term
in 0 at the denominator, which, for the same realizations of the output prices, makes this price
higher. A by-product of this result is that, without abatement, the amount of final output
given by (5) is lower. At the same time, the aggregate sensitivity parameter, (2, apbat is higher
than €0, which means that the secondary market price is more volatile if there is no abatement
possibility. These results are intuitive since the absence of the abatement possibility has the
effect of tightening the environmental constraint, making compliance more expensive.

Second, while the coefficients of the random shock in the profit function do not change

for the non-polluters, they do change for the polluters is the following way:

N 1

Ap = 47 (a7 = o abar)”

. 1 *

Bf - 2_[) (’Yf - ka[)\no abat]) (Oéf - kano abat) (33)

N 1 N
Cf = ﬂ) (’Yf - k:fE[)\no abat])2
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With the profit function parameters given by (33), the rest of the analyses carries through

without any changes.

8 Conclusions

In this paper I built a model that mimics the mechanism of an emissions trading scheme
with auctioning, such as the EU ETS as it will be applied from 2013. The model aimed
at anticipating the outcome of the main changes in the institutional design of this scheme,
i.e the incorporation of the auction as the initial allocation method and the permission of
the non-polluting entities to participate in the auction. The latter feature of the scheme is
captured by the speculating agents.

In an uncertain environment, in which both the polluters and the speculating firms are
present, I find that the secondary market price is unaffected by the presence of the speculators.
In fact, the secondary market price is only determined by the characteristics and the number of
the polluting firms present in the economy. In other words, the secondary market price reflects
only the fundamentals of the polluting firms, which have to comply with the environmental
regulations. Moreover, contrary to the conventional wisdom, which often ignores the existence
of the secondary market when auction is the distribution method, I find that, with risk averse
firms, the secondary market price can be both greater and lower than the auction clearing
price. The spread between the two depends on the mix of firms’ characteristics as a result of
the differences in firms’ responses to the shock.

However, given the set-up of this model, in which firms take decisions under uncertainty,
it is unclear whether the presence of the speculators in the permits market has a positive or
a negative effect over the auction clearing price. This will depend both on the sign of the
sensitivity to the shock of the polluting firms and on that of the speculators.

Under the assumptions of this paper, where the production and abatement decisions
come after the aggregate shock is realized, speculators have no influence on the secondary
market price. Consequently, firms’ production and abatement decisions are unaffected by
the presence of the speculators in the auction and in the secondary market. The presence
of the speculators does, however, increase the trading volume on the secondary market. As
a corollary, the introduction of the speculators into the scheme has the effect of converting
some potential sellers, from among the polluting firms, into buyers. This has obvious adverse
welfare implications for the regulated firms. Regardless of the presence of the speculators,
the risk aversion prevents the high sensitivity polluters from securing the necessary permits
in the auctions and they become net buyers after the shock is realized. Moreover, the more
risk averse they are, the fewer permits they earn in the auction and the auction clearing
price drops, allowing the speculators to earn more profits. Therefore, in an economy where

the polluters are much more risk averse than the speculators, conducting an auction for the
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distribution of the emission rights where the speculators are allowed to participate may not
be the best method of allocation, as it may significantly hurt the regulated firms. Hence,
from the policy perspective this exercise shows that designing a ”fair” benchmark for the free
allocation of the fixed supply of the polluting rights may, in fact, be a more suitable method
of allocation than the auction. This finding is against the conventional wisdom which regards
auctioning as a fair and efficient method for the distribution of these rights. Therefore, when
designing an emissions trading scheme with auctioning, the regulator should take into account
the regulated firms’ attitude towards risk, as well as the characteristics of non-regulated firms
allowed to participate in the auction.

It is obvious that the current set-up requires more refinement and a few extensions of
the current model are worth attention for further research. First, a multi-period model
in which firms are allowed to bank permits from one period to another is a more realistic
set-up in line with the actual regulations of the European scheme. Obviously, this would
involve dynamic optimization and discounting. Second, cash constraints on permits expenses
may replace the assumption about firms’ risk aversion, which is a less accountable measure.
Moreover, it is common and more plausible that some firms impose such constraints in their
annual budgets and this can be empirically observable. Third, relaxing the assumption about
positive production constitutes another path of research, which accounts for the case of non-
compliance behavior of the polluting firms. Finally, the translation of this model into a
laboratory experiment may contribute to detecting possible behavioral implications of the
model. It is not excluded that firms, as represented by individuals, may exhibit some form
of sunk cost fallacy once they are allocated the permits following the auction. This is a well
documented behavioral anomaly in other contexts. However, to the best of my knowledge,
there has been no such investigation in the context of emissions permits markets, either from
the field, or from the laboratory. The direct implication of the existence of this fallacy for
permits markets is an illiquid secondary market, which may severely affect the final production
activity of those firms which are predicted net buyers in the market for permits. If this is the

case, then efficiency through trade cannot be achieved.
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Appendix A: Derivation of the expected profit

I calculate the expected value of U(Ilj) = —exp(—p(Aje? + Bje + C;)) accounting for € ~

N(0,0?). The probability density function of e is:

+o0 62
= ——— | de.
f0 == [ e (g )de
Thus,
E(U(Ily)) =E(— exp(—p(Aj€* + Bje + Cy)))
400 ) €2 (34)
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Letting A} = | pA; + 5— = > 0, we have further:
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Under the last integral we have the probability density function of a normal random

1. Hence, we have

variable with mea

J J
1 pB;
EU()) = — exp|—p|Cj——L] ). (36)
24 44;
Consequently, maximizing E(U(II;)) is equivalent to maximizing
C._LBZZC,_L 2 (37)
/ 447 724 4pa2A;
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Appendix B: Figures
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Figure 3: Heterogeneity in emissions rates, scenario with speculators: E = 1500, N
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Figure 4: Heterogeneity in emissions rates, scenario without speculators: E = 1500, N = 35, M = 0, 0 =
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Figure 8: Idiosyncratic shocks for all firms: ay = (f + 90)/N, as = (s + 90)/M, pr = 0.01, ps = 0.01,
kp = 0.9
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Figure 9: Idiosyncratic shocks for all firms: ay = (f + 90)/N, as = (s + 90)/M, pr = 0.02, ps = 0.01,
ky = 0.9
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Figure 10:
kf=0.9

Figure 11: Idiosyncratic shocks for all firms: ay = (f + 90)/N, as = (s + 90)/M, pr = 0.04, ps

kr=0.9
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Figure 12:
ky = 0.9
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Figure 13:
ky = 0.9
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Figure 14: The effect of shock volatility on trade and auction with homogeneous responses to the
N =50, pr =0.02, ky = f/N, ay = 3, vy = 1000, E = 2400, 6 = 100, b = 3
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Figure 15: The effect of shock volatility on trade and auction with heterogeneous responses to the shock:
N =50, pr = 0.02, k; = 0.8, af = f2/N, v; = 1000, E = 2400, § = 100, b =3
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Figure 16: The effect of shock volatility on trade and auction with heterogeneous responses to the shock:
N =50, pr =0.02, ky = f/N, ay =3, vy = 1000 — 10f, E = 2400, 6 = 100, b = 3
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