. mathematics

Article

A Resource Extraction Model with Technology Adoption under
Time Inconsistent Preferences

Carles Mafig-Cabello ¥

check for

updates
Citation: Mano6-Cabello, C.;
Marin-Solano, J.; Navas, J. A Resource
Extraction Model with Technology
Adoption under Time Inconsistent
Preferences. Mathematics 2021, 9, 2205.
https:/ /doi.org/10.3390/math9182205

Academic Editor: Ekaterina Gromova

Received: 31 July 2021
Accepted: 3 September 2021
Published: 8 September 2021

Publisher’s Note: MDPI stays neutral
with regard to jurisdictional claims in
published maps and institutional affil-

iations.

Copyright: © 2021 by the authors.
Licensee MDPI, Basel, Switzerland.
This article is an open access article
distributed under the terms and
conditions of the Creative Commons
Attribution (CC BY) license (https://
creativecommons.org/licenses /by /
4.0/).

, Jestis Marin-Solano

*,T t

and Jorge Navas

Departament Matematica Econdmica, Financera i Actuarial and BEAT, Universitat de Barcelona,
08034 Barcelona, Spain; carlesmano@ub.edu (C.M.-C.); jnavas@ub.edu (J.N.)

* Correspondence: jmarin@ub.edu

t These authors contributed equally to this work.

Abstract: A two-stage non-standard optimal control problem with time inconsistent preferences is
studied. In an infinite horizon setting, a time consistent (sophisticated) decision maker chooses the
time of switching between two consecutive regimes. The second regime corresponds to the imple-
mentation of a new technology, and a cost must be paid at the switching time. Although the problem
is formulated for a general discount function, special attention is devoted to models with nonconstant
discounting and heterogeneous discounting. The problem is solved by transforming it into a problem
in a finite horizon and free terminal time. The corresponding dynamic programming equations are
presented, and conditions for the derivation of the switching time by decision makers with different
degrees of sophistication are studied. A resource extraction model with technology adoption is
solved in detail. Effects of the adoption of different discount functions are illustrated numerically.

Keywords: resource management; regime shift; switching time; non-constant discounting; heteroge-

neous discounting

1. Introduction

In the optimal management of a natural resource, one problem of interest is whether
or not it is profitable to change to a new technology and, in the affirmative case, when to
do it. This is of particular interest in the case of nonrenewable natural resources, since if
the new technology implies a more efficient extraction or exploitation, we can extend the
actual availability of the resource.

From a formal perspective, the former question is a controlled endogenous regime shift
or two-stage (or multiple-stage) optimal control problem. While there is a rich literature
on regime shifts (some recent contributions on the topic are Gromov and Gromova [1] for
switches in differential games, Gromov et al. [2] for optimal control problems with infinite
switches, or the different chapters in Haunschmied et al. [3] for a recent good overview
of applications to Economics), there are less papers focusing on the optimal timing of
switching. Some papers studying this last problem, for the case of one decision maker, are
Tomiyama [4] and Amit [5], who derived necessary conditions for the optimal switching
time in a finite time horizon, while Makris [6] focused on the infinite time horizon case.
The extension to problems with more than one agent has been studied, for instance, in
Dawid and Gezer [7] and in Long et al. [8]. In all these models, the switching time involves
a trade-off between immediate costs and potential future benefits.

Regarding the study of biases in intertemporal decision processes, variable rates of
time preference have received considerable attention in recent years. These biases, leading
to decisions that are not totally rational from an axiomatic point of view, are supported
by experimental evidence pointing out the fact that decision makers are more impatient
in their short-term choices than in their long-term ones when they face similar decisions
(see, for instance, Thaler [9]). Thus, payoffs in the near future are discounted at higher
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instantaneous rates than payoffs in the long-run, for instance, by using a discount function
of the type

O(s —t) = e~ Jrolr-tdT, ¢y

where p’(-) # 0. The case when p’(-) < 0 describes a situation in which decision makers
are more impatient for short-term decisions, whereas for p’(-) > 0 the effect is the opposite.
For p/(-) = 0, we recover the standard case with a constant discount rate. However, since
the work by Strotz [10] it is well known that when the instantaneous discount rate depends
on the position of the decision maker, as in (1), standard optimization techniques fail in
providing time consistent solutions.

Karp [11] faced the analysis of dynamic optimization problems in a continuous time
setting with non-constant discount rates, and obtained, in the infinite time horizon case, a
dynamic programming equation (or modified Hamilton-Jacobi-Bellman equation) that
characterizes time consistent solutions in this framework. Later on, Marin-Solano and
Navas [12] extended the approach to the finite horizon case and studied the application to
a nonrenewable resource problem with non-constant discounting.

A different type of time inconsistent preferences was analyzed in Marin-Solano and
Patxot [13], who introduced and studied a problem with heterogeneous discounting in
a deterministic setting. In that paper, in a finite horizon setting, payments of utilities
derived from consumption enjoyed during the planning horizon are discounted at a rate
(p1) different to that (o) of the final function, representing, e.g., savings to be enjoyed after
retirement. This can be justified in the sense that it seems questionable to assume that the
enjoyment of different goods should be discounted at the same rate. In that model, the
final function can be seen as a function of a good that is somehow different.

The introduction of different (constant) discount rates can be justified in different ways
in our model with a regime switch. First, note that e #2(T—t) = ¢=P1(T—1) . pP1=02)(T—1)  For
02 > p1, this is an increasing function in t. This means that, as time t approaches T, the
t-agent assigns a higher value to the final term, which will be in our model the moment
in which the new technology is adopted. Hence, the decision maker has a bias towards
the present, but this bias goes down as the moment of technology adoption is nearer. This
is in agreement with psychological perceptions of many decision makers, according to
which they can assign an increasing value to a change in regime when it is nearer in the
future. For example, if a decision maker placed at time 0 exploits a natural resource and
has the option to introduce a new technology at a future date T, but there exists some
uncertainty regarding the actual effectiveness of the new technology, this uncertainty can
be internalized by the decision maker at time 0 by applying a discount rate to payoffs
obtained after T different to that applied to current payoffs before that time. There are
other potential justifications of introducing different discount rates. If, after the regime
switch, the firm is more efficient, it could have access to better financial conditions, and
this could impact the discount rate by reducing it (0, < p; in this case). An opposite effect
(p2 > p1) could be present if we introduce mortality rates (of the business) in the long term
(i.e., after T), maybe due to stopping in the use of the resources (oil, natural gas...) by
the society.

The objective of this paper is to combine the above ideas, by extending previous results
in standard optimal control problems with two regimes, in which the switching time is a
decision variable, to a framework with time inconsistent preferences. Special attention is
paid to the case of non-constant discounting (an area of increasing interest in Economics)
and to the case of heterogeneous discounting. In order to solve the problem, we transform
the infinite horizon problem with a switching time into a finite horizon problem with free
terminal time. Then we find necessary conditions on the terminal time to be satisfied by
decision makers with different degrees of sophistication (or rationality). The procedure
proposed to solve the problem is then applied to a model of management of a natural
resource, in which the agent has to decide when to implement a new technology.

The paper is organized as follows. Section 2 presents the main problem for an arbitrary
discount function. Three particular classes of discount functions are described. Section 3
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collects and derives some theoretical results that will be used in the paper. A procedure for
solving the problem is presented in Section 4. In Section 5, we solve in detail a resource
extraction model with technology adoption. Numerical illustrations showing the effects of
introducing the different discount functions are presented in Section 6. Section 7 concludes
the paper.

2. The Problem: Regime Switching with Time Inconsistent Preferences

In this Section we will state the general problem for the case of one decision maker
with time inconsistent preferences. First, we introduce the general model in which future
utility streams are discounted through a general discount function. Later on, we present
some specifications for this discount function. The more relevant one is that of non-constant
discounting (Problem A), a model that has been widely explored in a continuous time
setting during the last fifteen years. A modified version of non-constant discounting is
presented later on (Problem B). As we will see in Section 4, this modified version simplifies
the resolution of the problem. Although it is less realistic and departs from the standard
model with non-constant discounting (somehow it is in the middle point between non-
constant discounting and standard exponential discounting), it will serve us to illustrate
the difficulties of the problem due to the introduction of non-constant discounting. As
a final specification, we will present a third problem (Problem C) in which the decision
maker discounts the future by using constant discount rates, but these discount rates can
be different for the different utilities and costs.

2.1. The General Model

First, we state the general model. For simplicity, we will restrict our analysis to the
one-dimensional case, so that there is just one state variable x € R and one control variable
u € R. The extension to multidimensional problems is straightforward.

The decision maker maximizes a flow of utilities enjoyed along an infinite planning
horizon [0, c0), but has the possibility to change to a better technology at any moment
T € [0, 00). This change can modify the state dynamics, improve the payoffs, or can have
both effects. The utility function is given by

[ F(xu) if t<T,
Flx,u) = { F(x,u) if t>T, 2)
and the state dynamics is driven by
. [ Alxu) if t<T,
*=flou) = { fo(x,u) if t>T. ®)

Finally, the agent incurs a cost Q(x(T), T) at the moment T in which she implements the
new technology.
The objective of the decision maker is to maximize

/(; " iy (5,0)Fy (x,u) ds + /T°° dy(s,0)Fa(x, ) ds — d3 (T, 0)Q(x(T), T) . )

Functions F; and f;, for i € {1,2}, and d;, for j € {1,2,3}, are assumed to be, at least,
continuously differentiable in all their arguments. In addition, we will assume that the
second integral converges.

In the previous expression, functions d;(s, t), for j € {1,2,3}, represent the way the

agent at time ¢ (the t-agent) discounts the different utilities (profits and costs) enjoyed at a
ad;(s,t)

future time s. Hence, it is natural to assume that —5 < 0 (later enjoyments are valued

less than more recent ones) and ILm d(s,t) = 0 (decision makers do not value utilities
S—00

located in the very distant future). Unless all these functions coincide and d; (s, t) = e #¢~1),
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with p a (positive) constant number, time preferences become time inconsistent, in the sense
that what is optimal for the agent at time ¢ is no longer optimal for the agent at a future
time ¢’ > t. In order to find time consistent decision rules, we have to solve a sequential
game with a continuous set of players, described by all of the t-agents. In the literature of
non-constant discounting, these agents are said to be sophisticated.

Remark 1. In economic models and, in particular, in the resource model studied in Section 5 in
this paper, the utility functions depend just on the control variable (representing consumption,
extraction rate, harvest rate...). In that case, it is common to assume that F;(u), for i € {1,2},
is continuously differentiable, strictly increasing, and concave. In addition, f;(x,u) = g;(x) — u,
where g;(x) is a continuously differentiable and concave (possibly linear) production function.
These conditions facilitate the fulfillment of the conditions in Benveniste and Scheinkman (1979) for
the concavity and differentiability of the value function.

Remark 2. The extension of the theoretical results in the paper to multidimensional problems
withx € X C R"and u € U C R™ is straightforward, provided that the value functions are
sufficiently smooth.

In order to solve the problem (2)—(4), we can proceed backwards in time. For t > T,
i.e., once the new technology has been adopted, the agent at time f aims to maximize in the
control variable u the payoff function

Jo(x,u,t) = / dy(s,t)Ex(x, u) ds ()
t
given the dynamics
% = fo(x,u) with initial condition x(t) = x . (6)

In order to find time consistent decision rules (or time consistent policies) followed by
sophisticated agents, we can apply the nowadays well-established procedures described in,
e.g., Karp [11], Ekeland and Lazrak [14], Marin-Solano and Shevkoplyas [15] or Yong [16],
among others.

Later on, for t < T, the t-agent maximizes the general payoff function

/tT di(s,t)Fy(x,u)ds + /Too dy(s, t)Ex(x,u)ds — ds(T,t) Q(x(T), T), (7)

given the dynamics (3). In this problem, for s > T, the control decision rule u(s) = ¢(x(s),s)
is taken as given, and is that calculated in the resolution of Problem (5)-(6). Hence, we
have to compute the decision rule u(s) for the initial period s € [t, T|. In addition, we must
derive the switching time T.

2.2. Particular Cases

Although we will study how to solve the general problem stated in Section 2.1, in the
present paper we will pay special attention to some particular cases that arise in economic
applications and, in particular, in the management of a natural resource.

2.2.1. Problem A: Non-Constant Discounting

The standard procedure in economics is to assume that the discount function depends
on the time distance between the moment t in which a decision is taken and the moment s
in which utility derived from that decision will be enjoyed. In that case, d;(s, t) = 6;(s — t),
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for j € {1,2,3}. Functions 6;(7), T € [0, ), are assumed to be continuously differentiable.
The corresponding instantaneous discount rates are given by

Asusual, we assume that p;(7) > 0, forall T, and lim pj(T) > 0. Present-biased preferences
T—00

are represented by a nonincreasing discount rate (p’(s) < 0).

In addition, it is commonly assumed that the discount rate is unique, so that 6;(7) = 6(7)
and pj(t) = p(7), for all T € [0,c0). As a result, the intertemporal utility function
(7) becomes

/tTG(s —H)F(x,u)ds + /Too 0(s —t)F(x,u)ds —0(T —t) Q(x(T), T) . 8)

Problem A consists in looking for time consistent strategies maximizing (8) subject to
(3) and to the future behavior of the agent. If the discount rate is constant and given by
p > 0, then the discount function is an exponential, 6(7) = e F7, and we recover the so
called Discounted Utility model that has been widely used in Economics. In that case,
time preferences are time consistent and we simply have to find the optimal switching
time for a standard optimal control problem. However, the problem becomes much more
complicated in the case of (time-distance) non-constant discounting.

2.2.2. Problem B: Modified Non-Constant Discounting

Problem A describes the standard model of non-constant discounting. Note that the
decision maker, at time t < T, discounts future enjoyments at time s > T by taking as a
reference point the initial time ¢, so that dy (s, t) = 6(s — t). This is, we think, the natural
approach in a setting with non-constant discounting in which the agent discounts the
future by using the same discount rate. In Problem B we make a slight modification of this
approach, by writing dy (s, t) = 6(T — t) - (s — T). Then, the intertemporal utility function
(7) becomes

[e9)

/t'Te(s—t)Fl(x,u)ds +9(T—t)/T 8(s — T)E2(x,u)ds — 8(T — ) Q(x(T),T) . (9)

Although this approach is, we think, questionable, it will serve us to better understand the
differences between non-constant and constant discounting. Note that, if the discount rate is
constant, the discount function in Problems A and B is the same, 6(s —t) = 0(T —t) - 6(s — T)
= ¢~P(5=1), and both problems become equivalent.

2.2.3. Problem C: Heterogeneous Discounting

As a third particular case, we consider a situation in which the decision maker has
a constant discount rate, but it is non-unique. In the present paper, Problem C is repre-
sented by the use of two different discount functions. More precisely, d; (s, ) = e #1671,
dy(s,t) = e P06~ and ds(T,t) = e P2(T~H, with py,p, > 0. Hence, the intertemporal
utility function (7) becomes

T )
/ e PO (x,u) ds +/T e P26DE (x,u) ds — e 2T~ O(x(T), T) = (10)
t

T )
/ e PEE (x,u)ds +e 2T [/ e P26-TE) (x,u) ds — Q(x(T), T)
t T

Several justifications on the employment of heterogeneous discount rates in the problem of
extraction of a natural resource with a regime switch (due to the implementation of a new
technology) were presented in the Introduction. We refer to, e.g., Marin-Solano and Patxot
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[13] and de-Paz et al. [17] for the discussion of the rationale and quantitative and qualitative
implications of the introduction of these time preferences in more general problems. As
illustrated in those papers, there are some relevant qualitative effects appearing in real life
situations that can be explained by the use of heterogeneous discount functions for goods
of a different nature.

In the present paper, for simplicity, we will assume that both the cost of implementing
the new technology and future utilities are discounted at the same discount rate p,. For the
derivation of the theoretical results we will not make assumptions on the sign of p; — p».

3. Preliminary Results

The standard switching conditions for our problem in standard optimal control theory
are usually formulated in terms of the Hamiltonian functions (in present or current value
forms) corresponding to the two regimes. Unfortunately, there is no easily manageable
version of the Pontryagin maximum principle in problems with non-constant discounting
(as illustrated in Karp [11], a problem with non-constant discounting can be rewritten as a
standard problem with a constant discount rate by introducing an auxiliary term in the
Hamiltonian function. However, such a term incorporates the solution to the problem in
feedback form). In the present paper we will follow an alternative approach. The idea
consists of transforming the problem with a switching time into a finite horizon problem
with free terminal time and time inconsistent preferences. More precisely, we will divide
the problem into several steps, described in Section 4.1. In these steps, we will need to
make use of conditions for finding strategies in both the control variable # and the terminal
time T. In this section we collect the main theorems that will be used at the different steps.

3.1. Dynamic Programming Equation in Infinite Horizon

We summarize in this section some results presented in Marin-Solano and Shevkoplyas
[15]. Let us consider the problem with an intertemporal utility function

J= /toQ d(s,t) F(x(s),u(s),s)ds (11)
subject to
x(s) = f(x(s),u(s),s), with x(t)=x. (12)

Functions d(s, t), F(x,u,s) and f(x,u,s) are assumed to be continuously differentiable in
all their arguments.
If u*(s) = ¢(x(s),s) is a decision rule, then the corresponding payoff is given by

V(x, 1) :/ d(s, t) F(x(s), ¢ (x(s),5),5) ds . (13)
t
Following Ekeland and Lazrak [14], for € > 0, let us define

v if sel,t+e),

te(s) = { P(x(s),s) if s>t+e. (14)

If the t-agent can precommit her behavior during the period [t,t + €), the payoff along the
perturbed control path u, is given by

Ve(x,t) = %x{/tt+e d(s, ) F(x(s),0,5) ds+

/m d(s,t) F(x(s), ¢(x(s),s),s) ds} _

t+e
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If we expand V¢ (x,t) in €, we obtain Vi (x,t) = V(x,t) + P(x,¢,0v,t)e + o(€), i.e.,

Ve(x,t) — V(x,t)

P(x,¢,v,t) = i . 15
(x,¢v,t) = lim - (15)
Definition 1. A decision rule u*(s) = ¢(x(s),s) is called an equilibrium rule if function

P(x,¢,¢) given by (15) attains its maximum for v = ¢(x, t). Alternatively, equilibrium rules are
characterized by the condition P(x,¢,v,t) < 0.

From Theorem 6 in Marin-Solano and Shevkoplyas [15], let the value function be
given by (13), with ¢(x(s),s) as the equilibrium rule. If the value function is of class C!,
then the solution u = ¢(x,t) to

n?a}x{F(x, u,t) +ViV(x,t)- f(x,u,t)} (16)

is an equilibrium rule. Alternatively, the solutions to

- aVéJtc,f) 4+ /t ® ad(as{t) F(x(s), ¢(x(s),5),5) ds = a7

n;f})({l-"(x, u, t) + VyiV(x,t)- f(x,u,t)}

are equilibrium rules.

3.2. Dynamic Programming Equation in Finite Horizon

Next, let us consider the problem of a sophisticated agent maximizing
T
] = / d(s,t) F(x(s),u(s),s)ds +d(T,t) G(x(T),t, T) (18)
t

subject to (12), with functions d(s, t), F(x,u,s), f(x,u,s), and G(x, t, T) continuously differ-

entiable in all their arguments. This problem is similar to the one studied in Section 4.1 in

Marin-Solano and Shevkoplyas [15], but now function G can also depend explicitly on ¢.
For a decision rule u*(s) = ¢(x(s),s), let

V(x, t) = /tTd(s, t) F(x(s), ¢(x(s),s),s)ds +d(T,t) G(x(T),t,T) . (19)

As above, for € > 0, let us consider the variations (14). If the t-agent can precommit her
behavior during the period [t, f + €), the valuation along the perturbed control path u is
given by

t+e
Ve(x, t) = rr{ng{/t d(s,t) F(x(s),v,s)ds+

/tT d(s, ) F(x(s), ¢(x(s),s),s) ds + d(T,t) G(x(T), 1, T)} . 20)

+e€

Then, equilibrium rules for the problem (18)—(12) are defined as in Definition 1.

Proposition 1. If the value function V (x,t) is of class C' in all their arquments, then it satisfies
the functional equation

1 9d(T, 1)
d(T,1) ot

oV (x,t)
ot

aG(x,t,T) L

Vi(x,t)— 5

+d(T,t)
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[F(x, ¢(x,8),8) + VeV (x, 1) - f(x, p(x, 1), £)] -
Proof. See Appendix A. O

In the previous proposition we have assumed that the equilibrium rule is already
given. Next, we prove that the equilibrium rule can be obtained by solving the right-hand
term of the functional equation

1 9d(T,t) oV (x,t)
aTn ot WHT T
rJ{nff([F(x@(x,t),t) + ViV(x,t) - f(x,¢(x,t),1)] . (21)

Equation (21) is the Dynamic Programming Equation for the problem (18)—-(12).

Proposition 2. If the value function is of class C', then the solution u = ¢(x, t) to the dynamic
programming Equation (21) is an equilibrium rule.

Proof. See Appendix A. [

3.3. A Free Terminal Time Problem

Finally, we study the problem with intertemporal utility function (18) subject to the
dynamics (12), but now we consider that the final time T is also a decision variable. We
will analyze the problem under different degrees of sophistication of the decision maker.

First, let us consider that the terminal time T can be decided by the agent at initial
time, according to her time-preferences. Although this means that the terminal time can
be precommited by the 0-agent and this is not in the spirit of looking for time consistent
decision rules, we will start with this simple approach to center the problem.

Fort < T,let VT (x,t) denote the valuation along the equilibrium rule of the t-agent
starting at initial state x(¢) = x with terminal time T. If the 0-agent can decide the terminal
time, she will simply maximize in T the function VT (x,0). For this standard optimization
problem, it is rather straightforward to adapt the proof in Hartl and Sethi [18] for ordinary
optimal control problems to our setting with a general discount function.

Proposition 3. Let us consider Problem (18)—(12) for a time consistent (or sophisticated) agent,
with the terminal time T free. If the agent can decide the terminal time at t = O, then a necessary
condition for the optimality of T* from the perspective of the 0-agent is

P p(e(t) ) + 20T g @
1 9d(T,0) 3G(x,0,T) B
a0 ot WO+ =57 } e

Proof. It is similar to the proof of Proposition 4 in Marin-Solano and Navas [12] for the
case of non-constant discounting. [

Under no commitment in the terminal time, each T-agent—who can be seen, for
every T, as a different player in our setting with time inconsistent preferences—will have
to decide if it is convenient for her to stop the problem (so the terminal time is T) or to
continue. In order to make this decision, the T-agent has to compare the payment received
if she finishes the problem at time T, with the payment received in the future moment at
which she will stop if she decides to continue at time T. Next we formalize this idea.
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Definition 2. A terminal strategy for sophisticates is a set I C [0, 00) defined as follows: T € I if,
and only if, VT (x, ) > VT (x,7), where T = inf{s € I | s > T}.

The idea is that elements T € I are the terminal times at which the agent at time
T decides to stop if the problem has not finished previously. Then, the final time for a
sophisticated agent T* is characterized as follows: T* = inf{t € I}.

Assume that T* is the terminal time. Then, for every s € [t, T*), every s-agent obtains
higher profits by finishing the problem at time T* compared with finishing the problem at
times, i.e., V*(x(s),s) < VT (x(s),s).

Proposition 4. If T* € (0, 00) is the final time for a sophisticated agent, then

Flru)+ 29D gy - 2D Gy mys 23)
dx ot
oG(x,t,T) 0.
oT x=x(T*),t=T*T=T*

Proof. See Appendix A. O

Next, if there exists € > 0 such that the interval [T*,T* +¢€) C I, and if the prob-
lem does not finish at time T*, it will finish immediately later. Since T* is the terminal
time then, for all T € (T*,T* +¢), VT (x(T*), T*) > V7 (x(T*), T*). This suggests the
following definition.

Definition 3. We say that the agent is e-sophisticated if candidates to the terminal time T satisfy
the following conditions: There exists 6 > 0 such that:

1. Forallte (T—4,T), Vi (x(1),1) < VI(x(1),7), and

2. Forallt' € (T, T+6), VI (x(T), T) > V* (x(T), T).

If U is the set of points verifying these conditions, e-sophisticated agents finish the problem at time
T* =inf{T € U}.

e-sophisticated agents are partially myopic, in the sense that they analyze if it is
convenient for them to stop at time T* or to continue during a very short time pe-
riod. The following proposition provides a necessary condition for a terminal time for
e-sophisticated agents.

Proposition 5. If T* € [0,00), T* < o9, is the final time for an e-sophisticated agent, then
e IfT* >0,

[F(x,u) + W fx,u) — ad(;;’t) -G(x,t,T)+ (24)
oG(x,t, T)} _0
oT x=x(T*)t=T*T=T* .
e IfT* =0, then
{p(m) n % Flxu) — ad(aTt't) -G(x,t, T)+ (25)
oG(x,t,T) <0

oT } x=x(T*)t=T* T=T*

Proof. See Appendix A. [
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Concerning the search of the terminal time for (fully) sophisticated agents, if T* is
the terminal time for e-sophisticated agents and there exists € > 0 such that the interval
[T*, T* +€) C I, then T* is also the terminal time for sophisticated agents. This is indeed
the situation that we find in the numerical resolution of the model of Section 5. In that
model, if T* is the terminal time (corresponding to the switching time in the original model)
for an e-sophisticated agent, for problems with an initial state lower than x(T*) we obtain
a corner solution (condition (25) is satisfied), so that the agent decides to implement the
new technology at initial time. Since the state dynamics x(s) is (strictly) decreasing, every
T-agent, for all T > T*, will choose to stop at time T.

4. Solving the Model: Decision Rules and Switching Times

In this Section we present a general procedure to solve Problem (7) subject to the
state dynamics (3). The underlying idea consists in applying first the results presented
in Section 3.1 in order to solve the problem for t > T. Later on, the original problem
with a regime switch is transformed into a finite horizon problem with final function and
free terminal time. For that problem, we compute first the decision rule for arbitrary T,
and finally find the switching time to be chosen by e-sophisticated agents (we refer to
the discussion in Section 3.3). We will assume that the regime switch can take place just
one time. This will be the case, indeed, in our setting in which the decision maker (e.g.,
a firm) has to decide when to change to a new and better technology. Once the firm has
paid the cost of implementing the new technology, it will be profitable to maintain the
improvement along the remaining whole planning horizon. After presenting the general
procedure, we will make some remarks of some particularities that appear in our problems
with non-constant discounting (Problem A), modified non-constant discounting (Problem
B), and heterogeneous discounting (Problem C).

4.1. The General Model
We will solve the problem in several steps.

Step 1. The first step consists in solving the problem for t > T. Hence, we must solve
the problem with intertemporal utility function (5) subject to (6). By applying the results
presented in Section 3.1, the equilibrium decision rule can be derived by solving (16) or
(17). Let u*(s) = ¢2(x(s),s) denote the equilibrium decision rule for t > T, and let

Va(t) = [ da(s DB (x(s), g (x(s),9)) ds (26)

t
be the corresponding value function.

Step 2. Once we have derived the equilibrium rule u(s) = ¢2(x(s),s), fors > T, we can
solve the corresponding dynamical equation with initial condition x(T) = xr, i.e.,

x(s) = fa(x(s), p2(x(s),s)), x(T)=xp, for s>T.

Let x*(s) = @2(x7,s) be its solution, and define ¢, (x1,s) = ¢p2(@2(x71,5),s). By substituting
in (7), along this trajectory, the payoff function can be rewritten as

/T dy (s, Fy (x, 1) ds + /°° da(s, D Fa(@a(x7,5), B (7,5)) ds—
t T

T
ds(T, ) Qxr, T) :/t di (s, ) F (x, 1) ds +

o0 dz(S, t)
T dl(T, t)

dg,(T, i‘)
dq (T, i’)

E(¢@a(x1,8),P2(x1,5)) ds — Q(xr, T)

)|
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By defining
o "0 dZ(S/ t) - d3(T/ t)
G(xr,t,T) = A dl(T,t)Fz((pz(xT,s),gbZ(xT,s)) ds — (T, 0 Qxr, T), (27)
the intertemporal utility function can be rewritten as
T
h= [ di(sOR(x(s),u(s)ds +dy(T,0HG(xr, 1, T) (28)
subject to
x(s) = fi(x(s),u(s)), with x(t) =x. (29)

Step 3. Problem (28)—(29) is a non-standard optimal control problem with time inconsistent
preferences in a finite planning horizon. Hence, we can solve it for an arbitrary “final”
time T. Unlike the problem studied by Marin-Solano and Shevkoplyas (2011), the present
problem exhibits a “calendar effect”, in the sense that the final function depends explicitly
on t. By applying Proposition 2 we know that equilibrium rules u(s) = ¢;(x(s),s) for
s € [0, T) are the solutions to

aVl(x, t)
dx

fi(x,u)| . (30)

max | Fy(x, u) +
u

For the calculation of the value function V; (x, t) we can solve the dynamic programming
Equation (21). Alternatively, if we can solve explicitly (in closed form) the differential
equation given by the state dynamics along the equilibrium rule, it can be more convenient
to proceed as follows. Given the equilibrium rule u(s) = ¢1(x(s),s), fors < T, let
x(s) = ¢1(x,s) be the solution to

x(s) = f1(x(s), ¢1(x(s),s)), x(t)=x, for t<s<T.

By defining ¢1(x,s) = ¢1(¢1(x,s),s) and substituting in (28), we obtain

T
Vi(x, t) = /t di(s,t)F1(@1(x,s), 1(x,s))ds +di(T,t)G(x7,t,T), (31)

where x7 = ¢1(x, T). In practice, for the computation of the equilibrium rule and the
corresponding value function, equations (30) and (31) have to be solved jointly.

Step 4. It remains to compute the switching time T*. Note that we have transformed the
problem of finding the switching point into that of looking for the “optimal” terminal time
in a finite horizon problem with a final function. Hence, we can use Proposition 5 to solve
the problem for e-sophisticated decision makers, as defined in Definition 3.

4.2. Particular Cases

Under non-constant discounting (Problem A), the decision rule after the switching
point (i.e., for t > T) is stationary. Hence, since the problem is autonomous, we can restrict
our attention to stationary convergent Markovian strategies, i.e., strategies u(s) = ¢(x(s))
for which there exists x,, < o0 and a neighborhood U of x« such that, for every x7 € U, the
solution to (6) along u(s) = ¢(x(s)) converges to x. For stationary convergent strategies,
the integral (5) converges. Later on, in the implementation of Step 2, the final function
G(xr,t,T) depends explicitly on t and T. This fact can complicate some calculations, such
as those related to the derivation of the terminal time corresponding to the switching
point. Before the implementation of the new technology (t < T) the decision rules are
non-stationary, in general. However, in the model of the following Section we will present
a situation (with a constant cost function) in which the equilibrium strategies are stationary
along the whole planning horizon.
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In Problem B, the decision rule after the switching point (i.e., for t > T) coincides
with that in Problem A and is, therefore, stationary. Concerning the final function, it is
independent from ¢. If, in addition, the cost function (2 does not depend explicitly on T,
then the final function G is also independent from T, simplifying in this way the search of
the terminal or switching time. Later on, in the implementation of Step 2, as in the case of
nonconstant discounting, the final function G(xr,t, T) depends explicitly on f and T. Before
the implementation of the new technology (¢t < T) the decision rules are non-stationary,
also for the case of constant (or null) cost.

Under heterogeneous discounting (Problem C) things are similar to Problem B. Equi-
librium decision rules are stationary for ¢t > T and non-stationary for t < T. Although the
final function (27) depends explicitly on t and T for this model, its dependence is such that
it can be removed, as we show in Section 5.3 when we solve a resource extraction model
with technology adoption.

5. A Resource Extraction Model with Technology Adoption

In this Section we illustrate the previous results by applying them to the management
of a natural resource whose owner has to decide when to adopt a new technology improving
the extraction process. In the model, we assume that the utility function in both periods is
the same, so that F; (x, u) = F,(x,u). In particular, we take F; = F, = Inu. Concerning the
state dynamics, it is given by

N fJax—mu if t<T
x(s)_{ax—'yzu for t>T

For a = 0 we recover the simplest model of the extraction of a nonrenewable resource,
which is probably the most interesting case in our setting. If 2 > 0, the production function
presents constant returns to scale. However, it implies an exponential, unlimited, growth
of the resource, a property that is ecologically unrealistic in the setting of natural resources.
In any case, we will solve the model for an arbitrary a > 0 (it can be easily checked that,
under the assumptions made regarding Problems A, B, and C, the integrals converge).
Concerning the remaining parameters, the improvement in the technology is represented
by taking 1 > 72 > 0. For a two-player game discounting the future at constant (and
unique) discount rates (and a = 0), this problem was studied in Long et al. [8].

The cost function is assumed to be Q(x) = aInx + B, with &, > 0. This choice can be
justified economically in several ways. As we will illustrate later when we solve the model,
it could correspond to a situation in which the cost is paid in units of the resource. Since, as
we will show, the expression of the value function for time t > T'is V(x7) = Alnxt + B,
with A a positive number, if a fraction § € (0, 1) of the resource is paid in order to implement
the technology, then the valuation becomes V((1 —é)xr) = Alnxy + Aln(1 —§) + B. In
this case, ¥ = 0 and p = —AIn(1 — §). For our model with logarithmic utilities, paying in
units of the resource implies that the cost is constant and independent from the amount
of the resource. Probably, it would be more realistic to pay a fraction ¢ of the sum of
discounted utilities after the implementation of the improvement, represented by the
value function at time T. In that case, after paying the cost, the valuation would be
(1-9)V(xr) = Alnxy + B — 6AInx — 6B. Therefore, « = §A and B = JB in this setting.

In the following we will solve the above problem for the three discount functions
described in Section 2: nonconstant discounting, modified nonconstant discounting, and
heterogeneous discounting. In the final step, we will derive the conditions for interior
solutions, by making use of (24). Conditions for corner solutions can be written in a
similar way.

5.1. Problem A

First, we will solve the problem stated in Section 2.2.1, corresponding to non-constant
discounting. This is indeed the most interesting case. We proceed according to the follow-
ing steps.
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Solution for ¢ > T. In that case, the t-agent has to solve the problem with the intertemporal
utility function given by

/too O(s—t)Inuds (32)

subject to
X(s) =ax —you, with x(t) =x;. (33)

This problem has been already addressed in several papers (see, e.g., Marin-Solano and
Navas [12]). It can be easily shown that a stationary linear decision rule exists for this
problem, and it is given by

1

WX(S) : (34)

u(s) = ¢(x(s)) =
By substituting (34) in (33) and solving the differential equation, we obtain

— o ) (s—t
x(s) = ¢(xt,s) :e<a o "(‘””’S)(s "x

Therefore,

u(s) = @(xt,8) = p(@(x,8)) = ME(“__}fs(sMs)(s—t) . (35)

Transforming the switching time problem into a finite horizon problem. From (8), the
payoff function of the t-agent at time t < T is given by

] = /tTe(s—t) Inuds +/T°°9(s—t)lnq>(x(s))ds—B(T—t)Q(x(T)) —

T —
/ O(s—t)Inuds +60(T [/ oT—1 (s =t lnq)(xT, )ds —alnxr — B
t
By taking (35) for t = T, substituting and s1mp11fy1ng, the functional above can be written as
T
]:/ 8(s — t)Inuds +6(T — 1) G(xr, 1, T), (36)
t
where -
G(xr,t,T) ( 0 T ds — uc) In x7+ (37)

1 ® f(s—t) ( o ) © f(s—t)
N —T)ds—1 / 0(s)d / 9571 45— 8.
<“ I G(S)ds>/T ar—p ¢ Das—In{vz [ 00)ds | |Gy ds =P
Finally, the dynamics for s < T is given by

X(s) =ax —yju, with x(t) =x¢. (38)

Solving the problem for t+ < T. From Proposition 2 for the case d(s,t) = 6(s — t), first

we solve 9V, (x,1)
x,t
Inu+ —2"" (ax — ,
s Ha o)
hence,
l 8V1 (x, i’)
u o MTax
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By guessing V;(x, t) = g(t) Inx + h(t), then
x(s)
u(s) = ¢(x(s),s) = . 39
(6) = ox(s),5) = 25 9)
By solving (38) for u(s) = ¢(x(s)) given as in (39), we obtain
x(s) = xteﬁs (u_g(%» aT (40)
Therefore,
IN (ﬂ—i) dr
_ e 8(7)
u(s) = p(xg,s) = ———x¢ . 41)

Inu+

aG(x,t,T)

718(5)
By substituting (41) in (36), taking s = T in (40) and substituting

T 1
lnxT:/ (a—) dt + In x;
t 8(7)

in (37), we obtain

Vi(x, t) = </0006(s)ds —0(T — t)oc) Inx —ln('yz /0006(5) ds) /TOOG(S —t)ds+

/tT 0(s —t) [/ts (a - g(17)> dt — ln('ylg(s))} ds+
(1= gy et

(/Tooe(s—t)ds) (/tT(”_g(lr)> dT) (/Tooe(s—t)ds—G(T—t)A) _o(T—1p.

Therefore,
g(t) = /O 6(s)ds — (T — H)a

and, from (39) and (41), the decision rule becomes

_ x(s)
(s 0(t)dT —6(T —s)a)

u(s) = ¢(x(s),s) , (42)

ie.,

exp fts (a - (e drl—G(T—s)zx) ) dt
. X
m(fy 0(t)dt = 0(T - s)a)

Note that if the cost is paid in units of resource, so that &« = 0 (the cost is constant), the
decision rule is stationary.

u(s) = ¢(x,s) = (43)

Derivation of the switching time. It remains to compute the switching time for
e-sophisticated agents. We apply the results in Section 3.3 to problem (36)—(37) for the
case in which the discount function is d(s,t) = 6(s —t). In Problem A, the terminal
condition becomes

aG(x,t,T)

(ax = y1) — p(0) - Glx,t,T) +
oT x=x(T*)t=T*T=T*

- =0. (44)

It remains to compute the four terms appearing in Equation (44).
First, note that, taking t = 0 and s = T* in (43),

lnu|x:x(T*),t:T*,T:T* = (45)
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/OT* (a— (fé’"()(ridr—oc)) dT—ln{’n (./ODOQ(T)dT—tx>:| +1Inxg .

Concerning the second term, since

9G(x,1,T) _ o) ds =
ox x=x(T*)t=T* T=T* x(T*)

and

ax — yyu| [ — x(T")

VU =y (T*) t=T*, T=T* = 0°° 0(s)ds —a '
therefore
OGET) g — ) —a( [ O)ds—a)—1.  (46)
d
x x=x(T*) t=T* T=T* 0
Next,

P(O) : G(x/ £ T) Ix:x(T*),t:T*,T:T* =

0(0) </Ooo 0(s)ds — a) Inx(T*) + p(0) <a - W) /OOOSG(S) ds—

p(O)ln(’yg /Ooo()(s) ds) /Ooo()(s) ds —p(0)B = p(0) (/0009(5) ds — zx) In xp+

p(0) (/0009(5) ds — 1x> /OT* (a - T=0(s) ds _1 T T)ﬂé) ar+

p(0) (a - W) /Ooose(s) ds — p(O)ln(’yz /O.oo (s) ds) /000 0(s)ds —p(0)B. (47)
0

Finally, after several calculations, the fourth term in Equation (44) is given by

78(;(;';' ) . = [p(O) (/Ooo 0(s)ds — oc) - 1] In xp+
[P(O) </Ooo 6(s)ds — uc) - 1] /OT* (a — = 0(s) s —19(T* - T)m) dt+
0(0) (11 - foooel(s)ds> /Ooo s6(s)ds —p(0)In (72 /Ooo 6(s) ds) /Ooo 0(s)ds — p(0)B—

(a - m) /0009(5) ds —Hn('yz /Ooo G(S)ds) . (48)

By substituting (45)—(48) in (44), the switching condition is derived.

5.2. Problem B

Next, let us solve the problem stated in Section 2.2.1, corresponding to a modified
version of nonconstant discounting. We proceed as in the previous case.

Solution for ¢ > T. The t-agent has to solve the problem with payments given by (32) and
dynamics (33), whose solution is (34)—(35). In addition, for ¢t > T, the value function is

given by
Vo(x) = (/0009(5) ds) Inx + <a - f0°°91(s)ds> /00059(5) ds— (49)
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T*
Inu|,_ipeyjmgs g = a——7 dr=
lx=x(rey =1 7=1 /0 ( fTT O(s —T)ds +0(T* — 1) (fy 6(s)ds —«) )

1n<72 /0009(5) ds> /0009(5) ds .

Transforming the switching time problem into a finite horizon problem. From (9) and
(49), the intertemporal utility function of the t-agent at time ¢t < T is given by

/tTG(s—t)lnuds +0(T —t)G(xr), (50)

where

Glxr) = (/0006(5) ds—zx> Inx+ (51)

(a f;oﬂl(s)ds> /Ooose(s)dsln(’y;/jG(s)ds) l/O.OOG(s)ds—ﬁ.

Solving the problem for t < T. As in the previous case, by applying Proposition 2 and
guessing V5 (x,t) = g(#) Inx + h(t), we obtain (39)—(41). By following the same procedure
as in Problem A we easily derive

Va(x, ) = MTe(s—t)ds+e(T—t)(/oooe(s)ds—a)] Inx+

/tTQ(s —t) [/ts (a - ’ylgl(l')) dt — ln(fylg(s)} ds+
e(T—t)K/()we(s)ds—a) /f(“‘@) de—W) /OOOSG(S)ds—
ln(fyz /0006(5) ds> (/oooﬂ(s)ds> —/3] .

g(t)—/tTG(s—t)ds+9(T—t)</0009(s)ds—oc>

and from (39) and (41), the decision rule becomes

Therefore,

x(s)
'yl<fsT6(T—s)d’r—l—@(T—S)(fOOOG(T)dT—tx))

u(s) = ¢(x(s),s) = , (52)

ie.,

exp [ (11 - —r L )
Js 0(t—s)dt+0(T—s)( [y 0(7)dT—a)
T (fSTQ(T —s)dt+6(T —s)( [y 6(t)dt — uc))

u(s) = ¢(xy,8) = Xt (53)

Derivation of the switching time. For the calculation of the switching time for
e-sophisticated agents, note that in Problem B the final function depends just on the
state variable. Hence, the terminal condition simplifies to

oG(x
[lnu + ai ). (ax — 'ylu)} = [0(0) - G(%)]s—y(y pee 7= - (54)
x=x(T*)t=T*T=T*

Next we compute the three terms appearing in Equation (54).
Taking t = 0and s = T* in (53),

1

(55)



Mathematics 2021, 9, 2205 17 of 23

h{% </0T*9(s) ds + (/Oooe(s) ds—oc)@(T*))} +inxg .

Next,
0G(x) _ Jo 0(s)ds —a
OX |y y(T#) 4=T*, T=T* x(T*)
and
ax — yqul = a—; x(T")
VM emx(T%) p=T*, T=T* = J576(s)ds — ’
hence,
a(;(x) - (ax — y1u) = a</ 0(s)ds — D() -1. (56)
X x=x(T*),t=T* T=T* 0
Finally,
0(0) - G(x) |y (p+) t=+, 7=1+ = (0) (/0 6(s)ds — oc) In xo+ (57)

00 T* 1
P(0) (/0 Q(S)ds_“)/o (“_ I 0(s — ) ds + 6(T* —T)(foooG(s)ds—oc)> ot

p(0) (a - f°°91(s)ds> /00056(5) ds — p(0) In <'yz /Ooo 6(s) ds> /Ooo 0(s)ds —p(0)B .

0
By substituting (55)—(57) in (54), we obtain the switching condition.

5.3. Problem C

Finally, we solve the problem with heterogeneous discounting presented in Section 2.2.3.

Solution for t > T. In this case, the optimal decision rule for the problem (32)-(33)
with 8(s) = e P is u(s) = p(x(s)) = pox(s), ie., u(s) = ¢(x1,s) = e P)E"Tx and the
corresponding value function is

vz(x)zllnerl(”—l—ln”). (58)
P2 p2 \p2 02

Transforming the switching time problem into a finite horizon problem. From (10) and
(58), the payoff function of the t-agent at time ¢ < T can be written as

T _
/ e P ) Inuds + e P2T-HG(xr) (59)
t
where 1 1
_ a T2
(xr) (Pz a) e P2 <P2 ! PZ) P 0

Solving the problem for ¢t < T. By proceeding as in the previous cases, if the value
functionis Vj(x,t) = g(t) Inx + h(t), we obtain (39)-(41). By substituting these expressions
in (59) and (60), we obtain

g(t) = pll(l — e_Pl(T_t)> + <,012 - a) e P2t (61)

h(t) = ./tT e L) [/ts (a - g(l_[)) dt — ln(fylg(s))} ds+

T R R
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{lnu +

Derivation of the switching time. For the calculation of the switching time for e-sophisticated
agents, in order to apply the results in Section 3.3, we can write

e P2T0G(xp) = e 1T DG(xp, 1, T),

with
G(xr,t,T) = 1P T=DG(xp)
for G(x7) given as in (60). Alternatively, we can apply Proposition 3 in Marin-Solano

and Patxot [13] to function G(x7). It is straightforward to check that both procedures are
equivalent. Indeed, note that, in the switching time T*,

oG(x,t,T) oG(x,t,T)
— = (ax —yu) —p1 - G(x, t, T) + ——= =0, (62)
ox oT x=x(T*) t=T* T=T*
where
oG(x,t, T oG (x
[FEET) e ) LU, ,
X x=x(T*) t=T* T=T* X x=x(T*) t=T* T=T*

o1 Glat, 1) — 2 T) = (b2 Gy o1
oT x=x(T*) t=T* T=T* x=x(TA=T,
and
oG(x,t, T oG(x
[(a ). (ax — ’Ylu)} = [ E)( ). (ax — 71“)} :
x x=x(T*) t=T* T=T* x x=x(T*)t=T*T=T*

Since the decision rule is given by (41) with g(7) given by (61), taking t = 0 and
s=T%,

T 1
1nu|x:x(T*),t:T*,T:T* = /0 <a — g(T)) ds —In(y1¢(T*)) + Inxg . (63)

In a similar way,

9G(x) 1
- (ax — yqu) —a(—tx)—l (64)
ox ' x=x(T*) t=T* T=T* P2
and i
02+ G| oy (r) g 7 = (65)
(— zx)lnx +(1— a)/T*<g_1)dT+<a_1_lnr)/2>_ ,3
e TR ) 02 ) P

From (63)—(65) we derive the switching condition.

6. Numerical Illustration

Next, we illustrate numerically some of the previous results for the case of a nonre-
newable natural resource (4 = 0) by focusing on the two main settings corresponding to
the non-constant discounting case (Problem A) and to the heterogeneous discounting case
(Problem C). Additionally, we will include the case of standard exponential discounting,
where temporal preferences are time consistent (Problem S), which can be obtained from
any of the other analyzed cases by eliminating the temporal bias. In the case of non-constant
discounting, we take as a discount function a convex linear combination of two exponential
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functions, i.e., 0(7) = ve P17 4 (1 —v)e P27, with v € (0,1), and p; < pa, for which the
instantaneous discount rate is given by

oy O e (1 e e
() ve T+ (1—v)e 2T

that decreases from r(0) = vp; + (1 — v)p2 to p; = lim¢—, 4« 7(T). Regarding the heteroge-
neous discounting case (Problem C), we take as discount functions 6; (t —s) = e 1~ for
the instantaneous utility before the introduction of the innovation and 6, (t — s) = e~ 251,
p1 # P2, for utility after the regime switch. In our benchmark case, we take the values of the
parameters v = 0.5, p; = 0.05, pp = 0.15 defining the temporal preference of the decision
maker. Regarding the efficiency in the exploitation process, we assume y; = 1.3 and
72 = 1.1. Note that parameters 7y, and v, determine the efficiency in extraction before and
after the introduction of the innovation, respectively. The lower the value of ;, i € {1,2},
the more efficient is the extraction process. Regarding the cost of innovation, we assume
that it is a fraction 6% of the value of the project (given by the value function) for the deci-
sion maker at the switching time T*, and in particular we set § = 0.045. Moreover, as initial
resource stock, we take xp = 1000. Finally, for the standard discounting case (Problem
S), we will use as a discount function 8(t) = e~ #7, where p = p1p2/(p1 — vp1 + vp3) is
obtained as the solution of

/o {ve ™" + (1 —v)e " }dr = /0 e Ptdr. (66)

The intuition behind (66) is to find a constant rate of time preference, g, that shows a similar
overall level of impatience to the one given by the non-constant discount function, an idea
that was proposed in Strulik [19].

Table 1 collects the switching times and the resource stock left at that time for non-
constant, heterogeneous and standard discounting cases. We can observe that the existence
of some bias in the temporal preferences negatively affects the early adoption of the new
technology, especially under non-constant discounting. In that case, the introduction
of the innovation lasts almost twice compared with the standard case. Looking now at
Figure 1, it is interesting to observe that the evolution of the resource stock under non-
constant and standard discounting is very similar. However, despite this coincidence in the
extraction rates, note that since the decision maker in Model S introduces the innovation
at a significant earlier time, she will consume more from that moment up to the time
at which a decision maker with non-constant discounting preferences will do it. This
can be easily seen in the plot of the evolution of the consumption rate at Figure 2. In
the case of heterogeneous discounting, due to the particular bias in this setting, we can
observe that at initial periods the decision maker undervalues all of the payoffs she will
earn after the regime shift, so there is a significant overconsumption during these initial
periods, which can be observed in the consumption rate. As the switching time approaches,
this undervaluation decreases, and disappears at T*. Consequently, the time consistent
consumption rule will coincide with that of a decision maker with standard discounting at
a rate of time preference of pj.

Table 1. Switching time and resource stock at the time of the innovation

Problem A Problem C Problem S
T* 12.39 8.96 6.86
x(T*) 384.68 293.40 586.81
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Finally, we analyze results from Table 2, where a sensibility analysis with respect to
some parameter values is included. In the setting of non-constant discounting, higher
values of p, are associated with a higher impatience for short-run decisions, while in
the heterogeneous discounting setting it implies an overvaluation of payoffs before the
introduction of the innovation compared with payoffs after T*. Similarly, in the case of
standard discounting, with an overall constant impatience rate, the level of impatience
increases with p,, although in this last case there is no particular bias in the temporal
preferences. In all three settings we can observe that an increase of p, negatively affects the
timing of the innovation, especially in the case of Problem A. Moreover, note that with non-
constant discounting, the long-term rate of time preference is always the same (p; = 0.05),
so all of the resulting delays in T* can be attributed to the increase in the impatience degree
in the short term. With regards to changes in the efficiency improvement associated with
the innovation, lower values of 7y, represent larger improvements in efficiency. When this
happens, in the three cases we can see a reduction in the timing of the innovation. On the
contrary, by increasing the cost of the innovation (augmenting the value of §) the effect is the
opposite, and in all the cases the decision maker will delay the regime shift. In conclusion,
in terms of sustainability of the resource, it is clear that the sooner an improvement in the
exploitation process is introduced, the larger the saving in wasted resources (note that
one unit of consumption requires <y; units of the resource).
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Table 2. Sensitivity analysis.
Problem A Problem C Problem S (p)
T* x(T*) T* x(T*) T* x(T*)
0.075 6.06 685.58 6.94 586.80 4.96 733.51
02 0.10 8.74 547.19 8.29 440.10 6.00 660.16
0.25 16.32 249.29 8.95 176.04 7.40 528.12
1.25 38.87 52.02 46.95 19.47 42.64 39.08
72 1.20 30.40 98.44 32.09 46.29 31.17 92.61
1.15 21.57 191.71 19.06 114.23 19.21 228.45
5% 16.07 290.61 12.49 201.88 11.69 403.75
o 7.5% 26.91 124.79 26.40 65.39 26.22 130.79
10% 32.25 81.41 35.05 36.94 33.42 74.00

7. Conclusions

In this paper we have studied the switching conditions between two different regimes,
characterized by a possible change in the objective function and/or in the system dynamics,
when the decision maker shows time inconsistent temporal preferences. In particular, we
have focused on the cases of non-constant discounting and heterogeneous discounting.
Each of these two settings induce a different bias in the temporal preferences. The main
objective has been to analyze this framework from the perspective of a sophisticated agent,
by transforming our original infinite horizon problem with a switching time into a finite
horizon problem with free terminal time. After this, we derived the necessary conditions on
the terminal time to be satisfied by decision makers with different degrees of sophistication
(or rationality). Finally, the proposed procedure has been applied to a natural resource
extraction model in which the decision maker has the option of implementing a more
efficient exploitation technology.

There are several possible extensions of this work. In our resource extraction model we
have focused on the case of log utility and a linear natural growth function. The extension to
general isoelastic utilities or to non-linear growth functions would allow a richer analysis of
the resource management problem. Another extension that we consider of special interest
is the case of two agents where only one or both can decide on a regime shift.
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Appendix A

Proof of Proposition 1. When the equilibrium decision rule u*(s) = ¢(x(s),s) is applied
for s € [t,t + €), the state variable changes to x(f + €) = x;¢. From the definition of the
value function,

V(Xpre, t+€) = /:e d(s,t+€)F(s,x(s),¢(x(s),s))ds +d(T,t +€)G(x(T),t,T). (Al)
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oV (x,t)
dx

.. oG(x,t,T)

By performing a Taylor expansion in €, we obtain

V(xpye, t+€) =V(x,t) — /tTd(s,t) F(x(s),¢(x(s),s),s) ds+

oV (x,t)
e=0* ot

+ F(x,¢(x,t),t)—

oV (x,t) _ 0Xtie
dJx de

/tT adgs{t) F(x(s), §(x(s),5), 5) dS} e+o(e) =d(x(T),) G(x(T),t, T)+
[ad(T,t) 9G(x(T), £, T)

ot

G(x(T),t,T) +d(T,t) €+o(e) .

ot
By dividing by € and taking the limit e — 0" we obtain

£ 0,0 + D 4 p g, — [1 2D pas) (), 5),5) s
_ adgt't) G(x(T), 1, T) +d(T,t)W . (A2)
From (19),

1 T
G(X(T),t,T) = aTD {V(x,t) —/t d(s,t) F(x(s),¢(x(s),s),s)ds

and substituting in (A2), the result follows. O

Proof of Proposition 2. It is very similar to the proof of Theorem 4 in Marin-Solano and
Shevkoplyas (2011). By proceeding as in that paper, after several calculations we obtain

Plx,¢,0,t) = lim L&D =VxE _

e—0t €

[F(x,0(t),8) + Vi V(x,t) - f(x,0(8), )] = [F(x,¢(x, 1), 1) + ViV (x, 1) - f(x,9(x, 1), 1)]

and, from Definition 1, the result follows. [

Proof of Proposition 4. Assume that T* is the terminal time. Then, for every s € [t, T*),
every s-agent obtains higher profits by finishing the problem at time T* compared with
finishing the problem at time s, i.e., V*(x(s),s) < VT (x(s),s). In particular, for € > 0, the
(T* — e)-agent will decide to continue until T*. Therefore,

VI =e(x(T* —€), T" —€) < VI (x(T* —¢), T* —¢) .
Note that
VI =€ (x(T* —€),T" —€) = G(x(T* —€), T" —¢,T* —¢) . (A3)

In addition, if u = ¢(x(s), s) is the equilibrium rule and x(s) is the corresponding path of
the state variable,
VI (x(T* —€), T —¢) = (A4)

T*

/ d(s,T* —€) F(x(s), ¢(x(s),s)ds +d(T", T* —e)G(x(T*), T" —¢,T) .
T*—€

Next, for sufficiently small €, from (A3),

VT*fe(x(T* —€),T"—€)=G(x(T"), T", T")— (A5)

F(x(s),p(x(s),8)) + BG(gtt, T) . aG(g;, T)

+o(e)
x=x(T*),t=T*T=T*
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and, from (A4),

VI (x(T* =€), T* —€) = G(x(T*), T*, T*)— (A6)
€ |—L(x(t),p(x(t),t)) + % -G(x(t),t,T)+ w +o(e) .
x=x(T*),t=T*T=T*

By identifying (A5) and (A6), dividing by € and taking the limit e — 07, condition (23)
follows. [

Proof of Proposition 5. Let 0 < € < J. From condition 1 in Definition 3, by taking T =

T — €, we can replicate the proof of Proposition 4 to obtain the inequality (23) if T* > 0.

From condition 2, if we write T/ = T + ¢, then VT (x(T*), T*) > VT *€(x(T*), T*), i.e.,
T*+e

G(T"), T, T") > | d(T" +& T )F(x(s), glx(s), ) ds-+

A(T* + 6, T)G(x(T* +€), T*, T* +€) = G(x(T*), T*, T*)+

e L0, 0x(), )+ 20 6x(o),0,m) + PN p(ae), (), )+
oG(x,t,T)

+o(e) .
oT } x=x(T*)t=T* T=T*

By simplifying, dividing by € and taking the limit € — 0", Equation (25) is derived. If
T > 0, (24) follows from (23) and (25). O
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