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Abstract

This study considers a mixed duopoly with a consumer-friendly public firm and analyzes an endogenous timing game
in the presence of output subsidy and emission tax. We find that regardless of the policy mix, the equilibrium of
endogenous market structure is determined by the public firm's concern on consumer surplus. We also show that the
optimal policy mix can attain the first-best allocation for social welfare only when both firms have symmetric payoffs,
which results in simultaneous-move outcome.
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1. Introduction

Earlier studies for mixed markets where a public firm coexists with private ones have estab-
lished a series of so-called “irrelevance results”, which states that the first-best allocation for
welfare can be attained if output is subsidized. It implies that privatization does not alter wel-
fare, regardless of time structure, competition mode and the degree of privatizationE] In their
formulation, the objective function of the public firm is welfare-maximization, which considers
not only consumer surplus but also industry profits. Thus, there exists the payoff interdepen-
dence between the public and private ﬁrms

Rather than focusing on the welfare effect of a public firm, this paper considers a variant of
mixed duopoly with a consumer-friendly public firm, which cares for its own profits and some
portion of consumer surplus, as a proxy of its concern on the society. As a public firm may
or may not share the same objectives as the government, we can also interpret this objective
function as a situation that public firm takes its profit-maximizing decision under consumer
surplus-constrained regulation in which consumer surplus in the market does not fall below a
fixed level P

In this study, we investigate an endogenous timing game in a mixed duopoly in which firms
choose quantities simultaneously or sequentially. We also introduce a negative externality and
abatement activities into the model where the production in both public and private firms leads
to pollution. In the presence of emission tax and output subsidy, we show that a simultaneous
movement is the only equilibrium when the concern on consumer surplus is small while a se-
quential movement can be an equilibrium when the concern on consumer surplus is large.

These results coincide with the previous findings which consider neither externality nor
government intervention. Hamilton and Slutsky| (1990) showed that firms decide simultane-
ously when both firms have symmetric payoffs while Pal| (1998) showed that firms decide se-
quentially when a private firm competes with a public firm which maximizes not only consumer
surplus but also industry profits. Similarly, as the consumer-friendly public firm more concerns
consumer surplus in our formulation, it produces more aggressively than the simultaneous case
and thus more industry outputs yields higher consumer surplus.

However, the literature in the standard mixed duopoly model where a welfare-maximizing
public firm exists also showed that the outcomes of the endogenous timing game with exter-
nality or/and government intervention depend critically on the significance of externality. In
particular, Matsumura and Ogawal (2017) showed that a simultaneous-move (sequential-move)
outcome is an equilibrium under a significant (insignificant) externality without emission tax.
However, incorporating the optimal emission tax in each market structure, |Lee and Xu| (2018)
showed that the results are reversed. They provided an important policy implications that the
degree of internalization of externality may change the competition structure and indirectly af-
fect the resulting emission and welfare levels.

"'Since [White| (1996) and [Pal and White| (1998)) reported, subsequent works supported these results. Recent
works include [Tomaru and Saito| (2010), Matsumura and Okumural (2013), |Cato and Matsumural (2013)), [IMat-
sumura and Tomaru| (2013} 2015)), [Lee et al.|(2017) and [Lee and Tomaru|(2017)) among others.

“As the payoff interdependent approach, [Matsumura et al.| (2013) and [Matsumura and Okamura, (2015)) also
formulated a mixed oligopoly market where the private firms consider their rival’s profits as well.

3For more detailed discussions on this point, see|Lee|(1998) and Xu et al.| (2016).



We re-examine a mixed duopoly with externality and government intervention through out-
put subsidy and emission tax in the presence of a consumer-friendly public firm. In particular,
we investigate different timing of game structure where the government chooses the policy mix
of output subsidy and emission tax at the beginning of endogenous timing game. Interestingly,
our analysis reveals that regardless of the policy mix, the equilibrium of endogenous market
structure is determined solely by the consumer-friendly firm’s concern on consumer surplus.
Thus, the equilibrium mode of competition remains unaffected by government tax/subsidy pol-
icy. This is surprisingly different from the standard mixed duopoly model where the govern-
ment policy significantly affects endogenous timing that firms choose for production. Hence,
our findings on the first-mover position for the government are in sharp contrast to the case that

government takes second-mover position in mixed duopolies with a welfare-maximizing public
firm [

Our results also contain important implications on the objective functions of the public firm.
If it is a welfare-maximizing firm, privatization does not alter welfare regardless of time struc-
ture, but an appropriately scheduled policy mix is important to obtain the best outcomes to the
society. However, if it does not care for the industry profits, government subsidy/tax policies
before the firms’ endogenous choices of market roles will not change competition mode and
market structure. This is a new finding that is neglected in the literature.

Finally, we show that the optimal policy mix can attain the first-best allocation for social
welfare only when both firms have symmetric payoffs, which results in a simultaneous-move
outcome. Otherwise, two sequential-move outcomes might appear as equilibrium resultsE] We
believe that our findings potentially provide new insights into the behavior of firms and con-
tribute to the literature in endogenizing the strategic choice of government policy in mixed
market settings.

2. Model

We consider a mixed duopoly in a quantity-setting game. One of the firms is a consumer-
friendly (CF) firm (hereafter referred to as firm 0) that cares for not only its profits but con-
sumers surplus. The other is a for-profit (FP) firm (hereafter referred to as firm 1) that maxi-
mizes only its profits. Firms sell their output g9 > 0 and ¢; > 0, respectively, at the market
clearing price p(Q)) = 1 — @ where ) = ¢qo + ¢1. We assume that both firms have identical
technologies and the production cost function takes a quadratic form, ¢(¢;) = 3¢7, i € {0,1}.

The production in both CF and FP firms leads to pollution e;, but each firm can prevent
pollution by undertaking abatement activities. Suppose an end-of-pipe technology that the
emission level of each firm is given by e; = ¢; — a; when firm ¢ chooses pollution abatement

4We can show that our findings do not hold under the standard mixed duopoly model where welfare-
maximizing public firm exists. [Tomaru and Saito| (2010) examined the same timing of game structure with our
formulation in a standard mixed duopoly model under output subsidization policy. They showed that simultaneous
competition is an equilibrium outcome with a higher output subsidy rate only. Thus, the equilibrium also depends
on the government subsidy policy.

SFor example, [Tomaru and Saito| (2010) showed that simultaneous competition is an equilibrium outcome with
a higher output subsidy while [Lee and Xu(2018) showed that private leadership outcome can be an equilibrium
outcome with an emission tax.



2
level a;, where firm 7 can reduce its emission by investing an amount of % in abatement ac-
tivities. The extent of environmental damage due to pollution by the industry is assumed to be

2
given by D = % The government imposes both an environmental tax on the emission

level for which the tax rate is ¢ > 0 and an output subsidy for which the subsidy rate is s > 0.
The resulting total tax revenue is 7' =t ) . e; and the total subsidy expenditure is S = sQ).

The profit of CF firm is given by mo = (p+ ) - go — 3¢5 — t - €9 — ‘12—3 We assume that the
CF firm maximizes profits plus a fraction of the consumer surplus (C'S). Thus, the payoff that
CF firm maximizes is as follows:

Vo =mo + 0CS (1

where C'S = %2 The parameter 6 € [0, 1] measures the degree of concern on consumer surplus
that the CF firm has, which is exogenously given.

The FP firm seeks only for profit maximization:

1, a
m=@+s) q—5¢—te—— (2)
2 2
Then, the social welfare is the sum of consumer surplus CS, both firms’ profits 7y + 71, and
tax revenue 7', minus environmental damage £ D and subsidy expenditure S:

W:CS+7T0+7T1+T—ED—S (3)

The game runs as follows: In the first stage, the government chooses the levels of emission
tax and output subsidy to maximize social welfare. In the second stage, each firm chooses its
commitment on movement in an endogenous timing game simultaneously. In the last stage,
each firm decides output and abatement levels simultaneously according to its committed move
structure. The backward induction produces a sub-game perfect Nash equilibrium.

3. Fixed timing game

In this section, we consider fixed move structures: Simultaneous-move competition and
Stackelberg competition with CF and FP leadership. We assume that the fixed move structures
have interior solutions; 0 < ¢ < 1+ s.

3.1. Simultaneous-move game

In this game, the firms independently choose its abatement effort level (a;) and output (g;),
i € {0,1}. Solving the first-order conditions for maximizing the payoffs of both firms in (1)
and (2)), respectively, we obtain the following equilibrium quantities and abatement level:

. (14+s—t)(240) . (14+s—-t)(2-0)
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(4)
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where superscript ‘c’ denotes the Cournot game. It may be useful to note that 9% /or < 941 Jor <
0, 995 /as > 995 fas > 0, and 995 o9 < 0 < 99 /a9, (45 + 45) fag > 0.

The CF firm is more sensitive to the tax and subsidy in a simultaneous-move game. If the
concern on consumer surplus rises, its direct effect (ignoring any effect on the tax and subsidy)



is predictably positive on the CF firm’s output, negative on firm 1’s output, but positive on the
aggregate output.

The equilibrium payoffs and social welfare are, respectively:

(76— 200 — 62) + (12(1 4 0) — 56%) (1 + s)(1 + s — 2t)

Yo = 8(4 — )2 ’
o (76 —440 4+ 76%) + 3(2 - 0)*(1 + s)(1 + s — 21)
e 8(4—0)? ’
— (5+2s+ 8% — 2t — 2st + 13t%) (4 — 0)?
e — +82+s+t)(1+s—1t)(4—0)—36(1+s—1t)?

A4 — 6)? ’
(5)

3.2. CF firm as a Stackelberg leader

In this case, firm 0 first chooses its output and abatement levels and then firm 1 makes its
choice sequentially. Then, we have the following equilibrium quantities and abatement level:

2(1+s—1t)(3+0) (1+s—1t)(5b—26)
cf cf cf _ cof
do" = o1 — 40 ; " = 51 — 40 ; ay =ay =t (6)

where superscript ‘cf’ denotes the equilibrium outcome in the Stackelberg game with CF firm
leadership. The comparative statics are the same with those in a simultaneous-move game.

The equilibrium payoffs and social welfare are, respectively:

2254+ 0) 4+ (4+50)(1+ 5)(1+ 5 —2t)

V' = 2(21 — 40) ’
el _ 4% (129 — 570 + 76%) + 3(5 — 20)*(1 + s)(1 + s — 2t)
! 2(21 — 46)2 ’
— (14 25+ 8% — 2t — 2st + 13t2) (21 — 46)?
wef +44(2+s+t)(1+s—1)(21 —40) — 1089(1 + s — t)?

4(21 — 46)2 ’
(7)

3.3. FP firm as a Stackelberg leader

In this case, firm 1 first chooses its output and abatement levels and then firm 0 makes its
choice sequentially. Then, we have the following equilibrium quantities and abatement level:

o _ (1+s—1)(5+(2—0)0) fp (1+s—1)(2-0) al?

QO - (7—9)<3—9) ) 4 7_0 )

=a” =t @®

where superscript ‘ fp’ denotes the equilibrium outcome in the Stackelberg game with FP firm
leadership.

We note that if 0 < 0 < %ﬂ then a¢{" for < 04f"Jor < 0, and 0¢{”Jos > 04¢{" os > 0O; if

7_21/5 < 0 < 1, we have 94" /ot < 9q{?/or < 0, and 9¢f?/os > 04{”/os > 0. In both cases,



oq{?jao < 0 < aqf” Joe, 8(a}? +q{")/o0 > 0. An increase in the environmental tax rate leads to
output reduction in both firms. However, when the concern for consumer surplus is relatively
low the reduction is more significant in the FP firm; otherwise, the CF firm’ reduction is larger.
On the other hand, an increase in the output subsidy leads to output expansion in both firms.
When the concern for consumer surplus is relatively low the expansion is larger in the FP firm;
otherwise, the CF firm’ expansion is larger. Finally, if the concern on consumer surplus rises,
its direct effect is predictably positive on the CF firm’s output, negative on firm 1’s output, but
positive on the aggregate output.

The equilibrium payoffs and social welfare are, respectively:

Vi _ 2 (172 — 590 — 562 + 203) + (25 + 320 — 22602 + 30%) (1 + s)(1 + s — 2t)
o 2(7—60)2(3 - 0) ’
o 12(256 — 140 +267) 4+ (2 —0)*(1 4 5)(1 + s — 2t)

™ 27— 0)(3 - 0) ’
C16(1 4 82+ 25(1 — ) — 2t + 4¢2) (3 — 0)2(7 — 0)?
+4(183 4 1395 — 51t — 640 — 5250 + 28t0)(1 + s — £)(7 — 0)(3 — 0)
—— —12(587 — 3820 + 6362) (1 + s — t)?

16(7 — 0)2(3 — 0)2 ’
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4. Endogenous timing game

We now discuss the equilibrium choice in an endogenous timing game. Each firm ¢ (z =
0, 1) simultaneously chooses whether to move early (t; = 1) or late (¢; = 2). If both firms
choose the same period, the equilibrium is a simultaneous-move game. Otherwise, the equi-
librium is a sequential move game. Table [[| provides the payoff matrix of the observable delay
game.

Table I. Payoff Matrix of the Observable Delay Game

Firm 0/1 t,=1 t, =2
to=1 (%07 ﬂ-f) (VOCf> Wff)
to =2 (bep, W{p> (V()cv Wf)

Using the revealed fact that the payoff of a firm when it is the leader is never smaller than its
payoff in the simultaneous-move game, Vi/ > V¢ and 7{” > =%, we have that (¢, 11) = (2,2)
never constitutes an equilibrium unless V' = V¢ and 7{” = x¢. We can show that V7 = V¢
and 7T{ P = 7¢ never hold simultaneously.

Lemma 1. V> V/7 if0 < 0 < 6, ~ 0.658 or 6 = 1. Otherwise, V¢ < Vi®.

. (1+s5—1)2(2—0)(1—6)(82—1650+666%—763
Proof. Vi — Vofp = 8(7_9)2(4(_6)2(3_9) ) fOo<O<land0 <t < 1+s,the

sign of Vi — Vofp depends on the sign of 82 — 16560 + 6602 — 763. Then, if 0 < § < 6, ~ 0.658,
we have non-negative sign of this equation. If § = 1, then V{ = Vof P, O]




Lemma 2. 7§ > 7/ if 0 <0 < 2. Otherwise, w5 < 7wl

of _ 3(14s—t)2(2—30)(27+55(1—0)+86)

Proof. m{ —ny’ = S92 (2 10)° f0<#<land0O <t <1+ s, the sign of
m¢ — 7¢/ depends on the sign of 2 — 36. O

Proposition 1. In a mixed duopoly with a consumer-friendly firm, the equilibrium of endoge-
nous timing game is as follows:

(@) If0 < 0 < 01 = 0.658, the only equilibrium of the game is the simultaneous movement,
that is, (to,tl) = (]_, 1),

(b) If 0 = 0y, either the simultaneous movement, (to,t1) = (1,1) or the sequential-move
outcome in which the FP firm is the leader, (to,t1) = (2, 1), are equilibrium outcomes;

(c) ifth <0 < % the sequential-move outcome in which the FP firm is the leader, (to,t1) =
(2,1), is the unique equilibrium outcome

@ If % < 0 < 1, either the CF firm or the FP firm could be the Stackelberg leader of the
game, that is, (to,t1) = (1,2) and (to,t1) = (2, 1), are the equilibrium outcomes.

This proposition implies that regardless of the policy mix of emission tax and output sub-
sidy, the equilibrium of endogenous market structure is determined solely by the consumer-
friendly firm’s concern on consumer surplus. It is a surprising result that the equilibrium mode
of competition remains unaffected by government tax/subsidy policyﬁ

5. Optimal policy mix

The government will maximize the welfare function corresponding to the market structure,
which is determined exclusively by # accordingly to proposition [1{as follows:

we if 0<6<6; ~0.658
we, Wiy if =6, ~0.658
W(s,ti0) =  MertVS IV 0= 0= (10)
wip Zf 0, <0< 3
maz{W"P Wel} if 2<0<1
The corresponding value of s* and ¢*:
( _40—p2
3<i4i§929 ) if 0<6<6;~0.658
3(49-670+02+110°—201)
s*(0) = 6((57—3849+1296))2—4203+604 if h=0< % (9 o \/%) (11)
3(49—480—802 .
667112012402 if $(9-v26) <0< §(-12+ 11/2)
0, L(-12+11v2)0 <1
( e if 0<60<0;~0.658
(11-30)? . 1
t(0) = 66738401 12902 4203 1 604 if 6 <0< 5 (9 — 26) 1)
121 ~ 1 1
667112012462 if $(9-v26) <6<1(-12411V2)
534—4060+-862 1
L 3873711800110492’ 4 (_12 + 11\/5) 0<1

6Since [White (1996) and [Pal and White| (1998)), the literature of mixed market where a public firm coexists
with private ones have established a series of so-called “irrelevance results,” which states that privatization does
not alter welfare regardless of time structure.



The CF firm produces more aggressively when the concern on consumer surplus 6, is suffi-
ciently large, resulting in a reduction in the production of the /'P firm. However the aggregate
output increases. Thus, with a sufficiently large 6, the government has no incentive to stimulate
the production of all firms, i.e., the optimal subsidy rate s becomes zero. Also, this expansion
on the aggregate output implies larger pollution emissions, which makes the government raise
the emission tax in order to mitigate the welfare loss due to environmental damage through the
abatement efforts of the firms.

The resulting welfare after some simplifications:

prE 0<0 <6 ~0.658

W*(0) = 2(667gggzgll;g?(;z)g4293+ee4)7 61)1 <0< % (9 B \/2_?) (13)
2667+ 12052807 1(9—-v26) <0 < 1(-12+11v2)
2?3(867831: 1118;09911160949)2)7 i (_12 + 11\/5) <1

It shows that the corresponding welfare level is decreasing as 6 increases. It is noteworthy
that the first-best allocation can be achieved by the optimal policy mix with (TT)) and (12)) only
when the degree of concern on consumer surplus is zero and thus both firms have symmetric
payoffs, which results in a simultaneous-move outcomeﬂ

Proposition 2. The first-best allocation can be attained by the optimal policy mix only when
the concern on consumer surplus is abandoned, which results in a simultaneous-move outcome.

This proposition implies that the emergence of a consumer-friendly public firm might not
be socially beneficial when the government uses an appropriate policy mix of emission tax
and output subsidy before firms decide their roles in the endogenous timing game. Also, the
sequential-move outcomes appear as equilibrium results when the concern on consumer sur-
plus is not negligible, which causes welfare loss even under the optimal policy mix.

These findings coincide with the previous results in private and mixed duopolies In partic-
ular, under output subsidization [Tomaru and Saito (2010) showed that only Cournot competi-
tion is an equilibrium outcome in a mixed duopoly with a higher subsidy rate. Thus, we extend
their analysis into the case with externality and show that the equilibrium does hold under the
optimal emission tax. Therefore, our results have an important implication for economic mod-
els in mixed market settings. However, these findings should further be treated in the context
of differentiated products and different costs.
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