‘ ” \ I
INSTITUTT FOR SAMFUNNS@KONOMI

DEPARTMENT OF ECONOMICS

SAM 20 2015

ISSN: 0804-6824
August 2015

Discussion paper

Norges

Handelshayskole

NORWEGIAN SCHOOL OF ECONOMICS.




A Corporate-Crime Perspective on Fisheries:
Liability Rules and Non-Compliance

Frank Jensen! and Linda Ngstbakken?

1

University of Copenhagen
Department of Food and Resource Economics
Email: fje@ifro.ku.dk

2

Norwegian School of Economics
Department of Economics
Email: Linda.Nostbakken@nhh.no

Abstract: The existing fisheries economics literature analyzes compliance problems by treating the
fishing firm as one cohesive unit, but in many cases, violations are committed by agents acting on behalf
of a firm. To account for this, we analyze the principal-agent relationship within the fishing firm. In the
case where the firm directly benefits from illegal fishing, the firm must induce its crew to violate
regulations through the incentive scheme. Within this framework, we analyze how the allocation of
liability between fishing firms and crew affects quota violations and the ability to design a socially
efficient fisheries policy. We show that without wage frictions, it does not matter whom is held liable.
However, under the commonly used share systems of remuneration, crew liability generally yields a
more efficient outcome than firm liability. Furthermore, asset restrictions may affect the outcome under
various liability rules.

JEL code: Q2

Keywords: Fisheries; enforcement; quota compliance; liability; principal-agent problem.



1. Introduction

Unreported landings and other violations of fisheries regulations represent a challenge in most
commercial fisheries. Due to the common-property nature of fisheries, over-fishing and rent
dissipation are serious problems. To avoid rent dissipation, managers typically impose
regulations to restrict fishing effort and harvest levels. However, this does not remove the
individual firm’s incentives to harvest in excess of socially optimal levels, and hence, the
fishing firm may have incentives to violate the regulations.

In this paper, we ask how the allocation of liability for regulatory violations, between the
fishing firm (or the owner) and its employees, affects the level of compliance. While the firm
owns any landed fish and thus benefits directly from, for example, quota violations, the payoff
for the employees, who make the actual harvesting decision, primarily depend on the
compensation scheme offered by the firm. To analyze the implications of this potential conflict
of interest for regulatory compliance, we use principal-agent theory to investigate the
relationship between the firm and the employees in the context of a vessel that can (illegally)
exceed its fishing quota. We then integrate this into the economic model of crime. This extends
the existing literature on fisheries law enforcement as it broadens the understanding of illegal
behavior and the role of liability rules. Such knowledge is valuable also from a policy
perspective, as it might enable regulators to increase the deterrence effect of the enforcement
system without spending more resources.

Our analysis shows that when the firm has full flexibility in designing wage contracts the
allocation of liability between firm and crew does not matter. Furthermore, we show that if we
introduce wage frictions, so that firms no longer have full flexibility in designing wage
contracts, the allocation of liability might matter. To investigate this in the context of fisheries,
we study two specifications of the commonly used share-system of remuneration: profit sharing

and revenue sharing. With such sharing rules, the firm must pay the crew a share of the vessel’s
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profits or revenues, which dramatically reduces the flexibility of the firm in designing
incentives schemes. Consequently, the firm can no longer induce the employee to harvest any
desired quantity, and consequently, it matters whether one holds the firm or the crew liable for
violations. We also show how wage frictions in the form of limited assets for either the firm or
the employee may prevent the possibility of designing an efficient enforcement policy.

The result that liability does not matter in the absence of wage (or other) frictions, is in line
with the environmental economics literature on liability. However, while this literature
typically assumes a static flow externality, where pollution (flow) is an undesirable output
(Sappington, 1983; Segerson and Tietenberg, 1992; Bontems et al., 2004; de Vries and
Franckx, 2012), we consider a dynamic stock externality. The dynamic stock externality arises
within our framework because neither the firm nor the employees take into account how their
harvest decisions affect the future availability of fish (the resource restriction). With a dynamic
stock externality, the marginal cost of illegal harvesting, and thus the optimal enforcement,
depends on the current status of the stock and will therefore change over time until a steady
state is reached. In contrast, the existing literature on liability generally considers static
policies.

Our framework uses the economic model of crime by Becker (1968), which has formed the
basis for much of the previous work on noncompliance both in the fisheries economics
literature and beyond. The fishing firm violates fishing regulations if the expected gains exceed
the expected punishment (Sutinen and Anderson, 1985; Furlong, 1991; Hatcher, 2009;
Arnason, 2013). In this previous work, one can align the incentives of risk neutral fishing firms
with those of a social planner by setting the expected penalty equal to the external cost of illegal
landings (Anderson and Lee, 1986; Coelho, 2012; Arnason, 2013). The fisheries economic
literature presents many extensions of this basic enforcement model but all previous studies

have in common that they treat the fishing firm as an individual decision maker. Consequently,
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they disregard any principal-agent problems between the firm and the employees, and what
happens within the firm is not part of the analysis.! Hence, our analysis extends this work by
also investigating what happens within the firm.

A large literature analyzes corporate crime within a principal-agent framework (Mullin and
Snyder, 2005; Mullin and Snyder, 2010). The majority of this literature studies the case when
the employee acts in his own best interest when committing a corporate crime. However, in the
case of the fishery, the opposite situation seems more plausible. The fishing firm owns any fish
caught and therefore obtains direct benefits from quota violations. The benefits of the crew, in
contrast, mainly rely on the compensation or salary scheme offered by the firm.? Few studies
analyze this setup, but exceptions include the work by Mullin and Snyder (2005) and (2010).
They develop a corporate-crime model in which the firm benefits from violations carried out
by the employees, while the employees obtain no direct benefit from the corporate crime.
Within this model, they analyze optimal sanctioning and investigate under what circumstances
a regulator should punish employees, the firm, or both parties for corporate crimes. They focus
particularly on the role of indemnification clauses in the contract between the firm and the
employee and ask whether one should ban such clauses. In this paper, we show that
indemnification clauses for employees generally are efficient in fisheries. However, if the firm
faces a binding asset constraint, indemnification clauses have no effect.

There are many examples of employees making decisions on behalf of a firm, including
decisions to violate regulations (Kornhauser, 1982; Arlen, 2013). In terms of fisheries, this is

perhaps particularly relevant in large-scale fisheries, where firms own vessels and often employ

! Ngstbakken (2008) contains an overview of the fisheries economic literature on law enforcement.

2 We disregard the possibility that employees fish illegally using the firm’s equipment and sell these illegal catches

themselves.



a large crew of professional fishermen. In many cases, the owners of the fishing firms do not
work onboard the vessels, but function as managers from shore or investors. In our analysis,
we assume perfect information between the firm, on the one hand, and the skipper and crew on
the other. One might argue that if mangers act from the shore, there might be asymmetric
information and strategic behavior between the principal and the agent. However, in this
context, we believe the assumptions of full information and absence of strategic behavior are
justified since they allow us to focus more closely on the effects of the liability allocation
between the firm and the crew. This is also a common approach in the general economic
liability literature (Segerson and Tietenberg, 1992; de Vries and Franckx, 2012).

Our study also relates to the work on remuneration systems in fisheries (Bergland, 1995;
Matthiasson, 1999; Nguyen and Leung, 2009; Thuy et al., 2013). This work primarily focuses
on how a fishing firm should specify the share system so that the crew acts in the firm’s best
interest. A commonly used argument in the literature is that firms use inputs most efficiently if
the cost and revenue shares are equal. Bergland (1995) and Thuy et al. (2013) show that this
only holds if agents are risk-neutral and if the relative size of the share parameters does not
influence willingness of the employees to supply effort. Matthiasson (1999), and Nguyen and
Leung (2009) analyze the case when employees face agent specific costs and conclude that the
firm prefers a remuneration contract with a positive revenue share and a zero cost share. While
we analyze the share system of remuneration, our focus is on which liability rules maximizes
the value of the fishery given specific remuneration schemes. Nonetheless, in line with this
literature, we find that profit sharing more often than revenue sharing can yield an efficient
outcome, since it forces employees to at least take some of the costs of the firm into account
when making (corporate) harvesting decisions.

A related strand of the literature considers optimal regulation of fisheries under asymmetric

information about various parts of the fisheries system (Jensen and Vestergaard, 2002a, 2002b,
4



2007; Hansen et al., 2006; Aanesen and Armstrong, 2013).2 Jensen and Vestergaard (2002a)
assume asymmetric information about individual catches due to illegal landings and discards,
and show how a stock tax can secure a first-best optimum when stock size is perfectly
observable. Jensen and Vestergaard (2007) extend this analysis and show that with stock
uncertainty, the stock tax must be combined with a tax on self-reported harvest. As an
alternative to the stock-based tax, Hansen et al. (2006) suggest a tax on aggregated harvest. A
more direct application of principal-agent theory is Jensen and Vestergaard (2002b), who
assume asymmetric information about an exogenous cost parameter (adverse selection). They
consider a state-owner fishery and show that a subsidy on fishing effort can secure a second-
best optimum. Aanesen and Armstrong (2013) also consider asymmetric information about a
cost parameter, with effort as a regulatory variable. Their focus is on the influence of
environmental groups in fisheries, and show that effort taxation can secure a second-best
optimum. All of the above papers consider regulation under asymmetric information and
therefore focus on the principal-agent relation between a social planner and the fishermen. In
this paper, we focus on optimal liability, and hence, the principal-agent relationship between
the employees and the firm. The social planner now influence the decisions of both the
employees and the firm through liability rules. Hence, we contribute to this literature by
primarily focusing on liability rules rather than optimal regulations.

The organization of the paper is as follows. In the next section, we develop and analyze the
base model. Section 3 contains an extension of this model by introducing wage frictions and
relaxing the assumption about firms and employees having unlimited financial assets, while

the final section offers some concluding remarks.

3 An overview of the literature on optimal regulation of fisheries under asymmetric information is given by
Vestergaard (2010).



2. The Model and the Basic Result

We start out by developing the basic model. A fishery manager (social planner) determines an
individual quota for each vessel at each instant of time, t, along with an enforcement policy.
The fishery manager enforces quotas by inspecting random vessels. We assume that each
fishing firm owns only one vessel. If a vessel exceeds the quota, it faces a given fine provided
the manager detects the violation. The fine is costless and can be imposed either on the firm
(the principal), the employees (the agent), or shared between the two. We assume perfect
information between principal and agent to keep the analysis of liability rules tractable. Finally,
we adopt a single-species assumption, and thus, disregard by-catches. However, it is
straightforward to extend our model to account for multiple species.

Note that while we model an output regulated fishery in the following, it would be
straightforward to modify our model to the case of input regulations. To see this, note that a
dual formulation of a maximization problem can be transformed into a primal formulation of
the problem (inputs) by using a standard, neoclassical production function with fishing effort
and stock size as arguments (Neher, 1990). Hence, we can discuss input regulations based on
the primal formulation of the problem, and, due to the relationship between the primal
formulation and the dual formulation of the problem, the basic results in this paper generalize
to the case of input regulations. This is particularly relevant for fisheries management in
developing countries, which commonly rely on input regulations as the main management
instrument, although individual quotas are gaining ground also in developing world fisheries
(Jardine and Sanchirico, 2012).

We start out by analyzing the decentralized (private) outcome. Next, we compare this to the
optimal harvesting policy found by solving a social planner’s problem. In the decentralized

case, firms design compensation schemes to maximize profits net of fine payments given the
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quotas, stock level, and enforcement policy, while employees decide how much to harvest
given the compensation scheme and other relevant factors. The social planner, on the other
hand, chooses the quota policy and the enforcement effort to maximize total rent from the
fishery, where the enforcement effort, in turn, determines the detection rate for over-quota

harvests. Note, however, that the firm and the fishermen take the detection rate as given.

2.1Private outcome

We let h,, denote legal landings at time t, while h, denotes illegal landings. The employees

determine the total harvest level, h,, and h,, given the wage contract offered by the firm. With
full flexibility in designing the wage scheme, the firm can make the wage scheme contingent

on both legal and illegal landings, implying a wage scheme: W (h,h, ). We assume that the

Lt?
employees and the firm each bear a share of the total harvest costs, which is given by

c(hy,hy, %) . Given this, we can express the cost of the employees as ac(h,,,h,,X,), where

0 < a <1 is the employee’s exogenous cost share. * The harvest cost function has the following

2 2 2 2
properties: o >0, 0 C2 >0, oc >0, 0 02 >0, oc >0, @<O, oc <0and
oh, oh,, oh,, oh,, oh,,oh,, 0%, oh,Ox,
2
6;13 2 < 0. These properties ensure that the problem is well behaved, and they will later help
Lt O%

us characterize the properties of the enforcement cost function. The assumptions reflect that it

4 Alternatively, we can assume separate cost functions for firm and employees, but this will not affect our main
results. With a fully flexible wage function, the separate cost function for the employee will enter the firm’s
participation restriction (equation (3)) and thereby the firm’s objective function (equation (4)). Thus, the results
presented in the following are not affected by the assumption about the cost functions. When we analyze the share
system of remuneration in section 3.1, we show that the employee is the real decision maker, and hence, the
assumption about the cost function does not affect the results in this case either.
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is costly for the employees to work onboard the vessel, and higher landings and lower stock

sizes require that employees exert more effort.

When a vessel exceeds the quota, it risks being penalized. Depending on the liability rule, either

the firm, the employee or both may then face a fine. Let G(h,)>0 and F(h,)>0 denote

employee’s and the firm’s fines, respectively. Both penalty functions are zero in absence of
illegal landings (F(0) = 0 and G(0) = 0), and increases exponentially with the level of illegal

landings. In the base model, we assume that any value of G(h,) and F(h,) can be paid by
the employee and the firm, respectively. The probability of detecting violators, y(e,) >0, isa

function of enforcement effort, e, exerted by the regulator, but the probability is taken as given
by the industry. Therefore, an employee’s expected punishment if the vessel violates the quota
is yG(h,). In the following, we analyze the behavior of a representative vessel (firm and

employees). We start out by looking at the behavior of employees.
The expected payoff of a risk-neutral employee is:

W(h, hy)—ac(hy,, by, x)—rG(hy) (1)
Hence, the employee earns a wage, but incurs a share of the harvesting cost and must pay the
expected penalty for harvesting in excess of the quota.
The firm knows the expected payoff function of the employees and can observe both legal and
illegal harvest. Thus, under standard assumptions about the properties of the cost function, and
a flexible wage function, the fishing firm can use the compensation scheme to induce the
employees to land any given quantity (Laffont and Tirole, 1993). In the base model, we impose
no restrictions on the wage function, and hence, the principal can indirectly determine landings
through the choice of the wage function. This makes the principal the real decision maker and

therefore we turn to the optimization problem of the firm.
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We assume that firms (and employees) are myopic, and do not consider the implications of
their harvest decisions on the evolution of the stock. This is reasonable in a common property
resource setting with many resource users, which implies that each user has only a negligible
impact on the stock, and is a standard assumption in common property resource models (Clark,
1990; Neher, 1990). Given this, the firm maximizes profits with the parameters of the wage
function as control variables. However, since the firm can indirectly determine both legal and
illegal landings, we can simply use these landings directly as control variables instead of the
wage function. Given that the firm faces the same probability of detection as the employees,

the firm’s expected penalty is yF (h,,) . On this basis, we can express the maximization problem

of the risk-neutral firm as:

mf( p(hy +h) —@A-a)e(hy, hy, %) -W(hy hy) - 7F(hy)) 2)
Subject to

h, <Q, 3)

W (h,,h,)—ac(h,,h,,x)—rG(h,)=U° 4)

where p is the output price,® Q, is the individual quota, and U° is the reservation payoff of

the crew.

Note from the objective function (2) that the firm, just like the employees, only incurs a fraction
of the total costs. Condition (3) is a quota restriction that captures that total legal landings

cannot exceed the quota. This restriction will always be binding when we focus on the case

5 Note also that we assume that firms obtain the same output price for fish landed illegally and legally. In reality,
the marginal private value (price) of illegal landings may be lower than the price of legal landings, because of, for
example suboptimal handling and processing of illegal landings. However, the analysis generalizes easily to the
case where the price of legal landings differs from that of illegal landings.
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where the firm harvests both legally and illegally (which is what we are interested in here).

Condition (4) is a participation constraint, which expresses that agents must receive at least

their reservation payoff, U°, to participate. Thus, condition (4) implies that the firm wants the
employees to work onboard the vessel.
Note that since the wage function enters with a negative sign in the firm’s objective function,
condition (4) will always bind. This implies that:

W (h,,h,) =U°+ac(h,, h,, x)+rG(h,) (5)
Equation (5) shows that the wage covers the employees’ reservation payoff, their costs of
working on board the vessel, and their expected penalty. From this, it follows that the firm
insures the agent against all costs. One might argue that the employees should be able to
increase the payoff by changing the harvested quantity. However, since there are no wage
frictions in the base model, the firm will design a wage contract that ensures that the employees
obtains the highest possible expected payoff by doing exactly what the principal wants them to
do. Consequently, changing the harvest quantities away from the firm’s desired level can only
reduce the employees’ expected payoff. In section 3.1 we show that this is no longer the case
if the wage function is constrained.
Returning to the optimization problem of the firm, we can substitute (5) into (2), yielding the

following modified maximization problem:

max( p(hu + hlt) _C(th’hIt’ Xt) _UO _7[G(hlt) + F(hlt)]) ! (6)

th' It

which must satisfy the quota constraint given by (3).
Assuming a binding quota restriction, implying that the firm considers illegal landings, the

Lagrangian of the maximization problem in (6) and (3) becomes:
L= p(th + hlt) _C(th’ hlt ' Xt) -U ° _7[G(h|t) + F(hlt)] + & (Qt - th) (7)

where ¢, is a Lagrange multiplier that measures the shadow price of the quota restriction.
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The first-order conditions with respect to legal and illegal landings, h,, and h,, are:

oL oc
L 8
o, P an, & ®)
oL oc
& o p- & [F(h)+G'(h)]=0 9
oh, p o 7[F'(h)+G'(h,)] 9

Both conditions (8) and (9) state that the marginal private benefit of landings, p , must equal
the marginal private costs. The marginal private cost of legal landings (equation (8)) consists

of the marginal production costs of firm and employee, dc/oh,,, and the shadow price of the

quota constraint, &,. The marginal private cost of illegal landings (equation (9)) consists of the

marginal production cost, and the marginal expected penalties of firm and employee. Note that
the production costs and expected penalties of both firm and employees are included because
the principal fully covers the costs of the agent.

Conditions (8) and (9) allow us to derive illegal harvest as a function of the inspection rate, the
quota (legal harvest), and the stock. This relationship is given by h, =h, (»,Q,, X ), which can
be considered the reaction function of the firm. It is straightforward to show that, given the

properties of the harvest cost function, c(h,,h,,%), and the penalty functions, F(h,) and

G(h,t),we must have that %>0, %<0,and a—h“<0.6

X oy 0Q,
We can now derive society’s enforcement cost function from the reaction function of the firm.

We first invert the reaction function of the firm, which yields » = y(h,,Q,,x ). The inverted

reaction function describes the link between the probability of being detected, illegal landings,

& The proofs for sign of these derivatives are available in the appendix.
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stock size, and the quota.” Next, recall that y(e,) describes the relationship between the

probability of being detected and enforcement effort, with S—ey >0.We can invert y(e,) to get
t

e(y), and by substituting in the inverted reaction function we get:
e =6 (y(h,.Q.x))=a(h,Q,x). Finally, we introduce an enforcement cost function that

depends on enforcement effort, K(g), which we assume is increasing and convex in

2
enforcement effort: O~ >0 and d lj
0e, oe,

> 0. Now, we can substitute e =a(h,,Q,,x) into the

enforcement cost function, which yields K(g,) = K(e (a(h,,Q,. %)) =E(h,,Q,,x,). Thus, we

have established that the total enforcement cost depends on the level of illegal landings, the

quota, and the availability of fish. Given that the properties of the firm’s reaction function, and

particularly that 2—7 >0, and the properties of the enforcement cost function, we have that

t

a—E>0, a—E<0, and a—E<O.8 Thus, all else equal, allowing for higher illegal landings

OX, oQ, oh,,

implies a reduction in enforcement costs, while a larger stock leads to an increase in
enforcement costs, all else equal. Finally, a higher quota reduces the enforcement costs. We
will make use of the properties of the enforcement cost function when we analyze the social

planner case below.

7 If we, for example, assume a given stock size and quota, the inverted reaction function describes the necessary
probability of being detected to achieve a given level of illegal landings.
8 We provide a detailed description of how we derive the enforcement cost function and its properties in the
appendix.
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2.2Social planner problem

To find optimal aggregate illegal and legal landings at time t, h, and h,, we let a social
planner maximize the present value of future resource rents for a representative vessel (firm)
net of enforcement costs. Note that we include the full value of illegal landings in the welfare
function, in line with Milliman (1986) and Lewin and Trumbull (1990) who conclude that the
social planner should account for the value of regulatory offences in their analyses of the social
value of criminal gains. Furthermore, we assume costless fines. On this basis, we can formulate
the maximization problem of the social planner, with legal and illegal landings as control
variables, and stock size, X, as the state variable:®

00

max | (p(hy +hy)—c(hy.hy,x) —E(hyhy,x))edt, (10)
Lttt t=0
s.t.
f(xt)_th_hltZXt’ (112)

where & > 0 is the discount rate, and f (x,)is a natural growth function. In equation (10), the

enforcement cost function takes into account the behavioral response of the fishing firms to
changes in the quota (legal harvest) and the stock size, and the corresponding impact of these

variables on the enforcement costs to achieve a given combination of legal and illegal landings.

. oE -
We have already established that — < 0. In addition, we assume that the enforcement cost
It

2

function is convex in the reduction of illegal landings, > 0. Furthermore, it is never

2
It

 One might argue that it would be more appropriate in light of real-world fisheries management to let Qy,, and

not hyt be the control variable. However, from section 2.1, we have that hi: = Q.. In addition, it is useful to have

the same control variable in sections 2.1 and 2.2. Thus, we chose to use h; as the control variable throughout.
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optimal to eliminate all illegal harvesting: r!Irn0 e(h,) =. The resource restriction (11) states
It =

that the change in stock size (X,) must equal the natural growth of the fish stock net of

harvesting. For the natural growth function, we assume f'(x)>0 for 0<x<x,,, and

msy !

f'(x)<0 for x>x where x  is the stock size corresponding with the maximum

msy !
sustainable yield, and finally that f"(x,) <0. A standard logistic growth function satisfies
these assumptions. The problem given by (10) and (11) gives an accurate representation of how
a socially optimal quota (h,, ) should be determined.

Efforts to hide illegal activities (avoidance) and similar costly activities related to illegal
harvesting may create differences in harvest costs between legal and illegal fishing. Hence, the
presence of such costs implies that we should separate between legal and illegal harvests in the
cost function. Furthermore, if quota enforcement did not cost anything, the social planner
would eliminate all illegal harvesting in the social optimum, to avoid avoidance costs and
similarly incurred by illegal activity. However, in our model, as in real world fisheries (Arnason
et al., 2000), enforcement costs play a significant role. It typically becomes increasingly costly
to raise the detection rate marginally, and it is usually suboptimal to increase the detection rate
to a level that fully deters violations. We therefore focus on the case with imperfect
enforcement and quota violations in the following.

The current-value Hamiltonian of the problem defined by (10) and (11) is:
H = p(th + hlt)_c(th’hlt’ XI)_ E(th’hIt’ Xt)"'i{ ( f (Xt) _hlt _th) (12)
where 4, is a co-state variable that measures the marginal cost of the dynamic stock externality.

Note that this marginal cost depends on the current stock size, and will thus change over time

unless the fishery is in a steady-state equilibrium. Given our focus on non-compliance and

14



liability, it is sufficient to state the optimality conditions for the control variables (legal and

illegal landings):

oa_,_ % _ % _1_0 13
oh,, P oh, oh, (13)
oH oc OE

—=p-——-—-2=0 14
oh P oh, ¢h ' (14)

Conditions (13) and (14) state that the marginal social benefit, p,, equals the total marginal
social costs of legal and illegal landings, respectively. For both legal and illegal landings, the

total marginal social cost consists of the marginal harvest cost (oc/oh, , with h, =h,,h,), the

marginal enforcement cost (OE/oh, , with h, =h,h,), and the marginal cost of the dynamic

stock externality. Note that condition (13) is the condition for the optimal quota (legal

landings), while (14) can be interpreted as the condition for optimal enforcement (illegal
landings). Because of a non-constant A, over time, the optimal enforcement policy changes over

time.

Above, we mentioned that due to for example avoidance costs, illegal fishing might be costlier
than legal fishing. However, if enforcement costs are sufficiently high for it to be socially
undesirable to fully deter all quota violations, there will be an interior solution involving both
illegal and legal landings. Using this, we can use equations (13) and (14) to obtain a relationship

between legal and illegal landings given by cc + oE = o + oE . Hence, in the social
oh, oh, oh, oh,

optimum, the total marginal social cost (harvesting cost and enforcement cost) must be the

same for legal and illegal landings.

15



2.30ptimal liability

We can now compare the optimality conditions of the private and the social planner problems
to investigate under which conditions the private solution is also socially optimal. Let us first
consider legal landings, given by conditions (8) and (13). Alignment of social and private legal
landings requires that:°

5 - OE
' oh,

+4, (15)
Condition (15) implies that the firm’s shadow price of the quota constraint, ¢, , must equal the
marginal enforcement cost of the quota (legal landings) plus the marginal cost of the dynamic

stock externality, 4,. Thiswill generally not hold in a decentralized fishery, but can be achieved

. E
through regulations. In the absence of enforcement costs ( 0

=0), we obtain that ¢, =4, .

Lt

From section 2.1, we have that oE :£<O, which means that (15) implies that ¢, < 4,.

Lt t

Thus Q is larger with enforcement cost than without these costs, and this is explained by the
fact that an increase in the quota reduces illegal landings, and thus, the enforcement costs.

Let us next analyze illegal landings. From the perspective of the social planner, the detection
probability in the private optimality condition for illegal landings (9), depends on the exerted
enforcement effort. From section 2.1, we have that enforcement effort in turn can be expressed
as a function of stock size, legal and illegal landings, which implies that

7 =v(alhy h.x))=u(hy. he,x ). Then, by comparing conditions (9) and (14), we find that

alignment of private and socially optimal illegal landings requires:

1% Note that h,= Qi, which implies that 4= = 5.
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a1 h X)) [F(h) + G'(hy)] =%+4. (16)

Thus, the social planner must set the expected punishment so that the marginal enforcement

cost of illegal landings plus the marginal cost of the dynamic stock externality equal the
expected value of the marginal penalty for both firm and employee.!! Since A, varies over time,

we get from (16) that the optimal fine policy varies over time. We can calculate the optimal

quotas and illegal landings by solving the equation system given by equations (15) and (16) for

h, and h, . This, in turn, enables us to find the optimal enforcement level as a function of the

optimal legal and illegal landings, and the current stock level. Finally, note that (15) and (16)
represent a first-best optimum since there are no frictions in the wage function between firm
and employees.

With this in place, we can investigate the implications of the allocation of liability. The mixed

liability case is already reflected by equations (15) and (16). With full firm and full employee

liability, respectively, either the employee pays no fine (G (h, ) =G’(h, ) =0) or the firm pays
no fine (F (h, ) =F’(h,)=0). Hence, in the case of full firm liability, equation (16) reduces

to:

, oE
/u(hlt’th’Xt) F'(h) ==

ah, + 4, 17)

while in the case of full employee liability, equation (16) reduces to:

oE
—+

:u(hlt' th' Xt)G’(hn) = oh

A. (18)

It

11 This result might be more likely to hold with fees than with quotas. Optimality with fees of legal and illegal
landings requires that the fee is equal to the shadow price of the fish stock (Laffont and Tirole, 1993).
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Regardless of the liability allocation, equation (16) remains unchanged. Equations (17) and
(18), along with equations (15) and (16), show that a social planner can achieve a first-best
solution under mixed liability, full firm liability, and full employee liability. Hence, the liability
allocation does not matter. Regardless of whom the legal system holds liable for quota
violations, the social planner can set the enforcement effort and the quota to secure an optimal
outcome. The reason is the lack of frictions in the base. Hence, regardless of liability allocation,
the firm can shift all relevant costs (including expected fines) fully between the firm and the
employees, thereby leaving the employees equally well of regardless of the formal liability
rule, at least in expectation terms.

Our main result thus far is therefore that we can reach a social optimum regardless of which
actor the legal system holds liable for illegal landings. As mentioned above, the environmental
economics literature reaches similar results assuming a static flow externality (Segerson and
Tietenberg, 1992; de Vries and Franckx, 2012). However, we assume a dynamic stock
externality by including a dynamic resource restriction, which represents a new contribution to
this literature. Indeed, our analysis shows that the dynamic stock externality, and thus the status
of the resource stock, affects the optimal quota and enforcement policy. Hence, the optimal
policy in our study varies over time in contrast to the static policy considered in previous work.
The lack of frictions in our model drives our liability-irrelevance result, and particularly the
assumptions that firms have full flexibility in specifying wage functions. Hence, the firm can
dictate the behavior of its employees, while the regulator can dictate the behavior of the fishing
firms. In the next section, we consider the consequences of introducing wage frictions between
firm and employee through restrictions on the wage functions, and of assuming limited
financial assets for firm and/or employees that diminishes the deterrence effect of fines. We
show that social optimality relies critically on the firm’s ability to shift the fine penalty to the

employee.
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3. Extending the Benchmark Model

In the benchmark model, we assumed the firm have full flexibility when specifying the wage
contract, and that both firm and employees had the necessary financial means to pay any fine.
In this section, we relax these assumptions. We start out by analyzing the implications of
compensating the employees according to the share-of-profit or share-of-revenue rules.!?
Sharing rules are commonly used remuneration schemes in fisheries, and we consider two of
the more frequently used specifications. In the treatment of sharing rules, we continue to
assume that firms and employees have the financial means to pay any fine. However, in section

3.2, we analyze the implications of imposing asset limitations in the base model.

3.1The share system of remuneration

Before we implement the share systems of remuneration in the base model, it is useful to
investigate how the firm induces the employees to harvest the desired quantity. Recall that we
did not do this in the analysis of the base model, since we established that with full flexibility
in designing the wage contract, the firm could induce its employees to harvest any quantity.
Hence, we could do the analysis without analyzing exactly how the firm induced its firm to
behave in a certain way.

The Lagrange function of the maximization problem of the employees is:

Le =\N(th'hlt)_ac(hl_t’hn'Xt)_7G(h|t)+ut (Qt _th)' (19)

12 Qur focus in this section is on the socially optimal design of liability rules given a certain sharing rule. Therefore,
our analysis differs from the principal-agent literature on remuneration schemes in fisheries (Bergland, 1995;
Matthiasson, 1999; Nguyen and Leung, 2009; Thue et al., 2013).
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where U, is the employees’ shadow price of the quota constraint.’® Thus, the employees also

account for the quota restriction. The employees’ first order conditions for legal and illegal
landings are:

oL, _ow & =0 (20)
oh, oh,  oh,

oL, oW oc
e = - -yG’(h,)=0 21
oh, oh, a&h,t 7G () 21)

Assuming, as in the base model, that the quota constraint binds (h, =Q,), equation (20)

determines legal landings. In addition, and as discussed above, the employees’ participation
constraint must hold. Hence, the fishing firm can determine the appropriate compensation
scheme by ensuring that the reaction functions of the employees for legal and illegal landings
(equations (20) and (21)) correspond with the firm’s optimal levels of legal and illegal landings
(equations (8) and (9)).

With restrictions on the wage function, the firm might no longer be able to induce the
employees to harvest any desired quantity. If this is the case, equations (20) and (21) will
determine the harvest quantity rather than equations (8) and (9) as in the base model. Under
the share-of-profit system, the employees receive a share of the firm’s profits from the fishing
operation, while they receive a share of revenues in the share-of-revenue system. We will show
that while a social planner can secure a second-best optimum under profit sharing by proper
choice of quota and liability allocation, only full employee liability ensures the same with

revenue sharing. Assume that depending on which share system we consider, the employees

receive at least a fraction S, of the firm’s expected profit or a fraction f, of the firm’s revenue.

13 Note that since the employees, just like the firms, are myopic decision makers, they do not take into account
the future availability of fish (or the shadow price of the resource constraint).
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In both cases, either the agent’s participation constraint (4) or the wage scheme must bind. Let
us assume the wage scheme binds. Then, under profit and revenue sharing, respectively, we

have that:
W (th’ hlt) = ﬂll: Py (th + hlt) —(1—a)C(th,hn, Xt)_7F (hlt)] (22)

W (hy.hy) =5, (b, (hy +hy)). (23)

In line with our analysis of the base model, the firm remunerates the employees based on both
legal and illegal harvesting. In the case of profit sharing, this implies that the wage function

includes the firm’s expected penalty, »F, (h, ). The difference between the share-of-profit and

share-of-revenue systems is that the latter does not include the firm’s costs, and hence, allows
for no shifting of costs between the principal and the agent.
The wage functions (22) and (23) can be substituted into the firm’s profit function (2).

However, since the share systems leaves the firm with only one choice variable, the profit- and
revenue-sharing parameters B, and /£, , respectively, the firm cannot dictate the harvest levels

of the employees. To see this, note that the sharing parameters enter linearly into both the
agent’s and the principal’s optimization problems, regardless of the share system. Hence, the
firm can only use the share parameter to influence whether the employees work on-board the
vessel, but cannot use the wage incentive to influence their harvesting efforts. It follows that it
will be optimal for the firm to pay its employees the lowest possible share that ensures that
they will work on-board the vessel, as given by the participation constraint (4), while it can
only hope the employees will harvest close to the desired quantity.

With the employees determining legal and illegal landings, we must consider their decisions
when deriving the conditions for optimal quotas and liability. The Lagrange function of the

representative agent’s optimization problem, given that the participation constraint holds, is the
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same as in the base model (7), but with the share wage functions (22) or (23), replacing the

flexible wage function W (h,,,h,).

We can now use the employees’ optimality conditions, equations (20) and (21), to determine
h, and h,. Specifically, we can derive a reaction function, h, =h,(Q,,7,x), from the

optimality conditions of the employees for each of the two sharing rules. Although these
reaction functions will differ from the one we derived for the firm above based on the base
model, it is straightforward to show that given the properties of the harvest cost and the penalty

: : . : oh oh .
functions, the reaction function must satisfy: a—“ >0, % <0, and a—“ < 0. These properties

Xt 7 t
match the properties of the reaction function derived for the base model, and hence, as in

: E E E L
section 2, we must have that 87>0, a—<0, and a—<0.14 This implies that we can

OX, oQ, oh,,
compare the private outcomes to the social planner optimum given by equations (13) and (14),
even though the underlying enforcement cost functions differ.

Let us now consider the optimal selection of policy instruments for the share-of profit case.

Comparing the private and social optimality conditions in this case yields the following

conditions:
oE 0
A= 1R P () (- A) 5 (24)
OE , , ax
mﬁ"'/lr = :u(th’hIt’ Xt)(ﬂlF (h)+G (hn))"'(l_ﬁl) p_(l_a)(l_ﬂl)(?h,t , (25)

14 Detailed derivation of both the reaction function and enforcement cost function and their properties are available
in the appendix.
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where we in (25) have used that from the perspective of the social planner,

7 =7 (a(hy.h,x))= u(hy hx),asin the base model. Doing the same comparison for the

share-of-revenue case yields:

OE oc

aTLt+/11=ut+(1—ﬂ2) pt_(l_a)ahu (26)
O : 0
aT“"'ﬂt = ;u(th!hlt’Xt)Gt (hlt)+(1_ﬂZ) Py _(1_a) ahi ' (27)

Due to wage frictions between the firm and the employees, the optimal policy conditions for
the two sharing rules, represent second-best solutions. Let us start out by considering the
optimal quota policies for the two sharing rules. Recall that in the base model, the optimal
quota condition stated that the private shadow price of the quota should equal the marginal
enforcement cost plus the marginal cost of the dynamic stock externality (equation (16)).
However, when a sharing rule determines wages, two additional terms enter into the optimal
quota condition (equations (24) and (26)): the marginal revenue and marginal costs of the firm.
We must include these terms because there is no mechanism for transferring the relevant costs
and benefits from firm to employees. The wage friction causes an externality where the
employees ignore the effect of their harvesting choices on the firm. Thus, the social planner
chooses quotas and fines to internalize this externality. There is one difference between the

optimal quota policies under profit sharing (24) and revenue sharing (26). With profit sharing,

the social planner only correct for a share 1— 3, of the marginal harvesting cost of the firm,

since profit sharing already shifts a share S, of the firm’s harvesting costs to the employees,

while we correct for the full marginal cost in the revenue-sharing case.
Let us now turn to the optimality conditions for illegal landings (enforcement), as given by

equations (25) and (27). In the base model, the optimality condition for illegal landings states
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that the marginal enforcement cost plus the marginal cost of the dynamic stock externality
should equal the marginal expected penalties of firm and employees (equation (16)). Again,
with the wage frictions introduced by the sharing rules, the social planner must correct for the
fact that the employees do not take into account the implications of their harvesting decision
for the firm. In this case, two additional terms enter into the optimal enforcement condition,
representing the firm’s shares of marginal revenue and marginal costs. In addition, the marginal
expected penalty that enters into the condition depends on which of the two sharing rules we

consider. With profit sharing, the optimal enforcement condition (25) includes the marginal

expected penalty paid by the employees directly, G'(h, ), and indirectly through the wage

function, B,F’'(h,), while with revenue sharing, condition (27) only includes the marginal

expected penalty of the employee. As for the optimal quota conditions, we can explain these
differences by the differences in underlying wage functions, and hence, for both the optimal
quotas and fines, the optimal policy shifts the relevant costs from the principal to the decision-

making agent. From (12) we know that A, is non-constant over time, and so the optimal

enforcement and fine policies given by (25) and (27) must also vary over time.

Let us now investigate the implications of liability allocation between firm and employees.
With revenue sharing, the optimal enforcement condition (27) contains the expected penalty
function of the employee but not the firm. This implies that only full employee liability can
ensure a second-best optimum. With profit sharing, the social planner can ensure a second-best
optimum given by equations (24) and (25), regardless of liability allocation. While the
optimality condition for quota (24) is unaffected by the allocation of liability, this is not the

case for the optimality condition for enforcement (25). With mixed liability the optimal

enforcement policy is given by equation (25), the term G’(h,t) drops out of (25) with full firm

liability, and the term F'(h,t) drops out with full employee liability. Hence, the optimal quota
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and enforcement policy might differ depending on whether the enforcement system penalizes
the firm, the employee, or both for illegal landings.

Let us finally consider the special case when the firm cannot shift expected penalties to its

employees. This implies that the wage function in (22) cannot include the term yF (h,t). This

only changes the liability analysis for the share-of-profit case. Without the ability to shift a part

of the expected fine to the employees under profit sharing, only employee liability ensures a

second-best optimum. To see this, note that condition (24) is unchanged while SF’(h,) drops

out of equation (25). Hence, firm liability cannot work. However, G'(h,)is included in
equation (25), and so employee liability can secure a second-best optimum. When the firm
cannot shift the expected fine to the employees, the employees do not consider SF’(h,) when

making decisions about illegal landings. Hence, changes in the firm’s expected fine will not
affect the level of illegal landings.

In this section, we have shown that both the share-of-profit and the share-of-revenue rules can
ensure a second-best optimum. However, while the allocation of liability does not matter with
a share-of-profit rule, only agent liability yields the efficient outcome with a share-of-revenue
rule. Hence, a sharing rule that allows the firm to share both costs and revenues with the

employee makes it less critical which liability scheme the industry faces.

3.2Limited assets

In the base model, we assume that firm and employees have unlimited assets. However, in
reality both parties may face an upper limit on the fines they are able to pay, and this might
change the optimal punishment and cause inefficiencies. Therefore, we now analyze the
implications of asset limitations for both firm and employees, and discuss indemnification

clauses for the employees within the modeling framework from section 2.
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Let V, and L, denote the financial assets available to the employees and the firm, respectively,

at time t. Introducing an asset constraint for the employees implies that the fine must fulfill the

condition:

G(h,) W (h,hy) —ac(h, b, %)V, | (28)

Note that in condition (28) the actual penalty rather than the expected penalty enters (see
section 2). When interpreting equation (28), we distinguish between two cases characterized
by whether the firm can offer the employee an indemnification clause. With an indemnification

clause the firm covers any fines paid by the employee for illegal harvesting. Therefore,
condition (28) is non-binding, and because G(h,)=yG(h,), the analysis from section 2

applies. Hence, with indemnification clauses, the manager can ensure a first-best optimum with
all liability rules. Thus, provided the firm does not have a binding asset constraint, an
indemnification clause is optimal in fisheries.'® Turning to the case without indemnification
clauses, full employee liability cannot secure a first-best optimum once the penalty exceeds the
employee’s asset constraint. This result holds even with full wage flexibility as the firm only
can compensate the employees for the expected fine, not for the actual fine. However, full firm
liability will work since the firm does not face a binding asset restriction. Turning to mixed

liability, equations (15), (28) and (29) determine the outcome provided the employees’ asset
restriction in (28) is binding. In this case, increasing the employees’ fine, G(h,,), beyond the

level characterized by condition (28) has no deterrence effect. Hence, once the asset constraint

in equation (28) binds, a further increase in the employees’ formal fine does not increase the

15 A similar result is reached in a general cooperate crime model by Kornhauser (1982).
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actual fine payment, and therefore, we have that G'(h,.) =0. Next, we can find the firm’s fine
from condition (16) with G'(h,.) =0, which yields:

OE
—+

:u(hlt’ th’ Xt) F'(hn) = oh

A (29)

It

Hence, equations (28) and (29) determine the second-best optimal enforcement policy with
mixed liability, while equation (15) determines the optimal quota.

Similarly, with a binding asset constraint for the firm, the optimal enforcement policy must

satisfy the following two conditions:

F(hy) < p(h, +h)— Q=) h X)-W(h h)+ L (30)
plh P X)G () = 2=+, (31)

It
Note first that if the actual penalty can be shifted from the firm to the employee, condition (31)
never binds, which means that it does not matter who is held liable (see section 2). Next, if the
firm cannot shift the fine to the employee, which is perhaps the more plausible case for the
fishing industry, full employee liability will still work, since this case is unaffected by the asset
constraint of the firm. With full firm liability, the fine should be set to the maximum allowed
by the asset constraint (30), but this will generally not yield the optimal solution. However,
under mixed liability, we can achieve a second-best optimum by ensuring that equations (30)
and (31) hold simultaneously along with the optimal quota condition (15).

Finally, if both firm and employees face binding asset constraints, equations (28) and (30)
determine the fines. In this case, the fines will be too low to ensure the social optimum
regardless of indemnification clauses or wage contracts, and hence, irrespective of liability rule
(firm, employee, or mixed) the social planner cannot secure an optimum. Thus, in situations
where the firm and employees have limited assets, we can conclude that enforcement policies

are ineffective. We have seen examples of this in real-world fisheries, for example in cases
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when owners of "flag of convenience" vessels arrested for illegal fishing abandon their vessel

rather than paying the fines (Agnew, 2000).

4. Concluding Remarks

The purpose of this paper was to analyze how the allocation of liability between fishing firms
and their crew affects quota violations and the ability to design a socially efficient fisheries
policy. Contrary to the existing fisheries economics literature on enforcement, which typically
treats the fishing firm or vessel as one individual decision maker, we model noncompliance in
a principal-agent framework where the firm and its crew may have conflicting interests.
Relative to the previous fisheries economic enforcement literature, this enables us to investigate
new factors and relationships that affect regulatory compliance in fisheries.

We develop a model in which the firm receives the revenues from the fish landed by its vessel.
The crew, on the other hand, operates the vessel and make the harvesting decisions. Hence,
while only the firm benefits directly from quota violations, the crew make the decision of
whether and how much to violate. The firm must therefore use the compensation scheme to
induce the crew to act in its best interest, which may include landing fish illegally. To consider
the implication of different liability allocation rules, we investigate the incentive structure
between the firm and the crew. Without wage frictions, the firm can induce the crew to land
any given quantity through the compensation scheme. This makes the firm the real decision
maker, and hence, holding the firm liable for quota violations can yield the socially optimal
outcome. However, in the absence of wage frictions, we can achieve the same with full crew
liability, or with a combination of firm and crew liability. The reason is that when the firm can
shift all relevant benefits and costs, including expected fines, between it-self and the crew and

it is thus irrelevant who is (formally) held liable for illegal activities.
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The irrelevance result for the allocation of liability in the absence of wage frictions, is in line
with the environmental economic literature on liability. However, while studies on liability in
the setting of environmental regulations consider a static flow externality, we investigate the
implications of a dynamic stock externality. This externality expresses that neither the crew
nor the firm takes the future availability of fish into account when making harvest decisions.
The marginal cost of this dynamic stock externality depends on the current size of the resource
stock, and will therefore change over time unless the fishery reaches a steady-state equilibrium.
This implies that the optimal enforcement policy also changes over time. Hence, extending the
liability result to the case of fisheries and other renewable resources represents a novel
contribution to this literature.

Next, we introduce wage frictions by analyzing the share system of remuneration, which is
commonly used in fisheries. We show that when there are wage frictions that restricts the firm
from shifting relevant benefits and costs to/from the employees, the liability irrelevance result
might break down. We consider two specific constraints on the wage function; the share-of-
profit and the share-of-revenue systems of remuneration. Both sharing rules severely restricts
the ability of the firm to influence the employees’ harvesting behavior through the wage. We
show that only agent liability can guarantee a second-best optimum under revenue sharing and
under profit sharing when penalties cannot be shifted from the firm to the employee. Finally,
we analyze the implications of the firm and the employees facing financial constraints that limit
how large actual fine payments they can make. Perhaps not surprisingly, this restricts who can
be held liable and to what extent, which may reduce our ability to ensure an efficient solution.
Our results show that with the proper selection of quotas, fines, and liability rules, one can
reach the socially optimal outcome in almost every case we have investigated. However, in
most fisheries, as in other industries, the allocation of liability for regulatory violations is not

the choice of a regulator (or social planner) but rather determined by the legal system. Thus,
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we do not intend to provide policy advice in terms of optimal liability rules in this paper, but
instead we point out some relationships between liability, enforcement, and quotas, on the one
hand, and quota violations, on the other.

Although we analyze for the case of fisheries, the results in the paper generalize beyond the
fisheries case in two ways. First, we study the case when the firm rather than the employees
benefits directly from illegal behavior. The employees, on the contrary, can only benefit
through the compensation scheme. With few exceptions, the existing liability literature focuses
instead on the case in which the employees and not the firm directly benefits from violations.
For many renewable resources (e.g. water and forestry) and environmental externalities (e.g.
illegal waste dumping), the setup in which the firm benefits from the violation gives a more
accurate representation of the realities. Second, we consider a dynamic stock externality, which
is highly relevant for a number of environmental problems, such as problems involving
damaging pollution stocks (e.g. CO2, NOx, and particulate matter). As we have shown in this
paper, such problems require enforcement policies that evolve over time with the current stock
of the pollution stock, and thus the shadow price of pollution.

The introduction of principal-agent theory into the analysis of non-compliance in fisheries
offers many possibilities for future work. One such possibility is to consider the effect of
various risk attitudes on the behavior of the firm and the crew. In the current paper, we assume
that everyone is risk neutral. The results might change if firm and crew are risk averse, or if for
example individual crew members are more risk averse than the firm. Incorporating moral
hazard between the firm and the crew might also yield new insights.
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APPENDIX

Appendix A: The basic model

A.l. Reaction functions

In this section, we derive and characterize the reaction functions presented and analyzed in the paper.

From the main text, the cost function satisfies the following properties:

2 2 2 2 2
ﬁ>0,6_cz>o’ ac >O,acz>0, oc > ,@<O, ¢ <0, oc <0 (Al)
oh, oh, oh,, oh,, oh,,.oh, OX, oh,0x, oh,,0x,

In addition, the properties of the penalty functions are:
G'(h,)>0, G"(h,)>0, F'(h,)>0,F"(h,)>0 (A2)
From section 2.1, we have the following first-order conditions for the private optimum:;
oc
= e =0 A3
p . o (A3)
80 ' '
p———y[F (hlt)+G(hlt)]=O (A4)
oh,,
h.=Q, (Ab)
We can express the equation system (A3)-(A5b) as the reaction function presented in the main text:
h, =h.(Q.,%,7) (A6)
Total differentiating (A3)-(A5) yields the following:
2 2 2
€ dh, +—9C dh, +de=——2C (A7)
oh,, oh,oh, oh,,.0%,
o'c dh +[6—2C+ (F"(h))+G"(h ))]dh, =
oh,.oh, Lt 8hlt2 /4 It It It
2 (A8)
oc

dx, —[F’(h,)+G'(h,)1d
ok [F(h)+G (h)ldy
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dh,, =dQ, (A9)

Inserting equation (A9) into (A7) and (A8) yields:

2 2 2
OC_ gh, +de=-—2Cax -2 dq (AL0)

6th(ahlt athaXt 6th
2 oy (F () + G )dh, = =25 dx —[F(h)+ G (h)ldy ——°-—dQ (AL1)
ahnz Y It It It oh, o X It )14y oh,.h, t
Note that equation (A11) only depends on dh, . Using this equation, we can now find —* by setting

t
dy=dQ,=0:
o°c
dn, oh, 0% AL

dx, o’c
oh,’

+y(F"(h)+G"(hy))

2

‘>0, F"(h,)>0,and G"(h,) (cf. equations

2
It

In (A12), the denominator is positive because 0 < y <1,

2

(A1) and (A2)). From (A1) we also have that
oh,ox,

dh
<0, which implies that d—” >0.

Turning to (jjh“ , we set dx, =dQ, =0 in (A11) and obtain:
v

dh,, _ [F'(h,)+G'(h,)]

LR ) +6 )

It

(A13)

The denominator is identical to the one in equation (A12), and is thus positive, and from (A2) we have that

G'(h,)>0and F'(h,)>0. Consequently, we find that % <0.
v

Let us finally determine the effect of quota on illegal harvest. We let dy =dx, =0 in (A11), and arrive at:
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o°c
dh, oh, oh, AL

AT CRUSRIOY

2

oh,,oh,

> 0. This

From before, we know that both the denominator and the numerator are positive, since

implies that% <0.
d t

A.2 Enforcement costs

In this section, we derive and characterize the enforcement cost function used in the paper.

We start out by inverting the reaction function in (A6), which yields:

y=7(Q. %, hy) (A15)

Total differentiating (A15) produces:

oy oy oy
——dQ, +—dx,+—=—dh, =0 Al6
2Q Q o X o, (A16)

Next, we define the probability of being detected as a function of enforcement effort, y(e,), and we assume

that:

=50 (A17)

Note that we can invert 7 (e,) toyield e, (), and because of (A17) we obtain the following:

% _1 , (A18)
oy Or
oe

t

Substituting the inverted reaction function into e () gives e =& (»(Q., %, h,)) = «(Q,, X, h,) . Now, we

want to find the sign of the derivatives of a(Q,, X,,h,,). First, we investigate the sign of oa by using:
It
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Oa _0& Oy

= Al9
oh, 0y oh, (A19)
oe,
From (A18), we have that 8_ >0 and we note that:
4
oy 1
= A20
o, ahy .
oy

h 0
From (Al13) we have that % <0, and consequently, from (A20) we get that % < 0. Using (A19) now
e It

0
implies that o L 0.
It

oa
Concerning the sign of & we have that:

oe,
Oa _ o8 Oy (A21)
oX, Oy oOX
oe, . ) ) oy
As above 8_ > 0. By setting dQ; = 0 in (A16) and solving for awe reach:
4
oy
oy OX,
A A22
ox Oy #2)
oy

oh oh
From (A12), we know that a—“ >0, and from (A20) that a—” < 0. Combining this with (A22) gives us that
v

X

0 oa
T 50 , Which in turn implies that x >0.

OX,

oa

Finally, we find the sign of by using that:

t

Oa _0& oy

(A23)
0Q  Jy oQ
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Setting dx; = 0 in (A16) and solving for a%/we get:

t

ohy
oy 0Q,
—— = (A24)
oQ,  ohy

oy

h
We have established that % <0, and from (A14) we learned that Z—g“ < 0. Therefore, (A24) implies that
/4 t

5—7 < 0, and using this in (A23) gives us that % <0.

t t

Let us next turn to the enforcement cost function, K(g,). We assume that:

2
%>0 and oK

oe, e’

>0 (A25)

From above e, =g, ((Q,, X,h,)) = a(Q,, X, h,) and inserting this into the enforcement cost function gives

K(e (7(Q.x.h))= F(a(Q,x.,h,))=E(Q,.x,h,). We now want to determine the signs of the

L . N, =
derivatives of the enforcement cost function, and we start by considering 0 :
t

OE _OF da 0K o 0y

OB _OF ba (A26)
0Q, JadQ, Og Oy 0Q
From (A23), 2% = %8 97 . and from (A25) we have that O~ > 0, which implies that = < 0.
8Q,  ay aQ, oe, oQ,
Next, for & we have that:
OX,
OE _OF da _0K 08 Oy (A27)

ox, Oa Ox, oe, Oy ox,
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_ Oa O, Oy . oK .
Using (A21), we have that — =——=>0, and according to (A25), — > 0, from which it follows that
0%, Oy OX oe,
3 >0.
OX,

Finally, for E we get:
It

OE _OF da _OK de, 0y

—_— == (A28)
oh, Oaoh, o0e Oy oh,
0 oe, 0
From (A19) we know that —a=—‘—7< 0, and using (A23) we have that % > 0. This implies that
oh, Oy oh, oe,
E <0.
oh,,
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Appendix B: Share of profit

B.1. Reaction functions

From section 3 we have the following first-order conditions:

w e -
oh,, oh,,

oW oc ,

“— —a—=-yG'(h,)=0 B2

N (hy) (B2)
th:Qt (B3)

We also have the following wage scheme from section 3:

w (th'hlt):ﬂ[ P (th +h|t)_(1_a)c(hu’hlt’Xt)_7F (hlt )] (84)

From the wage scheme in (B4) we may obtain:

oW oc

o =pB(p-(1-a) 6th) (BS)
oW ocC ,

mﬁ—ﬂ(p—(l—a)a—hn—ﬂ: (hy) (B6)

(B5) can be substituted into (B1) and (B6) into (B2). This gives the following rewritten first-order conditions:

oc oc 3
P50~ Py =0 (87)
Bp-2) - @-praE —y(pF (h,)+G(h,)) =0 (B9)
ahlt ahlt It It
h, =Q, (B9)

(B7) - (B9) may be total differentiated which gives:
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o°c o°c

B athz+(1 Ba ah 2] +H— h ah +(1-pa ﬁh.ﬁth]dh't+
2 (B10)
o0°c
du, =—{8 ahu ox +(1-pa ah axt]dxt
82 2 2
B oh o, +(1-pa o ahu]dh“ [ﬂ ah“z C+1-Pa h.t
y(BF7(h)+G " (h))Idh, =—(BF (h,)+G'(h,))dy - (B11)
ANy PRA
oh,.ox, oh,.0x, %
dh, =dG, (B12)
(B12) can be substituted into (B10) and (B11) which gives:
o’c o’c B
+[ﬂ 0h.t5hu ( _ﬂ) 6h,tahu]dh“ +dUt -
o%c o%c (B13)
—[ﬂ oh % +(1- B athaXI]d& [ﬂ ahuz C +(1-pa huz]th
A%+ (U Pa= S+ 7(BF )+ (h)ldh, -
o%c o%c
—(BF (h)+G'(h,))dy - [ﬂ ohox +(1-pa ahltaXt]dXt— (B14)
o°c o°c
[ﬂah on. +(1-Ba oh o, 1dQ,

dh, is the only variable that enters in (B14) and, therefore, (B14) can be used to characterize the reaction
function.

In (B14) we may set dy =dx, =0and reach:

dhlt — (ﬂ " (1 ﬁ)a) ahIlath

QR (peae ﬂ)a) S+ 7 (BF (0)+G " (h))

(B15)

It
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2
We have that 0< f<1, 0<a <1,0< 7<1,% >0, F”(h,)>0and G”(h,) >0and this imply that the

It

2
denominator in (B15) is positive. With respect to the nominator

>0 so the nominator is also positive.
It Lt

. dh
In total, we, therefore, reach the conclusion that —* < 0.
t

Concerning % we setdQ, =dx, =0in (B14) and arrive at:
v

dhy __ BF () +G(h,)
V(B pa) (B () 167 ()

It

(B16)

From (B15) we have that the denominator is positive and, in addition, the nominator in (B16) is positive

because G'(h,,) >0and F’(h,) > 0. Therefore, we obtain that % <0.
/4

Last, by setting dQ, =dy =0we reach:

o°c
(B+01-B)a)
aahlt — 82 ahltaX‘[ (Bl?)
X8+ A=) S+ (BF(h) +G(h)

oh,’
2

oh, &%

From above the denominator is positive. In addition, we have that < 0so the nominator is negative. In

oh
total, this implies that a—” >0.

X

B.2. Enforcement costs

The inverted reaction function is:

y=7(Q.,%,hy) (B18)

From (B18) we get:
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oy oy oy
—/dQ +—~Ldx +——dh_ =0 B19
aQ R o, % oh, " (B19)

Now y(e,) is the probability of being detected as a function of enforcement effort and we have:

7 2o (B20)
oe,

We invert 7(e,)to get () and due to (B20) we obtain:
og 1

o o
0.,

>0 (B21)

7 =y(Q,%.h,) canbe used in & () and this gives e, =& (»(Q,, %, h,)) = @(Q,, X, h,) . Now we can find

the sign ofa—a by using:
It

oe,
Oa_ _ 08 Oy (822)
oh, 0Oy oh,
o€,
From (B21) 2 > 0 and furthermore we have that:
4
oy 1
— = B23
o, oy o
Jy
0
From (B16) % < 0 and by using this in (B23) we obtaina—y < 0. Now (B22) now imply that 22 <0 :
oy oh, oh,,
For the sign ofg—a we have:
oe,
Oa _ 08 Oy (B24)
oX, Oy OX

0e
In (B21) it was stated that a—t >0 and using by dQ; =0 in (B19) it is obtained that:
4
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oh

It

oy OX,
_ B25
OX, oh, (B25)
oy

oh h 0
From (B17) a—“ >0, and in (B16) we reached that % < 0. Combining this in (B25) 6_7 >0, which by
Xt 7/ Xt

using (B24) gives 6_a >0.
O%,

oa

Lastly, we turn attention to the sign of where we have:

t

Oa _0& Oy

- (B26)
oQ, Jy aQ,
. . . oy
Using dx; = 0 in (B19) and solving for %WE get:
t
ohy
Oy __0Q (B27)
oQ oy
dy
oh,, . N oh,, oy . . .
From (B16) — < Oand using (B15) implies that —* < 0. Therefore, —— < 0 and by using this in (B26) it
Iy oQ, 0Q,
follows that oo <0.
t
Now the enforcement cost function is given as K(g,) and we assume that:
2
%>Oand8|§>0 (B28)
oe, e,

From before e =&, (7(Q,, %, h,)) = a(Q,, X, h,)and inserting this in the enforcement cost function gives

K(e (7(Q., x.,h,))= F(a(Q,, x.,h,)) =E(Q,, X, h,). Now we can find the sign of the derivatives and we

E
start by 0 where we have:

t
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OE _OF da _0OK o8 oy
0Q, 0a dQ, e Oy oQ,

(B29)

Oa _ & Oy < Oand from (B28) —K>O|mply|ng that oE <0.

In (B26)
8Q, 0y 0Q, e, oQ,

Next for the sign ofg—E we have that:
t

OE _OF da 0K o0& Oy

(B30)
8)(t o axI ae 87/ OX,

0 oe, 0
Using (B24) we have that ox _ G o > 0and from (B28) K > Owhich implies that S—E >0.
X,

oX, Oy O, 0,

Last for the sign of °E
It

we get:

OE _OF da _ oK dg Oy

=-= (B31)
oh, oOaoh, de oy oh,

0 6 0
From (B22) ox %o < 0and using (B28) K > 0. In total, this implies that E <0.
oh,, 8}/ oh, e, oh,,
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Appendix C: Share of revenue

C.1. Reaction functions
With the share of revenue rule the wage function is:

W (h,h)=B(p, (h +hy)) (C1)
The general first-order conditions for the employee are given by (C1)-(C3) in appendix B.1. Inserting the

derivatives of (C1) in the first-order conditions gives:

p—aah -u, =0 (C2)
Lt
oc .
p—aaT_VG (hlt)=0 (€3)
It
th :Qt (C4)

By total differentiating (C2) - (C4) we get that:

0°c o’c 0°c

——dh, +a——dh, +du, =— d C5
S on 2 T e R T T (%)
0= g [0 L 4,6 (h)dh, = ——2Cdx —G'(h,)dy (C6)
oh,ohy, oh,? oh, o,
dh,, =dQ, (o)
(C7) can be inserted into (C5) and (C6) which yields:
2 2 2
a—2C dn, +du =-a—2C dx —aC dq, (C8)
oh,,oh, oh,,0x, oh,
2 G )dh = a2 dx —G(h)dy—a—2C dQ (C9)
ahnz Y It It oh, o % )4y oh,oh,. t
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Since (C9) only depend on dh,, , this equation is the one we will consider to derive the properties of the reaction

function.

h
First, we investigate the sign of i—Q“ and by setting dy =dx, =0 in (C9) we reach:

t

o°c
oh “ on. oh
It _ _ It~ Lt C10
Q0% s o
8hn2 4 It

2

Concerning (C10) O<a<10<y<la oc

2
It

>0and G”(h,)>0 so the denominator is positive. The

2

. . . . oh
nominator is also positive because > 0. In total, (C10) therefore imply that dQn <0.

hlt Lt t

Setting dy =dQ, =0in (C9) gives:

o°c
oh @ ohox,
it It
" ZC 5 (C11)
o 6h“2 +7G (hlt)

2

oh, 0,

As in (C10) the denominator is positive. However, now

< 0'so the nominator is negative and this imply

that % >0.
dx,

h
Last, we evaluate the sign of% by setting dx, =dQ, =0in (C9). This gives:
Y

zh; - ZCG () (C12)
> +rG7(hy)
It

o

The denominator is positive from (C10) and the nominator is also positive because G(h,,) > 0. This implies

that a—h”<0.
dy
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C.2. Enforcement costs

As before we have an inverted the reaction function given by:
7 =7(Q. %) (C13)

(C13) can be total differentiating:

oy oy oy
—dQ +—dx +——dh, =0 Cl4
aQ 2 X, % oh, " (€14)

Now the probability of being detected is defined as y(e,) and we have that:

ar >0 (C15)
0e,

From y(e,) we get €,(y) and because of (C15) we have that:

o8 _ 1 >0 (C16)
oy Or
oe

t

(C13) can be substituted into &, (y) to obtain € =¢,(¥(Q,, %, h,)) = a(Q,, X, h,) . Now we want to find the

sign of the derivatives of a(Q,, X, h,,) . First, we consider the sign of Oa :
It

oa oo oy

C17
oh, 0Oy oh, (c1n)

oe
From (C16) it is obtained that a—t > 0. Furthermore, we have:
v

g _ 1
oh, oy
oy

(C18)

oh 0
(C12) imply that a—“ <0, and therefore we have that Ty <0 by using (C18). Now (C17) implies that
v

It

oa ) ) oa
— < 0 Concerning the sign of & we get that:
It

48



da_oe oy

(C19)
oX, Oy OX
(C16) express that ? >0 and by using dQ; = 0 in (C14) we reach:
4
oy
Oy _ %
/A C20
ox, oy (20
oy

oh oh
In (C11) we have that a—” > 0, and from (C18) we reached that 8—" < 0. Combining this information implies
X, /4

0
that o >0 and using (C19) gives o, 0.
8 OX;

Lastly, we find the sign of Oa

by using that:

t

Oa _0& 0y (c21)
oQ, oy
By setting dx; = 0 in (C14) we get:
oy
or __ 9 (C22)
oQ oy
oy

From (C18) aa—h” < 0 and furthermore we have that 2—??“ < 0in (C10). Therefore, (C22) implies that 6%/ <0
/4

t t

and using this in (C21) gives Oa <0.
0Q,

Now the enforcement cost function is given as K(g,) and we assume that:

2
% >0 and 0 f
o€, o€,

>0 (C23)
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Now we have that €, =¢,(7(Q,, X,h,)) = a(Q,, %, h,)and inserting this in the enforcement cost function

gives K(e (7(Q.,x.,h,)))= F(x(Q,, x.h,))=E(Q,X.,h,). Now we can find the sign of the derivatives

where we have:

. . oE
of the enforcement cost function and we start by the sign of

OE _0F da _ 0K 0g 0y

C24
8Qt T da 6Qt oe, Oy 0Q, (C24)
From (C21) we get that — o ae or < 0and from (C23) K > 0implying that °E <0.
8Qt oy 0Q, oe, 0Q,
. oE
Next for the sign ofa— we have that:
OE _0F da _ oK de Oy (C25)
é?xt o axt ae 87/ OX,
0 oe, 0
Using (C19) we have that @S0 and using that LS > Qin (C23) this implies that & >0.
oX, Oy OX o€, 0%,
Last for we get:
It
0E _OF oua 0K 08 0y (26
oh, OJadh, oe Oy oh,
da _ e 0
(C17) gives — d 97 < 0 and using (C23) we have that K > 0. In total, this implies that °E <0.
oh, 8;/ oh, Oe, oh,,
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