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We consider a vertical product differentiation model with two firms (high quality and low
quality) and two conflicting quality dimensions - intrinsic quality and environmental quality.
The high quality firm has higher intrinsic and lower environmental quality. The low quality
firm has lower intrinsic and higher environmental quality. In our model, consumers’ faces
discrete-continuous choice where discrete choice is concerning the decision on purchasing the
product and continuous choice is on the usage of the product. Using the above framework, the
paper examines the impact of green network effect and government policies such emission
taxes on market equilibrium. We show that an increase in green network effect leads to
increase in intrinsic quality (reducing environmental quality), prices of both firms, increase
in market share, profits of low quality (environmental friendly) firm. In the absence of
network effect, an emission tax results in increasing environmental quality of high quality
firm and no change in environmental quality of low quality firm. In the presence of network
effect, an emission tax constraints consumer usage of the product of both firms and results
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1 INTRODUCTION

Consumers’ concern for the environment has grown in recent years resulting in a higher
willingness to pay for environment-friendly products. A large strand of literature modelling
such consumer preferences has focused on the qualities that firms will choose in a vertically
differentiated product framework, and how the regulation affects these qualities (Bansal and
Gangopadhyay, 2003; Amacher et al., 2004; Brecard, 2013). Often consumers not only have
to decide what quality of product to buy but also need to decide on the usage of the product.
Another assumption made in the above literature is that the intrinsic quality is homogeneous
across firms, and firms product differentiate in environmental quality only. Often products
compete in more than one quality dimension, and the environment-friendly products face
competition from the existing standard products. A few papers in the literature have taken
cognizance that the intrinsic quality and the environmental quality may be interrelated.
While Birg and Vobwinkel (2018) considers these qualities to be substitutes, Mantovani et
al. (2016) models them as conflicting.

In this paper, we incorporate both choice and usage of the product, and assume intrinsic
quality to be in conflict with the environmental quality. While purchasing cars consumers
not only consider characteristics of the car they are purchasing but also how much fuel they
are going to use. They also face trade-offs in terms of different dimensions of quality. For
example, electric cars are more environment friendly but may not be as convenient as gasoline
cars because of the limited storage capacity of batteries of electric cars. Similarly, luxury
cars, SUVs, etc. have high intrinsic quality in terms of size, engine, comfort, safety features,
etc. but usage of these cars requires much more fuel as compared to standard small cars.
Solar thermal panels are considered environment friendly but may not ensure uninterrupted
supply of energy and their installation requires space in the house. Eco-friendly cleaning
products are mostly natural in origin and chemical free, therefore, less harmful to the eco-
system but their performance may not match that of chemical based cleaning products.

We use a discrete continuous framework to model choice and usage of the product. The



discrete choice faced by the consumers is decision on the choice of the product, for example,
which brand of a car to buy, whether to buy an electric or gasoline car. The continuous
choice faced by the consumers is on the usage of the product say fuel or electricity con-
sumption associated with the usage of the product. The literature on discrete continuous
models includes Burtless and Hausman (1978); Dubin and McFadden (1984); Hanemann
(1984); De Jong (1990); Matsukawa (2012), etc. Hanemann (1984) developed econometric
model of discrete choice for different brands of a commodity and continuous choice of the
quantity of a commodity to be purchased. De Jong, (1990) and Matsukawa (2012) analyze
vehicle ownership choices based on the hypothesis that a household maximizes utility from
discrete choice of vehicle ownership and a continuous choice of vehicle usage. Using data
from Netherlands, De Jong (1990) shows that the cost of the car and the fuel price are
effective in reducing car ownership levels and also have an effect on car usage. Matsukawa
(2012) examine welfare impact of emission taxes and subsidies, and show that as compared
to a subsidy, an emission tax results in greater reduction in environmental pollution and
higher welfare. Glerum et al. (2014) extends the literature by discussing dynamic discrete
continuous model of car ownership, usage and fuel type. The paper models forward looking
behaviour of the households for acquisition of the car.

The literature has also recognised the fact that consumer preferences for environmental
friendly products get influenced by what their peers are doing. In other words, demand
for green product increases because other consumers are using the same product, which
gives rise to green network effect. The empirical studies have indicated that network effects
increases willingness to pay for environmental friendly products (Rasouli and Timmermans,
2016; Grover et al., 2018). The theoretical studies such as Conrad (2006); Griva and Vettas
(2011); Greaker and Midttomme (2014) have focused on network effects. Griva and Vettas
(2011) under a standard Hotelling model with network effect showed that if firms’ have
different product quality, then for relatively weak network effects high quality firm captures
a larger market share and for stronger network effects either high quality or low quality firm

captures the entire market. Greaker and Midtomme (2014) using a dynamic model discussed



that if a consumer purchases a brown good, it causes more pollution due to network effect.
This may warrant a brown good tax to be in excess of pigovian tax. Lambertini and Orsini
(2005); Brecard (2013) and Hauck et al. (2014) are few of the studies theoretically modelling
green network effect under vertical product differentiation model. Lambertini and Orsini
(2005) showed that when network externalities are large, then there is possibility of bertand
equilibrium, even though the product differentiation is positive. Brecard (2013) showed that
if green network effect is stronger than brown product network effect, then optimum could
be achieved by ad-valorem tax on products and tax on purchasing green products. However,
if brown network effect is stronger, then optimum would be achieved by providing a subsidy
on green products. Hauck et al. (2014) showed that higher the strength of the network
effect, lower is the firms’ environmental quality, fewer externalities and thus, total welfare
may decrease. The regulators would choose a minimum environment quality standard in the
presence of the network effect. The above papers consider green network effect under one
quality dimension.

The objective of our study is to analyse a discrete-continuous framework when two qual-
ities are in conflict. With in this framework, we examine the the impact of green network
effect and government policies such emission taxes on market equilibrium. Our theoretical
model adds value on several counts. Firstly, papers in previous literature mainly consider
one dimension of quality, i.e., environmental quality (Marette et al.,1999; Zago and Pick,
2004). We contribute to the literature by considering products which have two dimensions
of quality (intrinsic quality and environmental quality), which are in conflict with each other
(Mantovani et al., 2016). Secondly, except for a few studies such as Brecard (2013); Hauck
et al. (2014), majority of the theoretical literature has not incorporated the impact of green
network effect in influencing consumer behaviour. The above papers have analysed the im-
pact of green network effect under vertical product differentiation but model only choice of
the product. The present study aims to extend this literature by analysing the impact of
green network effect under discrete continuous framework. Thirdly, this is the first study

which analyses impact of government policies such as emission tax on market equilibrium



both in absence and presence of network effect.

Our paper showed that larger green network effect reduces environmental quality and
increases prices of both firms, decreases the market share, profits of high quality firm (high
intrinsic and low environmental quality), and increases the market share, profits of low
quality firm (low intrinsic and high environmental quality). Our results are different from
Lambertini and Orsini (2005) which showed that qualities are independent of the network
effect and prices decreases due to network effect. The results are similar to Brecard (2013) in
terms of environmental quality but differs in terms of prices. In terms of the profits, our paper
results differs from Lambertini and Orsini (2005), which showed profits of both firms decrease
due to network effects. In addition, we show the impact of green network effect on intrinsic
as well as environmental quality, and with/without government regulation. The government
policies such as emission taxes are effective in influencing consumers towards green products.
Emission tax in the absence of network effect results in increasing environmental quality of
high quality firm and no change in environmental quality of low quality firm. This result is
different from Matsukawa (2012), which showed an increase in emission tax rate in discrete-
continuous framework increases environmental quality of both firms. However, when we
introduce green network effect then the result in terms of increasing environmental quality
corresponds to Matsukawa (2012) paper. In addition, our paper shows the impact of emission
tax on prices, market share, prices and profits in absence and presence of network effect. Our
results are different from Bansal (2008) which shows effect of emission tax depends only on
costs parameter. However, our study shows that effect of emission tax depends on costs
parameter as well as usage of firms’ product parameter.

The paper is structured as follows. Section 2 develops duopoly model under discrete
continuous framework and analyses equilibrium. The section also analyses various possible
regulatory scenarios. Section 3 and 4 analyses the impact of green network and policy

instrument of emission tax on equilibrium. Section 5 contains the concluding remarks.



2 Model Structure

Consider a vertically differentiated product market where the product has two quality di-
mensions. The first dimension is intrinsic quality (pure performance), which is observable.
The second dimension is environmental quality, which is not observable. There are two firms
- high quality firm (H) and low quality firm (L), i = H, L. Let s;, where i = H, L denote
the intrinsic quality of the firm ¢ product, where s; € [s, §]. We assume firm H has higher
intrinsic quality as compared to firm L, i.e., sy > sp. Since the two quality dimensions are

in conflict, in our model firm H has lower environmental quality as compared to firm L.

A.1: Let C(s;),i = H, L, denote cost function of firm i, given by

bSiZQi
2

C(gi,si) = + F;

where b is the marginal cost parameter for intrinsic quality of firm ¢, b > 0, F'is the fixed cost,
q is the quantity produced. The total cost is increasing in the quantity of good produced as
well as intrinsic quality. The marginal costs with respect to intrinsic quality are increasing.

The usage of the product requires fuel or electricity, which generates emissions. Let z;
denote fuel consumption and p denote emissions per fuel consumption. We assume high
quality firm (H) requires more fuel on usage as compared to low quality firm (L), i.e.,
xg > xp. Assume emissions are generated only by the consumption of fuel /electricity and
not from the production of the products by the firms. The emissions generated by the
consumption of fuel on usage of firm ¢ product is denoted by e;. The emissions generated
by usage of the product is assumed to be the product of emissions per fuel consumption
(denoted by p) and fuel consumption (denoted by z;), i.e., e; = pz;. Since firm H product
requires more fuel on usage, therefore it generates higher emissions as compared to firm L
product, i.e., eg > ey. Firm H has lower environmental quality (brown good) as compared
to firm L (green good).

The discrete choice is whether to buy a high quality or low quality firm product, and



the continuous choice is concerning the usage of product, i.e., amount of fuel (z;) used.
Conditional on the choice that consumer makes on firms’ type, each consumer faces a choice
between a private and composite good. Private good (z;) is measured by fuel consumption
on usage of the product. The composite good (z;) includes expenditure on all other goods,
except fuel consumption.

There exists a continuum of consumers, with each consumer buying one unit of the

product to maximise its utility. The utility function of consumer is given by

max Uz, z) +0s; +v(e; —e;) + aqr )
Ti,24 1

s.t. y—pi > (w+tep)z; + p.z;
where U(z;, 2;) is the utility from fuel consumption (z;) and composite good (z;), 6 is the
marginal willingness to pay for intrinsic quality of the product, which is assumed to be
uniformly distributed over [0, 1], e; is the emissions on usage of firm i product with i # j, «
is the network effect, g7, is the number of consumers buying firm L product, y is the income
of the consumer, p; is the purchase price of firm ¢ product, w is the price of fuel, t. is the tax
rate on emissions (¢, > 0), p, is the price of composite good.

In addition to the intrinsic utility component of the indirect utility function (fs;), con-
sumers’ also care for the environmental quality which gets reflected in the term ~(e; — ¢;).
The term v(e; — e;) measures relative emissions affecting the utility. The parameter v > 0
measures the intensity of the relative emissions affecting utility. The higher the value of ~,
stronger is the weightage for environmental quality. When the environmental qualities are
not observable or v = 0, we have the standard utility function for intrinsic quality along
with green network effect.

Another term that distinguishes utility function from the standard function is green
network effect which gets reflected in term (aqy). We assume that the green network effect
is present only for low quality firm, L (green firm) and there is no network effect for high
quality firm, H (brown firm). This is because social norms emerge for green products. By

purchasing green product (i.e., firm L product) they feel that they follow the social norm.



The budget constraint given by equation (1) states that income (y) net of the purchase
price of the product (p;) is allocated between fuel consumption, z; and composite good, z;.
In the presence of emission taxes imposed on consumers using fuel, the amount spent by
the consumer on fuel consumption is (w + t.p)x; and the amount spent by the consumer on
composite good is p,z;. For simplification, we assume p = 1 for rest of the paper. Each
consumer maximises its utility subject to the budget constraint. The consumers will buy the

product if the utility of owning the product exceeds the utility of not having the product.

2.1 Specification of the Utility Function

In order to obtain discrete continuous choice model in which above utility function is con-
sistent with the utility maximization, we can proceed by specifying the functional form for
the indirect utility function. Using the indirect utility function we can derive demand using
Roy’s identity. Another possible way is to specify the fuel demand function and use Roy’s
identity as a partial differentiation equation (De Jong, 1990; Matsukawa, 2012). We follow

the latter approach. Let the fuel demand function conditional on firm ¢ product be given by

Blw +t.)
Y2

where A > 0, > 0 and ¢ are the parameters. The fuel demand is a function of intrinsic
quality of the firm from which it is buying (s;), fuel price (w), emission tax rate (t.), price
of composite good (p,) and socio economic characteristics of the individual (denoted by §).
The parameter A measures the usage of the firms’ product, independent of the consumers’
choice of the product. The term (As;) which captures fuel consumption associated with firm
1 product, i.e., firm H has high intrinsic quality and therefore requires more fuel on usage.
The higher the price of fuel (w) or the emission tax rate (¢.), lower will be the demand for
fuel (x;). The socio-economic characteristics (9) such as age, gender, average commuting

distance, number of household members, etc. also influence the demand for fuel.



The conflict in the two dimensions of qualities is evident from the demand function (2)
and the utility function (1). As intrinsic quality (s;) increases, there is an increase in fuel
consumption (z;), which in turn increases emissions (e;). In equation (1) intrinsic quality
positively affects utility but emissions negatively affect utility.

Conditional on the consumer’s choice of the firm, each consumer’s conditional indirect utility

function is given by

Uy =¢((w+t)/ps, Yi/ps, 5i) +0s; +v(ej —e;) + aqr (3)

where Y; = y — p;. Applying Roy’s identity to equation (3) and using equation (2) we get

the following partial differentiation equation

Tou oy T
oot fp) Bt
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Following Burtless and Hausman (1978) and Matsukawa (2012), keeping utility fixed at some
level, we derive the conditional indirect utility function using implicit function theorem in

equation (3)

s
O((w +te)/p-)

Mw+nvm»+a%%5ﬂnm»=o (5)

Using equation (4) and (5), we get the following equation

difp:) _ _y, _ Bltte)

A +1)/p.) T (6)



Integrating the equation both sides and using separability of the differentiation equation, we

have

Y; (w+te) ﬁ(w—l—te
D2

=c+ (Asi +0) 0 2 )* (7)

where ¢ is the constant of integration. We choose ¢ as our cardinal measure of utility

. f] w+te
(Burtless and Hausman, 1978), i.e., ¢ = ¥((w + t.)/p., Yi/ps, 8i) = p% — (As; + 5)(I)—Z) +
5(W+te

5 p—z)z. Substituting ¥ ((w + t.)/p:, Yi/p:, si) in equation (3) we get conditional indirect

utility function as

(w+te)+§(w+te>2+£

Ui=10s;+v(e; —e;) +agr, — (As; + 0
(e =) aa = s 2" p p-

(8)

The conditional indirect utility function given in equation (8) satisfies all the properties
of an indirect utility function. It is continuous and homogenous of degree zero in fuel
price, emission tax rate, price of the product, price of the composite good and income; non-
increasing in price of the fuel (w), price of the composite good (p.) and non-decreasing in

the income (y), i.e.,

ou; __)\si+5+ﬁ(w+te) x;

— =2 <o
Ow 22 P2 P2
oU; —p.Y; +p.(Asi + 0)(w + t.) — Bw + t.)? 2
= - 3 =—-——<0
Op. p3 P2
oU; 1
=—>0 9
oy  p. ©)

The conditional indirect utility function must be quasi-convex in prices, i.e., the diagonal
elements of Slutsky matrix must be non-positive. We use expenditure function to calculate

diagonal elements of Slustky matrix. Rearranging terms in equation (8) and using Y; = y—p;,

10



we get expenditure function as

_ _ w + te 2
c(pvi0.0) = y = Uz — Osip —1(es — s —aaps + i +0)(wo + ) — 5L 1,
The diagonal elements of Slustky equation, s1; and sy are given by
82 zZ 7U
o — ep,w,U) _ B _
Ow? -
82 Z 7U te
Sop = epzw,U) __flwt ><0 (10)
op? P

Therefore, equation (10) shows that quasi-convexity condition is met by the conditional

indirect utility function. For the rest of our analysis, for simplicity, we assume p, = 1.

2.2 Equilibrium Analysis

In our model, we consider a two stage game of quality and price. In the first stage, firms
choose intrinsic quality and in the second stage, firms compete in prices. In these kinds of
games literature has considered both partially covered market (Amacher et al., 2005, Bansal
and Gangopadhyay, 2003; Grover and Bansal, 2019) and fully covered market (Bansal, 2008;
Bottega and Freitas, 2013). In this study, we assume a fully covered market. The conditional
indirect utility function is given by equation (8). Using e; = z; = As; — B(w +t.) + 6 (from
equation (2)), the consumer who is indifferent between purchasing from high quality firm (H)
and low quality firm (L) is given by 0y = (pg —pr + A2y +w+te)(sg—sp)+aqr)/(sy—SL)-
The demand for high quality firm (H) is gg = 1 — 65 and demand for low quality firm (L) is
qr, = 0. Substituting q;, value, we get 0y = (pg —pr + A2y +w+te)(sy—sL))/(sy—sL—a).
It can be shown that for A(2y + w +t.) < 1 we have 0 < #3 < 1. The demand for firm i is

given by

11



(sg —sp—a)— (pg —pr) — A2y +w +t.)(sg — s1)
SH — S, — Q&
pr —prL+ A2y +w +te)(sg — s1)

= 11
9 SH — S, — ( )

It follows that if firms prices are equal, both firms will have positive market share. We solve

the above two stage game by backward induction.

Stage 2 - Price Competition

The firms simultaneously choose prices to maximize profits. The profit of firm ¢ is given by

We assume both firms obtain positive profits in equilibrium, i.e., F; is sufficiently small.
Substituting demand function, ¢;, in the profit function and maximizing with respect to

prices gives the following best response functions

2pr + 2(spg — sp —a) — 2XM(2y +w + t.)(sg — sp) + bs%
4
2pm + 2027 + w + te)(sy — s1) + bs?
4

P =

b =

From the best responses function it can be seen that prices are strategic complements. We
define sy — sy as degree of product differentiation and is denoted by As. Solving the best

response functions simultaneously give equilibrium prices

4(As — a) = 2MAs(2y + w + ) + 2bs3, + bs?

ok

Pp = 6
" 2(As — @) + 20\As(2y + w + t.) + bsy, + 2bs7
b = 6 (12)
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where superscript ** denote equilibrium value to the variables under green network effect
with regulation. The price of high quality firm is rising in quality gap As. The price of low
quality firm is rising in higher quality sy, but effect of s, is ambiguous. For given qualities,
an increase in fuel price or emission tax results in decrease in the price of high quality firm
and increase in the price of low quality firm.

The equilibrium quantities are

" 4(As — a) —2MAAs(2y + w + te) — bAs(sy + s1)

= 6(As — «)
" 2(As — ) + 2M\As(2y + w + t.) + bAs(sy + sz.)
. = (13)
6(As — )

It can be seen from equation (12) that for given qualities, an increase in green network
effect results in decrease in the price for both firms. The price effect would result in an
increase in demand for both firms. However, green network effect would also impact demand.
From equation (13) we find that an increase in green network effect results in net decrease
in the demand for high quality firm suggesting that green network effect dominates the
price effect. However, for low quality firm both effects work in same direction of increasing

quantity.

Stage 1 - Intrinsic Quality Competition

We now turn to firms’ choice of intrinsic quality in Stage 1. Substituting prices and quantity

from equation (12), (13) into profit equation we have

(4(As — a) — 2AAs(2y + w + t) — bAs(sy + s1))?

= - F
o 36(As — «) H
 (2(As —a) +20As(2y + w + te) + bAs(sy + s1))? o
o= 36(As — ) Fr=C (14)
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Maximizing profits with respect to intrinsic quality gives the following first order conditions

gﬂ—H < (4(As — a) — 2AAs(2y + w + te) — bAs(sy + s1.))
SH
(4(As — a)(1 —bsg) —2A(27 + w + t.)(As — 2a) + bASs(sy + s1))
— )2
. 36(As — «) (15)
8_L < (2(As — ) + 2AAs(2y +w + t.) + bAs(sg + sz)
SL

(—2(As — a)(1 +2bsg,) —2A(2y +w + te)(As — 2a0) + bAs(sy + s1))
36(As — «a)?

The above analyses serves as a general set of equations using which we will now solve for
specific cases. We discuss the following cases (i) Benchmark case where green network effect
is absent and there is no regulation (ii) Absence of green network effect with regulation (iii)
Presence of green network effect with no regulation (iv) Presence of Green network effect

with regulation.

Benchmark - Absence of Green Network Effect with No Regulation

Suppose consumers do not take into account green network effect, i.e., « = 0 and government
doesn’t impose emission tax, i.e., t. = 0. For the equilibrium to exists under benchmark
case, we need \(2v + w) < 1 3. Solving the two first order conditions simultaneously given

by equation(15) and using o = 0; t, = 0, we get equilibrium qualities as 4

4—2\(27+w)
°H = 3b
s; = (16)

|»

The firm H quality (high intrinsic and low environmental quality) depends on the con-

sumers’ usage of firm’s product parameter (\), intensity of relative emissions (7), price of

3Using 0 < 63 < 1, we get the condition \(2y +w) <1
4This is the only solution which satisfies second order conditions
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fuel (w) and cost parameter (b). The choice of low quality firm intrinsic quality is the corner
solution, i.e., s§ = s. The quality of firm L (low intrinsic and high environmental quality)
is the lowest possible quality.

Substituting the value of qualities from equation (16) in equation (12) - (14) and using a = 0;

t. = 0, we get equilibrium prices, quantity and profits of firm H and L as

10(2 — A(2y + w))?

Pr = 27h
. 22— A2y +w)(5+ 2027 + w))
Pr= 27b
22— M2y +w))
du = 9
(17)
. D227+ w)
qr, = 9
2(2 — M2y + w))3
_ _F
H 2187b 1
(2= A2y +w))(5 + 2M(27 + w))?
— - F
TLx 4374b L

where superscript * denote equilibrium value to the variables under the benchmark case.
The second order conditions for profit maximisation are satisfied (refer Appendix A). From
equation (16), we get that an increase in fuel price (w) results in decrease in intrinsic quality
of the high quality firm (H) and no change in the quality of low quality firm (L). An
increase in fuel price reduces price of both firms; reduces market share of high quality firm
(H); increases market share of low quality firm (L) and reduces profits of high quality firm
(H) (using equation (17)). It increases profits of the low quality firm (L) for A(2y+w) < 1/2
and decreases profits of the low quality firm (L) for A\(2y +w) > 1/2.

Absence of Green Network Effect with Regulation

In the absence of green network effect we have @ = 0 and suppose government imposes a

regulation in the form of emission tax, ¢, on the usage of the firm’s product. Using equation

15



(12) - (15) and « = 0, the equilibrium quality, prices, quantity and profits of firm H and L

are given by

4202y +w )

o= 30
Sp =38
L 102 = M2y +w+te))?
b= 27b
22— A2y +w )54+ 2A2y +w + L))
bL= 27b s
22 A2y +wH+t)) (18)
qn = 5
B+ 2A(2y+w +te)
= 9
22 = A2y +w+t)?
= - F
i 2187b 1
L =My wHt)BH2M 2y +w F t))?
T = - FL
4374b

where superscript " denote equilibrium value to the variables under absence of green network

with regulation.

Green Network Effect with No Regulation

Suppose consumers take into account green network effect and there is no regulation. When
green network effect is taken into account, the term aq;, is included in the utility function.
Solving the two first order conditions simultaneously given by equation (15) and using t, = 0

gives equilibrium qualities as

-~ __ 15—16b« A(2y4w)

SH = 1p(3—4ba) b
~  _ 8ba-3 A27+w)
SL = B@dha) b (19)
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Under 0.375 < ba < 0.75 and (8ba — 3)/(4(3 — 4bar)) > A(27y 4+ w), both firms qualities
are in interior, i.e., s > 0,7, > 0. The second order conditions are satisfied for bar < 0.5625
(refer Appendix A). Thus, in the presence of green network effect, we assume 0.375 < bar <
0.5625. Substituting the value of sy and sp from (19) in equation (12) - (14) and using
t. = 0, we get equilibrium prices, quantity and profits of firm H and L as

5o G dba - BA(27 +w) + 3(AM(2y +w))? 153 + 192(bar)? — 336ba
H pu—

6b 320(3 — dba)?
A2y +w)(9 — 8ba)
4b(3 — 4ba)

3= 2ba+ 327 + w) + 3(A(27 +w))? N 81 + 128(ba)* —192ba  3A\(27 +w)
PL= 6b 320(3 — 4ba)? 4b(3 — 4ba)
— 9 — 16ba

_ 20
=63~ 1ba) (20)
- 9—8ba
L= 6(3 — dba)
— -2 —1 2
—_ (3 = 2ba)(9 — 16bar)” Fy

726(3 — 4ba)?

(3 —=2ba)(9 — 8bar)?
_ _F
L 720(3 — 4ba)? L

where superscript denote equilibrium value to the variables under green network with no

regulation.

Green Network Effect with Regulation

Suppose green network effect is present and government imposes an emission tax ¢, on the
usage of the product. Using equation (12) - (15), the equilibrium quality, prices, quantity
and profits of firm H and L are given by

17



15 —16ba A2y +w +t.)

*3k

"H T 40(3 — 4ba) b
o 8ba —3  A2v+w+ie)

L7 4b(3 — 4ba) b

o 6—dba =32y +w 1) +3(A2y +w+1.))2 153+ 192(ba)? — 336ba
Pr = 6b TS E — dba )

A2 4+ w + t.)(9 — 8ba)
a 4b(3 — 4ba)

e 3= 2004+ 3N2y +w+te) +3(AN2y+w+t.))? 81 +128(ba)® —192bar 3A(27 4 w + L)
Pr = 6b 320(3 — 4ba)2  4b(3 — 4bay)

w9 —16ba
1 = (3 4ba)

w9 —8ba
L= 6(3 — 4ba)

2

. (3 — 2ba) (9 — 16bar)* F,

72b(3 — 4ba)?

(3 —2bar)(9 — 8bar)?
ok __ _F
L 720(3 — 4ba)? L

where superscript *x denote equilibrium value to the variables under green network with
regulation of emission tax. For both firms qualities to be interior (s}; > 0,s7" > 0), we
assume 0.375 < ba < 0.5625 and (8bar — 3)/(4(3 — 4bar)) > A(2y + w + t.). The second order
conditions for profit maximisation is shown in Appendix A. From equation (21), an increase
in fuel price reduces the intrinsic quality and increases environmental quality of both firms;

reduces the prices of both firms and has no impact on market shares, profits of both firms.

3 Impact of Green Network Effect

Consumer preferences for environmental friendly products could be influenced by what their
peers are doing, in other words, social norms which generally conforms in a group or com-
munity. Social norms take the form of approval or disapproval from the society and the

feeling of pride or shame. These social norms arise from the networks formed by the indi-
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viduals in the society. Previous studies have discussed the existence of network effects such
as bandwagon effect, i.e., demand for good increases because other consumers are using the
same good (Leibenstein, 1950). It is the phenomenon where beliefs, ideas and fads arise,
the more it is been adopted by others. The individuals consuming certain products could
be considered as forming a network because of being physically connected or having close
market relationship. When the network effect is present, the value of the product depends
on the number of consumers purchasing that product, i.e., size of the market. There is a
possibility of network effect existing in green market, i.e., green network effect (Brecard,
2013). The Green Network Effect is when consumers’ valuation for the green products in-
creases with number of other consumers using green products. It manifests in the form of
increasing consumers’ utility from buying a green product with an increase in the number of
consumers buying such products. Proposition 1 analyses the impact of green network effect

under without regulation and with regulation on market outcomes.

Proposition 1: Assume that optimal intrinsic quality level for both firms are in interior in

the presence of green network effect. An increase in the green network effect under without

regulation and with regulation

(i) increases the intrinsic quality and decreases environmental quality of both firms
(i) increases the prices of both firms

(iii) reduces the market share of high quality firm (H) and increases the market share of

low quality firm (L)

(iv) reduces the profits of high quality firm (H) and increases the profits of low quality firm

(L)

(v) doesn’t depend on degree of product differentiation

Proof: See Appendix B
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We observe that the impact of green network effect is similar both under without regu-
lation and with regulation. An interesting result in our paper is because of green network
effect the intrinsic quality of the product for both firms goes up, which in turn implies that
environmental quality goes down. The main economic intuition of our results is the following.
The low quality firm will increase its intrinsic quality as consumers are willing to pay more
for its product due to network effect. Since qualities are strategic complements, the high
quality firm also increases its intrinsic quality. The main contribution of our study is the
impact of green network effect on intrinsic as well as environmental quality. Our results differ
from Lambertini and Orsini (2005) where qualities are independent of the network effect, as
in Lambertini and Orsini (2005) equilibrium prices decrease linearly in the network effect.
Our results are similar to Brecard (2013) in terms of environmental quality, but different
in terms of prices. In our paper the increase in intrinsic quality increases costs, resulting
in increase in prices of both firms. Similar to Hauck et al. (2014), there exists a demand
effect of green network resulting in an increase in the market share of low quality firm. Due
to green network effect profits of high quality firm reduce and low quality firm increases.
In contrast, Lambertini and Orsini (2005) showed that profits of both firms decrease due
to network externalities. For large value of network effect, a Bertand equilibrium with zero
profits may arise. However, in our paper, green firms profits increases due to network effects.
The main reason for the difference in the results is that qualities are in conflict in our model.
It may be observed that degree of product differentiation, As** = % is only dependent on
cost parameter, b and is independent of green network effect, fuel price (w), intensity of

relative emissions () and emission tax (Z.). In terms of the effect of green network effect on

product differentiation, our results are similar to Brecard (2013).

4 Policy Instruments - Emission Taxes

Emission taxes are widely used as a policy instrument to address environmental problems.

They have also been used to encourage green products (Lombardini-Riipinen, 2005; Bansal,
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2008). Other possible policy instruments to promote green consumption are minimum qual-
ity standards, labeling, ad-valorem taxes/subsidy, emission subsidies, etc. Emission tax is
defined as a tax imposed on emissions generated through industrial processes or fuel used
in transportation. In our study, we impose emission taxes on the usage of the products.
The proposition below discusses the impact of emission taxes on consumers’ choice of the
product and its usage on product qualities, prices, market share and profits in the absence

and presence of green network effect.

Proposition 2: In the absence of green network effect, an increase in an emission tax rate

(i) reduces the intrinsic quality and increases environmental quality of high quality firm

(H) and no change in intrinsic quality and environmental quality of low quality firm

(L)
ii) reduces the prices of both firms
(ii) p

(iii) reduces market share of high quality firm (H) and increases market share of low quality

firm (L)
(iv) reduces profits of high quality firm (H); increases profits of low quality firm (L) for
A2y4+w+t.) < 1/2 and reduces profits of low quality firm (L) for A\(2y+w+t.) > 1/2.
Proof: See Appendix C

Proposition 3: In the presence of green network effect, an increase in an emission tax rate

(i) reduces the intrinsic quality and increases environmental quality of both firms
(i) reduces the prices of both firms
(iii) has no impact on market shares of both firms

(iv) has no impact on profits of both firms
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Proof: See Appendix D

Our results show that in the absence of green network effect, an emission tax increases
environmental quality (decreases intrinsic quality) of high quality firm and no change in
intrinsic as well as environmental quality of low quality firm. This result is different from
Matsukawa (2012), which showed an increase in emission tax rate in discrete-continuous
framework increases environmental quality of both firms. However, when we introduce green
network effect then the result in terms of increasing environmental quality corresponds to
Matsukawa (2012) paper. As qualities are in conflict, increasing environmental quality im-
plies reduction in intrinsic quality, which reduces the fuel consumed on usage of the product.
The effect of emission taxes depends on usage of firms product by consumers parameter, A,
and cost parameter, b. The larger is the A and lower is b, the larger is the effect of emission
taxes on intrinsic quality. The results differ from Bansal (2008), where the effect of emission
taxes depends only on the cost parameter, b, in our study, the effect of emission tax effect on
quality depends both on usage of firms’ product parameter, A and cost parameter, b. In the
presence of network effect, the degree of the product differentiation given by As** = 3/20,
does not depend on the emission taxes.

Our study contributes by discussing the effect of emission tax in discrete continuous
framework both in absence and presence of network effect. However, Matsukawa (2012) only
discusses the effect of emission tax on qualities in absence of network effect. In addition,
we discuss the impact of emission tax on intrinsic and environmental quality, prices, market
share and profits of both firms. In the presence of network effect, an increase in emission
tax rate reduces price of both firms and have no impact on market share and profits of both
firms.

To conclude, our model shows that emission tax is an effective measure to reduce emis-
sions. Emission taxes results in decrease in consumers’ usage of the product, thereby moti-

vating firms to increase environmental quality of the product.
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5 Conclusion

The model analysed the impact of green network effect and emission tax on market outcomes
in a discrete-continuous framework. The discrete choice is on the decision on purchasing the
product and continuous choice is on usage of the product. We show that an increase in green
network effect leads to increase in intrinsic quality (reducing environmental quality), prices of
both firms, increase in market share and profits of low quality (environmental friendly) firm.
The results showed that the environmental friendly firm benefits from green network effect,
as its market share and profits increases, as compared to the less environmental friendly firm.
We also show that in the presence of network effect, an emission tax constraints consumer

usage of the product and results in decreasing emissions.
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APPENDIX

A Second Order Conditions for Profit Maximization

Absence of Green Network Effect with No Regulation

The second order conditions at the market equilibrium are given by (using equation (14) and

a=0)

(927TH

— = —bd-2A2v+w+t)) <0
Os7;

0Py, b(8 + 52y +w + L))
a2 = <0
Os7 27

The second order conditions also holds for benchmark case (subsituting ¢, = 0).

Green Network Effect with Regulation

Using equation (14), we get second order conditions at the market equilibrium as

Pry b9 — 16ba)(32(ba)? — 56ba + 27)
B, 36(3 — 4ba)2(3 — 2ba) <0
Orp (9 — 8bar)(32(be)* — 32bax + 15)

92 T 36B-1ba2B3-2a)

The above condition for high quality firm holds for ba: < 0.5625. The second order conditions

is same for green network with no regulation.

B Proof of Proposition 1
Impact of Green Network Effect with Regulation
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(i) From equation (21), we have % = —(3_fba)2 >0

(ii) From equation (21),we have

dpy; 2 N 3(9—8ba)  3A2y+w L) -0
do 3 4(3—4ba)3 (3 — 4ba)?
dp;* e
dpi” —1—1— 9 _3>\(27+w+t)>0
do 3 4(3 —4ba)? (3 — 4ba)?
(iii) From equation (21),we have
dqyr 2b
Sa - _ 2
da (3= 4ba)?
dgi* 2b
do (3 —4ba)? >0
(iv) From equation (21),we have
drii (9= 16ba)(63 — 108ba + 64(b)?) _
da 36(3 — 4ba)3
dry* (9 —8ba)(9 + 36ba — 32(bar)?) -0
do 36(3 — 4ba)3

(v) From equation (21), we have As*™ = s37 — 57" = 3/2b

Under green network effect with no regulation, we have t, = 0. The above results hold true
without regulation.

C Proof of Proposition 2

Impact of Emission Tax in the Absence of Green Network Effect
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(i) From equation (18),we have % = -2 <0and Cfl% =0.

(ii) From equation (18),we have ‘ZIZI = —QOA(Q_AéiZ+w+tE)) < 0 and ‘igf
2A(1+4AX(2y+w+te))
— S < 0.
(iii) From equation (18),we have CZJT};’ = -2 <0and CC% =2 >0.
(iv) From equation (18),we have dd’Z’ = —6’\(2_’\(221252" )~ 0 and (32
’\(1_2’\(27+w+ﬁ)géi+2’\(Z%WHE)) > 0 for A(2y+w+t.) < 1/2 and < 0 for A\(2y +w +t.)

1/2.

D Proof of Proposition 3

Impact of Emission Tax under Green Network

: : dsiy  dst*
(i) From equation (21),we have ZIL = 2L = —2 < ().

(ii) Change in the prices can be written as

dp;* _ Op:*dsy;  Opr*dsy” n op;* =L
dt. Osyy dte Os3* dt. Ot.
Using equation (12) and djg = d;tz; = —2, we have
Kk s\ ASF
dpy; b(2sH +s7) G- AAs* s <0
dte 3 3 A
ds**
dp* b(sy + 257 )z AAs*
—= = =+ =—Asp <0
dt. 3 3 r
(iii) Change in the quantity can be written as
4q; — 4q; SH + 4q; SL + 4q; ,i:H,L
dt. Osyy dte Osy* dt. Ot.
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dsyy  dsi” A

Using equation (13) and - = 2k = —3, we have
Hok sox ST ok
dey bAs™ - B AAs _0
dte. — 3(As* —a) 3(As™*—a)
dg bAs™TE LM
dte.  3(As*—a) 3(As*—a)
(iv) Change in the profits can be written as
drr or:*dsy  Om*dsy  omr
1 — 1 1 1 — H L
dt. sy dt, T osy dt, ot "
Using equation (14) and d;:f;’* = d;tz: = —2, we have
dmy;  drp” 0
dt. —  dt.

References

[1] Amacher, G.S., Koskela, E., and M. Ollikainen, 2004. Environmental Quality Competi-
tion and Eco-Labeling. Journal of Environmental Economics and Management, 47: 284
- 306.

[2] Amacher, G.S., Koskela, E., and M. Ollikainen, 2005. Quality Competition and Social
Welfare in Markets with Partial Coverage: New Results. Bulletin of Economic Research,
57(4): 391 - 405.

[3] Bansal, S., and S. Gangopadhyay, 2003. Tax/Subsidy Policies in the Presence of Envi-

ronmentally Aware Consumers. Journal of Environmental Economics and Management,
45: 333 - 355.

[4] Bansal, S., 2008. Choice and Design of Regulatory Instruments in the Presence of Green
Consumers. Resource and Energy Economics 30: 345 - 368.

27



[5]

[13]

[14]

[15]

[16]

Birg, L., and J.S. Voswinkel, 2018. Minimum Quality Standards and Compulsory Label-
ing When Environmental Quality is Not Observable. Resource and Energy Economics,
53: 62 - 78.

Bottega, L., and J.S. Freitas, 2013. Imperfect Eco-labelling Signal in a Bertrand
Duopoly. it DEA Working Papers, Department of Applied Economics, University of
Balearic Islands, 1 - 21.

Brecard, D., 2013. Environmental Quality Competition and Taxation in the Presence of
Green Network Effect Among Consumers. Environment and Resource Economics, 54: 1
- 19.

Burtless, G., and J.A. Hausman, 1978. The Effect of Taxation on Labor Supply: Eval-
uating the Gary Negative Income Tax Experiment. The Journal of Political Economy,
86(6): 1103 - 1130

Conrad, K., 2006. Price Competition and Product Differentiation when Goods have
Network Effects. German Economic Review, 7(3): 339 - 361.

De Jong, G.C., 1990. An Indirect Utility Model of Car Ownership and Car Use. Furopean
Economic Review, 34(5): 971-985.

Dubin, J.A., and D.L. McFadden, 1984. An Econometric Analysis of Residential Electric
Appliance Holdings and Consumption. Econometrica, 52(3): 345 - 362.

Glerum, A., Frejinger, E., Karlstrom, A., Hugosson, M.B., and M. Bierlaire, 2014. A
Dynamic Discrete-Continuous Choice Model for Car Ownership and Usage: Estimation

Procedure. Proceedings of the 14th Swiss Transport Research Conference, Switzerland,
1-18.

Griva, K., and N. Vettas, 2011. Price competition in a differentiated products duopoly
under network effects. Information Economics and Policy, 23(1): 85 - 97.

Greaker, M., and K. Midttomme, 2014. Optimal Environmental Policy with Network
Effects: Will Pigovian Taxation Lead to Excess Inertia? CESifo Working Paper No.
4759: 1 - 38.

Grover, C., and S. Bansal, 2019. Imperfect Certification and Eco-labelling of Products.
Indian Growth and Development Review.

Grover, C., Bansal, S., and Martinez Cruz, A.L., 2018. Influence of social network effect
and incentive on choice of star labeled cars in India: a latent class approach based on

choice experiment. Centre for International Trade and Development Discussion Papers,
DP1805: 1 - 42.

28



[17]

[18]

[19]

[20]

[21]

[22]

Hanemann, W. M., 1984. Discrete/Continuous Models of Consumer Demand. Econo-
metrica, 52(3): 541 - 562.

Hauck, D., Ansink, E., Bouma, J., and D.V. Soest, 2014. Social Network Effects and
Green Consumerism. Tinbergen Institute Discussion Paper, TI - 150/VIII, 23: 1 - 27.

Lambertini, L., and R. Orsini, 2005. The Existence of Equilibrium in a Differentiated
Duopoly with Network Externalities. The Japanese Economics Review, 56(1): 55 - 56.

Leibenstein, H., 1950. Bandwagon, Snob and Veblen Effects in the Theory of Consumers’
Demand. The Quarterly Journal of Economics, 64(2): 183 - 207.

Lombardini-Riipinen, C., 2005. Optimal Tax Policy under Environmental Quality Com-
petition. Environment and Resource Economics, 32: 317 - 336.

Mantovani, A., Tarola, O., and C. Vergari, 2016. Hedonic and Environmental Quality:
A Hybrid Model of Product Differentiation. Resource and Energy Economics, 45: 99 -
123.

Marette, S., Crespi, J.M., and A. Schiavina, 1999. The Role of Common Labelling in a
Context of Asymmetric Information. Furopean Review of Agricultural Economics, 26(2):
167 - 178.

Matsukawa, I., 2012. The Welfare Effects of Environmental Taxation on a Green Market
Where Consumers Emit a Pollutant. Environment and Resource Economics 52: 87 - 107.

Rasouli, S., and H. Timmermans, 2016. Influence of Social Networks on Latent Choice
of Electric Cars: A Mixed Logit Specification Using Experimental Design Data. Netw
Spat Econ, 16: 99 - 130.

Zago, A.M. and D. Pick, 2004. Labeling Policies in Food Markets: Private Incentives,
Public Intervention, and Welfare Effects. Journal of Agricultural and Resource FEco-
nomics, 29(1): 150 - 165.

29



