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Abstract

This paper presents a new approach to study the optimal rotation policy with amenity
valuation under uncertainty. We first postulate the stochastic forest value and assume
plausibly that monetary value of amenities is a continuous and non-negative function of forest
value thus presenting the trade-off between timber revenues and amenity values. Second,
instead of using a dynamic programming approach, we derive a recursive representation of
the total forest value and solve the optimal rotation threshold by applying ordinary non-linear
programming techniques. Third, we characterize under certain set of conditions how the
properties of both the expected cumulative value and the expected marginal cumulative value,
accrued from amenity services, depend on the precise nature of the monetary valuation of
amenities and what is the impact of volatility on these concepts. Finally, we illustrate our
results explicitly in models based on logistic growth by focusing on the role of amenity
valuation and volatility of forest value in the determination of Wicksellian and Faustmannian
thresholds. Our theoretical and numerical findings emphasize the crucial importance of the
nature of amenity valuation for the impact of higher volatility of forest value on the rotation
thresholds.
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1 Introduction

In the usual Faustmann approach to the optimal forest rotation forest owners are as-
sumed to maximize the present value of net harvesting revenue. See e.g. Reed 1986 for
a survey. It may be the case, however, that forest owners are interested not only in the
present value of net harvesting revenue, but also in the amenity services provided by
forest stands. Binkley 1981 as well as Kuuluvainen and Tahvonen 1999 among others
provide in various ways some indirect empirical evidence in favor of this hypothesis (see
also a survey of theoretical and empirical research about timber supply by Wear and
Parks 1994). This raises the following question: How does the amenity valuation affect
the privately optimal rotation in the ongoing rotations framework? The first analytical
treatment to include amenity service values is the stand-level model by Hartman 1976,
who shows that if amenity services are increasing with the age, then the optimal ro-
tation age for the stand will exceed the Faustmann rotation age thereby delaying the
harvest (see also Strang 1983, Bowes and Krutilla 1985 and Snyder and Bhattacharyya
1990, where the maintenance of provision costs necessary to realize a quality flow of
recreational services is explicitly included). Koskela and Ollikainen 2001, 2002, have
studied in the Hartman framework the impact of various types of forest taxes on the
rotation age and the optimal design of forest taxes, respectively. The original Hart-
man model and most of its extensions, however, are deterministic so that future timber
revenue and amenity values are known, which is of course a heroic assumption to be
relaxed.

To our knowledge allowing for uncertainty in the framework of the Hartman model
has been theoretically analyzed only in Reed 1993 and in Reed and Ye 1994, respec-
tively. Reed 1993 assumes that both future amenity values and future timber values are
uncertain and that there is a possibility of catastrophic risk e.g. via forest fire, which is
modelled as a Poisson process. When both future amenity values and timber revenue
are assumed to follow geometric, possibly correlated, Brownian motion processes, Reed
1993 shows that in the case of risk-neutral forest owners the forest stand is harvested if
the ratio of current timber value to current amenity services exceeds a certain threshold
level, which reflects the option value associated with uncertainties, i.e. the certainty-
equivalence theorem does not hold. In terms of comparative statics, the rotation age is
shown to become longer as the expected growth rate of timber revenue and the uncer-
tainty of both timber value and amenity services will increase, while the rotation age
becomes shorter as the expected growth rate of amenity services, the interest rate, the
covariance between timber and amenity value uncertainties as well as the probability
of forest fire will increase. The model assumptions in Reed and Ye 1994 are identical
to those in Reed 1993 with one exception. Instead of postulating geometric Brownian
motion processes for timber revenue and amenity value, Reed and Ye 1994 assume that
changes in valuations of amenity services and in timber prices occur in discrete jumps
at random times as geometric jump processes. Under this specification the ratio of the
value of amenity services relative to timber values can be monotone (nondecreasing or
non-increasing), while still stochastic implying that there is no option value associated
with the decision to harvest, even though there is uncertainty in future timber and
amenity values. Hence according to their findings the cause of option values seems to
be not so much uncertainty per se, but rather the possibility of reversals in the direc-



tion of the ratio between the value of amenity services and timber revenues. Conrad
(2000) has applied option theory to the decision to extract resources and/or develop
a wilderness area and thereby amenity dividend. He also assume both amenity values
and value of resources to follow different geometric Brownian motion processes.

As for empirical applications, Conrad 1997 has presented a model where a stand
of old-growth forest has a known stumpage value, and where future amenity value is
uncertain and follows geometric Brownian motion. He has applied it to the Headwaters
Forest, a stand of old-growth coast redwood in Northern California. Bulte et al 2002
have applied the same model to the humid Atlantic zone of Costa Rica. The main
idea of these papers is to try empirically outline the impact of uncertainty about forest
conservation benefits on the incentive to harvest or conserve old-growth forests.

In the papers mentioned above the authors have assumed different stochastic for-
mulations for timber revenues and amenity values in terms of the mean growth rate
(drift) and uncertainty (variance) parameters. What we do in this paper is first to pos-
tulate stochastic forest stand value and assume that monetary value of amenities is a
continuous and non-negative function of the forest value thus emphasizing the trade-off
between timber revenues and amenity values. Second and importantly, instead of rely-
ing on the standard dynamic programming approach, this paper follows the approach
introduced in Alvarez 2001b, 2001c. The key idea is to derive an associated functional
from which the optimal rotation threshold and its value can be explicitly solved in
terms of exogenous quantities by solely relying on standard non-linear programming
techniques. Third, we characterize under certain set of conditions how the properties
of both the expected cumulative value and the expected marginal cumulative value, ac-
crued from amenity services, depend on the precise nature of the monetary valuation of
amenities and how increased volatility will affect these concepts. Finally, we illustrate
our results explicitly in deterministic and stochastic models based on logistic growth.
Our theoretical and numerical findings emphasize the crucial importance of the nature
of amenity valuation for the impact of higher volatility of forest value on the optimal
rotation thresholds.

We proceed as follows. In section 2 a general characterization of the optimal rotation
problem with amenity valuation under uncertainty is done. Section 3 provides the so-
lution to the optimal ongoing rotation problem and characterizes its various properties.
The Wicksellian single rotation problem and its relationship with the Faustmannian
ongoing rotation problem is presented in section 4. Our results are explicitly illustrated
in section 5 in a model based on logistic growth both in the deterministic and stochastic
case. Finally, there is a brief concluding section.

2 A New Characterization of the Faustmannian
Optimal Rotation Problem with Amenity Valua-
tion

In this section we characterize the optimal rotation problem when forest owners are

interested both in the expected cumulative harvest revenue and in the amenity services
of forest stand under the circumstances when the forest stand value and thereby the



amenity services as a non-negative function of forest value are stochastic processes.
More precisely we proceed as follows: First, we specify the dynamics of the system
and define the optimal ongoing rotations problem (i.e. a stochastic impulse control
problem). Second, under certain natural assumptions we end up with two linearly
independent fundamental solutions and in terms of these solutions we can express the
Green function of the diffusion of the forest stand value in terms of these solutions.
This, interestingly, makes it possible to study the optimal rotation problem by relying
on standard non-linear programming techniques.

Let (Q, F,{F:}t>0,P) be a filtered probability space, and assume that the dynam-
ics of the stochastic forest stand value growth are described up to extinction by the
generalized Ito-equation

t t
X/ == +/ w(XY)ds +/ o(XY)ds =Y Gk t>0, (2.1)
0 0

T <t

where p: Ry — Rand o : Ry — R are known to be sufficiently smooth (at least contin-
uous) mappings guaranteeing the existence of a solution for the stochastic differential
equation (2.1) (cf. Borodin and Salminen 1996, pp. 46-47). In line with most studies
considering population growth, we assume that the upper boundary oo of the state
space is natural for the controlled diffusion in the absence of interventions (cf. Borodin
and Salminen 1996, pp. 14-15), that limg o u(xz) = 0 (i.e. that 0 is a steady-state of
the controlled system in the absence of stochastic fluctuations), that the percentage
growth rate pu(x)/x is non-increasing, and that p(z) > 0 on (0,Z), where £ > 0 is
known (may be infinite). For simplicity, we will also assume that the lower boundary 0
is unattainable for the controlled diffusion in the absence of harvesting. We would like
to emphasize that although this assumption rules out the cases subject to potentially
finite expiration, it is satisfied by most models applied in the literature on optimal forest
rotation (logistic dynamics subject to environmental stochasticity, geometric Brownian
motion, etc.).

An idrreversible rotation policy — an impulse control — for the system (2.1) is a
possibly finite sequence

l/:(7‘1,7’2,...,Tk,...;cl,CQ,...,Ck,...)kSN (NSOO),

where {7 }r<n is an increasing sequence of F-stopping times (known as the rotation
dates) for which 71 > 0, and {(; }x<n denote a sequence of non-negative impulses (i.e.
Cr > 0 for all k < N) exerted at the corresponding rotation dates {7y }r<n, respectively.
In line with standard models considering optimal rotation policies, we assume that the
process is always instantaneously driven to the exogenously given state z¢ whenever the
irreversible harvesting policy is exerted. That is, we assume that if the boundary at
which the harvesting opportunity is exercised is given, then the size of the subsequent
rotation policy is always a known constant. We denote as V the class of admissible

rotation policies v = (T1,7T2,...,...;(1,C2,... )k<n and assume that 7, — oo almost
surely for all v € V and = € Ry. As usually, we denote as
1, d? d

the differential operator associated with the controlled process X/
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Given the stochastic dynamics of forest stand value growth described in (2.1) and
our technical assumptions, we now define the the expected cumulative present value of
the net revenues (including harvesting and monetary value of amenity services) from
the present up to a potentially infinite future as

N 00
J(@) =B, |3 e (XY o)+ / e”ﬂ(X;’)ds], (2.2)
k=1 0

where ¢ > 0 is the regeneration cost associated with harvesting and replanting and
m: Ry — Ry is a given continuous and non-negative mapping measuring the revenues
accrued from amenity services. In line with the literature on optimal rotation, we will
assume that xg < c¢. Given the definition of the expected cumulative present value of
the net revenues J”(x) we consider the optimal rotation problem which is a stochastic
impulse control problem

V(z) =supJ’(x), =€ R4 (2.3)
vey

and explore an admissible rotation policy v* € V for which
JV(x) =V(z), z€R,.

Denote now as X; the considered diffusion describing the value of the forest stand
in the absence of harvesting. As usually, we denote as £'(R,) the class of cash flows
f(x) with finite expected cumulative present values and denote this present value as

(R, f)(z) = E, /0 e (X ) ds.

In order to guarantee the finiteness of the objective functional (2.2), we shall assume
throughout this study that the mapping 6(z) = 7(z) + pu(x) — r(x — ¢) measuring the
expected growth rate of the total value of a forest stand has a finite expected cumulative
present value, that is, that § € £'(Ry). Of course, in line with this assumption, we
shall also assume that the expected cumulative present value of the returns accrued
from amenity services is finite as well meaning that = € £1(R,).

As it is known from the literature on linear diffusions, there are two linearly in-
dependent fundamental solutions, denoted as 1(z) and ¢(x), with ¥ (z) monotonically
increasing and ¢(z) monotonically decreasing which span the set of solutions of the
ordinary differential equation ((A —r)u)(xz) = 0 (for a complete characterization of the
fundamental solutions and their boundary conditions see Borodin and Salminen 1996,
pp. 18 — 19). More specifically, the Green function G,(z,y) of the diffusion Xy, de-
scribing the value of the forest stand, can be expressed in terms of these solutions as
(cf. Borodin and Salminen 1996, p. 19)

B YW(z)p(y), =<y
B YW(y)e(x), z>y

Gr(z,y) = {

where




denotes the constant Wronskian determinant of the fundamental solutions and

S'(x) = exp (— / i’;gg dx)

denotes the density of the scale function of X. The functions 1(z) and ¢(z) are also
minimal in the sense that any non-trivial r-excessive mapping for X can be expressed
in terms of these mappings (more precisely, there exists an integral representation of
such mappings in terms of these solutions; cf. Borodin and Salminen 1996, p. 32).
Consequently, we find that if f € £(R,), then

BD@) = [ Gole ),
(0,00)

where m/(z) = 2/(0?(x)S’(x)) denotes the density of the speed measure m of the diffu-

sion X. After having ended up technically with two linearly independent fundamental

solutions and expressed the Green function of the diffusion in terms of these solutions

we now move on to study the optimal ongoing rotation problem.

3 Solution of the Stochastic Optimal Rotation
Problem with Amenity Valuation

In this section we solve the optimal ongoing rotations problem with amenity valuation
with our general framework and characterize its properties. To do that we follow the
approach introduced in Alvarez 2001b, 2001c. The key idea is to derive an associated
functional from which the optimal rotation threshold and its value can be explicitly
solved in term of exogenous variables by relying solely on standard non-linear program-
ming techniques. More precisely, we proceed as follows: First we define the auxiliary
Markovian functional, i.e. the value accrued from exercising the irreversible rotation
policy at a given predetermined threshold, and show how it can be expressed in terms
of the fundamental solutions 1(z) and ¢(z) presented in Section 2. Using this auxiliary
Markovian functional, we show how the optimal rotation problem can be expressed as
an ordinary non-linear programming problem. Second, we present a set of sufficient
conditions under which a unique optimal threshold exists and under which the associ-
ated Markovian functional constitutes the value of optimal rotation problem. Third, we
present a set of plausible sufficient conditions under which the cumulative present value
from amenity services is concave in terms of current state and negatively related to
increasing volatility of the system. We also state sufficient conditions for the negative
relationship between volatility and the value of the optimal rotation policy. Finally,
we characterize under certain set of conditions how the properties of both the expected
cumulative present value of the revenues accrued form amenity services and its marginal
value depend on the nature of the amenity valuation function and what is the impact
of volatility on these concepts.

In order to accomplish these tasks, we define for y € (zg,00) the Markovian func-
tional F': Ry +— R recursively as

F(a) = By | (F(ao) + X», — ) + /0 " e_rsﬂ(Xs)ds] , (3.1)
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where 7, = inf{t > 0: X; > y}. Thus, F(z) can be interpreted as the value accrued from
exercising the irreversible rotation policy at a given potentially suboptimal threshold .
After the rotation opportunity has been exercised, the diffusion X; is instantaneously
driven to the state xg at which it is restarted through replantation. It is clear, and
important to point out, that although the controlled process is not a diffusion because
of the jumps created by the lump-sum harvesting strategy, the process X; behaves like a
diffusion between consecutive harvesting dates and, therefore, the standard techniques
apply within a rotation cycle.
Since the expected present value of the timber revenues satisfies the equation

B [ (X, — ] o= By [ e uX,) (X, s
we find that F'(x) can be rewritten as
_ JF(zo) tz—c x>y
Fo = {(ac =)+ (RO)(@) + (Flao) — (ROW)LD w<y, 32)

where ¢ (z) denotes the increasing fundamental solution defined in the previous section
2. Noticing that F'(z) is continuous for any possible choice of y € (zg, 00) means that
the auxiliary Markovian functional F'(x) satisfies the value-matching condition for any
admissible harvesting threshold. It is now clear from (3.2) that letting = tend to xg
yields after a simple algebraic manipulation

P(y) (o — ¢ + (Rrb)(20)) — P(w0) (1r0)(y)
¥(y) — ¥(zo) '

F(xo) = (3.3)

This can be rewritten as

Eqo [e7™ (X7, —¢) + [5¥ e " m(X,)ds]

Fleo) = L= Eqqfe"7] ’

which describes the expected cumulative present value of future harvests and amenity
services accrued over a rotation cycle terminated whenever X; becomes greater than y.
Inserting (3.3) into (3.2) then finally yields

Flz) = {(560 —¢)+ (R0)(x0) +u(y)v(xg) +x—c >y (3.4)
(x =) + (Ry0)(2) + u(y)y(z) r <y
where
u(y) _ xTog— C+ (RTH)(.%'Q) — (R,ﬂ)(y) ‘ (3'5)

Y(y) — Y(zo)

It is worth observing that the continuity of the functional (R,0)(z), the monotonicity
of the increasing fundamental solution ¥ (x), and our assumption xg < ¢ imply that

lim u(x) = —oco and lim u(z) = 0o
xlxo zTxo



which demonstrates that u(z) is discontinuous at the restarting state xg. Given the
auxiliary mapping u(y), consider now the following ordinary non-linear programming
problem

u@*)= swp uly) (3.6)
yE[Io,OO)

where 27 = argmaxye[xo,w){u(y)}, and define the functional F*(x) as
ey = @0 =)+ B (w0) + uelan) +a—c @2 a” -
(= ¢) + (R0)(x) + u(z*)(z) s < gt

It is now clear that F™*(x) represents the value of the stationary Faustmannian rotation
policy with amenity valuation which can be described as follows: there is a state x* €
(zp,00) at which the controlled diffusion modelling the value of the forest stand is
instantaneously driven to the state g € Ry where it is immediately restarted. Hence,
given the definition of the functional F*(z) and the admissibility but the (potential)
sub-optimality of the implemented policy, we find that V(z) > F*(z) for all z € R,.
Therefore, for the verification of the optimality of the proposed policy and its value it
is sufficient to establish conditions under which V(z) < F*(x).

Given the continuous differentiability of u(y) on Ry\{zo}, it is now clear that if
an interior optimal threshold z* € (z¢,00) locally maximizing u(y) exists, then we
necessarily have u'(xz*) = 0 implying that

o (R
u(z*) = () (3.8)

Now we can show the following

Lemma 3.1. Assume that an optimal threshold x* maximizing u(y) on the set (zq,o0)
exists. Then, F*(x) is continuously differentiable on Ry and twice continuously differ-
entiable on Ry\{z*}. Moreover, F*(x) satisfies the boundary value problem

1
502(x)F*"(x) + (@) F* (x) —rF*(z) + 7(x) =0 =z € (0,2%) (3.9)
F*(z*) = a* — ¢+ F*(x0), F*(2*)=1.

Proof. See Appendix A. O

Lemma 3.1 establishes that whenever the mapping u(z) attains a unique maximum
on (z9,00), the (potentially suboptimal) value F*(z) is stochastically of class C?(R)
(see Brekke and Oksendal 1994, 1996 for a precise definition) and satisfies on (0,z*)
the ordinary second order differential equation ((A — r)F*)(z) + 7(z) = 0 subject to
both the standard value-matching condition F*(x) = x* — ¢ + F*(xg) (i.e. continuity
across the exercise boundary) and the smooth fit principle F*'(x*) =1 (i.e. continuous
differentiability across the exercise boundary). It is worth pointing out that the proof
of Lemma 3.1 actually establishes that the value function (3.4) is differentiable on its
domain Ry only if the threshold y satisfies the ordinary first order condition (3.8), that
is, only if the exercise threshold y is such that it maximizes the auziliary mapping u(x).
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Given the findings of Lemma 3.1, let us now consider the behavior of the mapping
u/(z) more thoroughly in order to derive globally valid sufficient conditions guaranteeing
both the existence and uniqueness of an optimal threshold z* at which the irreversible
harvesting opportunity should be exercised. Ordinary differentiation now yields after a
simple algebraic simplification that u'(z) = ¢/ (x)v(z)/(¢(x) — ¥ (z0))?, where

v(x) = (R0)(x) — (¥(2) — (x0)) I (x) — (R,0)(x0) + ¢ — 0, (3.10)

and the mapping I : R} +— R is defined as I(z) = (R,0) (x)/¢'(z). It is now clear that
(3.10) can also be rewritten as

v(z) = J(x) — J(w0) + P (x0)(I(z) — I(20)) + (c — 20), (3.11)
where J(z) = (Ry0)(z) — I(z)(x). We can now prove the following

Lemma 3.2. Assume that limg o 0(x) > 0 > lim,_.o 0(z), and that there is a threshold
z = argmax{0(z)} € Ry such that 0(x) is increasing on (0,Z) and decreasing on (T, o).
Then, there is a unique threshold & = argmin{l(z)} = argmax{J(x)} satisfying the first
order condition

Y,
0'(y)dy = 0.
o S'(y) )y
In particular, & € (£,071(0)) and J'(x) = —(z)I'(x) % 0 when x § .
Proof. See Appendix B. O

Lemma 3.2 states a set of typically satisfied conditions under which the auxiliary
mapping I(z) attains a unique global minimum so that J(x) attains a unique global
maximum on R;. Given the results of Lemma 3.2 and equation (3.10) we can now
establish the following key result needed in the subsequent verification of the optimality
of the proposed harvesting policy.

Lemma 3.3. Assume that the conditions of Lemma 3.2 are met and that xo < .
Then, there is a unique exercise threshold x* = argmax{u(z)} > & satisfying the first
order necessary condition (3.8), and F*(x) satisfies the boundary value problem (3.9).
Moreover, (A—r)F*)(x) + m(z) <0 on (z*,00).

Proof. See Appendix C. O

Lemma 3.3 states a set of very general and, thus, typically satisfied conditions under
which a unique optimal exercise threshold z* maximizing the value of u(z) exists and
under which the Markovian functional F*(z) is r-superharmonic for the controlled pro-
cess X (cf. Oksendal 1998, chapter 10). But unfortunately, this is not yet sufficient for
establishing that F*(x) would coincide with the value of the optimal harvesting policy
and, therefore, more analysis is needed. Our first set of general sufficient conditions
under which we always have this equality (i.e. V(z) = F*(x)) are now summarized in
the following

Theorem 3.4. Assume that the conditions of Lemma 3.2 are met, that xg < &, and that
F*(z) > (x—c)+ F*(x0) on (0,z9). Then, F*(x) = V(z) and the optimal rotation policy
is described as follows. If x > x*, then 1 =0, (1 = z—x¢, Tip1 = inf{t > 7, : X} > z*},
and (i1 = x* — g, i > 1. If x < x*, then 741 = inf{t > 7, : X} > 2*} (00 =0) and
Civ1 = x* — xq, for alli > 0.



Proof. See Appendix D. O

Theorem 3.4 states a set of sufficient conditions under which the associated Marko-
vian functional F*(z) constitutes the value of the optimal rotation problem (2.3) and
under which the optimal rotation threshold is z*. Next we characterize the properties
of the present value of amenity services in

Theorem 3.5. Assume that the mappings p(x),o(x) are continuously differentiable
with Lipschitz-continuous derivatives, o' (x) satisfies the standard Novikov-condition

E, [exp (% /Ot 0’2(Xs)ds>] < oo, (tz)eR2,

the drift u(x) is concave, and the flow of revenues m(x) is non-decreasing and con-
cave. Then, the expected cumulative present value accrued from amenity services is
non-decreasing and concave, that is, (Rym)' () > 0 and (Rym)"(xz) < 0 for all x € Ry
and increased volatility decreases the expected cumulative present value (R,m)(x). More-
over, the expected value of timber revenues over a single rotation cycle of length t

u(t,x) = Byle ™ (X — ¢)]

is increasing and concave in x, that is, u,(t,x) > 0 and uz,(t,2) <0 for all (t,z) € Ri,
and the mapping

u(t,z) = E, [e_rt(Xt —o)+ /0 t e_TSW(XS)ds}

is increasing and concave in x, that is, vy(t,z) > 0 and ve,(t,z) <0 for all (t,z) € R%.
Finally, increased volatility decreases both u(t,x) and v(t,x).

Proof. See Appendix E. O

According to Theorem 3.5 under a set of typically satisfied conditions the expected
cumulative present value of the revenues accrued from amenity services is concave as a
function of the current state x and that the sign of the relationship between volatility
and (R,m)(z) is unambiguously negative. Moreover, we also find that the expected
revenues accrued over a single rotation cycle are concave as a function of the current
state z and, therefore, negatively dependent on the volatility of the process X;.

The precise nature of the amenity valuation function — which turns out to be impor-
tant later on — depends on the nature of amenity services like timber and deer, timber
and water, wild life diversity and visual aesthetics which might differ depending on the
specific situation (see e.g. Calish et. al 1978)). Therefore, we next characterize under
certain set of conditions how the properties of both the expected cumulative value and
the expected marginal cumulative value, accrued from amenity services, depend on the
precise nature of the monetary valuation of amenities. Moreover, and importantly, we
also demonstrate the impact of increased volatility on these factors. First, we present
the following

Theorem 3.6. Assume that o(z) = ox, where o > 0 is a known constant, and that
the mapping p(x) is concave and continuously differentiable with Lipschitz-continuous
derivatives. Assume also that p'(x) is convex, that the flow of revenues ww(x) is non-
increasing and convez, and that 7'(z) is concave. Then,

9



(i) the expected cumulative present value accrued from amenity services (R,m)(x) is
non-increasing and convex, and increased volatility increases its value (R,m)(x),

(ii) the marginal expected cumulative present value accrued from amenity services
(R,m)'(x) is non-decreasing and concave, and increased volatility decreases its
value. Moreover, increased volatility decreases the value (R,m)(x) — (R,m)(x0)
for all x € [z, 00).

Proof. See Appendix F. O

Theorem 3.6 states a set of conditions under which increased volatility unambigu-
ously increases the expected cumulative present value of the returns accrued from
amenity services but simultaneously decreases its marginal value. This result is of
interest since it demonstrates that even when the sign of the relationship between in-
creased volatility and the expected cumulative revenues may be positive, the impact
on the difference (R,7)(z) — (R,7)(z¢) determining the nature of the optimal ongoing
rotation policy, may be negative. Thus, the properties of the optimal ongoing rotation
policy may be opposite to the ones of an optimal single rotation strategy. This result
emphasizes the impact of the sequentiality of the ongoing rotation policies on their com-
parative static properties. Since the opportunity to harvest later in the future is lost
in the single rotation case immediately after the irreversible decision has been made,
the decision maker cannot pursue a policy where the value process would be sustained
at a level where the flow of returns accrued from amenity services is high. Since the
decision maker can, however, implement such a policy in the ongoing rotation case, we
immediately observe that the impact of increased volatility on the optimal policy is very
different in cases where volatility affects the expected cumulative present value of the
returns accrued from amenity services in an opposite way it affects its marginal value.
A second associated result is now established in the following

Theorem 3.7. Assume that o(z) = ox, where o > 0 is a known constant, and that
the mapping p(x) is concave and continuously differentiable with Lipschitz-continuous
derivatives. Assume also that p'(x) is convex, that the flow of revenues ww(x) is non-
decreasing and concave, and that 7' (x) is convex. Then,

(i) the expected cumulative present value accrued from amenity services (R,m)(x) is
non-decreasing and concave, and increased volatility decreases its value (R,m)(x),

(ii) the marginal expected cumulative present value accrued from amenity services
(R,m) (x) is non-increasing and convex, and increased volatility increases its value.
Moreover, increased volatility increases the value (Rym)(x) — (Rym)(zg) for all
T € [x0,00).

Proof. The proof is analogous with the proof of Theorem 3.6. O

In contrast to Theorem 3.6, Theorem 3.7 states a set of conditions under which
increased volatility unambiguously decreases the expected cumulative present value of
the returns accrued from amenity services but simultaneously increases its marginal
value. The interpretation of this result is analogous to Theorem 3.6. Finally, in the
ongoing rotation framework with amenity valuation we show the following.

10



Theorem 3.8. If the value function F(x) is concave, then increased volatility decreases
the value of the optimal rotation policy.

Proof. See Appendix G. O

Notice, however, that Theorem 3.8 does not characterize the relationship between
volatility and the optimal rotation threshold z*. As we will see in an explicit example
later, the relationship between volatility and the optimal rotation threshold =* depends
heavily on nature of the amenity valuation function and the boundary behavior of the
diffusion process modelling the value of the forest stand.

4 Wicksellian stochastic single rotation problem
with amenity valuation

The analysis of the previous section has been devoted to the Faustmannian ongoing
rotation problem with amenity valuation. A closely related problem arising in the liter-
ature of optimal forest rotation is the so-called Wicksellian single rotation problem.

In this section we explicitly characterize in the presence of amenity valuation an
associated Wicksellian single rotation problem in terms of optimal exercise threshold,
optimal rotation date and the resulting value function and compare the value function
with the one from the Faustmannian ongoing rotation problem. The objective of the
forest owner is now to determine the rotation date 7 for which the maximum

T

V(2) = sup B, [e—wxf o+ |

T<00 0

e_TSW(Xs)ds} (4.1)

is attained. The strong Markov property of diffusions now implies that problem (4.1)
can be re-expressed as

V(z) = (Rym)(z) + sup E le™"(X; —c— (R,ym)(X})))].

T<00

This demonstrates how the value of the optimal policy can be decomposed into the
returns accrued from keeping the forest unharvested (the monetary value of the return
accrued from amenity services) and the expected returns accrued from exercising the
harvesting opportunity later in the future. Our main result on this problem is summa-
rized in the following

Theorem 4.1. Assume that the mapping 6(x) = w(z) 4+ p(x) — r(x — ¢), measuring the
expected growth rate of the total value of a forest stand, satisfies the condition 0(x) % 0

for x § 7, where y € Ry is a known threshold. Then, there is a unique optimal exercise

threshold x3;, = argmax{%} = argmin{%} satisfying the ordinary

first order necessary condition

/OCCW P(y)0(y)m' (y)dy = 0.
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Moreover, 1, = inf{t > 0 : X(t) > x}},} is the optimal rotation date and the value
function reads as

V() x —c, T > Ty, (4.2)
x) = . 8 .

z—c+ (R0)(z) — (R,,H)(a:’ﬁv)ﬁég), T <zl
Proof. The alleged result follows directly from part (A) of Theorem 4 in Alvarez 2001d.
O

Theorem 4.1 states a set of sufficient conditions under which the Wicksellian single
rotation problem can be solved explicitly. It is worth emphasizing that the conditions
of Theorem 4.1 are significantly weaker than the conditions of Theorem 3.4 for the
Faustmannian problem. Unfortunately, it is not easy (if possible at all) to extend the
results of Theorem 4.1 to the ongoing rotation case, although we know that these values
are closely related to each other. An important consequence of our Theorem 3.4 is now
presented in the following

Corollary 4.2. Assume that the conditions of Theorem 3.4 are met. Then, V(x) >
V(x) for all x € R

Proof. See Appendix H. O

Corollary 4.2 proves that the value of the Faustmannian ongoing rotation problem
dominates the value of the Wicksellian single rotation problem in the presence of amenity
valuation as well.

5 Some Numerical Illustrations

After having characterized the value of both the Faustmannian ongoing rotation prob-
lem and the Wicksellian single rotation problem in the presence of amenity valuation, we
now explicitly illustrate our results both in deterministic and stochastic models based
on a logistic growth of the forest value. More precisely, we focus the role of amenity
valuation function, interest rate and growth and volatility of forest value under much
more general assumptions than in the earlier literature about the relationship between
the forest value and the monetary value of amenity services.

5.1 Deterministic Logistic Growth

We now assume that the dynamics of the controlled process modelling the value of the
forest stand read as

X, =puX;(1—~Xy), Xo=mux, (5.1)
where 1 denoting the intrinsic growth rate at low densities and ! denoting the carrying

capacity of the value of the forest stand are exogenously given constants. The amenity
revenues are, in turn, assumed to be of the form 7(x) = az®, where a > 0 and b € R are

12



exogenously given constants. Consequently, the auxiliary mapping 6(x), characterized
in section 2, now reads as

0(z) = az® + px(l — yz) — r(z — c).

Our assumptions imply that the mapping 6(z) is strictly concave and attains a unique
maximum at the point & satisfying the ordinary first order necessary condition

abZ’ ™t + p—r = 2uyz.

It is now a simple exercise in ordinary analysis to establish that for any f € C,((0,1/7])
(Cp(A) denotes the collection of continuous and bounded mappings on A) and x €
(0,1/7) we have that

/i pl/)y
en =1 () [Ty

Thus, the cumulative present value of the future revenues accrued from amenity services
can be expressed as

r/n 1)y
a x e — —
(Bem)(x) = (1_%6) / yP TN = )y,

For example, if r = 4 and b # 1 then

v =2 (12 ) g - (5.2

It is now clear that in the present case, the associated Wicksellian rotation problem
reads as

t t
V(x) = sup {/ e "aXlds + e (X — c)] =(r—c)+ sup/ e "°0(Xs)ds.

>0 [Jo t>0 Jo
Since the conditions of our Theorem 4.1 are now satisfied, we find that the optimal
(Wicksell) threshold zj;, at which the forest should optimally be rotated constitutes
the unique interior root of the ordinary first order condition 6(xj;,) = 0, that is, of the
condition

axly” + paiy (1 = yafy) = r(wiy — o). (5.3)

On the other hand, the optimal (Faustmann) threshold z* is the unique interior root of
the ordinary first order condition

z* e * _ Lo /e * *
(+52) b =] = (2 0 - (w06 (60

Unfortunately, solving the optimal thresholds z7j;, and z* explicitly from these optimality
conditions is typically impossible. Therefore, we illustrate numerically our results in the
following under the assumptions that a = 1%, p=1r = 4%, v =0.2, ¢ =2, and 2o = 1.
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b —-1.1]-05] 0.5 | 1.1

x* 2.93 | 2.95 | 3.10 | 3.40

iy 3.22 | 3.27 | 3.51 | 3.96

xy —x* | 0.29 | 0.32 | 0.41 | 0.56
Table 1

The results of Table 1 can be characterized as follows. First, the Faustmannian threshold
value, x*, falls short of the Wicksellian one, xj;,, independent of the precise specifica-
tion of the amenity valuation function m(z). This is natural because it means that the
optimal rotation age in the Faustmann case is shorter than in the Wicksell case for nat-
ural reasons, elaborated in the literature. Second, the threshold difference will increase,
when the marginal amenity valuation of the forest stand becomes higher. This is sim-
ply because an increasing amenity valuation of the forest stand lengthens the optimal
threshold more in the Faustmannian case than in the Wicksellian case.

Next, we illustrate numerically our results in the case when a = 1%, pu = r = 8%,
v=0.2, ¢c=2, and ¢ = 1.

b -1.11-05] 05 | 1.1

x* 2.96 | 2.98 | 3.05] 3.18

iy 3.19 | 3.22 | 3.34 | 3.54

xy —x* | 0.23 1 0.24 [ 0.29 | 0.35
Table 2

The numerics of Table 2 provide an answer to the following question: What is the
relationship between the Faustmannian and Wicksellian rotation thresholds when the
interest rate (= the opportunity cost of not harvesting) will be higher than in Table
1. Naturally, the result presented earlier holds; there is still a difference, but a smaller
one, i.e. in the case of higher interest rate, the difference between the thresholds x* and
3y, will be smaller.

In order to illustrate the role of the flow of returns accrued from amenity services,
measured by parameter a, we illustrate in Table 3 the optimal policies in the case when
a=5%, u=r=4%,v=0.2,c=2, and 29 = 1.

b —-1.1|-05]| 05 | 0.8 | 1.1

z* 2.65 | 2.77 | 3.57|4.46 | 5

xyy 3.41 | 3.64 | 488 | 5 5

oy — 2 0.76 | 0.87 | 1.31 [ 0.54| 0
Table 3

A higher flow of returns increases the difference between the threshold values if the
elasticity of the cash flow accrued from amenity services, measured by parameter b, is
low enough. But when the elasticity increases then the difference between the threshold
values starts to decrease and finally we end up with a corner solution in both cases. In
fact, a sufficiently high increase in the elasticity shifts the optimal thresholds towards
the carrying capacity of the value of the forest stand v~! thus implying that harvesting
is never optimal independent of the time horizon as the monetary value of amenity
services dominates the returns from harvesting at all states.
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5.2 Stochastic Logistic Growth

In order to consider the impact of stochastic fluctuations of the value of the forest stand
on the optimal rotation policy and its value, we now assume that the controlled diffusion
evolves according to a stochastic logistic growth model described by the stochastic
differential equation

dX; = ,LLXt(l — ’)/Xt)dt + o Xy dWy, Xg==x, (55)

where pu,~, and o are exogenously given positive constants. In order to get an explicit
solution, we also assume that 7(z) = 7/x. Applying now It&’s theorem to the mapping
Y: = 1/X; yields

1
Yy = (y = (n = 0*)Yy)dt = oYidWy, Yo = —.

Consequently, we find that

1 Wy (-0t |1 %l
E.|—| = (n—o®)t | 2 _
m[Xt] M—U2+e LC p—o?

which, provided that the absence of speculative bubbles condition r+u > o2 is satisfied,
implies

_ 7‘T T
(Bym)(2) = (r+p—o?)x * r(r+up—o?)’ (5:6)

It is worth noticing that

I(R,m)(z) T AT 20
T:[;—i_ r }(T+M—02)2>0 (57)
and
I(R,m) (x) _ .z 20 <o (5.8)

oo ?(7’4—/1—02)2

This means, as was proved in Theorem 3.6, that increased volatility increases the ex-
pected cumulative present value of the returns accrued from amenity services, but simul-
taneously decreases its marginal value. Moreover, in line with the findings of Theorem
3.6 we also find that increased volatility decreases the difference (R, 7)(z) — (R,m)(x0)
and, therefore, increases the incentives to harvest.

It is clear from the analysis above that the auxiliary mapping u(x) now reads as

(r4+p —o¥)zox(zr —c) + 7z — 20)
(r+ p— o?)woz(1h(x) — (x0))

where (z) = x°M (5,26 + 3—‘2‘,2;—27@, §=4%—-45+4/(3—%)>+2%, and M is the

u(z) = (5.9)

o2
confluent hypergeometric function (cf. Alvarez and Shepp 1998 and Willasen 1998). In
this example, the optimal Wicksellian threshold xj; is the threshold maximizing the
functional
r(r+pu—o®)x(x —c) — r7 + pyTx

uw (x) = 5.10
w(@) r(r+p— o) M (6,26 + 24, 2 1) (5.10)

o2
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The optimal rotation threshold x* and the Wicksellian threshold xj;, are illustrated as
functions of the volatility coefficient ¢ in the following table in the case when v = 0.2,
r=pu=4%,c=2,7=1and o = 1.

o 0.05| 0.1 | 0.15 | 0.2 | 0.25
x* 1.33 1132 1.29 | 1.23 | 1.15
y 7.06 | 8.29 | 10.05 | 13.02 | 21.56
iy — x| 5.736.97| 8.76 | 11.79 | 20.41

Table 4

According to the findings presented in Table 4, higher volatility increases the Wick-
sellian threshold while, interestingly, decreases the Faustmannian threshold. This can
be interpreted as follows. As we established in (5.7) increased volatility increases the
expected cumulative revenues accrued from amenity services and, therefore, increases
the incentives to postpone the harvesting decision in the Wicksellian case. In contrast,
in (5.8) we found that increased volatility decreases the marginal value of the expected
cumulative revenues accrued from amenity services and, therefore, increases the incen-
tives to harvest by decreasing the expected marginal returns associated to the amenity
services. We would like to point out that this new finding is the main qualitative dif-
ference between the Wicksellian and Faustmannian rotation policies in the presence of
amenity services showing that the precise nature of the monetary value of amenities has
an important qualitative effect as well.

6 Concluding Remarks

This paper has provided a new and more general approach to study the optimal rotation
policy with amenity valuation under uncertainty when the underlying dynamics of the
forest value is described by a linear and time homogenous diffusion process. In the
small existing literature the authors have assumed different stochastic formulations
for forest values and amenity values without an explicit justification. We have first
postulated stochastic forest value and assumed that monetary value of amenities is a
continuous and non-negative function of the forest value thus emphasizing the trade-off
between timber revenues and amenity values. Second, and importantly, instead of using
dynamic programming, we have derived an associated functional form from which the
optimal rotation threshold and its value can be explicitly solved in terms of exogenous
parameters by solely relying on ordinary non-linear programming techniques. Third,
we have characterized under certain set of conditions how the properties of both the
expected cumulative present value and the expected marginal cumulative present value,
accrued form amenity services, depend on the precise nature of the amenity valuation
function and how the volatility of the forest value affects these concepts. Finally, we
have illustrated our results numerically both in deterministic and stochastic models
based on logistic growth with the emphasis on the role of the properties of amenity
valuation function, interest rate and both the growth and volatility of forest value for
the determination of Wicksellian and Faustmanian thresholds.

According to our numerical results the difference between the Wicksellian and the
Faustmanian threshold values is positively related to the flow of returns provided that
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the elasticity of the cash flow accrued from amenity services is low enough. When
the elasticity increases sufficiently, then the difference between the thresholds decreases
and finally ends up to a corner solution in both cases. Under certain specification of
the amenity valuation function and the nature of the growth rate of the forest value, a
higher volatility was shown to increase the Wicksellian threshold while it simultaneously
decreases the Faustmannian threshold. This is because increased volatility increases the
expected cumulative revenues accrued from amenity services and, therefore, increases
the incentives to postpone the harvesting decision in the Wicksellian case while de-
creases the marginal value of the expected cumulative revenues accrued from amenity
services, which is relevant for the Faustmannian threshold and, therefore, decreases the
incentives to postpone the harvesting decision in the Faustmannian case.
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A  Proof of Lemma 3.1

Proof. 1t is clear from the definition (3.7) that F'*(z) is twice continuously differentiable
on Ry \{z*}. Thus, it is sufficient to consider the behavior of F*(z) and F*'(z) on the
exercise boundary z*. The continuity of F*(x) is a direct consequence of the continuity
of F(z) for any admissible harvesting threshold y. Standard differentiation now yields

that
P (z) = 1 x>zt
{1 + (R0) (z) + u(x*)Y () =<z’

(z
Letting z T 2* and invoking the necessary condition (3.8) then proves that F*(z) is con-
tinuously differentiable on R, . Finally, since (R,0)(z) = (R,m)(x) + (R,p)(z) satisfies
the ordinary differential equation ((A —r)(R,0))(x)+ 6(z) = 0, we find that F*(z) is a
solution of the boundary value problem (3.9), thus completing the proof. O

B Proof of Lemma 3.2

Proof. Since J'(x) = —(x)I'(x) and the increasing fundamental solution () is posi-
tive, we find that J(z) is increasing on the set where I(z) is decreasing and vice versa so
that it is enough to establish the alleged result only for one of these mappings. Consider
now the mapping I(x). Since ((A —7)(R,0))(x) +60(x) =0 and ((A—7r)y)(z) =0, we
find by ordinary differentiation of I(z) that

1) = o [ [ st )y - o)

However, since 0 was assumed to be unattainable, we know that (cf. Borodin and
Salminen 1996, p. 18)
Y'(x) * /
w ", rem

implying that I’(x) can be rewritten as

1) = s [ w6~ sty s = -2 [y

Define now the functional G : Ry — R as

/¢ (y)dy — O(x )g;g;

It is now clear that our monotonicity assumptions on the mapping 0(x) imply that the
equation §(x) = 0 has a unique root §~1(0) > & and that 6(x) > 0 on x € (0,071(0)).
Thus, hmxw G(.Z‘) <0

s
—~
8

and



These findings prove that equation G(z) = 0 has a root & € (Z,0~%(0)) and, therefore,

that e
v 77[/ Y)
0" (y)dy = 0.
o S'(y) (w)dy

However, since G(x) is increasing (decreasing) on the set where 6(z) is decreasing (in-
creasing) we find that this root is indeed unique and that G(z) = 0 when z = & (cf.
Alvarez 2001a). Consequently, we find that & = argmin{I(z)} = argmax{J(x)} and
our proof is complete. O

C Proof of Lemma 3.3

Proof. Utilizing (3.10) gives

V() = —((z) = (@) I (2).

Therefore, Lemma 3.2 and the monotonicity of the increasing fundamental solution ¢ (x)
imply that v(z) is decreasing on (0, x0) U (Z,00) and increasing on (xg,Z). However,
since v(zg) = (¢ — xo) > 0 we find that v(z) > 0 on (0,2). Hence, if equation v(z) =0
has a root, it must be on (Z,00). Assume now that = > 2. Then it is a simple exercise
in ordinary analysis to establish that

v(z) = v(i‘)+(1(50)—I(ﬂf))(%b(i)—¢(wo))+/mw'(y)(1(y)—I(:E))dy
= (@) + ((2) = 1(2))(¥(2) = P(z0)) + (1(§) = () (¥ (x) — (%)),

where £ € (#,x). Now letting x — oo yields that lim, . v(x) = —oo, since ¥ (zx)
is monotonically increasing and satisfies the condition limy_,o () = co. Thus, the
continuous mapping v(x) changes sign and, therefore, has at least one root x* on the set
(2,00). Since v(x) is monotonic on (&, 00) we find that this root is unique. Moreover,
v(z) % 0 on = 2" proving that 2* = argmax{u(z)}. The result that I'* € C'(Ry)N
C?(Ry\{z*}) and satisfies the boundary value problem (3.9) follows from Lemma 3.1.
It remains to establish that F*(z) satisfies the variational inequality ((A — r)F™)(z) +
m(x) < 0 on (z*,00). To prove that this is indeed the case, we first notice that for all
x € (2*,00) we have

(A=r)F*)(z) + 7(z) = 0(x) — rJ(x0) + rio(xo)(L(z") — I(x0)) + r(c — xp).

Since J(zg) — ¥(xo)(L(z*) — I(x0)) — (¢ — z9) = J(«*) (follows from the optimality
condition v(z*) = 0), we find that for all z € (2*, 00) we have ((A —7)F*)(z) +7(z) =
0(z) — rJ(x*). However, since

o L[EO@] 2
100~ 3 [ | = e e -0,

T dz
we find by invoking the monotonicity of the mappings I(z) and J(z) on (z*,00) that
(A=r)F*)(z) + m(z) < r(J(z) — J(z*)) < 0, thus completing the proof of Lemma
3.3. O

21



D Proof of Theorem 3.4

Proof. As was established in Lemma 3.3, given the conditions of our theorem, the
value F*(x) is stochastically of class C? and satisfies the variational inequality ((A —
r)F*)(xz) + n(xz) = 0 on Ry. Similarly, since the state-space of X/ is bounded under
the proposed policy, we find that

lim Ey[e " O p (XY )] =0

t—o00

tATY

for all z € R;. Consider now the mapping A : Ry +— R defined as

* —m—c—*x:o x> x*
A=) = e = ) {w(x)—w<xo>>[u<x*>—u<x>1 e<ar OV

It is clear from this expression that A(x) > 0 as long as x > z¢. Thus, our assumption
F*(x) > (x —c¢)+ F*(x0) on (0, x¢) guarantees that F*(x) > (x —c)+ F*(xp) is satisfied
on the entire R4. Thus, we find that the proposed value function satisfies the conditions
of part (a) of Theorem 2.1 in @ksendal 1999 and, therefore, that V(z) < F*(x) for all
x € R, thus completing the proof. O

E Proof of Theorem 3.5

Proof. Assume that our conditions are satisfied and denote as X[ the (flow of the)
solution of the stochastic differential equation

¢ t
X! = :U+/ M(Xf)ds—l—/ o(XE)dWs.
0 0

Given our smoothness-assumptions on the drift pu(x) and the infinitesimal diffusion
Xy

coefficient o(x) imply that the process Y, = 5. constitutes the strong solution of the
stochastic differential equation (cf. @Pksendal, 1998, pp. 66-70)

t t
vi—ie [weeviass [oacviaw,
0 0

and can, therefore, be expressed as

t
Y = exp (/ u’(XZ)dS) My,
0

where . .
1
M, = exp ( / o' (XE)AW. — 5 / 0’2(X§)ds>
0 0

is a positive martingale. Consequently, the assumed concavity of the drift u(x), the
positivity of the martingale M;, and the monotonicity of the solution X} as a function
of the initial state x then imply that X[ is concave in terms of x. Define the convex
combination & as & = A\x + (1 — \)y, where z,y € Ry and A € [0,1]. The concavity of
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X/ as a function of x and the monotonicity and concavity of the mapping 7(x) imply
that

T(X7) 2 m(AXY + (1= N)XY) 2 Mr(XF) + (1= Nm (X))

which finally proves the alleged concavity of the expected cumulative present value
(Rym)(z). The linearity of the payoff # — ¢ implies that u(t,x) is non-decreasing and
concave as a function of x. The monotonicity and concavity of v(¢,x) as a function of
the current state x follows then from the analogous properties for (R, 7)(x) and u(t, x).

It remains to establish that increased volatility decreases these values. To accomplish
this task, denote now the expected cumulative present value of the revenue flow 7(z)

in the presence of the more volatile process as (R,7)(x) and the differential operator
associated to the more volatile process, X;, as

d? d

A= 152() +p(z) o

2 dx?

Since (R,7)(z) satisfies the ordinary second order differential equation
%02(9«“)(&#)”(93) + (@) (Rym) () — r(Rym)(2) + m(z) = 0,
we find by the concavity of (R,m)(z) that
(A(Rym))(z) = r(R,m)(2) + m(x) = %(62(37) — 0*(2))(Rym)"(z) <0,

Consequently, we have

Th _ 5 B

0<E; [e_TT" (Rem)(X7,)| = (Rem)(z) + Em/o e "[(A(Rym))(Xs) — r(Rem)(Xs)]ds
T R

< (Rym)(x) — Ew/o e "m(Xs)ds,

where T,, = n Ainf{t > 0 : X, ¢ (n~1,n)}, n € N, is an almost surely finite stopping
time. Letting n — oo and invoking monotone convergence then implies that (R, 7)(x) >
(R,m)(x), so that increased volatility decreases the expected cumulative present value
accrued from amenity services. To establish that increased volatility decreases u(t,x)
we first denote as @(t,x) the value in the presence of the more volatile process X, Tt
is now a direct consequence of the Feynman-Kaé-theorem that u(¢, z) is the solution of

the boundary value problem (cf. @ksendal 1998, p. 135)

(Au)(t,z) —ru(t,x) = %(t,x), (t,r) € R%,

u(0,z) = x—¢, x€Ry.

The concavity of u(t,z) now implies that
1
(Au)(t, ) = ru(t,z) — ui(t,z) = £ (6%(@) = 0%(2))uaa(t, 2) <0,
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Applying Itd’s theorem on the functional e™"Su(t — s, X s) and invoking the boundary
condition u(0,z) = = — ¢ then yields

Ele(X;—c)] = u(t,z)+ E/O e <(“Zt“)(t =5, Xo) —ru(t — 5, Xo) —us(t - Sj(s)) ds
< u(t,r) =Ele (X, — ¢)],

proving the alleged negativity of the sign of the relationship between volatility and
u(t,z). Proving that increased volatility decreases v(t,x) is analogous. O

F Proof of Theorem 3.6

Proof. Under the assumptions of our theorem the stochastic differential equation de-
scribing the dynamics of the value of a forest stand read as

dX! = p(X7)dt + o XFdWe, XG5 =z (F.1)
Multiplying this equation with the (integrating) factor Y; = e30°t=oW implies that
(F.1) can be re-expressed as

t
YtXt"”:x—i-/ You(X9)ds, Xo=u=z.
0

Standard differentiation then yields that

OXE _ Jw(xoyds
Oz ’

where M; = Y;l = e 207t Wt jg 5 positive exponential martingale. Combining this
result with the concavity of the drift implies that X} is increasing and concave as a
mapping of its initial state z. Hence, the assumed monotonicity and convexity properties
of the revenue flow 7(x) imply that 7(X}) is decreasing and convex as a function of the
initial state = and that (R,7)(x) is decreasing and convex as a function of the initial
state x as well. The positivity of the sign of the relationship between increased volatility
and the expected cumulative present value, accrued from amenity services, can now be
established by relying on analogous arguments with the ones presented in the proof of
Theorem 3.5.

Consider now the marginal expected cumulative revenues accrued from amenity
services. Standard differentiation now yields

[ee)
(Rym)(z) = E / e Jo (r=# (XNt (X 2y N s,
0
Defining the equivalent measure Q with the likelihood ratio dQ/dP = M, then implies

that the marginal expected cumulative revenues accrued from amenity services can be
re-expressed as

(R, (2) = E / o IS i (Xt () g,
0
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where X7 evolves under P (by the strong uniqueness of solutions) according to the
dynamics described by the stochastic differential equation
dXT = (W(XF) + o?X5)dt + o XEdW;, X = .

It is now a straightforward consequence of the analysis above that the assumed concav-
ity of the drift u(z) implies that p(x)+ o2z is concave as well and, therefore, that X7 is
increasing and concave as a mapping of its initial state x. This finding together with the
assumed monotonicity and convexity of the factor y/(x) now implies that eJo #(Xe)ds g
decreasing and convex as a function of the initial state . Similarly, the assumed mono-
tonicity and concavity of 7/(z) implies that the factor 7/(X;) is increasing and concave
in z. Combining these two observations then finally imply that the mapping (R, m)’(z)
is non-decreasing and concave in z. The negativity of the sign of the relationship be-
tween increased volatility and the marginal value (R,m)'(z) follows from the proof of
Theorem 3.5. It remains to establish that increased volatility decreases the difference
(Rym)(x) — (Rym)(x0). The fundamental theorem of integral calculus implies that

xT

(Rem) () — (Rym)(o) = / (Rer) (y)dy

Zo

from which the result follows by the negativity of the sign of the relationship between
increased volatility and the marginal value (R,m)’(x). O

G Proof of Theorem 3.8

Proof. Denote as F (z) the value of the optimal rotation policy in the presence of greater
volatility & (z). If F(z) is concave, then

(AF)(z) = rF(z) + (z) < %[52(96) — o (@) F"(x) <0

for all z € R;. Moreover, F(z) satisfies the inequality F(z) > F(xg) + (x — ¢) for
all z € Ry as well and, consequently, satisfies the sufficient variational inequalities
guaranteeing that F(z) > F(z) (cf. Oksendal, 1999). O

H Proof of Corollary 4.2

Proof. As was established in Theorem 3.4, the value V(z) satisfies the inequalities
(A=7r)V)(x)+7(z) < 0and V(z) > (z —c) + V(zg) > (xz —¢) for all z € R,.
Consequently, we find that for any z € R} we have

By fe™ (X, —0)] < Bule"™V(Xo)] = V() + By /0 " e (A = V) (X, )ds
< V@ -E | " eren(X,)ds,

where 7, =n Ainf{t > 0: X; > n} A7, n € N, is an almost surely finite stopping time.
Letting n — oo and invoking Fatou’s theorem and monotone convergence then yields

Viz) > B, [e_”(XT _O+E, /0 ’ e_TSW(XS)ds]
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completing the proof.
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