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Abstract

I show that a new class of presidential policy announcements impacts asset prices, using them to
study the political origins of transition risk. I develop a model in which climate policy, election
outcomes, and asset prices are jointly determined, framing elections as a signaling game between
a household and its government. The household also prices assets, adjusting forecasts of firm
payouts and aggregate output in response to political signals. Empirically, portfolios exposed
to climate policies gain 25 basis points on average in the minutes around these announcements.
Announcement returns are larger under more popular governments, consistent with the model’s

predictions.

JEL Codes: G12, G14, G18, D72, D80, Q58

Keywords: Climate Finance, Asset Pricing, Political Economy

*Acknowledgments: I thank Lubos Pastor (committee chair), Zhiguo He, Elisabeth Kempf, Stefan Nagel and
Pietro Veronesi for serving on my thesis committee and their invaluable guidance. I am grateful for discussions with
many, including Alexandru Barbu (discussant), Jaroslav Borovicka (discussant), Juan Imbet (discussant), Tuomas
Tomunen (dissusant), Thom Covert, Steven Davis, Mihir Gandhi, Mike Golosov, Niels Gormsen, Chris Hansen, Lars
Hansen, Bianca He, Ralph Koijen, Blair Vorsatz, Dacheng Xiu, Eric Zwick and conference participants the Eastern
Finance Association Annual Meeting, Midwest Finance Association Annual Meeting, UChicago Joint Program and
Friends Conference and Dauphine PhD Workshop and seminar participants at Chicago Booth, CU Boulder Leeds,
Maryland Smith, UBC Sauder, Rice Jones, WashU Olin, Cornell Johnson, Ohio State Fischer, HKU Business School
and UIUC Gies for many helpful comments. This research was funded in part by the John and Serena Liew Fellowship
Fund at the Fama-Miller Center for Research in Finance, University of Chicago Booth School of Business. This paper
was previously circulated with the title “Policy Opacity.” During the preparation of this work, the author used Claude
to assist with copyediting, code development, and verifying the mathematical proofs. The author reviewed and edited
the output as needed and takes full responsibility for the content of this article.

TUniversity of Notre Dame, Mendoza School of Business. Email: wcassid2@nd.edu


wcassid2@nd.edu

1 Introduction

Climate change is expected to significantly reshape economic activity (Nordhaus (2018)). Increas-
ingly frequent extreme weather events could lower firm profitability and reduce aggregate output
(Kelly et al. (2021)). Government policies may help mitigate the worst environmental damages but
will inevitably alter the regulatory landscape in which firms operate. Asset prices should account
not only for the potential physical destruction caused by climate change (Barnett et al. (2020)) but
also for the regulatory risks arising from government actions (Barnett (2020); Ilhan et al. (2020);
Bolton and Kacperczyk (2023)).

There is limited extant work that studies how political economy affects the joint determination
of climate policy and asset prices. This study fills that gap in the literature. I uncover a new set
of announcements that matter for asset prices: presidential policy announcements. Using these
announcements as a laboratory, I develop and empirically test a model combining machinery from
political economy and climate finance.

I construct a comprehensive dataset of presidential policy announcements by scraping current
and archived versions of www.whitehouse.gov. Analyzing ultra-high-frequency returns in the min-
utes surrounding these announcements, I demonstrate their significant impact on asset prices. VIX
futures prices generally decline around these events, while assets exposed to political uncertainty
tend to gain value. These announcements occur approximately two out of every three trading
days, often alongside numerous other events, making it challenging to isolate their effects without
utilizing minute-level price variation.

These announcements deliver information that is both relevant to market participants and
not fully anticipated or disseminated in advance. Given their high-profile nature and the lack
of legal restrictions on information leakage, one might expect their content to be entirely priced
into markets beforehand. However, while there is some evidence of pre-announcement leakage,
sufficient new information is revealed during the announcements to systematically influence market
movements.

I use these announcements as a setting to examine how political economy shapes governmental
decision-making and the resulting equilibrium effects on asset prices. To model policymaker deci-
sions, I focus specifically on climate policy. This specialization allows me to develop a model that
is tractable and has empirical bite.

Climate policymakers’ problem is inherently political. When implementing carbon taxes and
other environmental policy instruments, policymakers pay large political costs (Furceri et al.
(2021)). Political constraints will bound the scope and scale of government policy interventions
designed to mitigate the adverse impacts of climate change. Regulatory risk in financial markets
will crucially depend on equilibrium in the political system.

I build a model that combines political agency (Barro (1973), Ferejohn (1986)) with climate
finance. Political agency emphasizes that voters delegate policymaking to elected officials. The
government’s problem is to implement its desired climate policies while remaining in office. Voters

discipline the actions of the policymaker through elections. The relationship between elected officials
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and voters is that of an agent and principal. A drawback of prior work at the intersection of
asset pricing theory and political economy is that it has modeled policymakers’ decision-making as
subject to a reduced form political cost (Pastor and Veronesi (2012)). I contribute to the theoretical
literature of political economy and asset pricing by endogenizing this cost.

In the model, elections are a signaling game. Policy announcements are signals meant to
convince voters to re-elect the policymaker. The crux of the model is that investors understand the
game being played between voters and the government. Investors use the information embedded
in policy announcements to forecast future output and cash flows.

The theoretical framework places political agency at the center of climate transition risk. If pol-
icymakers solely aimed to maximize voter welfare, investors would face no uncertainty about policy
decisions, and announcements would not be informative. It is the possibility that policymakers
deviate from voter-welfare-maximizing decisions that makes policy announcements informative for
investors. The political aspect of transition risk thus arises from uncertainty about the incumbent
government’s type, that is, the degree to which its willingness to trade off environmental quality
for economic output differs from that of voters.

A voluminous literature studies the effect of political uncertainty on asset prices (Baker et al.
(2016)). This paper differs from prior work because I study the incentives of governments to provide
information about their planned future policies and the implications for asset prices.

The core empirical challenge in studying the impact of governmental policies on asset prices is
the endogeneity of government policy actions to economic and climatic conditions. The key difficulty
is to separate the impact of government actions from these underlying states. Identification comes
from observing precise start and end times for this set of policy announcements. The identifying
assumption is that economic and climatic conditions do not change precisely at the same minute
as these announcements are made.

To measure when policymakers discuss climate change specifically, I use techniques from natural
language processing to decompose policymakers’ speech into distinct topics. I leverage the strong
factor structure implicit in political speech to precisely measure climate policy news.

Motivated by the predictions of my model, I document five novel facts. First, I show that pres-
idential announcements are associated with systematic declines in the VIX. These announcements
are periods when a significant amount of information is revealed to market participants: policy
uncertainty is resolved. Further, climate announcements are particularly important to market par-
ticipants. The expected impact of a climate change announcement is approximately five times as
large as that of the average presidential announcement across all topics.

Second, there is a strong positive relationship between returns on brown-minus-green portfolios
and the amount of climate policy news during a policy announcement. I find that when there is
a substantial amount of climate policy news, the value of portfolios exposed to climate policy risk
tends to appreciate.

Third, I show that the relationship between climate policy news and returns is concentrated

under green parties; under brown parties the relationship is weaker and less stable. Fourth, re-



turns around climate announcements are highest when the president making the announcement is
politically strong. This pattern holds across proxies for political strength: returns are larger both
when the president’s party holds majorities in both chambers of Congress and when the president’s
approval rating is high. These are periods when political constraints are lax, and presidents are
most able to implement the policies they announce.

Fifth, there is a statistically significant relationship between the approval rating of the president
making the announcement and the magnitude of the expected decline in the VIX. More popular
policymakers make more informative policy announcements that result in larger declines in the
VIX.

The model clarifies the economics of the main empirical results. Climate policy uncertainty
arises because investors do not observe the government’s type and therefore cannot fully predict
its future policies. This uncertainty generates a climate policy risk premium because government
policies affect both investor utility and firm cash flows. There are excess returns around climate
policy announcements because announcements are exactly when uncertainty is partially resolved
and part of the climate policy risk premium is realized.

The model also explains why the relationship between climate policy news and returns differs
across parties. Under green parties, brown stocks are particularly risky because they perform poorly
when stringent environmental regulations are implemented. Under brown parties, the baseline
model predicts that pricing flips: brown stocks hedge overly lax environmental regimes, which raise
investors’ marginal utility through excessive emissions. In the data, the premium weakens under
brown parties but does not reverse, a pattern an extension of the model reconciles by allowing
governments to weigh emissions more heavily than households.

The model endogenously generates time variation in the magnitude of the announcement re-
turn. Less constrained governments implement more extreme policies and make more informative
announcements. When governments are politically constrained, the announcement return is there-
fore smaller for two reasons: the climate policy risk premium decreases, and a smaller proportion

of it is realized at the time of the announcement.

2 Literature Review

This paper sits at the nexus of two literatures: work studying the impact of political economy
on asset prices, and the large and rapidly growing climate finance literature. Within the first, a
small number of theoretical papers study the interaction between politics and asset markets. In an
influential series of papers, Pastor and Veronesi model the impact of government policies on asset
prices: Pastor and Veronesi (2012, 2013, 2016 and 2020). Pastor and Veronesi (2012, 2013) study
theoretically the effect of policy uncertainty on asset markets. In an early paper, Musto and Yilmaz
(2003) examines the effect of access to a contingent claims market on voting decisions, and Grotteria
(2022) studies the asset pricing implications of lobbying both theoretically and empirically.

One way to view the model developed in this paper is as a microfoundation of the reduced-



form political cost in Pastor and Veronesi (2012, 2013). These authors model the cost of political
decisions as drawn from a lognormal distribution. I microfound these costs by explicitly modeling
the strategic interaction, and the resulting agency friction, between voters and policymakers. Hsu
et al. (2022) enrich the baseline model of Pastor and Veronesi (2012) by adding environmental
costs, but do not endogenize the political cost of climate policy as I do.

This approach is also distinct from that of Pastor and Veronesi (2016, 2020). In these pa-
pers, the authors model political decisions as directly chosen by voters instead of implemented by
elected representatives. These papers primarily study how objects from asset pricing affect political
decisions; I study how the political system itself affects asset prices.

The asset pricing machinery of this paper builds directly on Ai and Bansal (2018). I adopt their
announcement-SDF formulation and extend it in two directions. First, whereas the announcements
they study are pre-scheduled macroeconomic releases whose information content is exogenous, in
my model announcements are strategic: because policymakers may misreport, the amount of uncer-
tainty an announcement resolves, and hence the size of the announcement premium, is determined
endogenously by the political equilibrium. Second, the preferences in my model are defined over
effective consumption and so embed a tradeoff between output and emissions. The presidential
remarks in my sample are, like their macroeconomic releases, pre-scheduled events, which makes
the announcement-premium interpretation of the empirical estimates natural.

The empirical methods in this paper are closely related to Kelly et al. (2016) and Kanzig
(2022). Kelly et al. (2016) study variation in options prices around elections. Kanzig (2022) uses
the surprise component in decisions by the European Union Emissions Trading System (EU ETS)
to study the impact of carbon pricing on financial variables. The key identification problem is
the endogeneity of governmental policies to economic and climactic conditions. Like these papers,
I leverage the high-frequency nature of asset prices to identify the causal effect of governmental
policies on asset prices. I contribute to this literature by identifying a new set of events that affect
financial markets.

In contemporaneous work, Liu and Shaliastovich (2021) study daily returns around State of
the Union speeches, one kind of presidential policy announcement. They find large returns around
these speeches, broadly consistent with the results of this paper. This paper studies a broader set
of policy announcements using intraday data, relates the content of the speech itself and a wider
set of political variables to returns, and provides a model to interpret the empirical findings.

Turning to the second literature, influential early work on the economic impact of climate
change includes Mendelsohn et al. (1994), Nordhaus and Boyer (2000), Nordhaus (2007), and
Nordhaus (2008). Much of this and subsequent research analyzes the macroeconomic implications
of climate change and optimal policy design. I use machinery from Golosov et al. (2014) to model
the connection between production and carbon emissions.

A rapidly growing literature studies the impact of climate change on asset markets. Barnett
et al. (2020) examine the effect of uncertainty over long-run climate damages on asset prices today.
Baldauf et al. (2020) and Alekseev et al. (2022) study the effects of beliefs about climate change



on asset demand. Pastor et al. (2021, 2022) show how investors’ tastes for brown and green assets
affect returns. Bolton and Kacperczyk (2023) document that carbon-transition risk is priced in
stock returns around the world. For a comprehensive review of this literature, see Kelly et al.
(2021).

Climate finance classifies the risk associated with climate change into physical risk and transition
risk. Physical risk is the direct risk to the capital stock from extreme weather events. Transition
risk arises from the shift to a low-carbon economy. Regulatory risk is one particularly salient form
of transition risk. A few papers study the impact on asset prices of uncertainty about regulatory
policies meant to combat climate change. Barnett (2020) investigates the incentives to exploit
natural resources when assets may become stranded. Ilhan et al. (2020) find that there is larger
tail risk for firms with greater levels of carbon emissions and that this risk decreased after the 2016
presidential election. My contribution is to show how political constraints shape regulatory risk.

My paper also relates to work in political economy studying political agency. Notable contribu-
tions include Barro (1973), Ferejohn (1986), Chari and Kehoe (1990), Acemoglu et al. (2008), Yared
(2010), and Ales et al. (2014). Because voters delegate policymaking to elected representatives,
there is an inherent agency problem between voters and elected officials. The threat of electoral
removal aligns politicians’ interests with those of the voters they represent, and this strategic in-
teraction between principal and agent shapes equilibrium government policies.

To the author’s knowledge, Alesina and Cukierman (1990) is the only other paper in macroe-
conomics and finance studying the impact of political agency on politicians’ incentives to provide
information. A larger number of papers, including Cukierman and Meltzer (1986), Stein (1989),
and Stein and Sunderam (2018), study the monetary authority.

Furceri et al. (2021) document substantial heterogeneity in the political costliness of climate
change policies, finding that carbon taxes are associated with significant reductions in support for
the governments that implement them. This evidence on political costs is precisely the friction at

the center of my model.

3 Model

The model focuses on announcement returns, the central subject of the empirical analysis. An
announcement return captures the capital gain or loss occurring in a narrow window around the
policy announcement, which the model refers to as the signal. This framing maps to the empirical
measurement of returns surrounding presidential remarks.

Sections 3.1 through 3.5 lay out the model’s building blocks: the production technology, house-
hold preferences, the political game between voters and the government, and the definition of
equilibrium. Sections 3.6 and 3.7 derive implications for asset prices and discuss the mapping from
model to empirics. Finally, Sections 3.8, 3.9, and 3.10 conclude with a discussion of modeling

assumptions.



3.1 Production

The production block is similar to a two-period version of Golosov et al. (2014). A representa-
tive final-good producer combines energy (F;) and capital (K) using a Cobb-Douglas production
technology to produce a final good (V}):

Y; = BE}K1A (3.1)

Energy is an intermediate good produced by a competitive energy-producing sector. The ;"
energy-producing firm in the sector combines brown (B; ;) and green (G, ;) inputs, also using a

Cobb-Douglas aggregator with output elasticities a and 1 — a:
Ej=((1—g:)Bij)* G * (3.2)

Total emissions (&) generated in production depend on the total amount of brown input (By)
used in energy generation:
gt = (]. - gt) Bt where Bt == ZBt’j (33)
J

The key object of interest is the government policy, ¢g;. This policy affects the cost and greenness
of energy generation. Higher g; results in cleaner but more expensive energy. In equilibrium, this
results in a trade-off between aggregate output and total emissions, summarized by the following
two equations:

Vi=a(l—g)K and & = a (1 — g)* K where &,a > 0 (3.4)

These equations are derived in Section A of the appendix, where the linear and quadratic forms
follow from the underlying Cobb—Douglas technology under the parameter restriction % =1
(Assumption 1). A value of g; closer to one results in better environmental quality, measured by
lower emissions, but also depresses aggregate output. The policy g; is not strategically chosen, so
I normalize g; to 0.

The object of the production block of this economy is to microfound the connection between en-
vironmental regulation, consumption, and aggregate emissions. The model endogenously produces
a critical trade-off: stringent environmental regulation results in higher environmental quality but
depresses aggregate consumption. The elections block of the economy takes this trade-off as given

and characterizes the equilibrium determination of g;.
3.2 Representative Household
The representative household has Epstein—Zin preferences over effective consumption, given by

Uny = (C;Lll/w + 5 (E1 [U}{,_;D o ) where Cpy = Cr — O &y (3.5)



Effective consumption (Cr;) is consumption (Cy) net of carbon emissions (&) scaled by the house-
hold’s disutility of emissions, 0.

For expositional clarity, I analyze a representative household in the main body of the text. In
actuality, I conceptualize a continuum of heterogeneous households that both vote and trade in asset
markets. For a full discussion of household heterogeneity, a sufficient condition for aggregation, and
why this is equivalent to analyzing the voting decision of a representative household, see Section B
in the appendix.

Production is related to consumption through market clearing:
Cy =Y. (3.6)

The problem of the representative household is to maximize utility by making a voting decision.
The household’s voting decision takes into account that the government in office sets g;. The
regulatory policy matters for utility because it affects emissions directly and also aggregate output,
which equates to household consumption through market clearing. I analyze the voting problem in
Section 3.4.

3.3 Government

At time 1, there is an incumbent government. Like households, governments have preferences over
consumption and emissions. The incumbent government’s disutility of emissions is denoted 6,

which represents the government’s type. The government’s time-1 problem is

i 1-1/0\ 7%
max Ugy = | Co,'" + 8 (B [Ug57]) , (3.7)
{92,892} ’ ’
where the government’s effective consumption is
Ca1=C1—0cE,  Cga=0Cs—0cE —1(g2,0). (3.8)

The functional form of the government’s preferences is identical to that of households, except that
the term [ (g2, g2) enters the government’s second-period flow utility. The government chooses the
go it will implement if re-elected and makes a policy announcement, go. Households observe the
policy announcement, but not the implemented policy go at the time of the announcement.

The incumbent government’s chosen policy, gs, is only implemented if the incumbent government
is re-elected. If the incumbent is not re-elected, then the policy is set by a challenger government.
In this case, consumption, emissions, and, implicitly, the incumbent’s utility are determined by the
challenger’s policy.

The term [ (g2, §2) captures the non-pecuniary cost to the incumbent government if the policy it
implements, go, differs from the policy announcement it makes in the first period, go. This cost can

only be non-zero if the incumbent is re-elected. If the incumbent is not re-elected, then it does not



implement g2. Only when the incumbent remains in office in the second period can the incumbent
both announce a policy and deviate from its previously announced policy.

I impose that [(g2,¢2) is a convex function to capture that larger differences between the
announced and implemented policies are increasingly costly. For tractability, I consider the special
quadratic form:

% (g2 — §2)*  If the incumbent is re-elected

(92, 92) = (3.9)

Otherwise
The magnitude of this cost depends on C.

The government is not a social planner. The government’s problem is characterized by three
assumptions: non-benevolence, asymmetric information, and lack of full commitment. These as-
sumptions are standard in work that models agency frictions between elected representatives and
voters in the macro-political economy literature.! The key deviation from other work in climate
finance is the presence of this agency friction and the possibility of electoral removal.

The incumbent’s type, 6, has no direct connection to the preferences of households; it is drawn

by nature from one of two type distributions:
0 ~U (g,?) or g ~U (E,B) where B < 0y < G (3.10)

Here G stands for green and B for brown, which represent pro-environment and pro-business parties,
respectively. The support of these type distributions is exogenous. Non-benevolence means that
the government’s policy choice depends on its own preferences rather than those of households.
By assumption, the challenger’s type 6¢ is drawn from the type distribution opposite that of the
incumbent.

The government’s type is known to itself but not to households. There is an information
asymmetry between households and the elected officials vying to represent them. Households do
know the type distribution from which the government’s type is drawn and its parameters.

That governments cannot commit to implementing a particular policy once in office represents
lack of full commitment. Since a cost is associated with misreporting, the government has a
limited ability to commit. The non-pecuniary cost is analogous to an adjustment cost. I interpret
policy announcements as a technology incumbents use to partially commit to instituting particular
policies. When governments make announcements, they hire lawyers and begin drafting laws and
regulations. They cannot fully commit to implementing these policies because they can always
revise their policies at a later date. However, doing so is costly. They must re-write what they have
already implemented. Such revisions frequently entail costly interaction with the legal system.

The challenger does not signal. The inability of governments that are out of power to credibly
commit to policy aims is one of the fundamental asymmetries between incumbents and challengers.

The fact that incumbent governments can commit in this way is a form of incumbency advantage.

!See Acemoglu et al. (2008), Yared (2010), or Ales et al. (2014), for instance.



Consequently, the challenger’s problem can be written as

1-1/v
max Uc ) = (éé;l/lﬁ +8 (El [Ué;”]) ==

g2

) where Coy = Cp — 0c&;. (3.11)

Because the challenger does not signal, the term [ (g2, §2) does not appear. To economize on
notation, I write that the challenger chooses go. However, this gs is only implemented if the
challenger is elected; otherwise, the incumbent chooses go. If the incumbent sets the policy, the
challenger’s payoff is determined by the incumbent’s choice.

While the household cannot set policy directly, it can vote for or against the incumbent gov-
ernment. Elections discipline the incumbent by threatening removal from office. The household

conditions its vote on the policy announcement it observes.

3.4 Voting

At the beginning of period two, an election is held. After observing the policy announcement, the
household chooses between the incumbent government and the challenger. As with the incumbent,
the type of the challenger, 0¢, is unknown. By assumption, the type distribution from which the
challenger’s type is drawn is the opposite of that of the incumbent. This device mimics general
elections, in which nominees from different parties compete.

If the challenger is elected at the beginning of period two, the challenger will set the policy. It
cannot commit to setting a particular policy before being elected and so will simply implement its
preferred policy.

This structure approximates that of the actual political system. Voters choose candidates
with incomplete knowledge about their policy positions. The exact policy preferences of individual
candidates are not known with certainty. Both in the model and in practice, households must parse
statements that incumbents make to infer the incumbents’ preferences. Voters’ information set at
the time of the election consists of the announced policy, the type distributions of the challenger
and incumbent governments, and each type of government’s equilibrium strategy. The full timing
of the signaling game is given in Figure 1.

The household uses a sincere voting rule. It has no ability to commit ex ante to a voting strategy
and so votes for the incumbent if continuation utility at the time of the election, 27, is higher under
the incumbent than under the challenger.? Because the election occurs before CN'H,Q is realized and
period two is terminal, this continuation utility is just the certainty equivalent of terminal effective

consumption conditional on the household’s information:

1 1

Eq- [CN'I;_QV | g2, incumbent sets gg} TSR, {CN';I_J | challenger sets go| (3.12)

Thus the household votes for the candidate that delivers the higher certainty equivalent of time-two

2Gee Section 3.8 for a discussion of why sincerity is justified.
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effective consumption given its information set.

3.5 Equilibrium

To find an equilibrium of the electoral game, I start by characterizing the optimal unconstrained
policy of the government, hereafter the “dictatorial solution,” because this is the policy the gov-

ernment would implement in the absence of electoral constraints.

Proposition 1 (Dictatorial Solution). The dictatorial solution to the government’s problem, de-
noted g* (0c), is given by
la 1
1—¢"(0p) = ——— 3.13
9" (0c) = 5 300 (3.13)

This proposition characterizes the unconstrained maximizer of the government. Each type of
government will prefer a different prevailing policy, g2. Those with higher 65 will prefer a greener
policy, go. The left-hand panel of Figure 2 graphs the optimal policy of the government as a function
of 8. Governments with higher 84 have higher disutility of emissions and are more willing to trade
off lower consumption for decreased emissions. As the disutility of emissions increases, the optimal
policy increases as well, i.e., it becomes greener.

Because governments are subject to electoral discipline, they are not necessarily free to imple-
ment the dictatorial solution. The key is to characterize what policies governments implement,
given that they are subject to removal from office through elections.

The election is a signaling game in which the government is the sender and the household (i.e.,
the voter) is the receiver.®> Equilibrium is a Perfect Bayesian Equilibrium (PBE) in which the
actions of both the government and the voter are sequentially rational, and beliefs are derived from
Bayes’ rule whenever possible. Equilibrium is characterized by first conjecturing the strategy of the
voter and then solving for the strategy of the incumbent government and voter beliefs. Proposition
5 verifies that these strategies and beliefs constitute a PBE.

Conjecture that the voter employs a two-sided threshold voting rule, meaning that the incum-
bent is re-elected if the policy announcement lies in an interval @, g]. The re-election set is an
interval because the household’s preferences are single-peaked in g (Lemma 7); because the voter
observes only the strategic announcement, the conjectured rule is verified, together with the equi-
librium beliefs it induces, in Proposition 5. The economic content of the conjecture is that the
incumbent is re-elected if the announced policy is sufficiently close to the preferred policy of the
voter.

These bounds are characterized jointly by the voter’s indifference condition at the pooling
boundary and the edge of the incumbent party’s type distribution. For a brown incumbent, the

indifference condition is

1 1

Eq- [(7]1{_27 | g2 = g,incumbent sets gg} TR, [6’11{_27 | challenger sets go| ' " (3.14)

3In this section I refer to the voter and household interchangeably, reflecting that the household votes in elections.
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while g = ¢* (E) For a green incumbent, the condition is

1 1

Ey- [C’}{; | go = g,incumbent sets 92:| - Ey- [6’11{27 | challenger sets g = (3.15)

while g = g* (G).

These support-boundary identities are formalized in Lemma 1. For a given incumbent, only
one of these boundaries is a pooling announcement; the other coincides with the support edge and
is reported truthfully. For a brown incumbent the binding threshold is the lower bound: the left-
hand side of (3.14) depends on the incumbent’s strategy because a positive mass of brown types
pools at go = g, whereas g = g*(B) is simply the truthful announcement of the greenest brown
type and involves no pooling. For a green incumbent the roles reverse: pooling occurs at s = ¢
in (3.15), while g = ¢*(G) is the truthful support edge. At each party’s pooling boundary, the
voter understands that, almost surely, the incumbent will not implement the policy it announces.
The voter will re-elect the incumbent only if it is at least as well off under an incumbent that
misreports as under the challenger; in equilibrium the voter is exactly indifferent between these two
alternatives.

Because the election is held at time 27 and time two is the terminal period, utility at the
voting stage depends only on uncertain time-two effective consumption. The CES time aggregator
in the Epstein—Zin recursion (3.5) therefore drops out, and the voter’s continuation utility at the

time of the voting decision reduces to the certainty equivalent of final-period effective consumption,

1
Eqy- [C’}{;} '™ This is the object that appears on both sides of the indifference condition above.
When evaluated under the challenger, I refer to it as the voter’s continuation utility at time 2~
under the challenger; in this terminal-period setting, that is equivalently the certainty equivalent
of effective consumption under the challenger.

If the government’s dictatorial solution, g* (fg), lies within [g,g], the government can do no
better than implementing that policy and truthfully announcing it. When its preferred policy is
sufficiently close to the voter’s, it has no incentive to misreport. If the government’s preferred
policy lies outside the bounds [g, §], it has an incentive to misreport the implemented policy.

The equilibrium bounds are solved numerically and plotted in Figure A.1 in the appendix.

Proposition 2 (Government’s Strategy). Denote the unconstrained maximizer of the government
as g*, the constrained policy choice as ¢**, and the announcement as . An equilibrium strategy

that satisfies sequential rationality for the incumbent government under the conjectured equilibrium

s given by
(9"(6c), 9" (6c)) if g*(6c) € [g,9]
(9™ (6c),9) = 4§ (f(65,9),9) if *(6c) > 7, (3.16)
(f(6c.9),9) if g"(0g) < g
where .
1—f(0,8) = W (3.17)

12



The incumbent’s strategy can be understood through a limiting argument. When C — oo, the
government implements exactly the policy it announces. The cost of misreporting is too high, so
the government reports truthfully. Conversely, as C — 0, the government’s policy collapses to its
dictatorial solution. The cost of misreporting is infinitesimal, so the government implements its
preferred policy in the second period.

This policy rule is illustrated in the right-hand panel of Figure 2. Three lines are shown. The
unconstrained optimal policy of the incumbent is shown as a dashed blue line; it coincides with
the solid blue line in the left-hand panel. The solid blue line is the policy that the incumbent
implements and the dashed yellow line is the policy announcement. The voter’s thresholds are
g = —0.2 and g = 0.3. When the optimal policy of the government lies between g and g, the
government implements its optimal policy and truthfully reports go = ¢go. The voter re-elects
the incumbent because the voter’s utility under go is higher than its expected utility under the
challenger.

When the incumbent’s optimal policy lies outside these thresholds, the government misreports
its policy. It implements a policy intermediate between the one it prefers and the one it reports. This
behavior can be seen in the left- and right-hand regions of Figure 2. The implemented policy is not
the same as the policy announcement. The dashed line corresponding to the policy announcement

is flat for all types that misreport:

{0 | 9" (6c) ¢ 9.9] } (3.18)

These types misreport and issue a policy announcement precisely at one of the thresholds {g,g}.

The difference between the dashed blue and solid blue lines illustrates the gain to the voter
from decreasing g and increasing g. Relatively extreme types of the incumbent government alter
the policy they implement. These types shade away from their own preferred policy and toward
the preferred policy of the voter so that they are re-elected.

The right-hand panel of Figure 2 also illustrates how policy uncertainty arises endogenously. It is
driven by the partial-pooling equilibrium. Even after the policy announcement is made, households
will be unsure of the true policy when the incumbent government reports the boundary at which
pooling occurs. When there is misreporting, households will be uncertain of the implemented
policy and, consequently, of the future cash flows of the final-good producer. Equilibrium policy
uncertainty will depend on the mass of government types that misreport and their policy rules

conditional on misreporting.

Proposition 3. Under the threshold voting rule, the boundary type that truthfully announces exactly
at the thresholds g2 =g and g2 = g, denoted 6" (g) and 6- (g) respectively, is given by
1 a/a 1 a/a
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The boundary type 87 (g) is an increasing function of g. As g increases, the type that truthfully
reports exactly at the boundary also increases. In the limit, as g goes to one, all types tell the
truth. The lower boundary type 6% (g) has the same functional form but depends on the lower
bound g. The logic for the lower bound is reversed. As g decreases, more types tell the truth.

The voter is Bayesian. Voter beliefs immediately follow from Bayes’ rule, the government’s

policy rule, and the incumbent’s type distribution.

Proposition 4 (Voter Beliefs). For actions on the equilibrium path, voter beliefs (u) are given by

assigns prob. 1to (¢*)™" (92) If 2 € (9,9)
10| g2) = U (85,0" (9)) Ifga=g and p(6c) =U (0¢,0c)  (3.20)
U™ (9),0) Ifg2=79

are derived from Bayes’ rule.

Equation (3.20) shows that the voter understands that governments misreport and knows ex-
actly which types of incumbents do so. Beliefs off the equilibrium path are given by Equation
(C.11) in the appendix and satisfy the intuitive criterion.

Equations (3.14), (3.15), and (3.16) crystallize equilibrium in the signaling game. The outside
option of the voter is to vote for the challenger, who will set the policy according to the challenger’s
own preferences. For any o € (g, g), the voter knows with certainty the policy that will be
implemented and does strictly better in expectation by re-electing the incumbent than by electing
the challenger.

When governments misreport the policy, the voter knows that the policy is being misreported.
Further, the voter knows the strategy that governments employ conditional on misreporting the
policy. The bounds of the threshold voting rule will adjust until the voter is indifferent between
keeping the misreporting incumbent and electing the challenger.

Because the challenger is drawn from the type distribution opposite that of the incumbent gov-
ernment, the incumbent can always do better by truth-telling or misreporting than by intentionally
losing. The strategy in Equation (3.16) strictly dominates making a policy announcement that re-
sults in the challenger setting the policy. Thus, in equilibrium, the incumbent is always re-elected.
In practice, incumbents are not always re-elected. However, empirically, incumbent politicians are

re-elected more frequently than not.

Proposition 5 (PBE). The incumbent government’s strategy in Equation (3.16), the voter’s thresh-
old voting rule with thresholds characterized jointly by the relevant indifference condition and the
support of the incumbent party’s type distribution, and voter beliefs in (3.20), with off-path beliefs
in (C.11), constitute a PBE.

There are two more important features of the equilibrium. First, there is an asymmetry in
the threshold equilibrium for green and brown parties. For any nondegenerate (g # g) threshold

equilibrium, the types closest to the voter’s type will report truthfully. These types are the brownest
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green types and the greenest brown types. This can be seen in Figure 3. The left-hand panel
graphs the policy rule of the brown government, and the right-hand panel the policy rule of the
green government. The brown types with the highest 65 report truthfully, as do the green types
with the lowest 6. This is formalized by the following lemma:

Lemma 1. If g # g, then g = g* (G) for the green party and g = g* (E) for the brown party.

The key economic intuition behind this lemma is that the threshold equilibrium disciplines the
policy choice of extreme types. The types with 0¢ close to 0 implement their desired policies.
Only types with 84 far from 6y choose to misreport. The effect of the threshold rule is to compress
the set of potential implemented policies towards the household’s optimal policy. For brown parties,
this means the average policy becomes greener, and for green parties, the average policy becomes
browner. Appendix Figure A.2 plots the full threshold strategies for both parties.

The second important feature is that the relevant pooling boundary also depends on the ex-
pected utility under the challenger. This dependence can be seen from the party-specific indifference
condition above. The higher the expected utility under the challenger, the higher the utility the

voter must expect upon observing a policy announcement exactly at the pooling boundary.

Proposition 6. The absolute distance between the optimal policy of the voter and the implemented

policy of the incumbent, |g**(0c) — g*(0)|, for every type O¢, is weakly decreasing in

1

E C’}f; | Challenger sets Policy| '™

i.e. the certainty equivalent under the challenger.

The voter’s utility under the challenger is its outside option. If that outside option improves,
the distance between g and g shrinks. The utility of the voter, conditional on observing g2 exactly
at the threshold, must be higher to equal the expected utility under the challenger.

The two panels of Figure 3 illustrate this. Given an increase in the expected utility under the
challenger, the distance between g and g shrinks, and a greater mass of types reports a policy
exactly on the new thresholds.

The certainty equivalent under the challenger is a measure of how politically constrained the
incumbent government is. A better outside option for the voter will result in g and g being set
more aggressively. In expectation, the incumbent government deviates more from its preferred
policy towards the voter’s preferred policy so that the indifference condition is satisfied.

These two results emphasize that the voter can influence the policy implemented by the gov-
ernment. However, there is a second aspect of equilibrium: misreporting induced by electoral
discipline. As the bounds shift inwards in Figure 3, a progressively larger mass of the type dis-
tribution misreports the implemented policy. Misreporting induced by political constraints is the

downside of electoral discipline.
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3.6 Policy Uncertainty

Policy uncertainty refers to the household’s posterior variance over the government’s type. I denote
this posterior variance at time ¢ as Vy (Ag). To discuss the evolution of this object around the policy
announcement, I follow the timing explicated in Figure 1 and denote 1 as the instant of the policy

announcement and 1~ as the instant before.

Proposition 7 (Resolution of Uncertainty). Define the expected resolution of uncertainty over the
incumbent’s type as
E[Vi(0c) — Vi- (0c)] - (3:21)

This quantity is always non-positive and is strictly negative if g # g. Its magnitude is weakly

decreasing in the voter’s outside option,

1

T

E [CN'}{; | Challenger sets policy

While the voter can discipline the incumbent, the incumbent responds to electoral constraints
by misreporting. As electoral discipline becomes more severe, the expected uncertainty after seeing
the policy announcement increases because the incumbent distorts the policy announcement to
a greater extent. This force is illustrated in the two panels of Figure 3. Within each party’s
equilibrium only the pooling threshold moves inward: for a brown incumbent (left panel) g moves
inward while g = ¢*(B) stays fixed at the support edge, and for a green incumbent (right panel)
g moves inward while g = ¢g*(G) stays fixed. As the threshold tightens, the mass of types that
misreport increases, and the equilibrium effect of this shift is a higher posterior variance upon
seeing the pooling announcement gs. The shaded portion of the z-axis in each panel illustrates the
mass of the type distribution that previously reported truthfully and now misreports the policy it
implements. In expectation, this results in higher posterior variance over 6 post-announcement.

Policy uncertainty arises endogenously in this model; it is a consequence of the partial-pooling
equilibrium. In the absence of political constraints, all uncertainty would be resolved at the time
of the announcement because the government truthfully reports its type.

The equilibrium effect of the increase in the number of types that pool can be seen in Figure 4.
The solid line corresponds to the expected decline in the posterior variance of 5 as a function of
the expected utility of the voter under the challenger. As the expected utility under the challenger
increases, more types pool. As more types pool, less information is revealed at the time of the
announcement.

Figure 4 also illustrates why uncertainty over fg affects asset prices: there is a tight connection
between uncertainty over 6 and uncertainty over the implemented policy in the final period. As
the household, in its capacity as an investor, becomes more uncertain over 6¢, so too does it become
more uncertain over gs. go affects both aggregate output and firm cash flows. Thus, uncertainty

over gs is reflected in asset prices.
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3.7 Asset Prices

To understand the behavior of asset prices both in the aggregate and in the cross-section, I consider
pricing two separate claims. The first is a claim to the wealth portfolio Y;. The second is a claim to
the profits of a small firm. This small firm has the same maximization problem as the representative
firm, except that the production technology differs:

_ Nl
Y;f,j - Et,jKj

(3.22)
This is the same functional form as that of the representative firm, except that the Cobb-Douglas
exponents are allowed to vary. Firms with A\; > A use more energy in production than does the
representative firm; I call these firms “brown firms.” Conversely, I call those with A\; < A “green
firms.”

The problem of the small firm is given by
D PUINE Py
tj = max Ethj — Pt,EEt,j (323)
Et,j >

Here Dy is the firm’s profit, paid to the equity holder as a dividend. This is identical to the

problem of the representative firm, except that the production technology differs.

Lemma 2 (Small Firm Profits). The equilibrium profits of the small firm are given by

a>\j

Dt,j = d] (1 — gt) 17)\3. K] 'I,Uhere éé] > 0 (324)

This expression illustrates the connection between the dividend process and the production
technology of the firm. The dividend process of firms with larger A; depends more on the realization
of g;. Because the production process of brown firms is energy-intensive, the cash flows of an equity
claim on a brown firm are highly exposed to the realization of the policy. The return to the
aggregate claim is the same as the return to a small firm with A\; = A.

Having established the structure of cash flows, I now turn to the characterization of the stochas-
tic discount factor. To understand the behavior of asset prices in the model, it is helpful to first
consider the extreme case in which the announcement is fully revelatory. Working from this ex-
treme case, I establish intuition for how pricing works in the model. I then consider the general

case in which some, but not all, information is revealed at the time of the announcement.

Proposition 8 (Stochastic Discount Factor — No Uncertainty). The stochastic discount factor used
to price a claim to time-2 consumption at time 1, in the case where all uncertainty is fully resolved

by the time-1 policy announcement, is given by

é —1/%
Myio=8 ( ~H’2> (3.25)

Ch1
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Politics affects asset prices because regulatory actions of the government determine aggregate
consumption, aggregate emissions, and the profitability of individual firms.* By Equation (3.6),
aggregate consumption equals aggregate output. Marginal utility depends on both aggregate con-
sumption and aggregate emissions; thus, through Equations (3.4) and (3.25), asset prices depend
on the equilibrium policy go. The household cares about politics because the endogenous determi-
nation of g9 depends on the equilibrium of the electoral game.

To better illustrate this dependence, it is helpful to rewrite the SDF as a function of the

implemented policy.

Lemma 3. The period-1 SDF, in the case where the announcement resolves all uncertainty, can

be written as

a(1— go) — Opra(l — 92)2> o (3.26)

The household’s preferences are bliss-point preferences over gs. The level of utility is highest
when ¢ coincides with the preferred policy of the household. As g moves in either direction away
from the preferred policy, the level of utility declines. In Figure 5, the solid and dashed curves
are the level of utility and marginal utility of the household, respectively. The yellow dashed line
labeled ¢g* (67) marks the household’s preferred policy.

Marginal utility is inversely related to the level of utility. Moving to the left or right of the
figure, marginal utility increases. This is because marginal utility depends on effective consumption
C’H’g = (9 — 0g&>. Moving to the right of the figure, go increases and consumption declines. This
force drives down effective consumption and raises marginal utility. Although emissions also decline,
this force is dominated by the decline in consumption, so effective consumption falls and marginal
utility rises. Moving to the left, consumption increases, but this force is dominated by the increase
in &, which also results in a decline in effective consumption. In both cases, marginal utility
increases.

Figure 5 clarifies what the “bad states” of the world are for the investor. Bad states are those
in which an extreme policy is implemented, far from the household’s optimal policy. These states
depend on both the consumption and emissions processes.

Figure 5 shows that there are two kinds of bad states, one in either direction. The first is that the
policy moves too far to the right and is “too green.” When the policy is too green, both aggregate
consumption and emissions are low. These states occur under the green party. The green shaded
area marks the region of policies that could be implemented by a green party. Moving farther into
the green area, the level of utility declines by more, and marginal utility continues to increase.
Conversely, in the brown region, the range of go that could be implemented by the brown party,

both consumption and emissions are high. In this region as well, there is a decrease in the level of

4Consumption occurs at times 17 and 27 in the timing of the model (see Figure 1), but for notational clarity I
index consumption as C'x,1 and CH,2. Because the expression for the stochastic discount factor changes depending
on the information available at each point in time (e.g. 1~ versus 1 versus 1), I retain the superscript on M.
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utility and an increase in marginal utility.

To better understand how pricing works in this economy, it is useful to decouple the components
of the SDF. To this end, I now analyze the holding period returns from time 1 to time 2 under
the restriction v = 1/4, in which case the risk-adjustment component vanishes, leaving only the
within-state marginal rate of substitution. In this case, the SDF used to price a claim to time-2
consumption at time 1 is identical to the expression derived when all uncertainty is resolved at the

time of the announcement.

Proposition 9 (Expected Returns: v = 1/1). The expected holding period return when v = 1/t

s given by

-1y
: A (1= go) — Oa (1 — go)? .
E[R]-Rl =-R[C|(p (O‘( gQé _9911[0;( 92) ) R (3.27)

Figure 6 plots the expected excess holding period return under the baseline calibration; the
same intuition applies. There are two important points of intuition that can be gleaned from this
plot. First, the magnitude of the climate policy risk premium is decreasing in the utility under
the challenger. For nondegenerate equilibria, when the utility under the challenger is lower, the
range of possible policy outcomes is larger. Thus, the support of the SDF is wider, because more
extreme policy realizations generate additional low-effective-consumption states. Second, the range
of dividend payouts is also larger. The risk premium is progressively larger for stocks with relatively
small payouts in states with extreme policy realizations. Investors view a stock as risky and demand
a high expected return when there is a possibility that an extreme go is implemented, that is, when
effective consumption is low and the payout of the stock is concurrently depressed.

Having established the economics of the fully revelatory case, I now turn to pricing at various

steps within the model, conditional on the information revealed at each step.

Proposition 10 (Stochastic Discount Factor — Before Announcement). Define the post-announcement
continuation utility )
U (92) = <C~'f1[7_11/w + B 1 (g2) 1_l/w) e (3.28)
where )
1 (g2) = (El [C}l{; §2]>ﬁ : (3.29)

The SDF prior to the announcement is given by

~ \1/h—y ~ —1/¢ = L=y
M-y = U (92) « B <C~’H2> < CHA,Q > (3.30)
E,- {Z/{l (92)1/1"*7} Cua 11 (92)

The expression follows from the two layers of the recursion. At time 1, the CES time aggregator
combines current effective consumption with the conditional certainty equivalent of second-period

effective consumption, given by p; (g2). Prior to the announcement, households aggregate the
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resulting post-announcement continuation utilities U; (g2) across possible announcements using the
certainty equivalent functional. Taking the ratio of marginal utilities yields the right-hand side.

The SDF in Equation 3.30 is the product of the deterministic kernel 5(éH,2 /C’Hyl)_l/ Y of
Equation 3.25 and two additional terms, each of which reweights states pessimistically when v >
1/, which I require. The leading term is the announcement SDF (A-SDF) in the sense of Ai
and Bansal (2018). It is a mean-one reweighting across announcements: low-continuation-utility
announcements receive greater weight before the announcement. The final term, the certainty-
equivalent wedge (éHQ /11(G2))/¥=7, plays the same role within an announcement, overweighting
states in which effective consumption falls short of its conditional certainty equivalent.

The two reweightings resolve sequentially. Once the announcement is realized, the A-SDF term
drops out regardless of which announcement was made. The certainty-equivalent wedge drops out
only if the announcement is fully informative: for an interior announcement, u; (g2) = CN'H’Q, the
wedge collapses to one, and pricing is governed by the deterministic kernel alone. At a pooling
threshold, uncertainty over the implemented policy remains, and the wedge survives, with the
certainty equivalent now computed over the pooling set (Lemma 4).

To understand the mechanics of announcement returns, I build up to the expected announce-
ment return by first analyzing the price conditional on a fully informative announcement and then

on a partially informative one. As a baseline, the price of stock j at time 17 is given by

N 1/¢*’Y ~ *1/11’ ~ 1/1/1*7
P =E, U (g2) Ny Chp2 CHA,2 Dia (3.31)
Ey- [th (32)% 7] Cii p1 (g2)

where E;- denotes the household’s unconditional expectation and the SDF is the expression in
Equation 3.30.
From Lemma 3, the SDF in the event of a fully informative policy announcement is given by

Equation 3.26. Therefore, I can write the price of the stock after such an announcement as follows.

Lemma 4 (Post Policy Announcement Prices). If the announcement was fully informative, i.e.

go € (g, §), then the price of the 7™ firm at time 1 is given by

_1
OHQ ¢
Pj71 =p é' ’ ng (332)

If the announcement is only partially informative, i.e. the government misreports, uncertainty
remains over the implemented policy, and the certainty equivalent pi (g2) of Equation (3.29) is

computed over the pooling set at go € {g,y}. The price is given by

N 1/
Ch2 Ch2 .
P =K |p| 2 5 Dja i 3.33
7 ! (CH,I) (Ml(gz)) 72192 (3.33)
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The critical takeaway from these two expressions is that whether the incumbent government
truthfully reports the policy it will implement substantially changes the post-announcement pric-
ing kernel. In both cases, the A-SDF term drops out once the announcement is realized, and
the deterministic kernel B(C’Hg / C‘HJ)_l/ ¥ remains. When the incumbent truthfully reports, the
future implemented policy is known with certainty, the certainty-equivalent wedge also collapses
to one, and pricing is governed by the deterministic kernel alone. If the incumbent pools, the
wedge survives: it depends on realized second-period effective consumption relative to the pooling-
announcement certainty equivalent, CN'H,Q /1 (g2). The difference between the expectation of the
post-announcement price and the initial price gives the expected announcement return. To provide

an interpretable expression, I give an exact decomposition of the announcement return below.

Proposition 11 (Expected Announcement Return). Define

U (gz)l/wf"/

E(g2) = . (3.34)
Er- [th (52)" 7]
Then the expected announcement return is given exactly by
. Ci- (Ul (ﬁz)l/wﬂ,PjJ)
Ei- [Pja] = Pja- =Ei- [(1 = E(92)) Pja] = — (3.35)

E;- {Ul (§2)1/w_q

This expression follows naturally from Equations 3.32 and 3.33. The pre-announcement price
differs from the expected post-announcement price because, before the announcement, the price
conditional on a given announcement is weighted by =Z(g2). The expected announcement re-
turn is therefore determined by the covariance between the post-announcement price and the
announcement-state weighting term U (gg)l/ Y=Y All else equal, announcement returns are larger
in magnitude when announcements generate larger differences in post-announcement continuation
utility.

The exact sign of the announcement return depends on this covariance term. Under the baseline
calibration studied below, announcements that reveal more information are associated with larger
price adjustments for climate-exposed assets, so the sign of the announcement return aligns with
the sign of the overall climate policy risk premium established in Lemma 5 below.

With the structure of the model in place, I now turn to a series of results that map directly to
the empirical analysis. I first characterize the overall climate policy risk premium and then examine
brown-minus-green portfolios and announcement behavior. Brown firms, which rely more heavily
on energy, are more exposed to policy risk than green firms, so they provide a useful benchmark

for studying how the premium varies with exposure.

Lemma 5 (Climate Policy Risk Premium). Any firm with non-zero exposure to climate policy

earns a non-zero climate policy risk premium. Under green parties the premium is positive, and
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under brown parties it is negative.

This lemma states that firms exposed to climate policy carry a non-zero risk premium whose
sign depends on the party in power. Because brown stocks are more sensitive to environmental
policy than green stocks, they provide a natural comparison for quantifying how the premium varies
with exposure.

The top row of Figure 6 plots the expected excess holding period returns for relatively green
and brown firms under both green and brown parties. The vertical distance between the brown
and green lines represents the expected return to the brown-minus-green (BMG) portfolio.

This result is unconditional in the sense that it governs the pricing of the BMG portfolio
whenever there is uncertainty about climate policy. Intuitively, firms with \; = 0 are unaffected
by the realization of g, so their cash flows are uncorrelated with policy risk and the asset earns
the risk-free rate. As ); increases, payouts become more sensitive to the policy realization, so
the covariance with marginal utility, and with it the risk premium, grows in magnitude. Under
the green party, the risk premium is positive; under the brown party, it is negative, reflecting the
hedging value of brown assets against excessively lax environmental policy. In the calibrated model,
the premium is increasing in A; under the green party and decreasing under the brown party. My
empirical analysis focuses not on the overall pricing of the BMG portfolio, but on its behavior
specifically around policy announcements, when this risk is partially resolved.

The characterization of announcement returns is less analytically tractable than that of the
overall risk premium. Accordingly, I present my analysis of announcement returns as a series of
results and provide additional analytical intuition in the accompanying discussion. The first result
examines the behavior of portfolios that capture exposure to climate policy risk precisely at the
time of the announcement. Result 1 and all following numerical results are calculated using the
parameters reported in Table 1. These parameters are chosen to illustrate the model’s mechanisms

clearly; Section D in the appendix demonstrates that the results hold more generally.

Result 1 (Expected Announcement Return). The climate policy risk premium is partially realized
instantaneously at policy announcements. Because brown stocks are more exposed to climate policy,

there is a non-zero expected announcement return to a brown-minus-green portfolio.

The expected return to a brown-minus-green portfolio over the course of the announcement can
be read off the bottom row of Figure 6 as the difference between the expected excess announcement
returns of brown and green stocks. This quantity is also non-zero and has the same sign as the
overall risk premium and expected excess holding period return.

The mechanics of the announcement return can be understood by appealing to Proposition 11.
As the expected utility under the challenger increases, a progressively larger share of types pools,
less information is revealed at the time of the announcement, and the announcement return becomes
smaller. In the limit where no types report truthfully, the announcement return is zero. Before
the announcement, post-announcement prices are weighted by the continuation-utility term = (go).

When the announcement arrives, this announcement-state weighting is removed and the price is
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governed only by the post-announcement kernel associated with the realized announcement. The
portion of the climate policy risk premium associated with announcement uncertainty is therefore
realized instantaneously.

Figure 6 also shows that the risk premium is not constant. There are two dimensions of het-

erogeneity.

Result 2 (Risk Premium Variation). The climate policy risk premium to a brown-minus-green

portfolio is positive under green parties and negative under brown parties.

Under green parties, the risk is that g; is very high, i.e., far to the right of Figure 5. This
extreme realization of g; increases marginal utility. The payout of the equity claim also depends
on the realization of g; through Equation (3.24). When g, is high, cash flows are depressed. Under
green parties, equity payouts and marginal utilities are negatively correlated. This leads to a
positive risk premium, and the effect is more pronounced for brown stocks.

This dynamic is reversed under the brown party. Marginal utilities are high for extremely low
realizations of g;. However, cash flows are high exactly when ¢; is particularly low. Thus, the sign
of the covariance in Equation (3.27) flips. Intuitively, these are periods in which output and cash
flows are high, but environmental quality is poor. Stocks are a good hedge against these states,
which is why there is a negative risk premium. Brown stocks are particularly good hedges against
states in which the environment is bad, so the risk premium is especially negative for these stocks.

The announcement return inherits the same qualitative properties. Because the announce-
ment return reflects the partial realization of the climate policy risk premium when uncertainty
is resolved, its sign mirrors that of the underlying premium. Under green parties, brown stocks
command a positive risk premium, and the expected announcement return to a brown-minus-green
portfolio is therefore positive when policy uncertainty declines. Conversely, under brown parties,
the covariance structure reverses, and the expected announcement return to a brown-minus-green
portfolio is negative. In this way, cross-party differences in the risk premium translate directly into

cross-party differences in announcement-period returns.

Result 3 (Utility Under Challenger). The magnitudes of the climate policy risk premium and

expected return to brown-minus-green portfolios are both decreasing in

1

E [C'}{T; | Challenger sets policy =

The z-axis of Figure 6 is the expected utility under the challenger. The expected utility under
the challenger also affects the expected holding period return through the force seen in Figure 3.
As it decreases, the range of possible realizations of gs increases, introducing more volatility into
both discount rates and cash flows and raising the magnitude of the overall risk premium.

The bottom row of Figure 6 shows the expected return to holding the stock from the instant

before to the instant after the announcement is made. The risk premium is due to investor uncer-
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tainty about the government’s type. When the announcement is made, some uncertainty is resolved
and part of the risk premium is realized. As with the risk premium, the model predicts that the

expected announcement return is positive under green parties and negative under brown parties.

Result 4 (Announcement Return Variation). The ezpected announcement return to a brown-minus-

green portfolio is positive under green parties and negative under brown parties.

The magnitude of the expected announcement return is also decreasing in the expected utility
under the challenger. This is due to two forces. The first is the decrease in the magnitude of
the overall risk premium described above. The second is seen in Figure 4. As the expected utility
under the challenger increases, less information is revealed at the time of the announcement. As less
information is revealed, the expected decline in political uncertainty is smaller, less of the premium
is realized, and the expected announcement return shrinks in magnitude.

In Figure A.3, the gross risk-free rate under the green and brown parties is plotted as a function
of the expected utility under the challenger. This plot shows similar forces at work. The risk-
free rate is particularly low when the expected utility under the challenger is low and political
constraints are thus lax. In this case, extreme policies are most likely, and investors are most

willing to pay to insure themselves.

3.8 Discussion of Assumptions

The voter is sincere by assumption, voting for the candidate that delivers the highest expected
utility upon assuming office. In principle, the voter might employ non-sincere strategies. One such
strategy would be to vote for the incumbent only if the incumbent announced some arbitrary policy
g2 = g. I do not give the voter the ability to commit to such a strategy. While the baseline model
considers a representative household that votes, I conceptualize the electorate as a continuum of
voters, as in Section B. When there are many voters, voters do not plausibly have the ability to
commit because the voting decision is non-verifiable. Governments have the ability to commit
because ex post their actions can be verified. If they deviate from their announced actions, they
are subject to a cost only because this deviation can be observed.

Conversely, voting decisions are unobserved. There is no way to verify ex post how any individ-
ual votes because voters are atomistic. Further, it is illegal to monitor voting behavior directly. It
is also impossible for a group of voters to delegate their voting power to a union that would then
be able to vote in a verifiable manner. Ballot secrecy prevents any such arrangement from being

verified.

3.9 Climate Damages

Limiting the model to two periods necessarily omits important dynamics associated with climate
change. Many of climate change’s effects on financial markets operate through long-run environ-
mental damages and uncertainty about the magnitude of these damages’ effects on firm output.

This model has a short horizon and makes no attempt to model climate damages. Further, unlike
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much of the climate change literature, the main climate variable of interest is the flow value of
emissions as opposed to the stock of total emissions.

This is a model of regulatory risk, not physical risk. Addressing priced physical risk would
require a quantitatively richer model of long-run climate damages and their transmission to financial
markets. That, in turn, would necessitate a different set of assumptions and mechanisms, such as
explicit treatment of long-run macroeconomic risks and their pricing, which lie beyond the scope of
the current analysis. The forces here stem from heterogeneity between voters and the government;
models that emphasize priced physical risk require devices that undermine the analytic tractability

of the signaling game I develop.

3.10 Timing in Theory and Data

The relevant horizon for the forces studied in this paper is relatively short, on the order of two to four
years. This aligns with the typical U.S. electoral cycle and reflects the horizon over which political
signals about regulatory enforcement are most likely to influence investor expectations. Equity
prices may incorporate beliefs about long-run fundamentals, but changes in expected regulatory
posture are most plausibly priced through their effects on near-term cash flows and risk premia. In
this sense, the model is designed to capture short-horizon responses to political signals rather than

long-horizon valuation effects tied to physical climate damages.

4 Data

I collect three types of data. The first is White House policy announcements. These documents
contain the speaker, content, start and end timestamps, and title of announcements made by White
House officials. I scrape this data from current and archived versions of the White House website.
I describe the structure of this dataset and the steps involved in data collection in Section 4.1. The
second is trade and quote (TAQ) data, which records intraday quotes and trades for many different
publicly traded securities; I merge it with the announcement dataset to exploit the announcements’
high-frequency nature. I provide more details about data coverage and the filters used in Section

4.2. Finally, I measure voter attitudes using microdata from Gallup, described in Section 4.3.

4.1 White House Policy Announcements

The website www.whitehouse.gov was established in 1994 by the Clinton administration. The
website records information about the policies pursued and personnel employed in the executive
branch, including transcripts of communication by the president and other White House officials.

These transcripts contain both the text of what was said and metadata about the content of the
communication. The transcript title usually lists the primary speaker and venue, distinguishing,
for example, between a press briefing and a speech. The document records the communication’s
location and the start and end times, including the time zone. When there are multiple speakers,

the speaker of each passage of text is recorded.
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Excerpts from one such document appear in Table 2. This transcript, from President Biden’s
remarks at a White House climate summit, is typical. The White House-assigned title is the
centered text at the top of the document. The title is recorded as metadata instead of within the
document text itself.

The transcript text begins by declaring that the speech was delivered in the East Room of the
White House on April 22, 2021. The next and final lines record that the speech began and ended
at 10:50 A.M. and 10:56 A.M. Eastern time, respectively.

The body of the text records a single speaker, President Biden. Speakers from the administration
are always identified unless the document is marked “on background.” I exclude such documents
because the content is expressly not meant for dissemination at the time of delivery.

The speech itself includes substantial information relevant to climate policy. In the final para-
graph, President Biden announces a new “Climate Finance Plan.” In the preceding paragraphs,
the president describes specific steps that the United States is taking to increase the supply of
financing to firms making green investments.

The speeches’ metadata has become increasingly organized over successive administrations.
Since the Obama administration, communications by the president have typically been labeled
“remarks,” though sometimes presidential press conferences use other terminology. During the
George W. Bush administration, live presidential statements were called addresses, discussions,
speeches, or announcements. For the results presented below, I take a maximalist view of what
constitutes a remark. This rule necessarily includes communication that does not have meaningful
economic or political content.®

While there are no explicit rules governing the accuracy of content uploaded to the White House
website, there are strong norms and outside pressure from news organizations that make inaccurate
transcripts costly for the White House press office. These factors lead the White House to upload
accurate transcripts, even when unflattering to the speaker.%

I construct the dataset after applying four filters to the raw data of all White House press
briefing documents. First, I require that each document be a remark. The document must be a
verbal communication from a White House official in a public setting. I then filter out speakers who
were not presidents, removing White House cabinet officials, the first lady, the vice president, and
the second lady. I remove non-presidential announcements because it is less plausible that market
participants closely monitor the speech of non-presidential speakers.

I then remove communications that do not include a valid time and time zone. I also remove
the small number of communications delivered outside the United States: these are usually marked
as delivered in “local” time, which is difficult to disambiguate. Finally, I require that the commu-
nication be delivered during trading hours. The result of these four filters is a dataset of public

presidential speeches delivered during trading hours.

®The Clinton transcripts omit important information, including end timestamps. For this reason I do not use
them in the analysis. For a discussion of the Clinton transcripts see Section H.3.1 in the appendix.

5See this example where the White House uploaded a transcript that correctly recorded the president making a
major gaffe.
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This process results in a dataset comprising 3,650 remarks between 2001 and 2022. Four pres-
idents are represented: George W. Bush (1,936 remarks), Obama (1,395 remarks), Trump (247
remarks), and Biden (72 remarks). President Biden’s count is low because the sample ends part-
way through his first term. Presidents Biden and Trump did not deliver public, prepared remarks
with the same frequency as their predecessors. The number of remarks and the effect of each filter
by administration are broken down in Table 3.

While these counts summarize how many remarks each administration delivered, they do not
convey how climate-focused those remarks were or how that focus shifted over time. Figure 7 fills
this gap by plotting the average climate-topic posterior across remarks within a centered 28-day
moving window. Two features stand out: climate attention is highly episodic rather than uniform,
and it is visibly concentrated under Democratic administrations (blue) relative to Republican ones
(red). This time-series variation in the intensity of climate remarks, not just their count, is what the
party-conditional tests in Section 6.5 exploit, and it underscores why the announcement premium
must be evaluated separately by party.

Because I restrict to events during which the president made a public speech, market participants
likely knew the timing and general subject of each event: the White House Press Office publishes
the president’s daily schedule, typically the evening prior.

An example of a daily presidential schedule appears in Table 4.7 In this example, the schedule
was likely published on the night of April 21. T chose April 22, 2021, because the remarks tran-
scribed in Table 2 occurred on this date. This announcement also appears in Table 5, and was
included in the president’s daily schedule. Both an approximate time and full title of the event are
provided in the schedule. Market participants would have known that the president would speak at
approximately 10:30 AM. From the title “The President Delivers Remarks and Participates in the

)

Virtual Leaders Summit on Climate Session 2: Investing in Climate Solutions,” market participants
knew the subject of the speech would be climate policy; there is no ambiguity. From a hand audit
of the remarks included in the dataset, it is typical for both the title and time of remarks that

survived the filters in Table 3 to be contained in the presidential schedules.

4.2 Trade and Quote (TAQ) Data

TAQ data contains intraday quotes and transactions for about 8,000 stocks listed on all US equity
exchanges, including NYSE, AMEX, and Nasdaq. I access the data through WRDS and aggregate
it to the minute level. For each minute, I calculate the low, high, opening, and closing prices and
the trading volume.

To account for errors, I impose standard filters on TAQ’s correction-indicator and sale-condition
variables. I avoid well-known issues related to incorrect opening prices because my sample is
restricted to events within trading hours. Finally, I treat dividends as paid after hours.

My primary proxies for uncertainty are VIX futures ETFs, which hold VIX futures contracts.

"These schedules are maintained at https://factba.se/ from schedules published by the White House press
briefing office.
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They ascend in value when the VIX is expected to increase. VIXY and VXX hold short-term VIX
futures and are therefore highly sensitive to changes in the spot value of the VIX. VIXM and VXZ
hold longer-dated contracts, so their returns are less tightly linked to spot-VIX movements. For all
four series, intraday returns are highly correlated with changes in the spot value of the VIX. I do
not use the VIX directly because I do not have access to its intraday values.

I also use industry ETFs, which are highly liquid and therefore good proxies for industry
portfolios, to calculate minute-level industry returns. Some ETFs have been traded since the late
1990s, providing a long sample. I construct a portfolio exposed to climate policy risk, called a
“brown-minus-green” (BMG) portfolio, by taking long positions in ETFs corresponding to brown
industries and short positions in green industries.

For the baseline analysis, I construct the BMG portfolio by going long in one of three ETFs:
Materials Select Sector SPDR Fund (XLB), SPDR S&P Metals and Mining (XME), and Energy
Select Sector SPDR Fund (XLE). For the short leg, I use one of two ETFs: Health Care Select
Sector SPDR Fund (XLV) or iShares Biotechnology ETF (IBB). These classifications are consistent
with those used in Alekseev et al. (2022). In robustness checks, I use alternative short portfolios,
including Consumer Staples Select Sector SPDR Fund (XLP) and other technology and consumer
goods industry ETFs. I report the top ten constituents for each of these ETFs in Appendix Table
A.3. T use sector-level ETFs instead of individual stocks because they are a convenient way of
constructing industry portfolios without having to work with the entire cross-section of stocks
listed in TAQ.

I choose these portfolios based on their exposure to climate and environmental regulation and
their long lifespans. The short portfolios consist of industries with minimal exposure to climate
policy: health care, biotechnology, and consumer staples.

Firms in XLB, XME, and XLE are highly exposed to environmental policy. Many, such as ATI
Inc., Nucor Corporation, United States Steel Corporation, Alcoa Corporation, Sherwin-Williams,
Dow Inc., and Newmont Corporation, have paid hefty settlements to the Department of Justice,
the Environmental Protection Agency, and other environmental regulators.® In addition to paying
direct fines, the companies in these funds are concentrated in industries with significant carbon
emissions. Consol Energy Inc. is among the largest coal miners in the United States; several others
engage in emissions-intensive steel manufacturing; and others, such as Dow and Linde PLC, use or

refine petrochemicals.

8The following links record some fines and penalties for these companies. Many of these com-
panies are repeat offenders and have other monetary settlements with the EPA. https://archive.
epa.gov/epapages/newsroom_archive/newsreleases/681ddccde6228708852570d60070££02. html, https:
//www.justice.gov/archive/opa/pr/2000/December/703enrd.htm, https://www.epa.gov/newsreleases/
epa-settlement-steel-dynamics-inc-will-reduce-air-pollution-butler-indiana, and https://web.
archive.org/web/20080227000345/http://www.fws.gov/midwest/grandcalumetrivernrda/documents/USX.pdf
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4.3 Gallup

To measure voter demand for climate policies and presidential approval, I use data from Gallup.
The first series I use is the Gallup Daily Tracker. Between 2008 and 2017, Gallup conducted daily
polls of 1,000 U.S. adults, asking various political, economic, and general well-being questions. On
a typical day, approximately half of the respondents were asked questions from the political track.

Between 2009 and January 2017, Gallup asked respondents, “Do you approve or disapprove of
how Barack Obama is handling his job as president?” The available responses were “Approve” or
“Disapprove.” A few respondents replied that they “Don’t know” or refused to answer the question.
Gallup does not report having asked the question for President Bush in 2008 or President Trump
in 2017.

The dataset provided by Gallup includes the response to this and other questions, as well as a
large number of demographic variables and sampling weights, which Gallup includes to account for

” To construct

“disproportionalities in selection probabilities and response rate by sample frame.
the approval rating, I code “Approve” as 100 and “Disapprove” as 0. I drop the small number of
respondents who did not choose one of these two options. I then take a weighted average, weighting
responses by these weights. Finally, I take a seven-day rolling average to account for the relatively
small sample of 500 respondents daily. The series generated from this procedure is displayed in
Appendix Figure A.5.

Beyond the Daily Tracker, Gallup polls a large sample of U.S. adults each month as part of
the “Gallup Poll Social Series” (GPSS). These surveys are organized around a particular topic. In
March of each year, the topic is energy and the environment. Each monthly survey, including the
March survey, records the demographics of the respondents and asks several standard economic
and political questions, including presidential job approval. Each question in the survey is asked of
approximately 500 respondents, which is the same number as in the Michigan Survey of Consumers.

In the March survey, Gallup asks respondents more specific questions about environmental and
energy policy, including “Do you think [current President] will do/is doing a good job or poor job in
handling each of the following issues as president?” for “protecting the nation’s environment” and
“improving the nation’s energy policies.” The responses to these questions are highly correlated
with each other and with respondent-level presidential job approval.

In March, Gallup also asks respondents several questions about climate change, including their
“view of the seriousness of global warming,” how knowledgeable they are about it, when they expect
its effects to occur, and their perceptions of what scientists say about it.

The approval measure used in the regression analysis is constructed from the GPSS presidential
job-approval question, which is available monthly for all four administrations in the sample. I code
“Approve” as one and “Disapprove” as zero and take a weighted average within each month using
the Gallup-supplied sampling weights. To de-noise the month-to-month sampling variation from
the roughly 500 respondents per survey, I smooth the monthly series with an exponentially weighted
moving average with a span of six months, computed separately within each administration so that

the smoothing never crosses a change in president. The smoothed series can be seen as capturing
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the time trend in the approval series plotted in Appendix Figure A.5. Indeed, this measure is
highly correlated with the Daily Tracker, but it is available over a longer time horizon. The GPSS
measure is the approval variable in all regressions, standardized to a z-score as described in Section
6.5.

4.4 OptionMetrics

In ancillary tests, I calculate the expected returns on individual stocks using the method of Martin
and Wagner (2019). To implement this, I use options data from OptionMetrics. To construct
expected returns on industry portfolios, I take the value-weighted average of individual-stock ex-
pected returns by industry, using industry classifications consistent with those described in Section
4.2.

5 Presidential Policy Announcements

To assess whether White House policy announcements are associated with systematic movements
in financial markets, I plot returns to a trading strategy that alternates between investing in a VIX
futures ETF and holding cash. Because announcements have a positive duration, I bracket each
announcement with a window that opens ten minutes before the announcement starts and closes
ten minutes after it concludes. Ten minutes before a policy announcement begins, the strategy
invests in the VIX futures ETF, and it holds the ETF until ten minutes after the announcement
ends, at which point it rotates back into cash.

I compare the strategy that holds the VIX futures ETF near policy announcements to several
nearly identical strategies that invest in the VIX ETF during placebo periods. By construction, the
timing of these placebo periods closely matches that of the actual White House announcements.

If there were a single remark between noon and 1 PM on Thursday, the baseline strategy would
invest in the VIX ETF at 11:50 AM, and at 1:10 PM, it would sell the asset. At all other times on
Thursday, the strategy would hold cash. I compare this to three variants. The first two invest in
the asset between 11:50 AM and 1:10 PM on Wednesday and Friday instead of Thursday and hold
cash at all other times that day. The third invests in the asset on Thursday for the same duration,
but shifted so the position is closed one hour before the baseline strategy opens. The asset is thus
initially bought at 9:30 AM and sold at 10:50 AM. An illustration of this strategy appears in Figure
8.

I plot cumulative returns to each of these four strategies on a log scale in Figure 9. During these
remarks, there is a pronounced decline in the expected future spot value of the VIX, and there is
no commensurate decline during the placebo periods.

The tight event windows, large number of announcements, and consistent visual pattern make
it implausible that confounding events drive the decline in the VIX associated with policy an-
nouncements. Such events would have to coincide consistently with the announcement windows

themselves.
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It is also implausible that such announcements are scheduled in response to confounding events,
at least within a tight window. The White House often explicitly addresses ongoing events, but
the filters in Table 3 restrict the sample to high-profile remarks, during which the president himself
speaks. The president’s schedule is published in advance, and high-profile speaking engagements
take considerable effort to organize.

It is reasonable to assume that the content of high-profile presidential policy announcements
would either be largely anticipated by market participants or serve mostly symbolic purposes, with
little immediate effect on financial decisions. However, the data show systematic movements in
the VIX around these events, indicating that markets react consistently to the announcements
themselves. This challenges the assumption that such information is fully priced in beforehand and
highlights the announcements’ surprising influence on market expectations, even within very tight
time windows.

Developing a comprehensive and tractable model of the government’s decision-making process
across all policy areas is a serious challenge. The complexity of governmental considerations and the
wide range of policy domains make it impractical to capture these dynamics in a single framework.
I therefore narrow the analysis to climate policy. This specialization permits a well-defined model

of government decision-making that is both theoretically manageable and empirically testable.

6 Main Empirical Findings

I now evaluate the model empirically using an event study, analyzing high-frequency changes in asset
prices surrounding climate policy announcements. Before conducting this analysis, it is necessary
to identify which announcements relate to climate policy. This process is detailed in Section 6.1;

the remaining sections present the findings.

6.1 Topic Modeling

To classify the content of the remarks, I use a topic model trained with Latent Dirichlet Allocation
(LDA). LDA assumes that the text of documents is generated from a set of underlying abstract
topics, where each topic is represented as a probability distribution over words. For example,
a topic with high probabilities for words like “McConnell,” “Pelosi,” “Capitol,” and “chamber”
might naturally be labeled “Congress.” Topic labels are inherently subjective and depend on
the researcher’s interpretation. A desirable topic model produces interpretable topics, where the
associated words form coherent groups understandable to a human reader.

To estimate the topic model, I preprocess the original transcript set by splitting each document
into tokenized unigrams, i.e., individual words. I then stem each word by removing suffixes, map-
ping, for example, “becoming” and “become” to the single stem “becom.” After preprocessing, 1
train the topic model on the complete set of documents, which includes documents from the Clinton
administration in addition to those listed in Table 3.

A complete list of topics, their manually assigned labels, and the unigrams most associated
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with each topic is provided in Table A.4 in the appendix. The assignment of labels is a subjective
decision on my part. For topics where no clear label emerges, the label is left blank.

Topic models are frequently uninterpretable to human readers. By contrast, a high proportion
of topics in Table A.4 are highly interpretable. The striking interpretability of topics from LDA
applied to White House documents is likely due to an extremely strong factor structure inherent
in political speech. Political speech often focuses on discrete and clearly delineated issues. This
structure results in topics that are both machine- and human-interpretable. Topic 115 captures
language related to climate change, with its five most associated words being “climat,” “energi,”
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“chang,” “emiss,” and “clean.”

After estimating the topics, I determine the content of individual transcripts by calculating the
posterior topic weight on a specific topic. Let 6; ; denote the share of document ¢ assigned to topic
7. Tuse

Posterior; ; = E[6; ; | Words in document 7] (6.1)

as my measure of topic-j content in document ¢. In practice, this posterior measure is high for doc-
uments that frequently use the words associated with a particular topic, as listed in Table A.4. For
instance, a document will have a high posterior value for the climate topic if it frequently includes

W«

terms like “climate,” “change,” and “emissions.” Where a discrete classification is required, I call
an announcement a climate announcement if its climate-topic posterior exceeds one percent. Em-
pirically, presidential announcements have large loadings on boilerplate topics, and even relatively
small loadings on the climate topic are indicative of substantial climate content.

To evaluate the credibility of the procedure, I present the ten remarks with the highest climate-
topic posteriors in Table 5, ranked in descending order. The second column lists the titles as
assigned by the White House Press Office. Notably, the posterior measure is derived solely from
the text of the document, independent of the title. That the titles reference climate reinforces
the validity of the topic model in accurately identifying speeches related to climate change. These
announcements are also easily recognized as climate-related by investors. For example, there is no
doubt that President Obama’s remarks at the U.N. Climate Change Summit, a widely publicized
event, would focus on climate change. Other remarks that strongly align with the climate topic
and pass the filters described in Section 4.1 consistently exhibit two traits: they are clearly focused
on climate change and are well known to market participants in advance.

As an additional sanity check, Figure 7 plots a centered 28-day moving average of the document-
level climate posterior, normalized so that its sample mean equals 100. The series spikes around
discrete climate-policy events, such as the United States entering the Paris Climate Agreement,
adopting a methane pledge, and announcing a greenhouse-gas emissions target for 2025. Strikingly,
there are no major spikes in the series during the Trump administration. This does not mean that
no climate-policy events occurred under Trump: the withdrawal from the Paris Climate Agreement,
for example, has the highest climate posterior of any event in that administration and is coded as a
climate event. Rather, a low baseline level of climate speech, together with the relative infrequency

of climate events, produces the flat series that characterizes the period.
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The clarity of the announcement titles, and the procedure’s success in capturing them, are
critical to my identifying assumptions. As elaborated in subsequent sections, it is central to my
interpretation that investors anticipate the announcements will address climate policy and are aware
beforehand of their timing. This reasoning relies on the president’s daily schedule being published

in advance, with titles that clearly indicate the announcements’ content.

6.2 Resolution of Uncertainty and Behavior of VIX

The first step is to establish that these announcements are an appropriate setting for testing the
model’s predictions. A key requirement is that the announcements provide market participants with
information about future government policies, as described in Proposition 7. Prior research has
demonstrated a strong correlation between policy uncertainty and the VIX (Manela and Moreira
(2017)). Building on this work, I confirm that the announcements result in declines in VIX futures
contract values, both in the overall sample and in the climate policy subsample.

I begin by estimating the following regression model:
Ri,t = Bl]It{Remark} + Vd(t) =+ U ¢ (6.2)

I estimate this regression on an unbalanced panel of VIX ETFs, where each ETF (denoted by ) is
included for the duration of its trading history. The two oldest VIX ETF's began trading in January
2009, with the other two launching subsequently. All four ETF's remain in the sample until 2022.
To account for correlation both across ETFs and across minutes within a trading day, I cluster
standard errors at the date level throughout the main analysis.

The term vy is a fixed effect for date d(t), included to account for the possibility that the
timing of presidential policy announcements is correlated with overall macroeconomic uncertainty.
Such correlation could arise if announcements are endogenously scheduled in response to major
economic events.

Table 6 reports the estimates. In column (1), which pools all four VIX ETFs and uses an indi-
cator for any presidential remark, the coefficient is negative and statistically significant, confirming
the decline in the VIX observed in Figure 9. The results from Equation 6.2 represent a highly
stringent statistical test due to the inclusion of date fixed effects and the aggressive clustering. It is
likely that information from many presidential announcements is leaked prior to the event, and such
pre-announcement effects are captured by the date fixed effects; the upward drift in BMG returns
before the announcement start in Figure 10 is consistent with partial leakage of announcement
content, which would likewise attenuate the VIX estimates. As a result, the coefficient estimates
provide a conservative lower bound on the total impact of these announcements on the pricing of
VIX futures.

As an additional validation, I examine which topics are most strongly associated with negative
returns to VIX ETFs. The content of the policy announcements shows substantial heterogeneity,

with some clearly unrelated to economic news. If negative returns to the VIX are driven by the
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release of information relevant to market participants, and if the topic model accurately captures
the content of these announcements, then the topics linked to the sharpest declines in VIX ETFs
should correspond to news of first-order importance to financial markets.

To quantify this, the remaining columns of Table 6 re-estimate Equation 6.2 separately by policy
category. Each column is a univariate regression that restricts the announcement indicator to a
single category: six categories centered on crises and the environment (climate, federal emergency,
terrorism, coronavirus, Syria, and disaster response) and five centered on economic and foreign
policy (finance, the economy, foreign policy, taxes and budget, and trade). I chose these categories
to be broadly representative of U.S. policymaking, and a remark is assigned to a category if its
posterior loading on that category’s topic in the 260-topic model exceeds one percent. The finance
category is captured by a broad finance and banking topic; its highest-loading remarks concern
financial reform, crisis response, and community-bank regulation, so it plausibly reflects financial
regulation as well. Climate produces the largest statistically significant decline, roughly five times
the average effect of a remark in the full sample in column (1), and is the only category significant
at the five percent level. Federal emergency has the largest point estimate of any category, but
it is by far the rarest and is too imprecisely estimated to be distinguishable from zero. Several
crisis- and security-related categories (terrorism, coronavirus, Syria, and disaster response) are
each negative and significant at the ten percent level, while the remaining categories (finance, the
economy, foreign policy, taxes and budget, and trade) are not statistically distinguishable from
Zero.

A pattern consistent with these estimates is that the announcements that move VIX ETFs
concentrate in areas that are economically consequential and in which the president can act with
considerable unilateral authority (climate, terrorism, the pandemic, and disaster and emergency
response), whereas categories that turn primarily on congressional action, such as taxes, the budget,
and trade, show smaller effects that are not distinguishable from zero. Table 6 confirms that
presidential announcements matter for the market broadly and that climate announcements matter
in particular, likely reflecting some combination of the uncertainty surrounding climate policy, its

relevance for aggregate output, and its impact on firm cash flows.

6.3 Climate Policy Risk Premium

I next study whether there is a systematic relationship between climate speech and the cross-
section of returns, directly testing the model’s prediction of a climate policy risk premium. Lemma
5 establishes the sign of the premium for climate-exposed firms, and Result 2 characterizes the
brown-minus-green spread in the model. Separate from testing the model, the estimates in this
section quantify, under the identifying assumption discussed below, the compensation investors
demand for bearing transition risk.

I first estimate the following regression, the results of which are reported in Table 7.

Ry = il {Remark} + Bol; {Remark} x Climate Speech,. ;) + v + €t (6.3)

34



Each column corresponds to a single univariate regression in which R; is the return to a long-
short portfolio that goes long in brown stocks and short in green stocks (i.e., the BMG portfolio),
described in Section 4.2. The unit of observation is a minute-level return. The remark indicator,
I; {Remark}, takes the value one if minute ¢ falls within the event window of a remark, that is, from
ten minutes before the remark begins to ten minutes after it ends. Standard errors are clustered
by date.

The term vy is a date fixed effect as in Equation 6.2. T include it here because there could
be latent economic or climatic states that both affect the expected return to BMG and correlate
with the timing of climate remarks. For example, investor tastes for green assets might have
strengthened over time, raising the expected return to the BMG portfolio. This shift in tastes is
plausibly correlated with the amount of climate policy speech. Fixed effects de-mean the expected
return across a day and ensure that the estimated coefficients are not contaminated by changing
investor tastes or other underlying states.

I use the posterior value rather than an indicator because the continuous measure lets the data
determine which announcements drive the estimates: identifying variation comes disproportionately
from remarks containing substantial amounts of climate speech, without my having to take a stand
on the exact threshold at which a remark becomes a climate remark. Similarly, I estimate univariate
regressions for each brown-minus-green portfolio in turn, showing that the effect of climate speech
is broadly consistent across the cross-section rather than an artifact of a strong effect on any single
portfolio. In later analysis I take a stronger stand, filtering climate announcements by topic and
title and exploiting the full cross-section of BMG portfolios jointly. This approach limits the scope
for subjectivity at the stage where the aim is simply to establish that climate speech affects the
cross-section of returns.

There is a strong, statistically significant relationship between climate speech and the return to
the BMG portfolio during announcement periods. The regression results imply that the minute-
level return to the BMG portfolio over the course of a policy announcement that was purely climate
news (i.e., the variable Climate Speech takes the value one) would be between two and four basis
points per minute higher than an announcement that had no climate speech. This number comes
with an important caveat: the maximum value that this variable takes is approximately 0.25.
Scaling instead by the average posterior among climate announcements, the implied average effect
for that subset is a BMG return approximately 0.33 basis points per minute higher than during
the remainder of the day.

To further establish that climate announcements have a causal impact on the cross-section of
returns, I plot event studies in Figure 10. The y-axis shows the cumulative return to the BMG
portfolio in basis points, and the dashed vertical line marks the start of the climate announce-
ment. The timing convention differs slightly from the regression convention, in which the indicator
equals one from ten minutes before each announcement until ten minutes after it ends. Because
announcements vary in duration, there is no consistent end time to mark on a figure whose z-axis

is measured in minutes. Instead, I measure time from the start of each announcement and plot a
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window long enough that most announcements in the sample have concluded.

I identify climate announcements in two ways, one for each panel. In the left-hand panel, an
announcement is climate-related if its title contains a climate-policy keyword? and the topic model
assigns it substantial climate content; this is meant to capture the identifying variation in Table
7. In the right-hand panel, I use a simpler rule: an announcement is climate-related if the word
“climate” appears in the remark title assigned by the White House. The right-hand panel shows an
average gain of twenty-five basis points for the BMG portfolio in the hour following the start of a
climate announcement. Indeed, the BMG portfolio accrues approximately twenty-five basis points
on average over the entire day on which a climate announcement occurs.

There are two possible economic interpretations of this positive statistical relationship. The
first is that there is unanticipated good news for brown firms during remarks with a substantial
amount of climate content. Alternatively, investors are compensated for holding stocks exposed
to regulatory policy when climate news is released to the market, that is, a climate policy risk
premium.

Consistent with the model, I interpret this statistical relationship as evidence of the latter, a risk
premium. My identifying assumption is that, on average, the news content of these announcements
is neutral, i.e., investors are not systematically positively surprised by good cash flow news for brown
firms across the sample of announcements. While this assumption is inherently untestable, it is
supported by the pre-scheduled nature of the remarks, which market participants know in advance
will heavily focus on climate policy. Furthermore, the sample includes nearly 150 remarks with
substantial climate content. Given that professional investors are highly compensated for accurately
forecasting stock movements, it is more plausible that this estimate reflects a risk premium than

systematic forecasting errors.

6.4 Good News vs. Risk Premium

In Panel B of Table 7, I estimate the same regression as in Panel A, over the same estimation
sample, but restrict the treated remark indicator to announcements that market participants un-
derstood in advance would carry climate or environmental news: those with explicit environmental
content in their titles. I require that a title include one of the following substrings: “climate,”

Y« 7« Y«

7 “clean fleet,” “clear skies,” “ocean,” “energy,” “environment,”

“paris agreement,” “clean energy,
“efficien,” “renewable,” “conservation,” or “build back better.” Narrowing the treated set in this
way sharpens the test of the identifying assumption: because these announcements were explicitly
billed as environmental, it is even less plausible that their climate content systematically caught
investors off guard in a single direction.

This restriction also sharpens the alternative explanation that must hold if the observed re-
lationship is not driven by a risk premium. Despite knowing ex ante that these announcements
would contain explicit climate content, investors would have to have been systematically surprised

in a direction favorable to brown firms over the entire sample. This would need to hold despite

9The climate-policy keywords are listed in Section 6.4.
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the inclusion of events like the Paris Climate Agreement and other regulatory announcements,
which described policies that were, in aggregate, detrimental to the profitability of brown firms.
The estimates themselves speak against this alternative. Comparing Panels A and B of Table 7,
all six coefficients of interest are significant in Panel B despite the much smaller set of explicitly
environmental announcements and the consequent loss of power, and each increases in magnitude
relative to Panel A, indicating that the return response to climate speech is strongest precisely
when investors knew in advance that the speech would concern environmental policy.

Several appendix exercises show that this relationship is not sensitive to the exact empirical
implementation. Appendix Table A.5 uses alternative brown-minus-green portfolios, and Appendix
Table A.6 replaces the continuous topic posterior with threshold-based indicators; both deliver
directionally similar estimates. Appendix Table A.7 shows that the result is stable across topic
models with different numbers of topics, and Appendix Table A.8 shows that the conclusion is

robust to alternative clustering choices.

6.5 Time Variation in the Climate Policy Risk Premium

The evidence so far establishes an unconditional pattern: climate speech moves the cross-section of
returns, and the movement is difficult to attribute to systematic surprises about cash flows. The
model, however, makes sharper predictions than this. Because both the risk premium and the infor-
mativeness of announcements arise from an electoral constraint, they should vary with the strength
of that constraint: in the model, the expected utility under the challenger. Proposition 7 predicts
that announcements resolve more uncertainty when the expected utility under the challenger is
lower, and Result 3 predicts that the climate policy risk premium to the BMG portfolio grows as
the incumbent’s popularity advantage over the challenger widens. Result 2 further predicts that the
direction of the premium reverses under green versus brown parties. I now test these conditional
predictions. Because the expected utility under the challenger is not directly observable, I use
several proxies for the political control of the incumbent government: unified party control of the
presidency and both chambers of Congress, the approval rating of the incumbent administration,
and the time to the next election when the incumbent president will be up for re-election.

To assess the support for these predictions in the data, I estimate the following regression, whose
coefficient estimates are reported in Table 8. For Strength,, I use one of the three aforementioned
proxies. Because approval and time to the next election are continuous and measured on very
different scales, I standardize each to a z-score (subtracting its sample mean and dividing by its
sample standard deviation) so that its coefficient is interpreted as the effect of a one-standard-
deviation change in the proxy; majority is a binary indicator and enters without standardization.
This regression is estimated separately over two unbalanced panels: the six BMG portfolios and

the four VIX ETFs. All specifications include date-portfolio fixed effects, and standard errors are
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clustered by date.

Ri = B1li {Remark} + Bol; {Remark} x Climate Speech, ) + 83l {Remark} x Strength,

(6.4)
+ B4l {Remark} x Climate Speech,.;) x Strength, + v; gy + Gt

On the whole, the evidence provides substantial support for these predictions. In the return
specifications of columns (1)—(3), all three proxies are directionally consistent with looser political
constraints producing a larger BMG announcement return, and the triple interaction is statistically
significant for the approval and unified-government measures; the time-to-election interaction has
the predicted sign but is imprecisely estimated. The VIX specifications in columns (4)—(6) display
the same pattern: all three triple interactions have the predicted negative sign, though only the
approval measure is statistically significant. The magnitudes are economically meaningful. The
unified-government specifications provide the most direct reading, because the indicator is binary:
for a remark consisting entirely of climate speech, unified government raises the sensitivity of BMG
returns to climate speech by roughly 7.4 basis points per minute in column (2) and deepens the
associated decline in the VIX ETFs by roughly 11 basis points per minute in column (5), although
the latter estimate is imprecise. These magnitudes scale proportionally with a remark’s climate
content, and they accumulate over announcements that typically last tens of minutes.

Result 2 predicts that the direction of the transition risk premium reverses under green versus
brown parties. To investigate this, I re-estimate Equation 6.4, splitting by the administration’s
party. I do this for both the approval and majority proxies, given that time-to-election is consistently
insignificant in Table 8.

The resulting evidence is mixed. The strength sensitivity documented in Table 8 (the triple
interaction of the remark indicator, climate speech, and government strength) is concentrated under
Democratic presidents: in the Democratic subsample, both triple interactions remain statistically
significant, and the majority interaction is close to the full-sample estimate. In the Republican
subsample, by contrast, the two-way interaction of the remark indicator with climate speech is not
uniformly significant, and the triple interaction with government strength never is. One feature
of the Republican subsample is worth noting, however: the triple interaction with the unified-
government indicator is negative (the sign the model predicts under a brown party, where a stronger
government should make the transition risk premium more negative), though the estimate is too
imprecise to distinguish from zero.

To approach this from a different perspective, I take a step back from looking at high-frequency
returns directly and instead investigate the evolution of expected returns around a major political
shock: the 2016 presidential election. Figure 11 plots the option-implied expected-return pre-
mium on the brown-minus-green portfolio around this event. Following Martin and Wagner (2019),
I construct expected returns at the individual-stock level from options with one year to expiry,
for a brown set (energy, mining, and materials firms, excluding utilities) and a green set (broad
health care, excluding pharmaceuticals) classified from CRSP SIC codes; the plotted series is the

coefficient on a brown dummy interacted with two-week block indicators in a market-capitalization-
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weighted regression with block fixed effects. The premium decreases sharply in the weeks immedi-
ately following Donald Trump’s surprise election victory, but it does not turn negative. A pooled
difference-in-differences over the same three-month window, reported in Table A.9, confirms this
decline: treating brown firms as the treated group and green firms as the control, the brown-by-
post-election interaction is —0.21 percentage points per year and is significant at the five percent
level.

I interpret this evidence as follows. The transition risk premium very likely differs between
green and brown parties: the relationship between returns and climate speech is concentrated
under Democratic presidents, and expected returns to the BMG portfolio fall sharply upon a
Republican victory. What the evidence does not establish is the baseline model’s stronger claim
that the premium actually turns negative under brown parties: the point estimates are too imprecise
to sign, and the expected-return series declines without crossing zero. Taken together, the data
support the direction of the party asymmetry but suggest that the baseline model’s sign flip is too
strong quantitatively, motivating the extension developed below, in which the premium falls under

brown parties without reversing sign.

6.6 Model Revisited

As documented above, the baseline model’s sign-flip prediction is too strong: the premium varies
with the party controlling the presidency, but it does not appear to turn negative under Republicans.
I therefore modify the model so that the party asymmetry survives without the sign reversal. The
modification is a single assumption about preferences: households have a very low disutility of
emissions, consistent with survey evidence that their willingness to pay for reductions in carbon

emissions is low (NORC (2021)). In particular, I assume that
Oy <B<B<G<g. (6.5)

This extension can be interpreted as one in which households dislike emissions to a lesser extent
than governments, possibly because households do not fully internalize the externalities associated
with emissions, for example because households are finitely lived. More broadly, there may be
negative distributional consequences, either within or across generations, that are costly for the
government but immaterial to the representative household. I analyze the equilibrium under this
assumption in Section E.

The key takeaway is that, under this assumption and for calibrations that ensure a nonde-
generate equilibrium, the model generates a positive climate policy risk premium and positive
announcement returns under both parties. Under the baseline model, there are two kinds of risk.
Under the green government, high marginal utility states are those in which the policy is “too
green,” i.e., the level of consumption is very low. Under the brown government, high marginal
utility states are those in which the policy is “too brown,” i.e., the level of emissions is too high.

In this extension, the only high marginal utility states of the world are those in which the policy is

39



too green and consumption is too low. Thus, the sign of the climate policy risk premium does not
flip when a brown government takes power.

I take this extension as a plausible way to reconcile the tension between my empirical findings
and the predictions of the baseline model. Whether due to unmodeled distributional consequences
or to governments’ longer horizons, governments have a systematically higher disutility of emissions
than households. This leads to a positive climate policy risk premium under both parties, consistent
with Table 7.

The critical difficulty in this extension is that the utility of the household is typically higher
under the brown party, because every element of the brown party’s type distribution is closer to the
household’s type than every element of the green party’s. Therefore, the model must be modified
to ensure a nondegenerate equilibrium in which the voter is willing to re-elect a green incumbent.
I accomplish this by including an exogenous component of the household’s utility under the green
party, 2. That is, for unmodeled reasons orthogonal to climate policy, voters derive additional
utility from the policies of green parties. The addition of 2 ensures that an equilibrium exists in
which the household is willing to re-elect the green incumbent and not every green type pools.
A sufficiently large € also ensures that comparative statics with respect to the expected utility
under the green challenger are meaningful: absent it, the household would always prefer the brown
incumbent. Because both parties’ types lie on the same side of 85 and every brown type lies closer
to it, every realization of the brown government’s policy yields higher utility than every realization
of the green government’s.

Table 9 indicates not only that the BMG announcement return is positive under both parties,
though less precisely estimated under Republicans, but also that the relationship between this
return and government strength, whether measured by approval or a congressional majority, is much
weaker under Republicans than under Democrats. This extension can also be used to understand
why this might be the case. When a Republican incumbent is in office, the arguably empirically
relevant case is that ) is low: by revealed preference, voters recently preferred the brown over
the green government. If Q is sufficiently low, every realization of the brown incumbent’s policy
again yields higher utility than every realization of the green challenger’s, and the household always
prefers to re-elect the brown incumbent. This severs the link between the outside option and prices:
because the outside option is unappealing, marginal changes in its value do not alter the re-election

decision, the equilibrium bounds, or the announcement return.

7 Conclusion

Government policymaking to address climate change affects asset prices. Government actions
crucially depend on political considerations. This paper provides both theory and empirics at the
intersection of political economy and climate finance.

I construct a dataset of timestamped presidential policy announcements new to the finance

literature. By analyzing ultra-high-frequency variation in the minutes around these announcements,
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I demonstrate their substantial effects on financial markets. This result is surprising because
it challenges the natural assumption that the content of these routine announcements is either
trivial or fully anticipated by market participants. Using natural language processing techniques,
I identify climate policy discussions and show that these announcements have approximately five
times the impact on VIX futures pricing of the average presidential policy announcement. This
finding places climate policy among the most influential topics for financial markets in my sample,
alongside terrorism and national security announcements.

To investigate the economic mechanisms through which presidential policy announcements
about climate change influence financial markets, I incorporate machinery from political econ-
omy into an off-the-shelf model of climate finance. Leveraging an agency friction inherent in the
relationship between voters and their elected representatives, the model microfounds the political
costs governments pay when implementing climate policies and endogenously generates both cli-
mate political uncertainty and a climate policy risk premium. This work advances the theoretical
literature by endogenizing political costs in the framework of Pastor and Veronesi (2012).

I test the model’s predictions using the sample of climate policy announcements. By analyzing
returns in the minutes surrounding these announcements, I uncover a statistically significant climate
policy risk premium. On average, portfolios exposed to climate policy gain twenty-five basis points
around these announcements. Consistent with the model’s predictions, announcements tend to be
more informative and announcement returns larger when governments enjoy greater popularity.

Inherently political decisions, such as carbon pricing and fiscal retrenchment, have a profound
impact on financial markets. Integrating political economy with climate finance offers valuable
insights into the nature of transition risk. The model clarifies that transition risk stems from
uncertainty about the incumbent government’s type, which governments conceal in response to
electoral discipline imposed by voters. Framing government actions in this way makes the dynamics
of risk premia tied to government policy easier to interpret. This perspective has broad applicability

to other policy domains and presents promising opportunities for future research.
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Figure 2
Government’s Policy Rule

This figure shows a stylized version of the government’s preferred and implemented policies. The
left-hand panel plots the government’s optimal policy as a function of its type, which corresponds
to the optimal policy of a household with disutility of emissions 6; = 6. The right-hand panel
displays the government’s equilibrium strategy given illustrative threshold values g and g, marked
by the dashed grey lines. The solid blue line denotes the implemented policy, the dashed yellow
line the reported policy, and the dashed blue line the optimal policy. This final line coincides with
the solid blue line in the left-hand panel.
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Figure 3
Comparative Statics

This figure shows, in stylized form, how the equilibrium changes as the electoral constraint tightens.
The left-hand panel shows the case in which the representative household’s expected utility under
a green challenger increases, tightening the electoral constraint on the brown incumbent. The
lower bound g rises while § remains fixed, and the incumbent’s strategy shifts from the solid blue
line to the dashed yellow line. The right-hand panel illustrates the analogous exercise for a green
incumbent facing a brown challenger. The upper bound g falls while g remains fixed, and the
incumbent’s strategy again shifts from the blue line to the dashed yellow line. In both cases, the
gap between g and g narrows. In each panel, the two dashed grey lines mark the initial bounds and
the dash-dot grey line marks the new bound, with an arrow indicating its movement. The shaded
region on the x-axis indicates the types that are newly induced to misreport, having previously

reported truthfully.
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Figure 4
Dynamics of Political Uncertainty

This figure displays the expected change in the posterior variance over 6 and go at the time of the
policy announcement, posterior minus prior variance, so that negative values indicate a decline. It
is computed for a green incumbent under the baseline calibration of Table 1. The left-hand side
y-axis scale is for the change in the variance of 6, and the right for the change in the variance of

go. The x-axis is the voter’s outside option V', the certainty equivalent of the household’s period-2
1
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Figure 5
Utility and Marginal Utility

This figure displays the level of utility (solid line) and marginal utility (dashed line) of the rep-
resentative household as a function of the implemented policy go. The yellow dashed line labeled
g*(0m) marks the household’s preferred policy. The green and brown shaded regions indicate the
range of policies that could be implemented by the green and brown governments, respectively.
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This figure shows risk premia and the expected announcement returns. The top row shows the risk
premium, defined as the expected holding period return from time one to the end of time two net
of the risk-free rate. The bottom row shows the expected excess announcement return. The left
column shows these quantities for the green party and the right column for the brown party. In all
cases, the x-axis is the voter’s outside option V', the certainty equivalent of the household’s period-2

Figure 6
Expected Returns
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Figure 7
Intensity of Climate-Related Presidential Remarks

This figure displays the intensity of climate-related content in presidential remarks over the sample
period. For each remark I compute its climate loading as the topic-model posterior probability
assigned to the climate topic (Topic 115, the same climate measure used in the empirical analysis).
The plotted series is the average climate loading across remarks within a centered 28-day moving
window, expressed as an index normalized so that the sample mean equals 100 (dashed line).
Shaded regions denote presidential administrations, colored by party (red for Republican, blue for
Democratic).
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Figure 8
VIX ETF Trading Strategy

This figure illustrates a trading strategy that alternates between investing in a VIX futures ETF
and holding cash. The left panel shows the strategy around actual presidential announcements; the
right panel the placebo version, which trades the same windows shifted by one day. Cumulative
returns to this strategy are shown in Figure 9.

Actual Announcement Placebo Announcement
| |
To @ Hold cash To @ Hold cash
T1-10 minutes @ Long VIX Futures ETF (Th £ One Day)—10 minutes @ Long VIX Futures ETF
Th1 @ Policy announcement starts Ty + One Day @ Placebo policy announcement starts
T> @ Policy announcement ends T5 4+ One Day @ Placebo policy announcement ends
T5+410 minutes @ Liquidate VIX Futures ETF (Ty &+ One Day)+10 minutes @ Liquidate VIX Futures ETF Position
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Figure 9
Cumulative VIXY Returns around Announcements

This figure shows the time series of cumulative realized returns to a strategy that holds the VIX
futures ETF (VIXY) during presidential policy announcements and holds cash at all other times.
For comparison, it also displays the performance of placebo strategies that hold VIXY during
periods similar in timing to presidential announcements but during which no announcement occurs.
The y-axis, plotted on a logarithmic scale, shows the value of an investor’s portfolio over time,
assuming the strategy was implemented continuously since the inception of VIXY.

128"

100-
XX 784
=
T 61
5 ——  On Announcement
A 47 Previous Day

Next Day
377 Same Day
2012 2014 2016 2018 2020 2022

Date

53



Figure 10
BMG Return Event Study

This figure displays the average return in a two-hour window around a climate policy announce-
ment. Because announcements differ in length, and therefore in their end times, the event study
anchors the window on each announcement’s start rather than on its variable endpoint, so that
observations are aligned on a common clock. The window runs from sixty minutes before to sixty
minutes after the start of the announcement, a span long enough to capture the duration of most
announcements. The y-axis is in basis points, and the x-axis is in minutes. I construct the set of
climate announcements using two distinct criteria. The left-hand panel uses announcements whose
title contains a climate-policy keyword and that carry substantial climate content according to the
topic model. The right-hand panel includes all announcements that include the word “climate” in
the title. Confidence intervals corresponding to two standard errors are shaded.

Title and Topic Word “Climate” in Title

404
60

30 1
404

1
1
1
1
1
1
!
1
1
1
1
1
i
204 i
1
]

204

Basis Points
Basis Points

104

204
-104

LSS
S

T T T T T T T T T T T T
—-60 —40 -20 0 20 40 60 -60 —40 -20 0 20 40 60
Minutes Minutes

o4



Figure 11
Time Series of Option-Implied BMG Expected Return

This figure displays the option-implied expected return premium on the brown-minus-green (BMG)
portfolio around the 2016 presidential election, in two-week blocks. Expected returns are con-
structed using the method of Martin and Wagner (2019) from options with one year to expiry, at
the individual-stock level, for a brown set (energy, mining, and materials firms, excluding utilities)
and a green set (broad health care, excluding pharmaceuticals), classified from CRSP SIC codes;
pharmaceuticals (SIC 2833-2836) are held out of both legs so that no industry is double-counted.
The plotted series is the set of brown X block coefficients from a market-capitalization-weighted
regression of stock-level expected returns on two-week-block indicators interacted with a brown
dummy, absorbing block fixed effects; error bars are 95% confidence intervals. Because both legs
use the same (idiosyncratic) expected-return measure, the common market term cancels, so the
post-election decline reflects the brown-minus-green premium rather than the aggregate move in
market volatility. The dashed line marks the pre-election level and the dotted vertical line the
November 8, 2016 election.
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Table 1
Parameters

This table reports the parameter values used in the numerical solutions. The results displayed in
Figures 4 and 6, the model figures in the appendix, and the numerical verification tables (Tables
A.1 and A.2) are calculated under this parameterization.

Po Pg K C B ~
1 1 1 1 099 4

by 6 G B B

Parameter: A B
% 0.2 0.225 0.45 0.12 0.18

Value:

ol

winy Q
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Table 2
Example Transcript Excerpts

This table presents excerpts from President Biden’s remarks during the second session of the “Vir-
tual Leaders Summit on Climate.” The structure is representative: it includes the location and
the start and end times of the speech, along with the speaker and the corresponding text for each
passage.

Remarks by President Biden at the Virtual Leaders Summit on Climate Session 2:
Investing in Climate Solutions

April 22, 2021
East Room

10:50 A.M. EDT
THE PRESIDENT: Well, hello again, everyone...

You know, our shared goal of mobilizing $100 billion per year in developing countries is critical for
achieving that. You know, it’s an investment that’s going to pay significant dividends for all of us.
And to help meet that goal, the United States will double its 2024 — by 2024, our annual public
climate financing development to developing countries. Compare that to what we were providing
during the second half of the Obama-Biden administration.

At the same time, we intend to triple our public financing for climate application in developing
countries by 2024, recognizing the dividends that pays in reducing the costs of disasters and
conflicts are avoided.

You know, our Development Finance Corporation is committing to net-zero emissions through its
investment portfolio by 2040 and to increase climate-focused investments to 33 percent of all new
investments beginning in 2023, the earliest of any country.

In addition, today we are issuing America’s first-ever International Climate Fi-Finance Plan. This
plan represents our vision for financing the gloma- the global climate response in a coordinated
way. It lays out specific steps that federal agencies of the United States will take to increase both
the quality and quantity of climate financing...

10:56 A.M. EDT
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Table 3
Document Counts

This table reports the number of documents retained after each step of dataset construction. From
left to right, the filters sequentially retain documents that (i) are classified as remarks, (ii) are
delivered by the president rather than other officials (e.g., the first lady or vice president), (iii)
include valid timestamps, and (iv) occur during trading hours. The bottom row reports totals
across all four administrations.

Full Sample Only Remarks Valid Speaker Timestamped In Trading Day

Biden 417 137 104 104 72
Bush 4157 2705 2524 2508 1936
Obama 3899 2637 2145 2137 1395
Trump 815 508 380 378 247
9288 9987 o153 0127 3650
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Table 4
Presidential Daily Schedule — April 22, 2021

This table shows an example of a presidential daily schedule, taken from April 22, 2021. Such
schedules are typically published the evening prior.

Time Description

8:00 AM  The President participates in the virtual Leaders Summit
on Climate Session 1: Raising our Climate Ambition

10:00 AM The President receives the President’s Daily Brief

10:30 AM The President participates in the virtual Leaders Summit
on Climate Session 2: Investing in Climate Solutions

12:00 PM  The President has lunch with the Vice President

3:45 PM  The President and the Vice President receive a COVID-19
briefing
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Table 5
Climate Remarks

This table shows ten remarks with the highest climate change topic posterior score among the set
of documents that meet the four criteria in Table 3.

Date Title

2001-06-11 President Bush Discusses Global Climate Change

2014-09-23 Remarks President UN Climate Change Summit

2009-09-22 Remarks President UN Secretary General Ban Ki Moons Climate
Change Summit

2002-02-14 President Announces Clear Skies

2021-04-23 Remarks By President Biden At The Virtual Leaders Summit On Cli-
mate Session 5 The Economic Opportunities Of Climate Action

2008-04-16 President Bush Discusses Climate Change

2013-06-25 Remarks President Climate Change

2016-10-05 Remarks President Paris Agreement

2015-08-03 Remarks President Announcing Clean Power Plan

2021-04-22 Remarks By President Biden At The Virtual Leaders Summit On Cli-
mate Session 2 Investing In Climate Solutions
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Table 6
VIX Response to Remarks by Category

This table reports coefficient estimates from regressions of VIX-ETF returns on presidential-remark
indicators, estimated on an unbalanced minute-by-minute panel of the four VIX futures ETFs.
Each entry is a coefficient from a separate univariate regression: the column header names the
announcement category (the “sample”), and the single “Announcement” coefficient is the average
VIX-ETF return, in basis points, during a remark of that category. Column (1) uses all presidential
remarks; the remaining columns restrict to remarks whose posterior loading on the category’s
dominant topic in the 260-topic model exceeds one percent. The Announcement indicator equals
one in the minutes during a remark and in the ten minutes before and after. All twelve regressions
are estimated on the same 4,892,186 minute-by-ETF observations and include date fixed effects;
standard errors are clustered by date, which accounts for correlation both across the four ETFs
and across minutes within a trading day, and ¢-statistics are reported in parentheses.

All Remarks Climate Federal Emergency Terrorism
(1) (2) (3) (4)
Announcement —0.0789* —0.3997** —1.0419 —0.2371*
(—1.91) (—2.31) (—1.32) (—1.83)
Coronavirus Syria Disaster Response  Finance
(5) (6) (7) (8)
Announcement —0.3303* —0.2379* —0.2587* —0.2310
(—1.81) (—1.85) (—1.95) (—1.41)
Economy  Foreign Policy = Taxes & Budget Trade
(9) (10) (11) (12)
Announcement —0.0111 —0.1876 0.0457 —0.0708
(—0.08) (—1.53) (0.46) (—0.54)

Signif. Codes: ***: 0.01, **: 0.05, *: 0.1
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Table 7

Brown-minus-Green Returns

This table reports minute-level regressions of brown-minus-green (BMG) returns on a presidential remark indicator and its interaction
with climate speech. Climate Speech, ;) is the topic-model climate posterior of the remark at time r(t). Ry is the BMG portfolio return
in basis points; each column pairs a brown ETF (XLB, XME, or XLE) with a green ETF (XLV or IBB). In Panel A, I;{Remark}
equals one within a ten-minute window of any remark meeting the filters in Table 3; in Panel B it includes only remarks classified as
climate-related by title (keywords in Section 6.4). Standard errors are clustered by date, with ¢-statistics in parentheses.

Dependent Variable: Return (bp)
XLB—XLV XLB-IBB XME—-XLV XME-IBB XLE—XLV XLE-IBB
(1) (2) (3) (4) (5) (6)
Panel A: Climate content measured by the topic model
Remark -0.0275 -0.0191 0.0275 0.0227 -0.0098 -0.0014
(-1.562) (-0.9521) (0.8526) (0.6982) (-0.5063) (-0.0633)
Climate Speech x Remark 3.167*** 3.129** 3.626*** 3.675** 2.208* 2.170
(2.693) (2.388) (2.702) (2.436) (1.696) (1.525)
Fized-Effects
Date Yes Yes Yes Yes Yes Yes
Fit Statistics
Observations 1,848,643 1,848,636 1,574,501 1,574,501 1,848,645 1,848,636
R? 0.00160 0.00151 0.00228 0.00210 0.00170 0.00159

Panel B: Climate remarks identified by title

Climate Remark -0.3032* -0.2833* -0.2307 -0.2040 -0.2395 -0.2197
(-1.796) (-1.689) (-0.6781) (-0.5799) (-1.493) (-1.233)

Climate Speech x Climate Remark 5.077** 5.227*** 4.679** 4.786* 3.122% 3.271*
(2.886) (3.027) (2.007) (1.942) (1.728) (1.811)

Fized-Effects

Date Yes Yes Yes Yes Yes Yes

Fit Statistics

Observations 1,848,643 1,848,636 1,574,501 1,574,501 1,848,645 1,848,636

R? 0.00160 0.00151 0.00228 0.00210 0.00170 0.00159

Signif. Codes: ***: 0.01, **: 0.05, *: 0.1
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Table 8
Climate Speech and the Strength of Government

This table pools each strength specification into one regression per outcome and strength measure, stacking the per-portfolio outcomes.
Columns (1)—(3) use the six brown-minus-green (BMG) portfolio returns, in basis points; (4)—(6) use the four VIX ETFs. Strength is
Gallup approval in (1) and (4), unified government in (2) and (5), and time to the next election in (3) and (6) (continuous proxies stan-
dardized to z-scores). Specifications include date-by-portfolio fixed effects and date-clustered standard errors (¢-statistics in parentheses).

Dependent Variable:
Outcome

Model:

Variables
Remark

Remark x Clim. Speech

Remark x Appr.

Remark x Clim. Speech x Appr.
Remark x Maj.

Remark x Clim. Speech x Maj.
Remark x Time to Elec.

Remark x Clim. Speech x Time to Elec.
Fized-FEffects

Date-portfolio

Fit Statistics

Observations
R2

Return (bp)

Brown-minus-Green VIX
(1) (2) (3) (4) (5) (6)
-0.0179 0.0043 0.0045 -0.0898**  -0.0905* -0.0262
(-0.9079) (0.1622) (0.1766) (-2.105) (-1.748)  (-0.5159)
3.382*** 1.883** 6.237* -1.252 -0.8080 -14.63**
(3.210) (2.069) (1.688) (-0.8195)  (-0.4784)  (-1.996)
-0.0466 -0.0674
(-1.258) (-0.9636)
2.408* -8.494***
(1.701) (-2.644)
-0.0236 0.0692
(-0.6454) (0.7998)
7.353%** -11.23
(3.555) (-1.565)
0.0073 -0.0479
(0.2580) (-0.8599)
1.081 -8.523
(0.3545) (-1.204)
Yes Yes Yes Yes Yes Yes
10,463,798 10,543,562 6,373,268 4,869,510 4,892,186 3,162,402
0.00185 0.00185 0.00181 0.00224 0.00223 0.00220

Signif. Codes: ***: 0.01, **: 0.05, *: 0.1



Table 9
Climate Speech and the Strength of Government by Party

This table reports the triple-interaction specification (Remark x Climate Speech x Strength) esti-
mated separately by the president’s party and by the measure of government strength. Strength, is
either the president’s Gallup approval rating (Approval) or an indicator for whether the president’s
party holds a majority in both chambers of Congress (Majority). Each column is a single regression
estimated on an unbalanced panel that stacks the six brown-minus-green (BMG) portfolios formed
from alternative long/short ETF definitions, with date-by-portfolio fixed effects and standard er-
rors clustered by date; t-statistics are reported in parentheses. R;; is the return, in basis points,
to portfolio i, and Approval is standardized to a z-score.

Dependent Variable: Return (bp)
Party Republican Democratic
Strength proxy Approval Majority Approval Majority
Model: (1) (2) (3) (4)
Variables
Remark 0.1384 0.0277 -0.0038 -0.0218
(0.6592)  (0.4457)  (-0.1560)  (-0.8386)
Remark x Climate Speech 16.75 15.16** 2.238* 1.666*
(0.7196) (2.363) (1.899) (1.691)
Remark x Approval 0.2226 -0.0799
(0.7529) (-1.236)
Remark x Climate Speech x Approval 4.584 5.859***
(0.1545) (2.729)
Remark x Majority -0.0602 0.0504
(-0.8366) (0.7428)
Remark x Climate Speech x Majority -5.198 7.599***
(-0.4500) (3.582)
Fized-Effects
Date-portfolio Yes Yes Yes Yes
Fit Statistics
Observations 2,357,730 2,357,730 5,510,754 5,564,712
R? 0.00176 0.00176 0.00209 0.00208

Signif. Codes: ***: 0.01, **: 0.05, *: 0.1
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A Production Microfoundation

A.1 Energy Producing Sector

Energy producing firms operate in a competitive sector. These firms sell energy F; to final good
producers at an endogenous price P, g. They produce energy by combining green (G;) and brown
(B¢) inputs at cost Pg and Pp respectively.

The j* energy firm’s problem is to maximize profits, taking as given the price of energy:

[ = max B > 45 (Pop (1= gs) B)* GY — PB, — PeG) (A1)
5yUs Szt

The energy firms sells energy at an endogenous price, P; g, and its profits are the proceeds from
selling energy net of the cost of raw materials. The efficiency of the energy firms is also affected
by a prevailing policy ¢g;. A higher g; will result in less energy generation per unit of inputs used.
This relationship depends on the share of brown inputs used by the energy firm. The higher the

share of brown inputs, the greater the decrease in energy generation for increased g;.

Proposition 12 (Price of Energy). The price of energy is increasing in g; according to the expres-

sion
(1 _ a)a—l

" PLopg (A.2)

Pop=(1—-g) “a" where a* =

Lower energy firm productivity translates into higher energy prices.

The use of brown energy inputs results in a public bad, carbon emissions (&;):
gt = (1 — gt) Bt (AB)

Besides affecting energy prices, the prevailing policy also decreases the emissions associated
with brown energy usage. This is analogous to the use of a scrubber on coal-fired power plants.
For these power plants, sulfur dioxide emissions decrease, but subject to installation and increased
maintenance costs paid by the plant. A higher value of ¢; is a “greener” policy. Higher g; will

decrease the emissions associated with energy generation, but also increase the price of energy.

A.2 Final-Good Producer

The final good (Y;) is produced using energy (F;) and capital (K). The representative final good
producer combines energy and capital using a Cobb-Douglas production technology. The problem
of the producer is to maximize profits taking the price of the consumption good as given. In general,

profits are positive because capital is scarce.

I, = maxE, | g, (EQKH - P, EE) (A4)

s>t
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The amount of emissions generated in final good production depends on the production technology
of both the final good producer and the energy producing firms. Higher values of a and A both
correspond to higher carbon emissions per unit of output. Higher values of A will make production
more energy intensive. Higher values of a correspond to a greater share of brown fuel used in
production.

The policy g; will affect final good production through the price of energy. Greener g; will
depress production because it raises the cost of energy, which the final good producer uses as an

intermediate input.

Proposition 13 (Final Good Production). Equilibrium final-good production is given by

Yi=a&(l- gt)% K where & >0 (A.5)

Likewise, we can solve for the total amount of emissions produced. For tractability, in the

analysis I make the following assumption.

1

Assumption 1. [ assume that %

This assumption does not meaningfully change the economic interpretation of the model, but it
yields the reduced linear and quadratic production forms used throughout: the final-good exponent
becomes one and the emissions exponent becomes two. In general the emissions exponent is 1 —

a + 125, which equals two precisely under this restriction.

Lemma 6 (Equilibrium Emissions). Under Assumption 1, equilibrium emissions is given by

E=a(l—g) K wherea >0 (A.6)
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B Heterogeneous Households

We abstracted from the problem of the representative household in the baseline model, because the
representative household implicitly owns all wealth in the economy and consumes the consumption
claim. In what follows, we more explicitly deal with heterogeneity. In this extension, households
are heterogeneous, the i household’s problem is to maximize expected utility by trading Arrow-

Debreu securities to choose a consumption plan and decide on a voting rule.

max U;1- B.1
votei(§2) {Cis} By

subject to an intertemporal budget constraint

E; ZqSCi,S < W; where W; = E; |w; qu (PpBs + PaGs) | + willy (B.2)

s>t s>t

Households are uniformly endowed with an ownership share w; of the final-good producer and
are entitled to an w; share of the final-good producer’s profits. They likewise are entitled to the
same share of the proceeds from the sale of natural resources, B; and G;. Conceptually, this is akin
to owning a share in a mining firm or solar panel manufacturer that is under contract to elastically
supply coal or solar panels at a price Pg or Pg.

In what follows we give a sufficient condition on the wealth distribution for aggregation and
asset prices and the voting decision to be identical to the baseline model studied in the body of the

text. We assume that types are distributed according to
0 )

for some value . We assume that  is small so that each household’s consumption Cj;; and
wealth share in the allocation constructed below remain nonnegative; effective consumption itself
is equalized across households in that allocation and so places no restriction on 4. We make
this distributional assumption for tractability; we highlight below where we rely on a symmetric
distribution around 0.

At the start of period one, a contingent claims market opens, and agents trade. Agents seek to
insure themselves against risk by buying or selling contingent claims that pay out in a single state
k, the price of which I denote as Py. Each state corresponds to a different realization of g;. There
is heterogeneity across agents, and so there will be gains from trade.

The wealth W; in the assumption below is the same object as in the budget constraint (B.2): the
value of household i’s ownership claims. We do not replace that endowment structure. Assumption
2 adds only one further restriction on top of it, namely that the ownership shares w; deliver a wealth

distribution that is affine in type.
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Assumption 2. The ownership shares {w;} are such that the wealth distribution satisfies

W; =Wy + (91 — HH) /Pjgjdj where Wy = /P]dej (B.4)
J J

In a slight abuse of notation, in this section we use the index H to refer to a (zero-measure)
household with type . We endow this agent with enough wealth to finance a consumption plan
equal to the aggregate consumption claim at the prices calculated in the baseline model under the
representative agent framework. First, notice that for this household, given the price vector from
the baseline model, by construction the ratio of marginal utilities of consumption will be equal to
the ratio of prices.

For every other household, we choose the following consumption plan for each household.
Cij=Cuj+ 0 —0n)&  Vi,j (B.5)

and then verify that, given the vector of prices the agent has no incentive to trade, this satisfies
the household’s budget constraint and that it respects market clearing.

Notice that, under this consumption plan
Cij=Cij—0:6§=Cn;j— g€ =Cr;  Vij (B.6)

Thus, the level of effective consumption is the same for all agents, state-by-state and the ratio of the
marginal utilities to prices are equalized across states. Therefore, an agent with this consumption
plan who faces the vector of prices as in the baseline model has no incentive to trade.

We now need to verify that this consumption plan satisfies market clearing and the individual
household’s budget constraint. We first show that this consumption plan respects the budget

constraint.

Proof. Starting from the budget constraint of household H, which holds by assumption:
Wy = / P;Cy jdj
J

Wy + (0; — 0n) /Pjé'j dj = /PjC'H,j dj + (60; — Op) /Pjgj dj
J J

J

Wy + (0; — 0pn) /Pjgj dj = /Pj (Cuj+ (0; —0m)E)) dj
J

J

W; = /chi,j dj
J

We then show that this consumption plan also satisfies market clearing:
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Proof. To show this, we integrate state-by-state over the distribution of consumption claims:

[euam=c

/m+@—%mwm c

)

Cj + 5]' /(91 — QH) df(Z) = Cj

/@—&ﬁ#@=0

The final equality is satisfied because of the functional form assumption on the type distribution,

which completes the proof. ]

Finally, I verify the voting equivalence explicitly. Under the equilibrium consumption plan,
effective consumption is equalized across households state-by-state: C~'” = C’H,j for all ¢ and j,
including states in which the challenger sets policy. Household i’s preferences over election outcomes
depend on its consumption plan only through effective consumption, so for any announcement go,
household i’s certainty equivalents from re-electing the incumbent and from electing the challenger
are identical to those of the type-0y household. Every household’s sincere vote therefore coincides
with the vote of the representative household in the baseline model. The vote is unanimous, so the
threshold voting rule of Section 3.5 and the equilibrium thresholds g and g are unchanged, and the

outcome does not depend on the aggregation rule.

C Proofs and Derivations

Proposition 12 (Price of Energy). The price of energy is increasing in g, according to the expres-

ston
(1 o Oé)afl

aOé

Pop=(1—g) “a* where a* = P(];‘“Pfg‘ (A.2)

Proof. The energy sector is competitive and the technology has constant returns to scale in (By, Gy),
so energy is priced at marginal cost and equilibrium profits are zero. The problem in Equation

(A.1) separates across periods, so the energy firm solves the static problem

max P g (1 —g)* B*G}~* — PgB; — PaG;. (C.1)
{Bt,G¢}

Taking the first-order condition, we have
Pop(1—g)*aBf G = Pp

aﬂu—mﬁu—w(gﬁaza;
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Combining the two first-order conditions and solving for P; g yields Equation (A.2). O
Proposition 13 (Final Good Production). Equilibrium final-good production is given by
Yi=a(l- gt)% K where & >0 (A.5)

Proof. The problem of the final good producer is given by Equation (A.4), which separates across
periods:

max E} K1~ — P, pE,. (C.2)
{E:} 7

We can then solve state-by-state for the optimal energy usage; the relevant first-order condition is
AEMIKT = P (C.3)
Plugging in the price of energy from Proposition 12, we can then solve for the equilibrium energy

as
« e}

E =K (A> (1—g)T%. (C.4)

This implies that
*\ X—1
Yi=(1- gt)alEA (Cf\) K,

which is Equation (A.5) with & = (a*/A\)*T > 0. O

Lemma 6 (Equilibrium Emissions). Under Assumption 1, equilibrium emissions is given by
E=a(l—g)*K wherea >0 (A.6)
Proof. From the energy firm’s first-order conditions,

Pip(1—g)*aBX G} = Pg, Pip(1—g)*(1—a)B}G;“ = Pg,

SO
B _Ie o (C.5)
Gt - PB 1-— 04. '
Using the energy production function
By = ((1—g) B)" G,
and substituting (C.5), we obtain
PG o a—1
B = (1— ) B <PBl ° a) . (C.6)



Rearranging,

PG a l1-o

1—g)Bi=E(1—g) (%" : C.7

(1—gt) By t(1—gt) <PBl—a) (C.7)
The left-hand side is exactly equilibrium emissions:

gt = (1 — gt) Bt.
From the final-good producer’s first-order condition,
ABMUEIN =t (1- )77,
which implies
o 1 o
E;: =K ()\) (1 — gt) 1-x, (CS)
Substituting (C.8) into (C.7) gives
o 1 P « 1=a 1 a
&=K(~ = 1—g) *Tx,
o (%) (Brs) oo
Under Assumption 1,
a @ a
— =1 1-— —— =14+ —-=2
T = T
Therefore,
515 = @(1 — gt)2 K,
where .
o\ 1 (Po « 1-a
a=|— — 0.
=(5) (mrs) -

This is Equation (A.6). O

Proposition 1 (Dictatorial Solution). The dictatorial solution to the government’s problem, de-
noted g* (0c), is given by
L g (Be) = 5o (3.13)
2abq
Proof. To find the maximizer, consider the problem of the government if it could not be removed
from office, i.e. electoral discipline is absent and, from the government’s perspective, re-election is
certain. Because the announcement has no strategic role in this case, the government announces its

implemented policy, g2 = g2, so the misreporting cost £ vanishes and is omitted from the objective.
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The government’s preferences are Epstein—Zin:

1—1 11
1—1 I =%

_ | e 1—ry| 1=~ N —

UG 1 = CG,l + ,B]El UG,2 5 CG,t = Ct - Qth.

)

Because there is no uncertainty from the government’s perspective, [ [Ualgw] = Ué;y, so the

recursion collapses to a deterministic CES aggregator:
1
0-b gy o3\ TR
Ugp={Cqr" +BUg, :

The CES aggregator is strictly increasing in each of its arguments for any ¢ # 1: for @ > 1 the
exponent 1 — 1/¢ and its reciprocal are both positive, while for ¢ < 1 both are negative and
the composition is again increasing. Maximizing Ug,; with respect to g; is therefore equivalent
to maximizing effective consumption period by period, and because g; affects contemporaneous
payoffs through C~'G7t (the relevant choice being go, with g1 normalized to zero), the government’s

static choice solves

max Ug; <= max Cg; = max (C’t - 0@5})
gt gt gt

= max (d(l —g)K —b0ga(l — gt)2K>.
gt
Taking the derivative with respect to g; and setting it equal to zero yields
. _ N a 1
—aK 4+ 20ga(l — g )K =0 = 1-g;/(0c) = ——,
2a ¢

which is the desired expression. The objective is strictly concave in 1—g;, so the first-order condition

characterizes the unique maximum. O
Lemma 7. Household preferences are single-peaked in g;.

Proof. Fix a date t and suppress time subscripts where no confusion arises. Household Epstein—Zin

utility is

1
1
-1 i
b 17%
11—~

1-1 _ — -
Uny= | C0 ¥ + BE: Ui, | . C=C—0yé.

Define the (Epstein—Zin) certainty equivalent of continuation utility as

1

Vv, = K [U,;;L] e
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Then the recursion can be rewritten as
1 1 %
~1—= 1—= 1— =
UH,t:<Ct ¢+ﬂVt w) v .

For a given information set at ¢, V; is a scalar that does not depend on g;: the relevant policy choice

is the terminal-period g9, and g; is fixed. The mapping
1 11
_1 -1\ 1-T
T (acl v+ BV, "’>1 v

is strictly increasing in « = C; for any 1 = 1, by the same argument as in the proof of Proposition
1. Hence, maximizing Uy ; with respect to g; is equivalent to maximizing C; with respect to gt

Using the model’s primitives,
Yi=a(l-g)K, C=Y=al-g)K,  &=a(l-g)K,

so effective consumption is

Let h(g;) = Ci(g¢). Then
h/(gt) = —aKk + 20[{5[(1 — gt)K, h”(gt) = —QHH@K < 0.

Thus A is strictly concave in g, implying a unique maximizer and single-peakedness. The unique

optimum solves h'(g;) = 0, i.e.
1o — 1a 1
9t = 2a0y '
Since Up, is strictly increasing in h(g;), household Epstein-Zin preferences are single-peaked in g;

with the same unique maximizer. O

Proposition 2 (Government’s Strategy). Denote the unconstrained maximizer of the government
as g*, the constrained policy choice as ¢**, and the announcement as G. An equilibrium strategy

that satisfies sequential rationality for the incumbent government under the conjectured equilibrium

s given by
(9*(0c),9*(0c)) if g*(0c) € [9,7] ,
(g™ (0c),9) = (f(0c,9),9) if 9*(6g) > 7, (3.16)
(f(6c.9),9) if g"(0g) < g
where .
1—f(6,5) = W (3.17)

Proof. Fix the conjectured threshold voting rule [g,g] from Section 3.5. The government has
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Epstein—Zin preferences

1
1—1
1 ¥\ 1=

~1—= _ —
Ugi = | Coy® +BE1[U45"] T

)

—
S

Government effective consumption in period 2. When the incumbent is in office in periods

1 and 2, its effective consumption in period 2 is

Cap=Co—06E —L(92,02), (92, G2) = = (g2 — §o)*,

oA

and otherwise £(g2, g2) = 0.

Step 1: Constrained optimality when ¢*(0c) € [g,9]. If g*(0c) € [g.9g], then by single-

peakedness the incumbent can do no better than implement go = ¢*(0¢), and choosing g2 = g*(0g)

eliminates the misreporting loss £(-).

Step 2: Optimal choice when ¢*(0g) ¢ [g,9]. Now consider g*(0¢) ¢ [g,9] and WLOG assume
g*(0c) > g (the case g*(0g) < g is symmetric). Under truthful reporting, the best feasible choice

isg2=0g2=7.
Suppose instead the incumbent reports go = s and implements go = g while remaining in office,

so that the period-2 effective consumption is

- C
Caalg;s) = Calg) = babalg) — (9= 5)*.
Using the primitives Ca(g) = &(1 — g)K and &(g) = a(1 — g)?K, we can write

. ) ) c
Cao(g;s) = a(l — g)K — Oga(l — g)°K — Sl9- s)°.

Because the Epstein—Zin aggregator is strictly increasing in period-2 effective consumption
(holding fixed the continuation term beyond period 2), the incumbent’s optimal implemented policy

g solves
max Cg2(g; 8) = max {64(1 —9)K — 0ga(l — g)°K — %(g - 3)2} .
g g

The first-order condition is
—aK +20ga(l —g)K —C(g—s) =0.

Solving for g yields

C(l1—s)+aKk
I T CF 28eaK ACEIR)

Cl—s)+aK
C +20caK
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which is equation 3.16. The objective is strictly concave in g (its second derivative is —20gaK —C <
0), so the first-order condition characterizes the unique maximum. Using 20caK (1—g¢*(0g)) = &K,

the solution can equivalently be written as

Cs+20caK g*(0c)
0 —
f(0c,5) C+20cak

a convex combination of the report s and the dictatorial solution ¢*(6¢g): the implemented policy
lies strictly between the two whenever they differ. This is the formal counterpart of the observation
in the text that a misreporting government implements a policy intermediate between the one it

prefers and the one it reports.

Step 3: Optimal report. The implemented policy g = f(0g,s) from Step 2 itself depends on
the report s, so the optimal report cannot be obtained by minimizing the lie cost (g, s) at a fixed g.

Instead, substitute the optimized policy back into the payoff and choose the report that maximizes

W(s) =Uga(f(0c,s)) — U(f(0c,s), s),  s€lg7),

where, in this step only, Ug2(g) = C2(g) — 0gE2(g) denotes the period-2 payoff gross of the lie
cost, so that ¢ enters W exactly once. Because f(0q,s) maximizes Ug2(g) — ¢(g,s) given s, the
envelope theorem gives W'(s) = — 95| _ (g, ) = C (f(0c, s) — s). For a type with g*(6c) > g > s,
the convex-combination form of f gives f(fg,s) > s, so W/(s) > 0 and W is increasing on [g,gl;
the optimal report is thus the upper boundary, go = g, with go = f(fg,g). Symmetrically, for
a type with ¢*(fg) < g we have f(fg,s) < s, W/(s) < 0, and the optimal report is the lower
boundary, go = g, with go = f(fq,g). In each case the optimal report is the boundary nearest the
unconstrained optimum ¢*(6¢).

This delivers the equilibrium strategy in Equation 3.16. 0

Proposition 3. Under the threshold voting rule, the boundary type that truthfully announces exactly
at the thresholds g2 =g and g2 = g, denoted 6" (g) and 6- (g) respectively, is given by
1 a/a

0" (g) = 317 and 0% (g) = 314 (3.19)

Proof. First, notice that any type 6 with ¢* > g will have an incentive to misreport. Why is this?
WLOG consider a type where g* > g, and let Ug 2 denote the period-2 payoff gross of the lie cost.
The derivative 8%—3’2 l|g=g will be strictly positive, say §. The government can report ¢ = g and
implement g+ € with an increase in utility of €d to first order. For sufficiently small €, this exceeds
the cost %62, and so the government does strictly better by misreporting. For the boundary type
with ¢g* = g, the derivative at g is zero, so this type has no incentive to misreport and reports
truthfully.

Now we need to solve for the 65 that is indifferent between ¢g* and g. By the prior argument,
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this is the type for which ¢* = g. This is given by

_ la1
9= 550
2aa1l—7
which is 67 (g). The proof for 6 (g) is symmetric. O

Proposition 4 (Voter Beliefs). For actions on the equilibrium path, voter beliefs (u) are given by

assigns prob. 1to (9*)"" (g2) If 32 € (9,9)
p(c | g2) = QU (0¢,0" (9)) Ifgo=9g  and p(0c) =U(0c.0c) (3.20)
CA G ONE) Ifg2=79

are derived from Bayes’ rule.

Proof. On the interior of Q, ﬁ], the announcement strategy of Proposition 2 is separating and
g* (6g) is strictly increasing in g, hence invertible, so Bayes’ rule assigns probability one to
(g*)f1 (g2). At the thresholds, the announcement pools all types with ¢* (fg) > g (respectively
< g), so the uniform prior yields the truncated uniform posteriors in Equation 3.20. The challenger

makes no announcement, so its posterior equals the prior. ]

The voter indifference conditions of Section 3.5, which pin down the pooling thresholds, can
be written explicitly in terms of the equilibrium strategies. Here Up 2 (g) denotes the household’s
period-2 utility as a function of the implemented policy; because period 2 is terminal, Ug 2 (9) =

C 1,2 (g). The Verification Theorem below uses these expressions.

For a brown incumbent, Equation (3.14) can be rewritten more explicitly as

0L (g) =
[ / ( Unz (9 (0))" 7 df (6c | 6 < 6" (9)>] =

B

e =
/ Unz (g (0c))' df(ac)] (C.9)

Oc

while g = ¢~ (E) For a green incumbent, Equation (3.15) can be rewritten more explicitly as

g =
[/0  Una (9™ (06) 7 df (6 | 6 > 6" (9))] =

(g)

fc T
/ Ut o (g*(ec))lmf(ec)] (C.10)

Oc

while g = g* (G).

Proposition 5 (PBE). The incumbent government’s strategy in Equation (3.16), the voter’s thresh-
old voting rule with thresholds characterized jointly by the relevant indifference condition and the
support of the incumbent party’s type distribution, and voter beliefs in (3.20), with off-path beliefs
in (C.11), constitute a PBE.
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Proof. To verify that the candidate equilibrium is a Perfect Bayesian equilibrium, we must show
that the incumbent government’s strategy is sequentially rational, the voter’s strategy is sequentially
rational after every announcement, and beliefs satisfy Bayes’ rule where possible. We also verify

that the off-path beliefs in Equation (C.11) satisfy the intuitive criterion.

Government. Conditional on the voter’s threshold rule, sequential rationality of the incumbent
on the re-election set follows from Proposition 2. It therefore remains only to rule out profitable
deviations to announcements outside [g,g|, which induce defeat. For a green incumbent, every
challenger type is brown, so the challenger’s implemented policy lies strictly below g* (0 ), whereas
every equilibrium implemented policy of the green incumbent lies in [g, g*(0g)] with g > g*(0). By
single-peakedness of the government’s preferences, every policy in this interval is strictly preferred
by type 6 to any challenger policy. This comparison is unaffected by the misreporting cost: a
pooled type’s equilibrium payoff is at least Ug 2(g), attainable by announcing and implementing g
at zero lie cost, which strictly exceeds the payoff from any challenger policy. Hence no green type
wishes to deviate so as to lose office. The brown case is symmetric: every equilibrium implemented
policy of the brown incumbent lies in [¢*(05),g] with § < ¢*(0p), while every challenger policy
lies strictly above g*(6), and the same misreporting-cost argument applies at g, so no brown type

wishes to deviate so as to lose office either.

Voter and on-path beliefs. For any interior announcement g € (g,9), Equation (3.20) assigns
probability one to the unique truthful type 8 = (g*) "' (g2), so the voter knows that the incumbent
will implement g2 = g2. For a brown incumbent, every such policy lies in (g, g), below g* (65 ), where
Up is strictly increasing; every pooled outcome satisfies f(6g,g9) < g < g2, and the certainty
equivalent over the pooled outcomes equals the challenger’s by Equation (C.9). Hence Up 2(g2)
strictly exceeds the challenger’s certainty equivalent, and the voter strictly prefers re-electing the
incumbent after every interior announcement. The green case is symmetric, with Up o strictly
decreasing above g*(0p) and the pooled outcomes at g. At the boundary announcements, the
voter is exactly indifferent at go = g under a brown incumbent and at go = g under a green
incumbent. The remaining boundary is pinned down by the edge of the incumbent party’s type
distribution, where the voter weakly prefers the incumbent. Thus the voter’s threshold strategy is
sequentially rational on the equilibrium path. Bayes consistency on the equilibrium path follows
directly from Equation (3.16): interior announcements are sent by a unique truthful type, while

boundary announcements pool exactly the type intervals given in Equation (3.20).

Off-path announcements. We distinguish the party in office.

Brown incumbent, s < g. Under the off-path belief in Equation (C.11), the voter assigns
probability one to types 0 € [0, 6%(g)], so g*(0c) < g < g*(0m) for every type in the support. If
such a type were re-elected after reporting s, it would implement f (¢, s). Since f(0q, s) is strictly

increasing in s, we have f(0q,s) < f(0g,9) < g < g*(0m). Voter utility is strictly increasing on the

78



region g < ¢*(0x), so type by type,
Una(f(0a,s)) <Una2(f(0c,9))

Taking expectations and using Equation (3.14), written explicitly as Equation (C.9), the voter
weakly prefers the challenger.
Green incumbent, s > g. Under the off-path belief, the voter assigns probability one to types
0 € [07(g),04], so g*(0g) > g > g*(0y) for every type in the support. Since f(fg,s) is strictly
increasing in s, f(0q,s) > f(0c,g) > G > g*(0m). Voter utility is strictly decreasing on the region
9 > g*(0r), so type by type,
Una(f(0c,s)) < Una(f(0c,9)).

Taking expectations and using Equation (3.15), written explicitly as Equation (C.10), the voter
again weakly prefers the challenger.

The remaining off-path cases are s < g for a green incumbent and s > g for a brown incumbent.
At these information sets, the belief in Equation (C.11) degenerates to a point mass on the support
edge: for a green incumbent, #~ (g9) = G, so amessage s < g leads the voter to assign probability one
to type G; symmetrically, a message s > g from a brown incumbent leads to a point mass on B. I
specify that the voter plays a best response to this belief, so that voter sequential rationality at these
information sets holds by construction. Which action that best response prescribes is irrelevant for
equilibrium behavior, because no incumbent type profits from an opposite-side deviation regardless
of the voter’s response. If the deviation induces defeat, it is strictly worse than the equilibrium
strategy by the argument in the government paragraph. If it induces re-election, it is strictly worse
by the envelope argument in Step 3 of the proof of Proposition 2: for a green type, W'(s) =
C(f(0a,s) —s) > 0 for every s < g*(0g), so any report s < g yields W (s) < W(g), which in turn is
weakly below the payoff from the equilibrium report; the brown case is symmetric. This completes

the off-path part of the verification argument.

Intuitive criterion. For the deviations that can potentially benefit the incumbent, the off-path
beliefs satisfy the intuitive criterion. A message s < g by a brown incumbent cannot benefit any
type with g*(fg) > g: if such a type could profitably induce re-election after sending s, it would do
at least as well by sending the boundary message g, which is closer to its ideal policy and induces
a weakly higher implemented policy. If instead sending s induces defeat, then the deviation is
strictly worse than the equilibrium strategy by the first paragraph. Therefore only types with
g*(0c) < g, equivalently fg € 0,0 (9)], can be assigned positive probability after a message
below g in the brown-party case. Likewise, for a green incumbent, only types with g*(0g) > g,
equivalently 0 € [07(g), 0], can be assigned positive probability after a message above g. For the
opposite-side deviations (s < g under a green incumbent and s > g under a brown incumbent), no
incumbent type can profit even if re-elected, so the intuitive criterion imposes no further restriction.

Therefore the incumbent’s strategy in Equation (3.16), the voter’s threshold rule with bound-
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aries determined by Equations (3.14) and (3.15) together with Lemma 1, and the beliefs in Equa-
tions (3.20) and (C.11) constitute a Perfect Bayesian equilibrium. O

Beliefs off the equilibrium path are given by

U0 0" (9) Ta<g

and 1 (0c) =U (6,6 C.11
U(GH@)’@G) If go >3 n(bo) (*C C) ( )

n(c | g2) =

For the deviations discussed below, these beliefs are sufficient for the verification argument.
Lemma 1. If g # g, then g = g* (G) for the green party and g = g* (B) for the brown party.

Proof. This follows from single-peakedness. Assume g > g, so the set of truthful announce-

ments has nonempty interior. Denote the certainty equivalent of electing the challenger by V =

— 1

UQQCC Una (g (0c)) 7 df (6c) 7 as in Equations (C.9) and (C.10). If any type 6 reports truth-
fully and is re-elected, it must be a type such that Up o (¢* (#)) > V. The incumbent party’s type
support lies entirely on one side of 8z, and by single-peakedness of household preferences (Lemma
7) together with the monotonicity of g*, Up 2 (¢* (f)) is monotone on the support: increasing in 6 for
brown types and decreasing in 6 for green types. Hence the set of types satisfying Up 2 (g* (6)) >V
is an interval adjacent to the support edge nearest fg: those types closest to 8y report truthfully.

This interval property fixes the two boundaries asymmetrically. For a given incumbent party,
the boundary facing its types farthest from 0y is the active pooling boundary, determined by the
voter’s indifference condition. The opposite boundary lies at the edge of the party’s type support,
adjacent to the types closest to 0y, and is not binding on the party’s on-path play: no type of
that party has an optimal policy beyond this edge, so any boundary value at or beyond it induces
identical on-path behavior. We therefore normalize this non-binding boundary to the optimal policy
of the party’s extreme type, giving g = ¢g* (G) for the green party and g = g* (B) for the brown
party. [

Lemma 2 (Small Firm Profits). The equilibrium profits of the small firm are given by
a)\j

Dyj=aj(1—g)™ K, where &; >0 (3.24)

Proof. The payout of the small firm is given by Equation (3.23). Following the same steps as in

the proof of Proposition 13 yields the desired expression with

a; = (1= ) A

which is positive because A; € (0,1). O

Proposition 8 (Stochastic Discount Factor — No Uncertainty). The stochastic discount factor used

to price a claim to time-2 consumption at time 1, in the case where all uncertainty is fully resolved
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by the time-1 policy announcement, is given by

G\ LY
MH2:5<5”> (3.25)

Proof. Define effective consumption as

Chi=Cy — 0p&;.

Since all uncertainty is resolved by time 17, the Epstein-Zin recursion becomes deterministic. Let

1
p=1——.
(&

With Uy = Cp 2 (terminal period), continuation utility at time 17 is

U= (04, +508)" = (Cp+8C5,)"

By definition, the stochastic discount factor between 17 and 2 is the intertemporal marginal

rate of substitution:

oU1/0C 2
M1+ 2 =
’ oU1/0Cy 1
Differentiating Uy = (62,1 + 66’32)1” gives
ol ~ x 5 2pe oUy 71 1
8@1{71 = (Clp{,l + 50}@,2) ’ Clpi,l ) 8C’H2 = (Clp{,l + 50?1,2) ’ BCZQ

Taking the ratio, the common factor cancels:

=1 ~ p—1
M+ =5 12 _g (CH’2> .

=1 =
CIFZ[’]_ CH,l

Using p— 1= —i, we obtain

G -1/9
M+ o= < ~H’2> , Chy = Cy — 0p&s.
Cha

O]

Lemma 3. The period-1 SDF, in the case where the announcement resolves all uncertainty, can

a(1—g2)—Oga(l—g)?\ "
Miyo=p &0 (3.26)

be written as

Qi
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Proof. This follows immediately from Equation (3.25), the equilibrium expressions
Ci=Y,=a(1—g) K and & =a (1 —g)* K,

which follow from market clearing (Equation 3.6), Proposition 13, and Lemma 6, and that ¢ is

normalized to zero. O

Proposition 9 (Expected Returns: v = 1/1). The ezpected holding period return when v = 1/

s given by

=1/
i a(l—gs)—0O0ga(l—gs 2 i
E[Ri] - R = —R[C |8 ( ( ()3[_ QHQ( ) R (3.27)

Proof. When v = 1/, the two additional terms in the pre-announcement SDF of Equation (3.30)
both equal one, because each carries the exponent 1/1) —~ = 0. The period-1 SDF therefore equals
the expression in Lemma 3 state-by-state, even while uncertainty over go remains. The result then

follows from the well-known equation
E[Ri] - R} = —R]C (M2, RY),
which follows from 1 = E [M)2R}] and E [M; ] = 1/R{. O

Proposition 10 (Stochastic Discount Factor — Before Announcement). Define the post-announcement

continuation utility
1
Un (32) = (Cpy"" + B (g) =) 7° (3.28)

where )
i (32) = (B2 |Gz [ 22] ) (3.29)

The SDF prior to the announcement is given by

A N1/t ~ VL 1/p—y
M-, = t (9) « g [ G2 Cr (3.30)
B [th(3)77]  \Cma 1 (92)

Proof. Let s € S with density 7(s), where S denotes the set of terminal states, i.e. realizations of

g2, and define effective consumption

- 1
CH’tECt—eH(S‘t, pEl—i.

Let A denote the announcement realized at time 1, i.e. the o-field generated by go. Below, U;(A)
corresponds to U;(g2) in the text, and p1(A) to u1(ge).
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Step 1: Utility at time 1. After the announcement is observed but before time-1 consumption

is realized, continuation utility is

Ur(A) = (é}’},l + B ui(A) p>1/p,

where )

m(4) = (B[Ol 1 4])

Step 2: Utility at 17. Before the announcement, continuation utility is the certainty equivalent
over possible announcements,
1
Ul_ = (]El_ [Ul(A) 1_’7]) =,

Step 3: Post-announcement marginal utilities. Differentiating U;(A) with respect to cur-
rent effective consumption gives

OUL (A)
dCx 1

= UI(A)l/wé;I}l/iﬁ_

Next, for a terminal state s contained in announcement event A, the derivative of the conditional

certainty equivalent is
1 9m(A)

7o T4 00 A

Combining these terms,

19Uy (4)

= /4 Y=1/¢ A s)77.
(s | A) OCo(s) = U1(A) /¥ B i (A) Ch,2(s)

Taking the ratio within announcement event A yields the exact post-announcement kernel

) 1y 1/
Miio(s|A) =8 (Cgf](ls)> (ifffl?) )

Step 4: SDF prior to the announcement. Applying the chain rule at time 1~ gives

8U1_ v ALY 1/vY—
aéH,l = Ul_CH,1 E,- [Ul(A) }
and 1 oU-
- _ 1/¢—vy Y=1/% A -y
_ =U"U;(A A C .
5 3 = VUGB (A Curals
Therefore,

DAY () [ Caate) |
M- 5(s) = Elfl [0, (A) 9] X ﬁ( H,2 > H.2 ) )



which is Equation (3.30). O

The continuation utility entering the certainty-equivalent aggregator has finite moments of the
required order, ensuring that the certainty equivalent and its derivative exist and are finite. Differ-
entiation under the expectation operator is justified by standard dominated-convergence arguments.
Finally, the resulting pricing kernel is absolutely continuous with respect to the physical probabil-
ity measure, so that the announcement stochastic discount factor is well defined and normalized.
These conditions are standard in models with Epstein—Zin preferences and parallel those in Ai and
Bansal (2018).

Lemma 4 (Post Policy Announcement Prices). If the announcement was fully informative, i.e.

g2 € (g, §), then the price of the j™ firm at time 1 is given by

Ch1

_ 1
P Cu2\ *
i =08 = Djo (3.32)

If the announcement is only partially informative, i.e. the government misreports, uncertainty
remains over the implemented policy, and the certainty equivalent py (§2) of Equation (3.29) is

computed over the pooling set at go € {g,y}. The price is given by

5 = s A 1/p—y
¢ c )
Pji=Ei |8 ( ~H’2> ( 22 ) Dja| s (3.33)

1 (Ge)

Proof. Condition on the announcement go observed at time 1.
If g2 € (g9,9), the announcement is fully informative and the implemented policy g2 is known
with certainty after the announcement. The post-announcement pricing kernel therefore collapses

to the no-uncertainty kernel from Lemma 3,

N
Cho2
Myi2=08(=> :

Because Dj is then known at time 1, the asset-pricing equation gives

R
Pij1 =E{[Mi4+2Dj2] =f ( ~H’2> Djo,
Cu1

which is Equation (3.32).

If instead g2 € {g,g}, the announcement pools multiple incumbent types and uncertainty re-

mains over the realized terminal policy. Conditional on the realized announcement, the post-

~ =1/ ~ 1/9—
My o= qH’Q Caa 7~
’ Cr, 11(32)
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announcement kernel is




This kernel follows from the same derivation as Equation (3.30), applied at the time-17 information
set: conditional on the realized go, the announcement-state reweighting term equals one, while the
certainty-equivalent wedge remains, with the certainty equivalent p;(g2) of Equation (3.29) com-

puted over the pooling set. Applying the same pricing equation conditional on the announcement

~ -1/ ~ 1/¢—
Cuy Chy .
Pji1=E |B| =" - D; ;
P <CH,1> <M1(92)) 72|92

yields

which is Equation (3.33). O

Proposition 11 (Expected Announcement Return). Define

N / —
= () = @ (3.34)

E,- {Lll (92)1/7’%7} .

Then the expected announcement return is given exactly by

Ci- (Lﬁ (G207, Pj,l)
Ey- [t (2)"/*7]

Ei- [Pja] = Pja- = Ei- [(1 = 2(82)) Pjal = —

: (3.35)

Proof. Let
X (g2) = U (52)"77

Equation (3.30) can be written as

where My o is the post-announcement pricing kernel corresponding to the realized announcement.
This factorization covers both branches of Lemma 4: at a pooling announcement, the last two
factors of Equation (3.30) are exactly the pooling kernel, while for an interior announcement, C’HQ
is known given go, so u1(g2) = C~'H72 and the certainty-equivalent wedge equals one, recovering the
informative kernel. By Equations (3.32) and (3.33),

Pj1 =Ey [M1y2Dj2|go]

is the time-1 price under either an informative or a pooling announcement, and it is therefore

JFi-measurable.
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Using the tower property,

Pj- =E,- [My- 5Djp]
X (g2) .
=E- |=—F—E [Mi42Dj2] 2]
! E,- [X (92)} M

where = (g2) is defined in Equation (3.34).
Subtracting from E,- [P} 1] gives

Ey- [Pja] = Pji- =E1- [(1 = Z(g2)) Pjal]-
Since X (42)
=(A\ 92
=)= B Gl

the covariance identity

E[X] E[X]
implies
C- (X (92), Pja)
S S N 475
which is Equation (3.35). O

D Calibration and Numerical Results

This section outlines how the numerical results are obtained, including cases in which analytical
solutions are not available in closed form. In such instances, numerical methods are used to char-
acterize equilibrium behavior. The goal is to build intuition for why the model’s key comparative
statics are robust to alternative specifications. To that end, I present results across different pa-
rameter values and show that the qualitative features of the equilibrium persist, providing evidence

that the central mechanisms of the model are not sensitive to specific calibrations.

Proposition 6. The absolute distance between the optimal policy of the voter and the implemented
policy of the incumbent, |g**(0c) — g*(0)|, for every type O¢, is weakly decreasing in
1

E é}f; | Challenger sets Policy =

i.e. the certainty equivalent under the challenger.

Proof. Denote V = E[C’}{; | Challenger]'/(1=7) and define voter effective consumption as a function
of implemented policy:
#lg) = K[a(1 —g) —Ona(l —g)*].
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From the proof of the Single-Peaked Lemma, ¢ is strictly concave in g with unique maximum at
g*(0p), strictly increasing for g < ¢g*(0p), and strictly decreasing for g > ¢*(0x).

We consider the green and brown party cases in turn. By Lemma 1 the two cases are symmetric,
so we develop the green case in detail and note where the brown argument differs.

Green party. By Lemma 1, g = g*(G) > ¢*(0g) (since G > 0p). Every implemented policy of
the green party therefore satisfies g**(6c) > g > ¢*(0r), placing all green implementations on the
strictly decreasing branch of ¢.

Case 1 (truth-telling types). For fg such that g*(0g) € [g,g], the incumbent implements
9" (0c) = 9*(0g), independent of V. The gap ¢**(0g) — ¢*(0) is constant and hence weakly
decreasing in V.

Case 2 (pooling types). For O such that ¢*(0g) > g, the incumbent implements ¢**(6g) =
f(0a,g) where, from Proposition 2,

C(1—-g)+aK

L= flbe9) = =5 T 20cak

Step 1: f(0q,g) is strictly increasing in g. Differentiating: a(%f) = c+2_92a
Moreover, for pooling types (fg > 07 (g)), one verifies that f(0z,9) € (7, g*(0g)), so in particular
f(0c.9) > 9> g"(0n).

Step 2: The voter’s certainty equivalent under the incumbent at g is strictly decreasing in g.
Define

of
K<O,soa—§>0.

A@ = (Bopuglotroe.) =)
where the expectation is over pooling types 0g ~ U(0"(g),0c). As g rises, two effects shift the
distribution of ¢(f(0q,7)) downward.

Intensive margin (i). For every type remaining in the pool, f(fq,g) strictly increases by Step 1;
since f > ¢*(0g) and ¢ is strictly decreasing there, ¢(f(0q,7)) strictly decreases for each pooling
type.

Extensive margin (ii). The lower edge of the pool #7(g) rises, removing the lowest-fg types
from the pool. From Proposition 2, 0f /00 = —0(1 — f)/00g > 0, so f(0q,g) is strictly increasing
in fg. Since ¢ is strictly decreasing for f > ¢*(0p), the map g — ¢(f(0q,7)) is strictly decreasing
in fg: the exit types (the lowest 6 in the old pool) carry the highest ¢(f) values. Removing them
shifts the distribution of ¢(f) strictly downward.

Because both margins strictly lower every quantile of the ¢(f(6¢g,g)) distribution, the old pool’s
distribution first-order stochastically dominates the new pool’s distribution (the old distribution
places strictly more weight on higher ¢ values at every quantile). For any v > 0 the CRRA
certainty-equivalent z — (E[z'~])"/(1=7) is strictly increasing with respect to first-order stochastic
dominance: when v < 1 both the integrand x!~7 and the outer exponent 1/(1 — ) are positive
and increasing, while when v > 1 the integrand is decreasing (giving a larger expectation under the

dominated distribution) and the outer exponent is negative, so the two sign reversals cancel and
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the CE remains higher under the dominant distribution. Therefore A(g) is strictly decreasing in g.
Step 3: g is strictly decreasing in V. The indifference condition (Equation 3.15) is A(g) = V.
Since A is strictly decreasing, the implicit function theorem gives dg/dV = 1/A'(g) < 0.
Step 4: The gap is decreasing in V. For pooling types:
d 9f(bc,g) dg

——=[9"(0c) — g"(0n)] = oo dv

0
av <5

by Steps 1 and 3.

For any type that transitions from truth-telling to pooling as g falls, the gap decreases contin-
uously from ¢*(0¢) — ¢*(0r) and then follows f(0q,9) — ¢*(0r) < g*(0c) — 9" (0m), so the gap still
falls weakly.

Brown party. By Lemma 1,7 = ¢*(B) < ¢g*(fg), so all brown implementations lie strictly below
g*(0) on the strictly increasing branch of ¢. For extreme brown types pooling at g, the imple-
mented policy is g**(0g) = f(0a.g) € (9*(0c),g) with f < g*(0x). By an argument symmetric to
Steps 1-3 above, f(fq,g) is increasing in g, the voter’s certainty equivalent at the lower threshold
is increasing in g (since higher f moves toward g*(6x) on the increasing branch of ¢), and hence
dg/dV > 0. Therefore f(0q,g) rises with V', the gap g*(0y) — g**(0g) falls, and the result holds
for the brown party as well. O

Proposition 7 (Resolution of Uncertainty). Define the expected resolution of uncertainty over the
incumbent’s type as

E V1 (6c) — Vi- (0c)] - (3.21)

This quantity is always non-positive and is strictly negative if g # g. Its magnitude is weakly

decreasing in the voter’s outside option,

_1
E [CN'}L;; | Challenger sets policy e

Proof. Let V = E[C’;I_; | Challenger]'/(1=7) denote the voter’s certainty equivalent under the
challenger, and let w = 6 — 0, denote the prior support. Define the pooling masses

a=0"g) —bs b=0c-0"@),
so that a,b> 0 and a + b < w.

Step 1: Derive the formula for the expected change in variance. The prior variance of
O ~ U0, 0c) is Vi-(0g) = w?/12.
By Equation (3.20) (voter beliefs), the posterior distribution of f¢ given go takes three forms:

o If g5 € (g,9) (probability (w—a—b)/w): the announcement is fully revelatory, so the posterior

is a point mass and the posterior variance is 0.
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e If o = g (probability a/w): beliefs are U(f,0%(g)), so the posterior variance is a®/12.
e If o = g (probability b/w): beliefs are U (6 (g),0¢), so the posterior variance is b?/12.
The expected posterior variance is therefore

a a? w—a—2>b b b2 a® 4+ b3
E[V,0) = -+ —— 272 o4+ 2.2 =
Vilbe)l = - 13 w Y 12T 120

and the expected change in variance is

ad+b w4+ —wd
E[V1(0g) — Vi-(0g)] = o 12 10w (D.1)

Step 2: Non-positivity. By the Law of Total Variance, V- (0g) = E[V1(0g)] + V(E[0¢ | g2]),
SO
E[Vi(bc) = Vi-(0c)] = —V(E[fq | §2]) < 0.

Alternatively, this follows directly from (D.1): since a,b >0 and a + b < w,
a® + b3 < (a+b)3 <u?
where the first inequality holds for all a,b > 0 and the second uses a + b < w.

Step 3: Strict negativity when g # g. When g # g, the re-election set has positive measure
and some types reveal truthfully (Proposition 2), so a + b < w. Then (a + b)3 < w? and a® + b* <
(a + b)® < w3, making the expression in (D.1) strictly negative. Equivalently, the posterior mean

E[f¢ | g2] is not almost surely constant, so V(E[fg | g2]) > 0.

Step 4: The magnitude is weakly decreasing in V. From (D.1), the magnitude of the

expected variance reduction is

w3 —a® — b3

E — _ =
BV - V) =

This is decreasing in a and decreasing in b. It therefore suffices to show that a and b are weakly
increasing in V.

By Lemma 1, for the green party g = g*(G), so no types pool at g and a = 0 throughout. From

36(1-3)

Proposition 6 (Step 3 of the green party proof), g is strictly decreasing in V. Since 6 (g) =

is increasing in g, it follows that b = g — 0 (g) is strictly increasing in V.

For the brown party, by Lemma 1 g = ¢*(B), so b = 0 throughout. From Proposition 6 (brown

party proof), g is strictly increasing in V. Since #%(g) = 5=%— is increasing in g, it follows that
=4 g = 2a(l—g) g A
a = 0%(g) — 0 is strictly increasing in V. B
In both cases the relevant pooling mass is weakly increasing in V', so the magnitude W
is weakly decreasing in V. O
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Lemma 5 (Climate Policy Risk Premium). Any firm with non-zero exposure to climate policy
earns a non-zero climate policy risk premium. Under green parties the premium is positive, and

under brown parties it is negative.

Proof. All expectations and covariances in this proof are taken with respect to time-1~ information

unless conditioned otherwise; I suppress the corresponding subscript. Let

a\; .
X=1-—gs, njzl j)\', c; = ajK; > 0.
A
Then Equation (3.24) implies
Dj72 = Canj.

Also, let
z=¢(X) = K[aX — 0gaX?] = Cypo,

the household’s period-2 effective consumption.
The time-1~ price is

P; - =E[M;- 3Dj2] = E[M;- 5] E[D; ] + C(M;- 5, Dj2) .

Since E[M;- 5] = 1/R{, the sign of the excess return is the opposite of the sign of C(M;- 5, Dj2).
We therefore study that covariance directly.
Let

1 1 >
p=l-yn m=g o< A=Ch >0, U(z) = (A+ B2/

For a truthful announcement, p1(g2) = x, so Equation (3.30) becomes
MT(z) = kU (z) 2" ?,

where x > 0 is the announcement-independent normalization constant. A direct calculation gives

i IOg MT(QS) _ nﬁxp—l 1 _ PYB:L"O + A/¢

dz T A+ Bxr Yz xz(A+ Bar) <0.

Hence truthful-announcement state prices are strictly decreasing in effective consumption. (For
1 = 1, the same conclusion follows by continuity.)

Let A denote the announcement o-field. By the law of total covariance,
C(My- 2, Dj2) = C(E[M;- 5 | AL, E[Dj2 | A]) +E[C(M;- 5, Dj2 | A)] .

Green party. By Lemma 1, every realized policy satisfies go > ¢*(0p), so © = ¢(X) is strictly

increasing in X =1 — go.
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For a truthful announcement, both M;- 5 and D; o are deterministic conditional on A, so the

conditional covariance is zero. For the pooling announcement, Equation (3.30) implies
My-5 =k U(MP)”M;YDAW:U_V’

where
pp = (E[z"7 | A = pool]) /77

is the certainty equivalent 11 (g2) of Equation (3.29) at the pooling announcement, written in terms
of x. Because x is increasing in X, the pooling kernel is strictly decreasing in X, while D; o = ¢; X"

is strictly increasing in X. Therefore
C(M;- 5,Dj2 | A= pool) < 0.

It remains to study the covariance across announcements. Let Xg denote the truthful value of X
at the pooling boundary and let x5 = ¢(Xp). For truthful announcements, E[M;- o | A] = MT(z)
is strictly decreasing in z, hence strictly decreasing in X, while E[D;2 | A] = ¢; X is strictly
increasing in X.

For the pooling announcement, all pooled states satisfy X < Xy, so
E[D;2 | A= pool] < ¢; X
Moreover,
E[M;- 5 | A = pool] = /iU(up)”/ﬂ;le (77 | A= pool] .

By the power-mean inequality,
E[z™" | A= pool] > uz”,
SO

E[M,- 5 | A= pool] > xU(up)"p"".

Since pooled states are strictly worse than the boundary truthful state, up < zy. Because U is

strictly increasing and n < 0,
-1 -1
Ulpp)" > Ulza)",  pup" > a2,

and therefore
E[M,- 5| A= pool] > xU(zg)"z,"" = M ().

Thus announcement-average state prices are higher for worse announcements, while announcement-
average dividends are lower. The covariance across announcements is therefore strictly negative,
and so

C(M;- 5, Dj2) < 0.
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Consequently,
]E[R{] > R{ for every n; > 0 under the green party.

Brown party. By Lemma 1, every realized policy satisfies g2 < ¢*(0p), so z = ¢(X) is strictly
decreasing in X =1 — go.

For the pooling announcement, the exact kernel remains proportional to x77. Because z is
strictly decreasing in X, the pooling kernel is strictly increasing in X, and Dj2 = ¢; X" is also

strictly increasing in X. Therefore
C(M;- 9,Dj2 | A= pool) > 0.

For truthful announcements, M7 (z) is decreasing in x, hence strictly increasing in X, and ¢; X"

is strictly increasing in X. The pooling announcement is now the upper tail of X, so
E[Djs2 | A= pool] > ¢; X}’
The same power-mean argument as above yields
E[M;- 5 | A= pool] > M7 (zp).

Hence both announcement-average state prices and announcement-average dividends are higher
for more extreme brown-party announcements. The covariance across announcements is therefore
strictly positive, and so

C(M;- 5, Dj2) > 0.

Consequently,
IE[R{] < R{ for every n; > 0 under the brown party.

This establishes the sign of the climate policy risk premium for every exposed asset. The
corresponding brown-minus-green comparison does not admit a simple closed-form ordering under
the exact pricing formulas, so I verify that comparison numerically in the separate result below.
Table A.1 reports the direct baseline check, and Table A.2 shows that the same non-zero brown-

minus-green premium survives the robustness exercises. O

Result 1 (Expected Announcement Return). The climate policy risk premium is partially realized
instantaneously at policy announcements. Because brown stocks are more exposed to climate policy,

there is a non-zero expected announcement return to a brown-minus-green portfolio.

Proof. For general v > 0, Proposition 11 shows that the expected announcement return is governed
by the covariance between the post-announcement price and the announcement-state weighting
term U (gg)l/ Y=Y, The sign is therefore not available in closed form from the model primitives

alone.
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Because the result is stated as a numerical result, I verify it using the exact pricing formulas.
Under the baseline calibration, the exact expected excess announcement-return curves are non-
zero, and the gap between the exact brown and green curves is also non-zero over the interior
of the equilibrium range. Table A.1 reports this direct baseline brown-minus-green check, and
Table A.2 shows that the same non-zero sign survives the robustness exercises. Therefore the
expected announcement return to a brown-minus-green portfolio is non-zero in the calibrated model.

O]

Result 2 (Risk Premium Variation). The climate policy risk premium to a brown-minus-green

portfolio is positive under green parties and negative under brown parties.

Proof. The sign of each individual asset’s risk premium is established analytically in Lemma 5, but
the ordering of expected returns across exposure parameters is not available in simple closed form.
I therefore evaluate the exact brown-minus-green excess holding-period return numerically.

Under the baseline calibration, the exact brown-minus-green excess holding-period return is
positive throughout the interior equilibrium range under green incumbents and negative throughout
the interior equilibrium range under brown incumbents. Table A.1 reports the direct baseline sign
check, and Table A.2 shows that the sign survives the robustness exercises. Hence the expected
return to a long-brown/short-green portfolio is positive under green parties and negative under

brown parties in the calibrated exact model. ]

Result 3 (Utility Under Challenger). The magnitudes of the climate policy risk premium and

expected return to brown-minus-green portfolios are both decreasing in

1

E [CN'}{; | Challenger sets policy} =

Proof. Let

1

V=E [C’}{; | Challenger sets policy} =

Step 1: Contraction of implemented policies. By Proposition 6, as V' increases the equilib-
rium set of implemented policies contracts. Under the green party, g remains fixed at g*(G) while
g weakly decreases, so the maximum realized policy falls. Under the brown party, g remains fixed

at g*(B) while g weakly increases, so the minimum realized policy rises. In both cases the range of

realized go values shrinks weakly with V.

Step 2: Endpoints. At the unconstrained endpoint, the full range of incumbent types is re-
vealed, policy dispersion is maximal, and both the holding-period climate policy risk premium and
the announcement return attain their largest magnitudes in the calibration. At the opposite end-
point, where the incumbent is fully constrained, all announcements are pooling announcements:

the announcement is uninformative and the truth-telling mass converges to zero, so the expected
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announcement return vanishes in that limit. The holding-period premium requires a separate ar-
gument, because it is driven by dispersion in the implemented policy go = f(0g,s) rather than
by the informativeness of the announcement. For finite C and a nondegenerate type support the
implemented policy can still vary with 65 even under full pooling, so the premium does not van-
ish merely because the truth-telling mass goes to zero. In the calibration, however, the collapse
of implemented-policy dispersion can be verified directly from the exact model: moving from the
unconstrained endpoint to the full-pooling endpoint, the standard deviation of the implemented
policy falls from 0.150 to 0.014 under the green party and from 0.192 to 0.005 under the brown
party, and the brown-minus-green holding-period premium falls to less than one half of one per-
cent of its unconstrained magnitude. It is this collapse of implemented-policy dispersion, not the
loss of announcement informativeness, that drives the holding-period premium toward zero at this

endpoint.

Step 3: Intermediate values of V. For intermediate values of V', the sign and monotonic-
ity claims are numerical rather than closed-form. The contraction argument in Step 1 is not by
itself sufficient to prove that |[E[R} — R]| and the magnitude of the expected brown-minus-green
announcement return decrease monotonically in V', because the equilibrium distribution over im-
plemented policies changes endogenously with the pooling region. I therefore evaluate these objects
numerically using the exact pricing formulas from the model.

Under the baseline calibration used in the draft, both the absolute brown-minus-green excess
holding-period return and the absolute brown-minus-green excess announcement return are mono-
tonically decreasing in V' for both incumbent parties. Table A.1 reports the direct baseline check,
and Table A.2 reports the robustness exercises. These computations therefore verify the statement
of the result for the calibrated model and show that it is not a knife-edge feature of the baseline
parameterization.

Combining the endpoint behavior with the exact numerical verification for intermediate values
implies that, in the calibrated model, the magnitudes of the climate policy risk premium and

expected return to brown-minus-green portfolios are both decreasing in V. ]

Result 4 (Announcement Return Variation). The expected announcement return to a brown-minus-

green portfolio is positive under green parties and negative under brown parties.

Proof. This result is also numerical rather than closed-form. The economic mechanism follows the
sign of the climate policy risk premium in Result 2. Under the green party, bad states are high-
g2 states in which brown dividends are especially low, so resolving policy uncertainty produces a
positive brown-minus-green announcement return. Under the brown party, the covariance structure
reverses, so the sign of the brown-minus-green announcement return reverses as well.

That intuition is not by itself a complete proof, because pre-announcement prices depend on
the announcement-state weighting term in Equation (3.30). I therefore evaluate the exact expected
announcement return numerically. Under the calibrated model, the exact brown announcement-

return curve lies above the exact green curve throughout the interior of the equilibrium range
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under green incumbents, and below it throughout the interior of the equilibrium range under brown
incumbents. Equivalently, the expected announcement return to a brown-minus-green portfolio is
positive under green parties and negative under brown parties. Table A.1 reports the direct baseline

sign check, and Table A.2 shows that the sign survives the robustness exercises. O

E Extreme Household Type Extension

In this extension, I consider an extreme household type, with type such that the following condition
holds:
Oy <B<B<G<g

The household’s disutility of emissions is very low, even lower than the lowest support of the brown
party’s type distribution. Asset prices and announcement returns are given in Figure A.4. The
crux of this extension is that the model generates positive risk premia and announcement returns
under both parties, consistent with the data.

In order to make sure the equilibrium defined in the baseline model is well-defined, the sole

change I make to the model is to add an exogenous component of utility under the green party, i.e.
C’}_}’Q = Cpyo + Q x 1{Creen Party in Power} (E.1)

for Q2 large enough to prevent degenerate equilibrium where all green types lie, in which case there
is no positive announcement return. This is necessitated because once the household’s type is very
brown, this will dramatically decrease the utility of the household under the green government. The
indicator applies whenever the green party is in power. In particular, under a brown incumbent,
the household’s outside option is its expected utility under the green challenger and therefore
includes €2; this is the sense in which 2 equalizes the outside option across parties in the calibration

underlying Figure A.4.

F Additional Figures

This section provides additional figures and numerical solutions that are helpful in understanding

the mechanics of the model but did not warrant inclusion into the main text.
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Figure A.1
Equilibrium Bounds Numerical Solutions

This figure displays numerical solutions for the equilibrium bounds under the baseline calibration
of Table 1. The left-hand side panel displays the equilibrium bounds for the Green party and the
right-hand side panel displays the equilibrium bounds for the Brown party. In each panel, the solid
blue line is the pooling threshold (g for the green party and g for the brown party), and the dashed
black line is the fixed support-edge bound. Notice that as the expected utility under the challenger
increases, the bounds move closer together. For the green party g decreases and for the brown g
increases.
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Figure A.2
Threshold Equilibria

This figure displays the strategies of the brown and green parties over their type supports, computed
under the baseline calibration of Table 1 for an interior pooling threshold. The lower and upper
dashed grey lines are g and g, respectively. The solid blue line displays the implemented policy. The
dashed yellow line displays the dictatorial policy the government would implement in the absence
of political constraints.
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Figure A.3
Risk-Free Rate

This figure displays the gross risk-free rate under the green and brown parties as a function of the
expected utility under the challenger, computed under the baseline calibration of Table 1.
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Figure A.4
Asset Prices for Extreme 0y

This figure plots asset risk premia (top row) and expected excess announcement returns (bottom
row) under the extreme-household-type extension of Section E, in which 0y < B. Each panel
shows three assets that differ in their exposure to policy—a green asset (A\; = 2/5, dashed), a
neutral asset (A; = 3/5, solid), and a brown asset (\; = 4/5, dash-dotted)—as a function of the
voter’s outside option V, the certainty equivalent of the household’s period-2 effective consumption
under the challenger. The left column corresponds to a green incumbent and the right column
to a brown incumbent. The exogenous green-party utility component 2 enters the household’s
period-two effective consumption whenever the green party holds power, whether as incumbent or
as challenger, and therefore enters both the certainty equivalent and the pricing kernel; €2 is set
to a value that makes the green party sufficiently attractive to avoid degenerate equilibria. The
horizontal line marks zero. Under this extreme type, risk premia and announcement returns are
positive for green and brown incumbents alike, consistent with the data.
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G Additional Tables

Table A.1
Baseline Numerical Verification of Results 1-4

This table reports exact numerical checks of the brown-minus-green excess holding period return
ERpye and excess announcement return ARpyme under the baseline calibration of Table 1, for
brown and green assets with policy exposures A\; = 0.8 and 0.4. Each row evaluates one object
for one incumbent party over a grid of equilibria indexed by V', the certainty-equivalent household
utility under the challenger. Min and Max report the object’s range over interior equilibria (those
in which at least one percent of types report truthfully). ‘Signs Correct’ indicates whether the
predicted party-specific sign holds over this entire range. The final column reports the largest
increase in the object’s absolute value between adjacent grid points as V rises; a value of zero
verifies that the magnitude is monotonically decreasing in V.

Party  Object  Expected Sign Min Max  Signs Correct Max Upward Step in | - |
Brown ARpuma - -0.063345 -1.060e-06 Yes 0.000000
Brown ERpumg - -0.079408 -3.552e-05 Yes 0.000000
Green  ARpmc + 8.130e-06  0.079435 Yes 0.000000
Green ERpygc + 0.000400  0.103521 Yes 0.000000
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Table A.2
Robustness of the Numerical Verification for Results 14

Each row re-runs the numerical verification of Table A.1 with one baseline parameter perturbed, keeping the economy in the baseline
regime B < 0y < G. ‘Signs Correct’ requires the brown-minus-green excess holding period return ERpyg to be positive under green
incumbents and negative under brown incumbents, and likewise for the excess announcement return ARpyg. The final two columns
report the largest increase in |ERpyc| and |ARpymc| between adjacent grid points as V rises, taking the maximum across both incumbent
parties; values of zero verify that the magnitudes are monotonically decreasing in V' in every scenario.

Scenario ERgpuc Signs Correct  ARpye Signs Correct  Max Upward Step in |[FRpumg| Max Upward Step in |[ARpMma|

8 =097 Yes Yes 0.000000 0.000000
B =1.00 Yes Yes 0.000000 0.000000
v=3.0 Yes Yes 0.000000 0.000000
¥=25.0 Yes Yes 0.000000 0.000000
=12 Yes Yes 0.000000 0.000000
=138 Yes Yes 0.000000 0.000000
0y =0.19 Yes Yes 0.000000 0.000000
0y =0.21 Yes Yes 0.000000 0.000000




H Data
H.1 Gallup

Figure A.5
Gallup Polling Series

This figure displays two time series. The first is the daily presidential approval rating from the
Gallup Daily Tracker, based on polls of approximately 1,000 U.S. adults each day; I plot a rolling
seven-day average of the approval rating from these polls. The second displays responses to a
Gallup question asking whether the president is doing a good or poor job of improving the nation’s
energy policies. I code “Good” as 100 and “Poor” as 0.
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H.2 Trade and Quote (TAQ)

Figure A.6 plots the cumulative log returns to holding VIX futures ETFs in the window around

presidential remarks, together with three placebo strategies over adjacent time windows.
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Figure A.6
VIX Futures ETF Announcement Return Series

This figure shows the returns to holding ProShares VIX Mid-Term Futures ETF (VIXM), iPath
Series B S&P 500 VIX Mid-Term Futures ETN (VXZ), ProShares VIX Short-Term Futures ETF
(VIXY) and iPath Series B S&P 500 VIX Short-Term Futures ETN (VXX) using four different
trading strategies. The first trading strategy holds the ETF from ten minutes before to ten minutes
after presidential remarks. The second holds the ETF on the same time window the prior day, the
third on the same time window the following day, and the fourth during a different time window
on the same day. The y-axis is the cumulative log return.
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Table A.3
Top Holdings

This table displays the top 10 holdings of selected ETF's as of September 12, 2022.

Materials Select Sector SPDR Fund (XLB)

SPDR S&P Metals & Mining (XME)

Health Care Select Sector SPDR Fund (XLV)

Linde PLC

Sherwin-Williams Company

Air Products and Chemicals Inc.
Corteva Inc.

Freeport-McMoRan Inc.

Ecolab Inc.

Nucor Corporation

Dow Inc.

Albemarle Corporation
Newmont Corporation

Consumer Staples Select Sector SPDR Fund (XLP)

ATT Inc.

Nucor Corporation

Steel Dynamics Inc.

United States Steel Corporation
Uranium Energy Corp.

Commercial Metals Company
Reliance Steel & Aluminum Company
Alcoa Corporation

Cleveland-Cliffs Inc.

Consol Energy Inc.

iShares Biotechnology ETF (IBB)

UnitedHealth Group Incorporated
Johnson & Johnson

Pfizer Inc.

Eli Lilly and Company

AbbVie Inc.

Thermo Fisher Scientific Inc.
Merck & Co. Inc.

Abbott Laboratories

Danaher Corporation
Bristol-Myers Squibb Company

Energy Select Sector SPDR Fund (XLE)

Procter & Gamble Company
Coca-Cola Company

PepsiCo Inc.

Costco Wholesale Corporation
Walmart Inc.

Mondelez International Inc. Class A
Altria Group Inc.

Philip Morris International Inc.
Colgate-Palmolive Company

Estee Lauder Companies Inc. Class A

Gilead Sciences Inc.

Regeneron Pharmaceuticals Inc.
Vertex Pharmaceuticals Inc.
Amgen Inc.

Moderna Inc.

IQVIA Holdings Inc.

Illumina Inc.

Biogen Inc.

BioNTech SE ADR
Mettler-Toledo Inc.

Exxon Mobil Corp.

Chevron Corp.

Schlumberger Ltd.

EOG Resources Inc.
ConocoPhillips

Marathon Petroleum Corp.
Pioneer Natural Resources Co.
Valero Energy Corp.

Phillips 66

Occidental Petroleum Corp.




H.3 White House Transcripts

This section of the appendix provides additional detail about the dataset of policy announcements.
Section H.3.1 describes the unused dataset of Clinton policy announcements and some of the reasons
they are unused. Section H.3.2 provides detailed information about the words associated with each

topic and how I classify each topic.

H.3.1 Clinton Policy Announcements

The transcripts for President Clinton are the least organized and are the only transcripts that do
not include precise times. These documents usually list the start time of a speech, but not the
end time. These times are sometimes approximate. The Clinton press documents are also the only
documents not to include the timezone of the speech. For these speeches, I programmatically search
for location strings and geolocate these locations using the Google maps API. I then use the same
API to find the appropriate timezone for that locality. Even after this procedure, some documents
cannot be geolocated, for example those that are simply listed as “aboard Air Force One”. I do
not use these observations. From manual inspection, they are frequently broadcast from locales,
such as Air Force One, from which it would be impossible to broadcast live.

The huge number of speeches delivered by President Clinton seems to reflect a greater propensity
to record low profile events that in later administrations would not constitute a remark. For exam-
ple, uniquely, President Clinton’s administration records the content of his remarks to campaign
donors at a private residence.

President Clinton’s remarks also never include ending times of speeches. The stated times are
also sometimes approximate. For example instead of specifying that a remark started at 4:00 PM or
4:05 PM, these transcripts frequently only list 4 PM with a single digit’s precision. Because of the
lack of ending times and approximate starting times, much of the analysis excludes communication

from President Clinton’s time in office.

H.3.2 Topic Classifications
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Table A.4
Topics

This table reports each topic estimated using LDA from the transcripts of Presidential remarks and the eight words most associated

with that topic. I list the manually assigned topic label. The topic label is based on a subjective judgement what accurately

describes the most frequent words in a given topic. Those topics that do not have a natural label have no entry in the “Topic Label”

column. Row 115, corresponding to the climate topic, is highlighted.

© 00O U W N

Topic Label

Eight Most Important Unigrams

‘Women

Bill Passage
Judicial System
Native Americans
NATO

Agriculture
Press Secretary
Asia-Pacific

Iraq

Democratic Politicians
American People
Small Business
Senators

NASA

Awards

Great Americans
Filler Words
Thank You
Conservatives

Emergency

Finance
Investigations
Drugs

Law and Crime
Security Relationships

Laws
Judicial System

Foreign Leaders
Welfare

Applause

Global Development
Holidays

Social Security
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press
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yes
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42
43
44
45
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47
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50
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54
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56
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68
69
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71
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Topic Label

Eight Most Important Unigrams

Military Technology
Terrorism
Documents
America
Homeownership
Presidents

Veterans

First Lady

Clinton Press Briefing
Assistants

Missouri Politicians
America

Spain

God Bless America
Jobs and Taxes
Vice President
Eyesight
Hodgepodge
Internship

Filler Words

‘West Virginia
Military
Officeholders
Clinton Press Briefings

Community Service
Infrastructure
World Affairs
Judaism

China

Burma

Donald Trump

Africa
Trade
Drunk Drivers

Abortion
Supply Chains
Jobs

Railways

Iraq

Russia-Ukraine Conflict

Clinton Press Briefings
‘War

Syria

Food

mine
war
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veteran
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that
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Topic Label

Eight Most Important Unigrams

Faith

Hispanic
Political Figures
Accidents
Russia

Gulf Oil Spill
Filler Words
Tax Cuts
Elections
Health Care
Cybersecurity

Sudan

Latin America
Afghanistan
Politics
Creditor-Debtor
Questions
Climate Change

Accident Compensation

Baby Formula

Korea

California
India-Pakistan
Federal Emergency

Japan
Germany

Boy Scouts

‘White House
Event

Spanish Language
State of the Union

Presidential Transition

Sports
Central America

Presidential Administration

Gun Violence
Mongolia

House of Representatives

Venezuela
Delivery
Pacific Islands
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Eight Most Important Unigrams
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Health Care
Haiti
Government Debt
Action
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Federal Agencies
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Hodepodge
Administration Official

Vaccines

Cars

Congress

Nordics

Magodonga Mahlangu
Home Ownership

State of the Union
Years

Military Courts
Disaster Response
Easter Egg Roll
Israel-Palestine

Terrorism

Georgia
Families

Postal Service
ACA Website

Wyoming

Drug Pricing

‘White House Officials
Intelligence Agencies
Catholic Church

Announcements
Act and Proclomation

Yugoslavia

health
haiti
debt
return
lockhart
feder
recommend
tobacco
meet
worker
massachusett
know
shall
peopl
cuba
tie
administr
newburi
vaccin
car
senat
finland
holl
home
tangibl
robin
state
2006
issu
amend
coast
easter
peac
terrorist
felt
georgia
children
pdf
post
websit
chatter
terzano
health
drug
preston
intellig
newli
pope
presid
act
sponsor
2006
bosnia
schedul

communiti
haitian
govern
lie
joe
agenc
render
smoke
discuss
job
boston
presid
order
world
cuban
deserv
offici
sincer
get
auto
bill
sweden
woza
hous
four
1990
unit
2005
muratov
accus
guard
egg
israel
attack
five
atlanta
famili
gene
offic
enrol
birthday
ginni
vol
medicar
corey
director
call
glynn
announc
section
1836
georg
nato
boat

american
aristid
ceil
septemb
think
govern
jame
cigarett
presid
work
deval
ahead
section
nation
peopl
firm
senior
foundat
peopl
industri
congress
norway
magodonga
mortgag
ninth
earlier
order
2007
ressa
follow
louisiana,
roll
palestinian
threat
boost
georgian
child
chao
build
afford
discov
bradley
took
prescript
staub
cia
throughout
mari
intent
proclam
conduct
carl
kosovo
pay

presid
democraci
default
endur
toiv
depart
campbel
advertis
leader
labor
markey
also
state
must
castro
oxygen
colleagu
caus
covid1l9
ford
hous
arctic
share
homeown
afflict
push
person
2003
combin
may
orlean
bunni
east
terror
teamwork
max
parent
shortfal
servic
act
bain
wyom
extern
senior
ashle
nation
wednesday
franci
nomin
countri
health
undertaken
peac
part

biden
restor
shutdown
unab
hous
administr
fogleman
children
issu
employ
martha
would
unit
freedom
polici
propon
background
concern
dose
compani
republican
denmark
addit
famili
rick
young
nation
2001
timet
evid
gulf
lotteri
middl
secur
574
miller
care
html
design
insur
ong
jackson
hugh
price
kenton
communiti
anniversari
vatican
appoint
import
improv
120
forc
made

access
return
negoti
depend
white
inform
serious
young
summit
train
commonwealth
well
execut
right
chang
wednesday
embargo
septemb
million
plant
legisl
nordic
annual
hud
liam
attent
execut
2004
fray
militari
mississippi
ticket
isra
qaeda
need
savannah
mother
weather
postal
sign
2592
convey
3246
benefit
seongho
foreign
note
ellen
travel
unit
violenc
kenneth
serb
attach

includ
island
pay
destruct
issu
report
someon
product
particip
employe
menino
peopl
agenc
unit
human
event
name
100
shot
motor
pass
iceland
method
afford
walli
outsid
sanction
2008
bonni
read
katrina
volunt
minist
intellig
toward
zell
support
lesson
facil
problem
accomplish
harrison
distinct
cost
holet
agenc
polici
holstein
member
state
enact
note
troop
hereof

administr
polic
shut
enabl
impeach
develop
general
industri
import
compani
worcest
american
sec
america
govern
ana
call
willi
thank
vehicl
vote
niinist
bella
homeownership
ask
biscuit
properti
2002
caen
rule
cutter
malpass
prime
oper
discourag
shevardnadz
home
unaccept
locat
marketplac
deliveri
wolfensohn
repeat
plan
nisa
collect
foundat
burk
afternoon
articl
empti
seven
war
usc



111

258
259
260

Topic Label

Eight Most Important Unigrams

Filler Words
Saudi Arabia

saudi
1052

boundless
king
drum

standard
arabia
static

akin brimmer
jordan princ
4th entranc

earli
yemen
recept

institut
crown
loud

pleas
majesti
denis
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Table A.5
Brown-minus-Green Returns — Alternative Portfolios

This table repeats the specification of Panel A of Table 7 for alternative brown-minus-green portfolios: minute-level regressions of brown-
minus-green returns on an indicator for a presidential remark and its interaction with a measure of climate speech, with date fixed
effects. Climate Speech, ;) is the topic-model posterior for the climate content of the remark associated with minute ¢, and I;{Remark}
equals one within a ten-minute window of any presidential remark meeting the filters in Table 3. R; is the return, in basis points,
to a brown-minus-green portfolio; each column is a different pair drawn from six industry ETFs: energy (XLE), mining (XME), basic
materials (XLB), technology (XLK), consumer discretionary (XLY), and consumer staples (XLP). Standard errors are clustered by date,
and t-statistics are reported in parentheses.

Dependent Variables: XLB - XLK XLB-XLY XLB-XLP XME-XLK XME-XLY XME-XLP XLE-XLK XLE-XLY XLE-XLP

Model: (1) (2) (3) (4) (5) (6) (7) (8) (9)

Variables

Remark -0.0243 -0.0167 -0.0257 0.0270 0.0296 0.0183 -0.0067 0.0010 -0.0081
(-1.470) (-1.048) (-1.429) (0.8978) (0.9970) (0.5484) (-0.3439) (0.0510) (-0.4104)

Climate Speech x Remark 1.808** 1.927** 2.139** 2.257* 2.455% 2.643* 0.8489 0.9679 1.180
(2.344) (2.451) (2.122) (1.722) (1.668) (1.797) (0.7713) (0.9140) (0.9761)

Fized-Effects

Date Yes Yes Yes Yes Yes Yes Yes Yes Yes

Fit Statistics

Observations 1,848,643 1,848,643 1,848,643 1,574,501 1,574,501 1,574,501 1,848,645 1,848,645 1,848,644

R? 0.00139 0.00142 0.00164 0.00213 0.00218 0.00232 0.00159 0.00165 0.00173

Signif. Codes: ***: 0.01, **: 0.05, *: 0.1
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Table A.6
Alternative Measures of Climate Remarks

This table displays regressions using alternative measures of whether a remark contains a substantial amount of climate speech. Instead
of the raw topic-model climate posterior, a remark is classified as a climate remark if this posterior is above the indicated threshold.
Standard errors are clustered by date, and t-statistics are reported in parentheses.

Dependent Variable: XLB - XLV

Model: (1) (2) (3) (4) (5) (6) (7)
Variables

Remark -0.0205 -0.0205 -0.0205 -0.0198 -0.0205 -0.0216 -0.0284

(-1.182)  (-1.179)  (-1.179)  (-1.135)  (-1.175)  (-1.238)  (-1.621)
Climate Topic > 7% x Remark  0.4251*

(1.898)
Climate Topic > 6% x Remark 0.4042*
(1.831)
Climate Topic > 5% x Remark 0.4042*
(1.831)
Climate Topic > 4% x Remark 0.1859
(0.9955)
Climate Topic > 3% x Remark 0.2171
(1.466)
Climate Topic > 2% x Remark 0.2351*
(1.724)
Climate Topic > 1% x Remark 0.3513***
(3.611)
Fized-FEffects
Date Yes Yes Yes Yes Yes Yes Yes
Fit Statistics
Observations 1,848,643 1,848,643 1,848,643 1,848,643 1,848,643 1,848,643 1,848,643
R? 0.00159 0.00159 0.00159 0.00159 0.00159 0.00159 0.00160

Signif. Codes: ***: 0.01, **: 0.05, *: 0.1



Table A.7

Alternative Numbers of Topics

This table displays alternative measures of climate speech. The topic model implied posterior is
calculated using topic models estimated with alternative numbers of topics, as opposed to 260
topics in the baseline model. To estimate each regression I find the climate topic in each of these
models and regress returns on the posterior implied by that model. Standard errors are clustered
by date, and t-statistics are reported in parentheses.

Dependent Variable: XLB - XLV

Model: (1) (2) (3)
Variables

Remark -0.0260 -0.0273 -0.0272

(-1.469)  (-1.543)  (-1.543)
Climate Speech (240 Total Topics) x Remark  1.572*

(1.947)

Climate Speech (250 Total Topics) x Remark 2.935**

(2.531)
Climate Speech (270 Total Topics) x Remark 2.907***

(2.593)

Fized-FEffects
Date Yes Yes Yes
Fit Statistics
Observations 1,848,643 1,848,643 1,848,643
R? 0.00159 0.00160 0.00160

Signif. Codes: ***: 0.01, **: 0.05, *: 0.1
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Table A.8
Alternative Standard Error Clustering

This table repeats the specification of Panel A of Table 7 under alternative standard-error clustering, estimated on a minute-by-minute
panel of brown-minus-green returns with date fixed effects. R; is the return, in basis points, to a brown-minus-green portfolio; the
portfolios pair four industry ETFs: energy (XLE), basic materials (XLB), health care (XLV), and technology (XLK). Standard errors
are clustered as indicated in the bottom panel, and t-statistics are reported in parentheses.

Dependent Variables: XLB - XLV XLE - XLV XLB - XLK XLE - XLK
Model: (1) (2) (3) (4) (5) (6) (7) (8)
Variables

Remark -0.0275*  -0.0275**  -0.0098 -0.0098 -0.0243 -0.0243* -0.0067 -0.0067

(-1.859) (-3.326)  (-0.6215) (-0.4628)  (-1.386) (-2.537)  (-0.3953)  (-0.2895)
Climate Speech x Remark  3.167* 3.167*** 2.208* 2.208** 1.808* 1.808** 0.8489 0.8489
(2.030)  (19.53)  (1.802)  (3.236)  (2.034)  (4.372)  (1.126)  (1.422)

Clustered by Year President Year President Year President Year President
Fized-FEffects

Date Yes Yes Yes Yes Yes Yes Yes Yes
Fit Statistics

Observations 1,848,643 1,848,643 1,848,645 1,848,645 1,848,643 1,848,643 1,848,645 1,848,645
R? 0.00160 0.00160 0.00170 0.00170 0.00139 0.00139 0.00159 0.00159

Signif. Codes: ***: 0.01, **: 0.05, *: 0.1



Table A.9
Pooled Difference-in-Differences: Brown-minus-Green Expected Return

This table reports a pooled (“static”) difference-in-differences estimate of the change in the brown-
minus-green expected-return premium around the November 8, 2016 election, a companion to
the dynamic two-week specification in Figure 11. The dependent variable is the individual-stock,
option-implied expected return constructed following Martin and Wagner (2019), annualized at
the one-year horizon and expressed in percent (the same units and measure plotted in Figure
11). Brown firms (energy, mining, and materials) are the treated group and green firms (broad
health care, excluding pharmaceuticals) the control; the sample is the same +three-month window
(August 8, 2016 to February 8, 2017), value-weighted by market capitalization. Post-Election takes
the value one on or after the election, so the Brown coefficient is the pre-election brown-minus-
green premium and the Brown x Post-Election interaction is the difference-in-differences estimate:
the average change in that premium, in percentage points, after the election. Standard errors are
conventional (IID), matching the dynamic specification, and ¢-statistics are reported in parentheses.

Dependent Variable: Expected Return (%)

Model: (1)

Variables

Constant -0.5959***
(-12.49)

Brown 1.266***
(21.86)

Post-Election 0.1026
(1.493)

Brown x Post-Election -0.2052**
(-2.473)

Fit Statistics

Observations 11,142

R? 0.06674

Signif. Codes: ***: 0.01, **: 0.05, *: 0.1
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