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31��� � � � ����� �2 �� �� �� '� �		��� 01�0 � � � A ��� � � � ���

Time

Regulator 
chooses the 
fine f 

Firm and agency 
simultaneously 
choose the 
probability of 
compliance β and 
monitoring α 

Inspection takes 
place. If the firm 
did not comply, 
the agency offers 
the firm a fine fa ∈
[0, f] 

Nature chooses the 
litigation cost t. 
Firm observes 
privately t and 
decides whether to 
accept the agency’s  
offer or to litigate 

  1                               2                                3                          4    
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'1�� 01� ��4��5����0 ,	 	0�,50 ��� 01� ��3:5�	0 4,�� �,0,7�0�	2 01�
�;��50�� �44�50,-� 4,�� ,	 <�� �?�� �<�� �?�� � <�� ��?�  1� 1,71:5�	0
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<�� �?� '1�� 01� ��4��5����0 ,	 ��0 	0�,50 ��0 01� ��3:5�	0 4,�� �,0,7�0�	2

Strict enforcement. 
No litigation 

Both types of 
firm accept a 
lower fine 

High-cost firm accepts 
a lower fine. Low-cost 
firm litigates 

Strict Enforcement. 
Low-cost firm 
litigates 

f  h  f l   
     f h 

1  p 
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