ONLINE APPENDIX

Nominal Exchange Rate Determinacy Under the Threat of Currency
Counterfeiting

by P. Gomis-Porqueras, T. Kam and C. Waller.

This online appendix contains all the omitted proofs and two generalizations of
the model from the paper.'*

PROOF OF PROPOSITION 1

Consider a generalization of the model in the paper where DM agents can
also trade internationally. The key takeaway from this section is the following:
Even if we generalize the environment in the main paper to allow agents to shop
internationally in the DM—i.e., a Home buyer can also buy from a Foreign seller
and vice-versa—we still get the same characterization of the private information
game in Proposition 1, where we have the equilibrium liquidity constraints. As a
consequence, the main insight regarding the determinacy of the nominal exchange
(having binding liquidity constraints) is robust to a more general setting where
DM buyers can also buy from Foreign DM sellers.

Now in each DM, a Home DM-buyer has a probability £ € (0, 1] to be in Home
DM. With probability 1 — & a Home DM-buyer is to relocated to the Foreign
DM. Ex ante, at the end of the CM (and prior to the DM), the buyer must
take this possibility into account. The buyer at the end of CM will make a
plan for what terms of trade to offer to a Home DM-seller, which we denote
by w := (q+1, d+1,di1), and, what terms of trade to offer a Foreign DM-seller,

denoted by w* := (¢}, dy1, dil). The outcome of the plan would be contingent
on the ex post realization of whether the buyer will shop in the Home DM or in
the Foreign DM. For simplicity, assume that the probability of a match between
a buyer and a seller in both Home and Foreign DM is identical and given by o.

Given a commitment to the plan (w,w*), and before the DM opens, the buyer
then decides on his counterfeiting mixed strategy, (n,77) := (n(w,w*), nf (w,w*)).
As in the main paper, the buyer conditions his strategy on his beliefs about a
Home (or Foreign) and the seller’s probability of accepting his payment, 741 :=
Ti1(w,w*) (or 7u 41 = Ty 41(w,w*)). From a seller’s point of view, the Home
(or Foreign) seller will ex-post play a mixed strategy 741 := m41(w) (or Ty 41 1=
T 1(W)).-

Al. DM-buyers and DM-sellers

Since the model does not have aggregate uncertainty and agents have perfect
foresight, let us re-write the game and work backwards from a DM(t) and then

M This document is available from: https://github.com/phantomachine/gkwcurse
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to a preceding date’s CM(t — 1). Given a fixed strategy (w,w*,n,17), which is
determined at the end of the preceding CM, the induced beginning-of-DM value
to a buyer with portfolio (a,a’) is given by

Vb (a, af) = fon {u(q) + wb [n(a —d), nf(af — df)} }
+ (1= &oms {u(q*) +w? {n(a —d,n' (af — df)} }
+E(1— o) WP (na,nfaf)

+(1=8 1 —or,)Wh (na,nfaf> .

(A1)

Since DM sellers are do not face a probability of being relocated, the seller’s
problem is the same as that in the main paper. The difference now is that in each
period a Home (Foreign) DM-seller may end up meeting with either a Home or
a Foreign DM-buyer. Nevertheless, the seller’s optimal strategy will still be the
same given any buyer’s offer.

After some algebra, and as a consequence of quasilinearity of all agent’s per-
period payoff functions, in the last stage of the counterfeiting-bargaining game
(in the Home DM(t)), the seller maximizes expected profit by playing a mixed
strategy 7 such that

(A2) T e {arg max |[—cla) + ¢ (7d + i ed! )| } ,

taking as given a buyer’s offer w and the seller’s beliefs about the buyer’s counter-

feiting probabilities, (7, f7f ). One can also write down a corresponding problem
for a Foreign DM seller where the mixed strategy is denoted by 7y:

(A3) Ty € {arg ﬂrg[%ﬁ] ™ [—c(q*) + ¢! (ﬁd/e + f]fdf)} } .

Note that since the law of one price holds in terms of the CM good, the Foreign
seller’s problem equivalently yields,

(A3) Ty € {arg max 7 [—c(q*) +¢ (ﬁd + ﬁfedfﬂ } .

w€(0,1]

In the penultimate stage, in CM(¢ — 1), the buyer chooses the counterfeiting
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lottery (n,nf) to solve the following cost-minimization problem:

max { (1 —n) — &/ (1= /) — €80 (nod + ' ped! )

—(1—=¢&)Bors (n¢+1d + ﬁf¢edf>

d0 (e (o)

given his earlier commitment w and his beliefs about a Home (or Foreign) seller’s
acceptance probability 7 (or 7).

The buyer chooses a TIOLI offer at the beginning of the game to maximize his
payoff given his belief functions (f),f]f , 7, Tx) about the continuation play. The
buyer commits to an optimal plan of contingent offers, w and w*, to maximize

k(1 —7) —w (1 — ﬁf) + &£Bor [u((j) —¢ (ﬁfj+ ﬁfedfﬂ
—(1 = ¢&)Bory [u(q*) - ¢ <77d + flfedfﬂ

(A5) — (<Z5¢1 — > om — <¢¢1)Zl — B) dem/ .

Given these descriptions, we may proceed directly to a generalization of the
private-information bargaining game’s description (as in Proposition 1).

PROPOSITION 5:  An equilibrium of the counterfeiting-bargaining game is such
that

1) Each Home seller accepts with probability # = m = 1 and each Foreign seller
accepts with probability ., = m, = 1;

2) Each buyer does not counterfeit:

(it nnt) = ol nn') = (1,1,1,1);

and

8) Each buyer’s travel-contingent TIOLI offer w := (q,d,d’) and w* := (¢*,d, d’)
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attains
(A6)
max { (gb; - B) om — ((b_(;zq - ﬁ) pem?! + £Bo [u(q) —¢ (d + edf)}
+(1-¢)Bo [u(q*) — ¢ (d + edfﬂ
s.1.

(c): o (d+ed) —cla) 20,
(v): 0<d,

(B): d<m,

wh: o<d

() : df <mf

e T A o)

f
. f K
(A7) gem Smel/qae—/s(l—a)}

and the equilibrium is unique.

One can also write a symmetric characterization for the corresponding Foreign
country. The intuitive explanation of this resulting characterization, and in par-
ticular, its endogenous liquidity constraints are similar to that in the main paper.
Below we provide the detailed proof of this result. Note that by setting £ = 1, we
also have the proof of Proposition 1. A similar proof for this special case discussed
in the main paper can also be found in our working paper Gomis-Porqueras, Kam
and Waller (2015).

PROOF:

Denote the maximum value of the program in (A6), when 7 =7 =1, T, = 7, =
1, and (7,7') = (n,nf) = (1,1), as (U®)*. The aim is to show that an equilibrium
strategy yields the same value as (U?)*, and it satisfies the characterization in
Proposition 5 (Case 1); and that any other candidate strategy under beliefs 7 # 1,
7. # 1, and/or (7, 77) # (1,1) will induce a buyer’s valuation that is strictly less
than (U®)*, and therefore cannot constitute an equilibrium (Cases 2-5).

Consider the subgame following an offer plan (w,w,). Let p(x,x’) denote
the joint probability measure on events {(x,x/)}, where the pure actions over
counterfeiting are (x,x/) € {0,1}2. Denote P := 2{01}* as the power set of
{0,1}2. By the definition of probability measures, it must be that dpep P(2) =
1.
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Consider the subgame where we have reached the seller’s problem. At this
stage, the event of a particular buyer going to the Foreign DM, or staying in
the Home DM, is already realized. Therefore, without loss, let us focus on a
DM-seller’s problem in the Home DM. The seller’s problem in (9) is equivalent
to:

TE {arg max 7’ [(ﬁ([l—ﬁ(l,@) —p(1,1)]d
(A7) 7' €[0,1]

1= 50,1 - (1, Dlea’ ) - cla)]}

This is a linear programming problem in 7, given the seller’s rational belief system
p and buyer’s offer w. Thus the seller’s best response satisfies:

>0
(48) [ 6 (11— p(1,0) = p(1, 1))d+ [1 = p(0,1) = p(1, )]ed’ ) — c(q) 4 <0
=0
1
= |71(w){=0
€ [0,1]

We can also write down a similar characterization for an ex-post Foreign DM
seller who meets a Home buyer. The conclusion would be the same.

Now consider the preceding stage, where a buyer has already committed to
some travel-contingent plan of offer (w,wy), i.e., before the buyer knows which
DM (Home or Foreign) he has to travel to. At this stage, a buyer is deciding on
counterfeiting choices and has to compare alternative payoffs from mixing over
pure counterfeiting strategies. We will need to define some convenient notation
here: Let Ufz} = U’w, {2}, 7|s_1, ¢, €] denote the buyer’s expected payoff from

realizing pure actions (x”, x7), given offer w and rational belief system 7, 7, €
[0,1], where {z} € P. From the pure counterfeiting strategy induced payoffs, we
can construct those arising from non-degenerating mixed strategies below.

We have the following possible payoffs following each non-empty (pure-strategy)
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counterfeiting event {z} € P:

(A9)

¢_ P_je—

o == (5 =) o0 (57 o) et

+ ¢ [ulg) = ¢ (d+ed )| + (1= B, [ula”) = ¢ (d+ed”)]
(A10)
Uoyy = = = <¢; - 5) ¢d

+ B0 [ulg) — ¢d] + (1 — §)Bofy [u(q”) — ¢d];
(A11)

p_je—1

Ul ==K ( s 5) ped!
+ &0t [ula) - ded’ | + (1 - )80 [ulg") - sed’] ;

(A12)
Ul = —+F — K+ EBorulq) + (1 — €)Boteulg?)

Observe that
b b _q7b b
(A13) Utony + Yoy = Yooy T Uiany-

There are five cases to consider.

Case 1. Suppose there is a set of candidate equilibria such that p(0,0) =
1 and p(z) = 0, for all {z} € P and z # (0,0). Then, we have Uff(oo)} >
b b b : b b b b
max{Ugs 03> Ugfo.yp Uiy Since Ugo 0y > U oy 204 U0y > oy
then, from (A9)-(A12) we can derive that

K
(A14) pm < ,
5t =B~ o)
and,
f
(A15) pem?! < - n ,
‘:be_l — Bl —on)

where m = d and m/ = d/. (Since inflation is costly, and since utility is quasilin-
ear, the portfolio (m,m7) is such that the balance carried into the DM is exactly
equivalent to the value of payments offered by the buyer’s plan.)
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The interpretation from (A14) and (A15) is that the liquidity constraints on
either currencies are slack. Therefore the buyer’s expected payoff in this case can
be evaluated from (A9). If # < 1 or 7, < 1, then from the Home or Foreign seller’s
decision rule (A8), or its Foreign equivalent, we can deduce w = (q,d,d’) and
wy = (¢*,d,d’) must be such that the seller’s participation/incentive constraint
binds. That is, if it is the Home seller, then

(A16) c(q) = ¢(d + ed”).
If it is the Foreign seller who will be the Home buyer in the DM, then
(A17) c(q*) = ¢(d + ed”).

Since (A16) or (A17) must hold ex post, all we need to do is verify the buyer’s
payoff. Since, the buyer’s liquidity constraints (A14) and (A15) do not bind at
7 < 1 and/or 7, < 1, a small increment in either payment offered, d or df if the
buyer shops at Home, and d* or d/* if the buyer shops abroad, relaxes (A16) and
(A17). This serve to raise 7 and 7,—i.e., the buyer’s rational belief that sellers
in either contingency will be more likely to accept his offer—and thus the buyer’s
payoff (A9). The maximal payoff to the buyer, keeping the seller in participation,
is when the sellers’ best responses are consistent with the buyer’s belief system:
m=a=1and 7, = 7, = 1, and the offer plan (&, w,) is such that

—b __ ~ ~
U EUE(O’O)}[UJ,LU*’W =T =T =Ty = 1]

K
=sup 044 [, Wr =7 =7 =7, =1] : ¢pm < ,
f v f * f
gem! < o—— ye(@) < dd +ed”), e(q") < ¢(d + ed”)
_qﬁe - ﬂ(l - U)

Then it is easily verified that this maximal value coincides with the maximum
value of the program given in (A6) in Proposition 5, i.e. T’ = (UY)*, since the
payoff function is continuous, and the constraints also define a nonempty, compact
subset of the feasible set. Since a seller has no incentive to deviate from = = 1
or m, = 1, then a behavior strategy (w,ws, (n,7/), (7,74)) = (@, @, (1,1), (1,1))
inducing the TIOLI payoff U is a PBE.

Case 2. Note that in any equilibrium, a seller will never accept an offer if
p(1,1) = 1, and, a buyer will never counterfeit both assets with probability 1—
counterfeiting for sure costs x + x/ and the buyer gains nothing. Therefore,
p(1,1) < 1 is a necessary condition for an equilibrium in the subgame following
w. Likewise, all unions of disjoint events with this event of counterfeiting all
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assets—i.e. {(x,x/)} € {(0, 1)} U{(1, 1)} or {(x,x))} € {(1,0)} U{(1,1)}—such
that p(0,1) + p(1,1) =1 or p(1,0) 4+ p(1,1) = 1, respectively, cannot be on any
equilibrium path.
Case 3. Suppose instead we have equilibria in which p(0,0) + p(1,0) = 1,
p(1,0) # 0, and p(1,1)+p(0,1) = 0,50 Uy g1 = Uf g 00y > max{Uf g 17y, Uf(1 19y}
Given this case, and from (A13), we have U?(O,l)} = Uf(l’l)}. From U{b(LO)} =
Uf(o oy and (A9) and (A11), respectively, we have:

k—(9_1/¢— B)od

(A18) F=tr+(1- €, = o ,
and,
!
(A19) ped! < " .
5o — Bl —o7)

If # < 1, then from the Home seller’s decision rule (A8) we can deduce w =
(q,d,d) must be such that the seller’s participation /incentive constraint binds:

c(q) = o[(1 = p(1,0) = p(1,1))d + (1 = p(0,1) = p(1,1))ed"]

(A20) =¢[(1 = p(1,0))d + ed*].

Likewise, if 7, < 1, then a Foreign seller’s participation constraint will be binding.

The buyer’s payoff can be evaluated from (A1l). If # < 1 and/or &, < 1, then
reducing d infinitesimally will increase 7 in (A18), and this uniformly increases
the buyer’s payoff in (A11). The buyer would like to attain 7 = 7, = 1 since the
sellers’ participation constraint will still be respected:

(A21)  elg) < Ol — p(L,0)d +ed’],  elq*) < Bl(1— p(1,0))d + edf].

Let the maximum of the buyer’s TIOLI value (A1l) such that the constraints
(A18), (A19) and (A21) are respected, in this case be (U®). However, since
p(1,0) # 0, it is easily verified that

(U < U opy@lm =7 =m0 = 72 = 1;p(1,0) = 0]
= S?FO){U&LO)ﬂ(Als), (A19), (A21)} = (UY)*,
w,p(L,

in which the last equality is attained when p(1,0) = 0. This contradicts the claim
that p(0,0) + p(1,0) =1 and p(1,0) # 0 is a component of a PBE.

Case 4. Suppose there are equilibria consisting of p(0,0) 4+ p(0,1) = 1 with
p(0,1) # 0, and p(1,0) = p(1,1) = 0. The buyer’s payoff is such that U}L)(O,l)} =



VOL. XX NO. ISSUE EXCHANGE RATES AND COUNTERFEITING 0OA.9 — A

Uf(o,o)} > maX{Uf(LO)},Uf(Ll)}}. Given this assumption, we have from (A13)
that U}L’(l 0} = U}L’(l 1)y From (A9) and (A10), we can derive

Kkl — (¢p_1e_1/ge — B)ged!
A22 T =¢&m 1 -7, = — .
From the case that Uf(O,O)} > U’l[)(LO)} and (A9)-(Al1l), we have:

< K
S B0 — o)

(A23) od

The buyer’s payoff can be evaluated from (A10). If # < 1 or 7, < 1, from (A8),
we can deduce that the Home seller’s participation constraint is binding. Again,
the same goes for the Foreign seller. If # < 1, then reducing d’ infinitesimally will
increase these acceptance probabilities in (A22) and thus 7; and this serves to
increase the buyer’s payoff in (A10). The buyer would like to attain # = 7, = 1
since the sellers’ participation constraint will still be respected at that point:

(A24)  e(q) S Qld+(L—p(0,1)ed],  c(g") < [¢d +e(1 — p(1,0))d].

Let the maximum of the buyer’s TIOLI value (A10) such that the constraints
(A22), (A23) and (A24) are respected, in this case be (U®)'T. However, since
p(1,0) # 0, it is easily verified that (U")TT < Uy, o\ [0lr = # = 0 = 7 =
1;p(0,1) = 0] = sup, {Ufg1);|(A22), (423), (A24)} = (U®)*, in which the last
equality is attained when p(0,1) = 0. This contradicts the claim that p(0,0) +
p(0,1) =1 and p(0,1) # 0 is a component of a PBE.

Case 5. Suppose a candidate equilibrium is such that 3 ., p p(2) = 1, p(z) #
0 for all {2} € P, and that U 1), = Ufgon = Ufoy = Ufn1y;- Then from
(A10) and (A12), and from (A1l) and (A12), respectively, we can derive
K — (¢ ye-1/¢e — B)ged! K —(¢_1/¢ — B)¢d

(A25) T=¢én4+(1—-&)m, = Boded! - Bood

If the payment offered (d, df) are such that # < 1 or 7, < 1, then from the seller’s
decision rule (A8) we can deduce w = (q,d,d’) and w = (¢*, d,d’) must be such
that the Home seller’s participation/incentive constraint binds:

(A26) c(q) = 9[(1 = p(L1,0) = p(1,1))d + (L = p(0,1) — p(1, 1) )ed’],

Likewise, for a Foreign seller. However, the buyer can increase his expected
payoff in (A12) by reducing both (d,d*), thus raising 7 and 7, in (A25) while
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still ensuring that the sellers participate, until 7 = 7, = 1, where

(A27) c(q) < 9[(1 = p(L,0) = p(1,1))d + (L = p(0,1) = p(1, 1) )ed”].

Let the maximum of the buyer’s TIOLI value (A12) such that the constraints
(A25) and (A27) are respected, in this case be (U?)F.

However, since p(1,0),p(0,1),p(1,1) # 0, it is easily verified that (U?)} <
U€(1,1)}[w|77 =7 =m =T = 1;p(0,0) = 1] = SUPW{Uf(l,l)}KA%L(A24)} =
(U)*, in which the last equality is attained when p(0,0) = 1. This contradicts
the claim that > ¢ ,.pp(z) =1, p(2) # 0 for all {z} € P, is a component of a
PBE.

Summary. From Cases 1 to 5, we have shown that the only mixed-strategy
Nash equilibrium in the subgame following an offer w must be one such that
(p(0,0),7) = (1,1), and that the offer w satisfies the program in (A6) in Propo-
sition 5.

Finally, since u(.) and —¢(.) are strictly concave functions and the inequality
constraints in program (A6) define a convex feasible set, the program (A6) has a
unique solution.

PROOF OF PROPOSITION 2

For A = A/ > 0 the solution to the buyer’s problem is given by

(B1) ¢om = gem! = m,
(B2) (@) = H—;(i—a)’

(83) ¢ = sotd,

(B5) A = fo [Z,((g; - 1] +B—1IL

Equation (B1) shows the real balances are the same and equal to the liquidity
bounds. Given these solutions, (B2) yields the solution for §. The last three are
the solutions for the multipliers. Finally, to solve for m and m/ we use the market
clearing conditions

M = m+m
M = mf 4wl

In an equilibrium where the two countries are identical in every respect, buyers
in each country face the same liquidity constraints. Thus we have ¢m = ¢m =
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x/ (I —B(1 —0)). It then follows that m = M/2,m/ = M/f/2. Substituting
these expressions into (B1) yields

2r and e—%
M—B-oa % 7 ar

(B6) ¢ =

The only thing that is left to do is choose parameter values such that the
solutions are valid. From (B5) we need § < ¢*. As a result, the solution from
(B2) for ¢ must satisfy this restriction. Since ¢* is independent of x and II, it is
clear that this condition is satisfied for a sufficiently small cost of counterfeiting
and/or a sufficiently high inflation rate.

PROOF OF PROPOSITION 3

For this equilibrium the solution to the buyer’s problem yields

M-8 - Bo [“'@—1], () = ém + gem?,
c(q)
¢ = ﬂau,(?), and, p=1I-3.
c(q)

In this case, ¢ is pinned down by the first equation. The second equation then
gives us the total real value of the buyer’s currency portfolio. Using the second
equation for both countries, in conjunction with the currency market clearing
conditions, we obtain

¢ (M + er) — 2¢(9),

which gives us one equation in two unknowns, ¢ and e. Thus, for any value of
¢ there is a nominal exchange rate that solves this expression. As a result, the
nominal exchange rate is indeterminate.

PROPORTIONAL BARGAINING TRADING PROTOCOL

Let us consider an alternative trading protocol: The proportional bargain-
ing solution of Kalai and Smorodinsky (1975). The buyer now proposes w :=
(q+1,d+1,dfr1) and commit to w before making any (C, N) decisions in CM(t).
Note that the underlying private information problem faced by the seller is still
present under this new trading protocol. This is the case as the seller still can
not differentiate between genuine and counterfeited currencies.
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The buyers’ payoff under this new trading protocol is given by

(D1)
wh (m, mf> = max {Z/[(C’*) — ¢(m+em! +7) + WY (0,0)

W,m4-1 7mi1 777(“))’77f (w)

- <¢ - ﬁ) ¢+1m+1 - < (be - /8> ¢+1€+1m§_1

¢4 bpie41
— k[l =n@)] - # [1-9f )]

B0 41 (@) [ulgs1) =1 (@) brdir — 1 @) dyrenndy]

while the seller’s payoff is given by

(D2) W* (ms,mg) = U(C*) — $(ms + em) + BW*(0,0)+

+ max [Bomi (@) (—e(g) + 01 @) 6 1dir + 3 @) @ prennd], )|

741 (w)

where the only difference with respect to the buyer’s TIOLI is the payment (d, df)
and DM quantitate traded (q).

The seller plays a mixed strategy m to maximize her expected payoff, which is
given by

03 wle) & {arg mux 7 (@) [~ela) + 0 (i @)+ if @ea’)] |

7€[0,1]

taking the posted offer and the buyer’s belief about the seller’s best response 7 (w)
as given. To determine the exact terms of trade, the buyer solves the following
problem:

oy mex { kL= ()] = 1= ()]

+ Bofi [w) (77 (w) py1di1 + 7 (w) ¢+1€+1di1}

- (q;i - 5) Gymar — <¢Jj}z+1 - 5) ¢+1€+1mi1}.

Taking the counterfeiting probabilities as given, the buyer then chooses the
proportional bargaining offer at the beginning of the game to maximize his payoff
given the conjecture (7 (w), 7’ (w),7 (w)) of the continuation play. Consequently,
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the buyer commits to an optimal offer w = (g, d, d’) solving

(D5)
max { —r (L= @) —! (1= @) +807 [u(@) - 6 (71 (@) d+ 7 (@) ed’)]

(s (g5t

where under proportional bargaining we have that the buyer and seller surpluses
satisfy!®

By

u(@) = ¢ (7 @) d+ i () ed)
_ % (6 (#d + i ed) — e(@)] = 5. > 0.

This contrasts with TIOLI, where the seller’s surplus is ¢ (77 (W) d + 7 (w)ed! ) -
e(q) = 0.

PROPOSITION 6: An equilibrium of the counterfeiting-bargaining game is such
that

1) FEach seller accepts with probability 7 (w) = 7(w) = 1;

2) Each buyer does not counterfeit: (f(w),n’ (w)) = (nw),nf (w)) = (1,1);
and

15Upon a successful DM match between a buyer and a seller, the maximum total surplus is Ts =
u(q) — ¢(q). Under the proportional bargaining trading protocol, the buyer’s (Bs) and seller’s (Ss)
maximal surpluses are a fraction of the total surplus and are given by:

Bs = 0[u(q) — c(q)] Ss = (1 —0)[u(q) — c(9)]

where 6 € [0, 1] represents the bargaining power of the buyer.
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3) Each buyer’s TIOLI offer w is such that
(D6)
w € {argmax [ <¢_1 - ) om — <¢_1€_1 — 5) pem’
w ¢ pe

+ fo [u(q)—qb(d—l—edf)” s.1.

Q)¢ ulg) = ¢ld+ed’) = = (6(d+ed) — e(q)) >0,
(v): 0<d,
(1) : d<m,
wh: o<d,
(') : df <m/,
(N ol G 61— 0)
wof
Y. ded
X): ged” < ¢_1e_1/¢e—5<1—a>}

and the equilibrium is unique.

Since the buyer does not counterfeit, we have that z = zf = 0 and d = m,
df =m' for ¢_,/¢ > 3 and ¢_je_1/pe > B. Furthermore, there is no reason to
incur the costs of acquiring genuine currencies and then make an offer that the
seller will reject. So 7 (w) = 1. If the buyer counterfeits then the marginal cost
of producing a counterfeit is zero while the marginal cost of acquiring genuine
currency is positive. In this case m,m/ = 0. Similarly, there is no reason to
incur the cost of counterfeiting if the offer is rejected by the seller. So, again
set # = 1. Again, slightly abusing notaiton, let TW? [n,nf ] denote the value
function for the pure strategies n (w),n’ (w) € {0,1} where n(w) = 7/ (w) =1
represents “no counterfeiting of currencies.” For no counterfeiting to be an optimal
strategy, it must be the case W°[1,1] > W?[0,1], W®[1,0],W?’[0,0]. Using (D1),
Wb [1,1] > W?[0,1] reduces to

- <¢; . > od — <¢—;Z‘1 /3) ped’ + Bo [u(q) —¢ (dJredfﬂ

> = (P ) gea + o [u(a) - oud]

which collapses to the second to the last constraint in (D6). A similar exercise
for WP[1,1] > W?[1,0] yields the last constraint in (D6). Finally, it is straight-
forward to show that if the previous two conditions are satisfied, then W°[1,1] >
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W?0,0] holds as well.

Relative to the TIOLI case, the only difference in the monetary equilibrium is
the ¢ constraint as the seller always obtains some strictly positive surplus. It is
worth emphasising, however, that the same underlying mechanism to determine
the nominal exchange rate follow the same logic as in the TIOLI presented in the
main text of the paper. More precisely, the nominal exchange rate can not be
determined unless the liquidity constraints bind.

Let us now focus on the stationary monetary equilibrium associated with an
economy with II = II/ > 8 and x = /. This implies that d = m and df = m/.
The DM-buyer’s problem can be written as follows:'6

(D7) UC*) — d(m_y1+e_1m! | +71)

+@?{—wn—ﬁnu—ewm»+%mn+&wmw»—dmy

f
and, ¢emf r } ,

¢ = 9 re/de Bl o)

K

m < ,
T 91 /¢—B(1l—-0)

where the buyer’s total payment is such that

(D8) o(d +ed’) = p(m +em?) = (1 — O)u(q) + 0c(q).

The corresponding first order condition is then given by

— (I = B) [(1 = 0)u'(q) + ¢ (q)]
+ Bob [u'(q) - c'(q)] —(A+ )\f) [(1 —0)u'(q) + 90’(q)] =0.
We can now establish a result analogous to Proposition 2 presented in the main

text under TIOLI, but now for the case of proportional bargaining. In particular
we have that

PROPOSITION 7: If A=\ >0, then e = M/M/.

PROOF:
For A = A > 0 we have that the various payments are such that
—dem) =
om = gem M= B0 —0)

Using the total payment equation (8), the quantity traded in DM, ¢, satisfies the

16Here we have substituted the various constraints so we can write the total payment in terms on DM
output and imposed that buyers spend all their currency as holding it is costly.
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following implicit equation

(1 = 0)ulq) + bc(q) = 1'[—52(/;—0)'

Now using the first order condition of the DM-buyer’s problem, we have that the
Lagrange multiplier A is given by

Bob  u(g)—Cd(@  (II-5)
2 (1-0)(q)+6c(q) 2

A:

Finally, to solve for m and m/ we use the market clearing conditions

M = m+m
M = mf S

where m denotes the foreign demand of the domestic currency.

In an economy where both countries are identical, buyers in each country face
the same liquidity constraints. Thus we have ¢m = ¢m = k/ (Il — (1 — 0)). It
then follows that m = M /2, m/ = M7 /2. Substituting these expressions we have
that

2K

M
. T (o A T




