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Motivation

@ To develop a model that explains the choice of invoicing currency through
bargaining between exporters and importers.

@ Motivated by micro-level evidence (Friberg and Wilander (2008), Goldberg
and Tille (2011)).

> Importer size and importer concentration matter for local currency pricing
(LCP).

@ Competing explanations: Exporters choose the invoicing currency
> Transaction costs of foreign exchange — “thick market externalities”.
> Volatility of macro variables —> volatility of a currency’s exchange rate.

> Industry characteristics: the importance of competitor’s currency choice
(coalescing effect).
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Main Elements of the Model

@ A range of exporters and importers (could be of different numbers and sizes).

@ Nash bargaining: Each pair bargains over (i) a preset contract price and (i)
the invoicing currency (LCP or PCP) before the exchange rate is realized.

@ Valuation of payoffs is concave <— key.

> An importer’s (exporter)’s marginal utility is affected by the number/size of
exporter (importer) and transactions with all counterparts.

o Effective bargaining weight is affected by the concavity and the relative
number/size of importer.
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Key results

@ Effective bargaining weight is higher for (i) a bigger firm and (ii) less concave.

@ An importer with higher effective bargaining weight gets (i) a lower preset
import price and (ii) smaller proportion of LCP as a bargaining outcome.
> Larger importer benefits from a lower import price
—> small marginal valuation of profits —> tolerate exchange rate volatility.

> Smaller exporter loses from a lower export price
—> large marginal valuation of profits —> cannot tolerate exch rate volatility.

@ Other results: decreasing returns raises price; reliance on imported inputs
raises the extent of LCP; heterogeneous sizes show market structure

matters.
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Comments

@ Empirical evidence do not seem to support this result where:
Relatively larger importer —> higher bargaining power —> lower LCP.
> Depends on how size and number of firms work through the concavity in the
payoff valuation?

> E.g. In the heterogeneous case, the match of small exporter with small
importer yields positive relationship between LCP and heterogeneity of
importers —> opposite of the result in a large/large match — concavity matters
because of marginal utility.

> Alternative way to model valuation: Instead of negotiations among all possible
pairs as in Chipty and Synder (1999) [1 seller vs. n buyers], assume random
assignment of pairs with outside option being 0.
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Figure 10
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Comments

@ Effective bargaining weight 6 xm = f(6,H(N ,7:)) for i€ {X,M} ineq (13).
Question: How sensitive is 0y, to H function?
> Especially for the heterogeneous case.

> Also, consider to cite empirical evidence to support the assumptions behind
(i.e. increasing in importer size, decreasing in importer’s risk aversion).

@ Given the importance of coalescing effect suggested in the literature, is it
possible to do an experiment to show the relative importance of coalescing
effect vs. bargaining on the choice of LCP/PCP?

> Equation (14) in the paper has coalescing effect.
> Relax the assumption on the co-movements between exchange rate and
prices/quantities.
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