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Dynamic markets for lemons:
Performance, liquidity, and policy intervention

Dieco MORENO
Departament of Economics, Universidad Carlos III de Madrid

JoHN WOODERS
Economics Discipline Group, University Technology Sydney

We study nonstationary dynamic decentralized markets with adverse selection
in which trade is bilateral and prices are determined by bargaining. Examples
include labor markets, housing markets, and markets for financial assets. We
characterize equilibrium, and identify the dynamics of transaction prices, trad-
ing patterns, and the average quality in the market. When the horizon is finite,
the surplus in the unique equilibrium exceeds the competitive surplus; as traders
become perfectly patient, the market becomes completely illiquid at all but the
first and last dates, but the surplus remains above the competitive surplus. When
the horizon is infinite, the surplus realized equals the static competitive surplus.
We study policies aimed at improving market performance, and show that sub-
sidies to low quality or to trades at a low price, taxes on high quality, restrictions
on trading opportunities, or government purchases may raise the surplus. In con-
trast, interventions like the Public-Private Investment Program for Legacy Assets
reduce the surplus when traders are patient.

KeywoRrbDs. Adverse selection, decentralized trade, liquidity, PPIP.
JEL crassirFicaTION. C73, C78, D82.

1. INTRODUCTION

We study the performance of decentralized markets for lemons in which trade is bilat-
eral and time-consuming, and buyers and sellers bargain over prices. These features
are common in markets for real goods and financial assets. We characterize the unique
decentralized market equilibrium, identify the dynamics of transaction prices, trading
patterns, and the market composition (i.e., the fractions of units of the different qualities
in the market), and study its asymptotic properties as traders become perfectly patient.
Using our characterization of market equilibrium, we identify policy interventions that
are welfare improving.
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We consider markets in which sellers are privately informed about the quality of the
good they hold, which may be high or low, and buyers are homogeneous and value each
quality more highly than sellers. Since we are interested in understanding dynamic trad-
ing when the lemons problem is severe, we assume that the expected value to buyers of
arandom unit is below the cost of a high quality unit.! The market operates over a num-
ber of consecutive dates. All buyers and sellers are present at the market open, and there
is no further entry. At each date a fraction of the buyers and sellers remaining in the
market are randomly paired. In every pair, the buyer makes a take-it-or-leave-it price
offer. If the seller accepts, then the agents trade at that price and exit the market. If the
seller rejects the offer, then the agents split and both remain in the market at the next
date. There are trading frictions since meeting a partner is time-consuming and traders
discount future gains.

In this market, equilibrium dynamics are nonstationary and involve a delicate bal-
ance: At each date, buyers’ price offers must be optimal given the sellers’ reservation
prices, the market composition, and the buyers’ payoff to remaining in the market.
While the market composition is determined by past price offers, the sellers’ reserva-
tion prices are determined by future price offers. Thus, a market equilibrium cannot be
computed recursively.

We begin by studying the equilibria of decentralized markets that open over a finite
horizon. Perishable goods such as fresh fruit or event tickets, as well as financial assets
such as (put or call) options or 30-year bonds are noteworthy examples. We show that if
frictions are not large, then equilibrium is unique, and we calculate it explicitly. The key
features of equilibrium dynamics are as follows: at the first date, both a low price (ac-
cepted only by low quality sellers) and negligible prices (rejected by both types of sellers)
are offered; at the last date, both a high price (accepted by both types of sellers) and a
low price are offered; and at all the intervening dates, all three types of prices—high, low,
and negligible—are offered. Interestingly, as the traders’ discount factor approaches 1,
there is trade only at the first and last two dates, and the market is completely illiquid at
all intervening dates.

In contrast to the competitive equilibrium, low quality trades with delay and high
quality trades. The surplus realized in the decentralized market equilibrium exceeds the
surplus realized in the competitive equilibrium: as we show, the gain realized from trad-
ing high quality units more than offsets the loss resulting from trading low quality units
with delay. The surplus realized increases as frictions decrease, and thus a decentral-
ized market open over an finite horizon yields more than the competitive surplus (and
traders’ payoffs are not competitive) even in the limit as frictions vanish. Holding market
frictions fixed, the surplus decreases as the horizon becomes larger.

As the horizon approaches infinity, the trading dynamics become simple: at the first
date buyers make low and negligible price offers (hence only some low quality sellers

1'Under this assumption, as Akerlof (1970) shows, the unique static competitive equilibrium is ineffi-
cient as only low quality trades, and the entire surplus is captured by low quality sellers. We take the
payoffs and surplus at this static competitive equilibrium as the competitive benchmark. (We study dy-
namic competitive equilibrium in the Supplement, available in a supplementary file on the journal website,
http://econtheory.org/supp/1631/supplement.pdf.)
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trade), and at every date thereafter buyers make only high and negligible price offers in
proportions that do not change over time. In contrast to prior results in the literature,
in this limiting equilibrium each trader obtains his competitive payoff, and the com-
petitive surplus is realized even when frictions are significant. Moreover, all units trade
eventually, and therefore the surplus lost due to trading low quality with delay exactly
equals the surplus realized from trading high quality.

Our characterization of decentralized market equilibrium yields insights into the ef-
fectiveness of policies designed to increase market efficiency and market liquidity. We
take the liquidity of a good to be the ease with which it is sold, i.e., the equilibrium prob-
ability it trades. In markets that open over a finite horizon, the liquidity of high qual-
ity decreases as traders become more patient and, somewhat counterintuitively, as the
probability of meeting a partner increases. Indeed, as the discount factor approaches
1, trade freezes at all but the first and the last two dates. In markets that open over an
infinite horizon, the liquidity of each quality decreases as traders become more patient,
and is unaffected by the probability of meeting a partner.

We examine the impact on the market equilibrium of a variety of policies. Taxes and
subsidies conditional on the quality of the good may alleviate or aggravate the adverse
selection problem. When the horizon is finite, providing a subsidy to buyers or sellers
of low quality raises the (net) surplus, although a subsidy to buyers has a greater im-
pact. In contrast, a subsidy to either buyers or sellers of high quality tends to reduce
the net surplus: it does so unambiguously when traders are sufficiently patient. Regard-
ing liquidity, a subsidy to buyers or sellers of low quality increases the liquidity of high
quality, whereas a subsidy to buyers of high quality has the opposite effect. Remarkably,
when the horizon is infinite, a tax on high quality raises revenue without affecting either
payoffs or surplus, and hence increases the net surplus.

We also study subsidies conditional on the price at which the good trades. We show
that a subsidy conditional on trading at a low price increases the traders’ payoffs as well
as the net surplus. When the horizon is infinite the subsidy increases the liquidity of
both qualities after the first date, as well as the net surplus. A subsidy conditional on
trading at the high price increases (decreases) the payoffs of buyers (low quality sell-
ers). Interestingly, the liquidity of high quality decreases. When the horizon is infinite,
a subsidy is purely wasteful, whereas a tax raises revenue without affecting payoffs, thus
raising the net surplus.

In our setting, a public-private investment program (PPIP) such as the one imple-
mented for legacy assets is effectively a subsidy to buyers who purchase a low quality
unit at the high price. We show that a PPIP has effects analogous to subsidizing buyers
of high quality: it increases the payoff of buyers and the surplus, decreases the payoff of
low quality sellers and the liquidity of high quality, and, as é approaches 1 reduces the
net surplus.

We study the effect of closing the market for some period of time. Such policies have
been studied in the literature; e.g., Fuchs and Skrzypacz (2013) study it in a dynamic
competitive setting. Our characterization of the market equilibrium shows that reducing
the horizon over which the market opens (as long as the market remains open for at
least two dates) increases payoffs and surplus. We show that if the horizon is not too
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long relative to the traders’ discount factor, then closing the market at all dates except
the first and the last has no effect on payoffs and surplus. If the horizon is long, however,
by closing the market for some period of time, separating market equilibria emerge in
which the surplus is larger than when the market is open at all dates.

Finally, we show that government purchases increase the payoff of low quality sellers
and decrease the payoff of buyers; surplus increases provided the government values
low quality nearly as highly as buyers, but decreases otherwise.

Related literature

The recent financial crisis has stimulated interest in understanding the effects of ad-
verse selection in decentralized markets. Moreno and Wooders (2010) studies markets
with stationary entry and shows that payoffs are competitive as frictions vanish. In their
setting, and in the present paper, traders observe only their own personal histories. Kim
(2012) studies a continuous time version of the model of Moreno and Wooders (2010),
and shows that if frictions are small and buyers observe the amount of time that sellers
have been in the market, then market efficiency improves, whereas if buyers observe
the number of prior offers sellers have rejected, then efficiency is reduced. Thus, Kim’s
(2012) results reveal that increased transparency is not necessarily efficiency enhancing,
and call for caution when regulating information disclosure. Bilancini and Boncinelli
(2012) study a market for lemons with finitely many buyers and sellers, and show that if
the number of sellers in the market is public information, then in equilibrium all units
trade in finite time.

For markets with one-time entry, the focus of the present paper, Blouin (2003) stud-
ies a market open over an infinite horizon in which only one of three exogenously given
prices may emerge from bargaining. Blouin (2003) shows that equilibrium payoffs are
not competitive even as frictions vanish.? Although we address a broader set of ques-
tions, on this issue we find that payoffs are competitive even when frictions are nonneg-
ligible.

Camargo and Lester (2014) studies a model in which agents’ discount factors are ran-
domly drawn at each date from a distribution whose support is bounded away from 1,
and buyers may make only one of two exogenously given price offers. It shows that in
every equilibrium both qualities trade in finite time. Moreover, liquidity, i.e., the fraction
of buyers offering the high price, increases with the fraction of high quality sellers ini-
tially in the market. In contrast, in our model the unique equilibrium exhibits neither of
these features: a positive measure of high quality remains in the market at all times, and
marginal changes in the fraction of high quality only affect the liquidity of low quality
at date 1. Camargo and Lester (2014) also provides a numerical example demonstrating
that a PPIP subsidy has an ambiguous impact on liquidity as measured by the minimum
time at which the market clears (taken over the set of all equilibria). We show that in our
setting this policy decreases the liquidity of high quality, and we are able to evaluate its
welfare effects.

2See Moreno and Wooders (2001) for the homogeneous goods case.
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In contrast to Blouin (2003) and Camargo and Lester (2014) our model imposes no
restriction on admissible price offers. Moreover, equilibrium is unique and is character-
ized in closed form, which allows for a direct comparative static analysis of the effect of
changes in the parameter values on payoffs, social surplus, and liquidity.

The first paper to consider a matching model with adverse selection is Williamson
and Wright (1994), who show that money can increase welfare. Inderst and Miiller (2002)
show that the lemons problem may be mitigated if sellers can sort themselves into differ-
ent submarkets. Inderst (2005) studies a model where agents bargain over contracts, and
shows that separating contracts always emerge in equilibrium. Cho and Matsui (2012)
study long term relationships in markets with adverse selection and show that unem-
ployment and vacancy do not vanish even as search frictions vanish. In their model,
agents respond strategically to price proposals that are drawn from a uniform distri-
bution. Lauermann and Wolinsky (2016) explore the role of trading rules in a search
model with adverse selection, and show that information is aggregated more effectively
in auctions than under sequential search by an informed buyer.

Our work also relates to a literature that examines the mini-micro foundations of
competitive equilibrium. This literature has established that decentralized trade of ho-
mogeneous goods tends to yield competitive outcomes when trading frictions vanish.
See, for example, Gale (1987, 1996) or Binmore and Herrero (1988) when bargaining is
under complete information, and Moreno and Wooders (2002) and Serrano (2002) when
bargaining is under incomplete information.

There is also a growing literature studying dynamic competitive (centralized) mar-
kets with adverse selection. Janssen and Roy (2002) study a market that operates in dis-
crete time and in which there is a continuum of qualities, and show that competitive
equilibria may involve intermediate dates without trade before the market clears in fi-
nite time.3 Fuchs and Skrzypacz (2013) study a market that operates in continuous time,
and show that interrupting trade always raises surplus, while infrequent trade generates
more surplus under some conditions. Philippon and Skreta (2012) and Tirole (2012) ex-
amine optimal government interventions in asset markets. In the Appendix we study the
properties of dynamic competitive equilibria in our setting, compare the performance
of centralized and decentralized markets, and discuss the differential effects of policy
interventions.

2. A DECENTRALIZED MARKET FOR LEMONS

Consider a market for an indivisible commodity whose quality can be either high (H)
or low (L). There is a positive measure of buyers and sellers. The measure of sellers
with a unit of quality 7 € {H, L} is m” > 0. For simplicity, we assume that the measure of
buyers (mB) is equal to the measure of sellers, i.e., mB = mf + mL 4 Each buyer wants
to purchase a single unit of the good. Each seller owns a single unit of the good. A seller
knows the quality of his good, but quality is unobservable to buyers prior to purchase.

3See Wooders (1998) for the homogeneous goods case

4This assumption, which is standard in the literature (e.g., it is made in all the related papers discussed in
the Introduction), simplifies the analysis. With unequal measures the matching probability is endogenous
and varies over time. We discuss this issue in Section 4, in connection to the impact of government asset
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Preferences are characterized by values and costs: the value to a buyer of a unit of
high (low) quality is u* (u); the cost to a seller of a unit of high (low) quality is ¢ (ct).
Thus, if a buyer and a seller trade at price p, the buyer obtains a utility of u — p and
the seller obtains a utility of p — ¢, where u = 1’ and ¢ = ¢ if the unit traded is of high
quality, and u = u! and ¢ = ¢ if it is of low quality. A buyer or seller who does not trade
obtains a utility of zero.

We assume that both buyers and sellers value high quality more than low quality
(i.e., uf’ > ul and ¢! > c!), and that buyers value each quality more highly than sellers
G.e., ufl > ¢ and ul > cL). Also we restrict attention to markets in which the lemons
problem is severe; that is, we assume that the fraction of sellers of = quality in the market,
denoted by

mT
Q=T
mt +m
is such that the expected value to a buyer of a randomly selected unit of the good, given

by
(g™ == g"u" + (1 - g"ut,
is below the cost of high quality, ¢/. Equivalently, we may state this assumption as

Ho_ . cl—ut

q° <q:= P
Note that g < g implies ¢ > ul.

Therefore, we assume throughout that u/! > ¢ > cl and g" < g. Under these
parameter restrictions only low quality trades in the unique static competitive equilib-
rium, even though there are gains to trade for both qualities. For future reference, we
describe this equilibrium in Remark 1 below.

H L

> U

ReEMARK 1. The market has a unique static competitive equilibrium. In equilibrium all
low quality units trade at the price u’, and no high quality unit trades. Thus, the surplus,
given by

S':mL(uL —cL),

is captured by low quality sellers.

In our model of decentralized trade, the market is open for T consecutive dates. All
traders are present at the market open, and there is no further entry. Traders discount
utility at acommon rate § € (0, 1], i.e., if at date ¢ a unit of quality 7 trades at price p, then
the buyer obtains a utility of 8=1(u™ — p) and the seller obtains a utility of 81 (p—cn).
At each date every buyer (seller) in the market meets a randomly selected seller (buyer)

purchases. Also, with this assumption first best efficiency is achieved when all units trade, and the competi-
tive equilibrium is inefficient when adverse selection is severe, with unequal measures the characterization
of first best efficiency depends on the relative gains to trade of high and low quality, u” — ¢/ and ul — cF,

and the competitive equilibrium may be efficient even when adverse selection is severe.
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with probability « € (0, 1]. In each pair, the buyer offers a price at which to trade. If the
offer is accepted by the seller, then the agents trade and both leave the market. If the
offer is rejected by the seller, then the agents split and both remain in the market at the
next date. A trader who is unmatched at the current date also remains in the market at
the next date. An agent observes only the outcomes of his own matches.

In this market, the behavior of buyers at each date r may be described by a cumula-
tive distribution function (c.d.f.) A; with support in R specifying a probability distribu-
tion over price offers. Likewise, the behavior of sellers of each quality is described by a
probability distribution with support on R specifying their reservation prices. Given a
sequence A = (Aq, ..., A7) describing buyers’ price offers, the maximum expected utility
of a seller of quality r € {H, L} atdate ¢t € {1, ..., T} is defined recursively as

Vt—max{ / (p—c)d/\l(p)-i-(l—a/ d/\l(p)>5V[jrl}

where V7, | =0. In this expression, the payoff to a seller of quality r who receives a price
offer p is p — c7 if p is at least his reservation price x, and it is 6V}7 |, his continuation
utility, otherwise. Since all sellers of quality = have the same maximum expected utility,
then their equilibrium reservation prices are identical. Therefore we restrict attention to
strategy distributions in which all sellers of quality € {H, L} use the same sequence of
reservation prices r” = (r, ..., r}) € RL.

Let (A, 7", rL)be a strategy distribution. For t € {1,..., T}, the probability that a
matched seller of quality = € {H, L} trades, denoted by )\r’ is

o0
’\tT =/ dAi(p).
rf

The stock of sellers of quality  in the market at date ¢ + 1, denoted by mj  ,, i

T T T
mp = (1 —aA])m;,

where m] = m™. The fraction of sellers of high quality in the market at date 7, denoted by
H .
q.",is

H mltq
9 = —q L
mt =+ m,

it m + ml > 0, and g/ € [0, 1] is arbitrary otherwise.® The fraction of sellers of low
quality in the market at date ¢, denoted by g, is

ar=1-qf".
The maximum expected utility of a buyer at date ¢ € {1, ..., T} is defined recursively as
VIB = max{ Z qil(x,r))(u™ —x)+ (1 -« Z q71(x, r[))ﬁVtH}
Te{H,L} Te{H,L}

SEvaluating payoffs requires specifying a value for ¢/ for all . Lemma 2, part L2.1, implies that m!! > 0
for all ¢, and thus how ¢! is specified when m! 4+ mf = 0 does not affect equilibrium.
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where V .1 = 0. Here I(x,y) is the indicator function whose value is 1 if x > y and is
0 otherw1se In this expression, the payoff to a buyer who offers the price x is u™ — x
when matched to a 7-quality seller who accepts the offer (i.e., when I(x,r]) =1), and it

is 5Vt * 1» her continuation utility, otherwise.

DEFINITION. A strategy distribution (A, 7, rl) is a decentralized market equilibrium
(DME) ifforeachre(1,...,T},

ri —c" =8V, (DME.T)
for r € {H, L}, and for almost all p in the support of A,,

a Y q,fl(p,r;)(uf—pwr(l—a > q:I(p,r7)>3V+1_VB (DME.B)
T€{H,L)} Te{H,L}

Condition (DME.7) ensures that each type 7 seller is indifferent between accepting
or rejecting an offer of his reservation price. Condition (DME.B) ensures that price offers
that are made with positive probability are optimal.

The surplus realized in a decentralized market equilibrium can be calculated as

SDME — mBV]B + mHV1H + mLVlL.

Another feature of the market equilibrium worth identifying is the liquidity of each
good, i.e., how easily each good can be bought or sold. In our setting, we define the
liquidities of high and low quality at each date ¢ to be the equilibrium probabilities that
these goods trade, which are given by ap/ and a(p! + pF), respectively.

3. DECENTRALIZED MARKET EQUILIBRIUM

Proposition 1 establishes basic properties of decentralized market equilibria.

ProrosITION 1. AssumethatT < oo and é < 1. Every DME has the following properties:
(P1.1) Ateverydatete{l,..., T} we have rtH =cH > r , VH 0, and qfil > qt .

(P1.2) Ateverydatete(l,...,T}, onlythe high price p; = rt , or the low price p; = rtL,
or negligible prices p; < r* may be offered with positive probability.

The intuition for these results is straightforward. Since the payoff of a seller who does
not trade at date T is zero, sellers’ reservation prices at date T are equal to their costs,
i.e.,, rp = c¢”. Thus, price offers above cH are suboptimal at date T, and are made with
probability 0. Therefore the expected utility of high quality sellers at date T is zero, i.e.,

VTH =0, and hence r;’_l =cf, Also, since 6 < 1, i.e., delay is costly, low quality sellers
accept price offers below ¢, i.e., r’f_l < cM. A simple induction argument shows that

r{{_cH > rt for all ¢.

Obviously, prices above r/’, which are accepted by both types of sellers, or prices in
the interval (L, r/), which are accepted only by low quality sellers, are suboptimal, and
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are therefore made with probability 0. Moreover, since r/’ > r, then the proportion of

high quality sellers in the market (weakly) increases over time (i.e., ¢, > ¢/7) as low
quality sellers accept offers of both r/’ and rF, and therefore exit the market at least as
fast as high quality sellers, who only accept offers of r/7.

In equilibrium, at each date a buyer may offer a high price p = r!, which is accepted
by both types of sellers, or a low price p = r’, which is accepted by low quality sellers
and rejected by high quality sellers, or a negligible price p < r-, which is rejected by both
types of sellers. For r € {H, L} denote by p; the probability of a price offer equal to ;.
Since prices greater than r/ are offered with probability 0, the probability of a high price
offer is p/¥ = \H. (Recall that A7 is the probability that a matched -quality seller trades
at date ¢.) And since prices in the interval (v, r/') are offered with probability 0, then
the probability of a low price offer is p = AL — A, Thus, the probability of a negligible
price offeris 1 — (p! + pk)=1—AL.

Proposition 1 thus allows a simpler description of a DME. Henceforth we describe a
DME by a collection (p’?, p&, rl'), where p™ = (p7, ..., p}) for = € {H, L}, and thus ignore
the distribution of negligible price offers, which is inconsequential. Also we omit the
reservation price of high quality sellers which is r// = ¢/’ for all ¢ by P1.1.

Proposition 2 establishes additional properties of DME.

ProposITION 2. AssumethatT < oo and 8 < 1. Every DME has the following properties:

(P2.1) At every date t € {1, ..., T} either high or low prices are offered with positive
probability, i.e., p + pk > 0.

(P2.2) Atdate 1 high prices are offered with probability 0, i.e., p{{ =0.

(P2.3) Atdate T negligible prices are offered with probability 0, i.e., 1 — p! — pk =0.

The intuition for P2.2 is clear: Since at date 1 the expected utility of a random unit
is less than ¢’ by assumption, then high price offers are suboptimal, i.e., p{l =0. The
intuition for P2.3 is also simple: At date T the sellers’ reservation prices are equal to
their costs. Thus, buyers obtain a positive payoff by offering either the low price r% =ct
(when q'}l < 1), or the high price r;I = ¢ (when q];' =1). Since a buyer who does not
trade obtains zero, then negligible price offers are suboptimal, i.e., pIT{ + plf = 1. The
intuition for P2.1 is as follows: Suppose to the contrary that all buyers make negligible
offers at date ¢, i.e., p!’ = p& = 0. Let ¢’ be the first date following ¢ where a buyer makes a
nonnegligible price offer. Since there is no trade between ¢ and ¢, then the distribution
of qualities is the same at ¢t and 7, i.e., ¢/’ = qf?' . Thus, an impatient buyer is better off
by offering at date ¢ the price she offers at #/, which implies that negligible prices are
suboptimal at ¢; i.e., p! + pL = 1. Hence p/ > 0 and/or p- > 0.

In a market that opens for a single date, i.e., T = 1, the sellers’ reservation prices are
their costs. The fraction of high quality sellers,

H L

N c’ —cC
q'_ MH—CL7
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makes a buyer indifferent between an offer of ¢/ and an offer of c’. It is easy to see that
g < q. Since ¢!’ < g by assumption, then ¢/ < §. Thus, if T = 1 only low price offers are
made (i.e., pf =0and pf = 1) and only low quality trades, as implied by P2.1 and P2.2.
Remark 2 states these results.

REMARK 2. Assume that 7 =1 and 6 < 1. Then the unique DME is (pf, pl, rf) =
(0,1, c). In equilibrium some low quality units trade at the price ¢/, and no high quality
unit trades. Thus, the surplus realized, which is ambul — by, is captured by buyers.

Proposition 3 below establishes that when frictions are not large a decentralized
market that opens over a finite horizon 7 > 1 has a unique DME. We say that frictions
are not large when « and 6 are sufficiently near 1 that the following inequalities hold:

) H L
P . ¢ —u
5<mm{(1+a8)(1—5)(CH—CL)’l} (E1)
and
(1—p/8)q" .
(A= p/o)g + (A —ayd—gi) ~ T (E2)
where

_ ML—C

pi=—.
cH _ oL

L

Inequality (E1) requires « and & be sufficiently close to 1 that a low quality seller
prefers to wait one period and trade with probability « at the price ¢/ rather than trading
immediately at the price u’. The left hand side of (E1), 5/(a$), is an upper bound of the
probability that a high price is offered at any date as we show in the proof of Lemma 2,
part L2.6, in the Supplement, available in a supplementary file on the journal website,
http://econtheory.org/supp/1631/supplement.pdf. It is easy to see that (E1) holds for «
and é near 1.

Inequality (E2) requires that if all matched low quality sellers trade and at most a
fraction p/(«6) of matched high quality sellers trade, then the fraction of high quality
sellers in the market at the next date is above §. In the proof of Lemma 2, part 1.2.2, in
the Supplement we show that this inequality implies that the low price is never offered
with probability 1. Obviously, this inequality holds for « near 1.

Write

b:=(1-gu"—ch),
andforze{l,...,T}let
b =ad’ ' .

Clearly ¢, is increasing in « and 8, and approaches a¢ as 8 approaches 1; and ¢, is
decreasing in T, and approaches 0 as T approaches infinity.

Proposition 3 establishes that when frictions are not large a market that opens over
a finite horizon has a unique DME, and provides a complete characterization of this
equilibrium.
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ProPoSITION 3. Assumethat1l < T < oo, 6 < 1, and inequalities (E1) and (E2) hold (i.e.,
frictions are not large). The unique DME is given by the following formulae:

(P3.1) High price offers are made with probabilities p{{ =0,

1-8 ul—cL
ad cf —ul + ¢,

H
Py =

foralll <t <T,and

y ub—cl—add
T=

P ad(cH —cly -~

(P3.2) Low price offers are made with probabilities

L $o+ct —u(g)
PU= =g (e —uL + ¢y)

cmdp%:l—pIT{. IfT > 2, then

L _ H (1-8)bi1 ull —ul
pt _(1_apt ) H I H H
a(c? —ut+ ) ut —c —

foralll <t<T—1,and
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(P3.3) Reservation prices arerl =ul — ¢, forallt < T, and rk = c*.

In equilibrium, the payoff to a buyer is VIB = ¢1, and the payoffs to sellers are VlH =0and
VlL =ul — L — ¢1. Thus, the payoff to a buyer (low quality seller) is above (below) his
competitive payoff, decreases (increases) with T, and increases (decreases) with a and 6.
The surplus, which is given by

SDME — mL(uL _ CL) + mHaéTfl(i’

is above the competitive surplus S, decreases with T, and increases with a and 5. Moreover,
the liquidity of high quality decreases with o and é.

It is easy to describe the equilibrium trading patterns: at the first date only low and
negligible prices are offered, and thus some low quality sellers trade, but no high qual-
ity seller trades (i.e., p{l =0< pf < 1). At intermediate dates, high, low, and negligible
prices are offered (i.e., p/’, p' > 0 and 1 — p/’ — pL > 0), and thus some sellers of both
types trade. At the last date only high and low prices are offered (i.e., pIT1 + p% =1),and
thus all matched low quality sellers and some high quality sellers trade.

Thus, both qualities trade with delay. Nevertheless, the surplus generated in the
DME is greater than the competitive equilibrium surplus, S: the gain from trading high
quality units more than offsets the loss from trading low quality units with delay. In



612 Moreno and Wooders Theoretical Economics 11 (2016)

contrast, in a market for a homogenous good the competitive equilibrium surplus is an
upper bound to the surplus that can be realized in a DME; e.g., Moreno and Wooders
(2002) show that this bound is achieved as frictions vanish.

Price dispersion is a key feature of equilibrium: At every date but the first there is
trade at more than one price since both high and low prices are offered with positive
probability. To see that price dispersion is essential, suppose instead that the high price
cf is offered with probability 1 at some date ¢. Since « and & are near 1, this implies
that the reservation price of low quality sellers prior to ¢ is near ¢/, and hence above the
value of low quality u” (recall that u” < ¢). Thus, prior to ¢ a low price offer (which
if accepted buys a unit of low quality) is suboptimal, and therefore low price offers are
made with probability 0. Therefore sellers of both qualities leave the market at the same
rate, and hence the fraction of high quality sellers remains constant, i.e., th = qH . Since
q" < g, a high price offer is suboptimal at ¢, which is a contradiction. Hence high price
offers are made with probability less than 1 at every date.

Likewise, suppose that the low price is offered with probability 1 at some date ¢. Then
at date ¢ all matched low quality sellers trade, and no high quality seller trades. Since «
is near 1, this implies that the fraction of high quality sellers in the market at date ¢ + 1 is
near 1, and since this sequence is nondecreasing over time, the fraction of high quality
sellers at the last date is above g. (Recall that ¢ is the fraction of high quality sellers that
makes buyers indifferent between offering the high and the low price at date 7.) This
implies that offering ¢/ is uniquely optimal and hence the high price is offered with
probability 1 at date T', which is a contradiction. Thus, low price offers are made with
probability less than 1 at every date.

A more involved argument establishes that all three types of price offers (high, low,
and negligible) are made with positive probability at every date except the first and last;
see the proof of Lemma 2, part L.2.7, in the Supplement.

Identifying the probabilities (p!, pI) is delicate: Their past values determine the
current market composition, g7, and their future values determine the reservation price
of low quality sellers at date ¢. In equilibrium, at intermediate dates the market compo-
sition and the sellers’ reservation prices must make buyers indifferent between offering
high, low, or negligible prices, i.e., the equation

u(gy) - =1 —ghwh —rf) +qff V5, =15,
holds. We show in the proof of Proposition 3 in the Appendix that the system formed
by these equations (together with the analogous equations for dates 1 and 7, and the
boundary conditions) admits a single solution. Establishing uniqueness of equilibrium
requires showing that these properties are common to all market equilibria; see the
proof of Lemma 2 in the Supplement.

The comparative static properties of equilibrium relative to «, §, and T are intuitive:
Since negligible price offers are optimal at every date except the last, the payoff to buy-
ers is just their discounted payoff at the last date. Consequently, the payoff to a buyer
increases with « and 8, and decreases with 7. Low quality sellers capture surplus when-
ever high price offers are made, i.e., at every date except the first. The probability of a
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high price offer decreases with both « and 6, and increases with 7', and thus the payoff
to low quality sellers decreases with « and §, and increases with 7. The surplus increases
with @ and 8. Also, high quality is less liquid as the probability of meeting a partner in-
creases or as traders become more patient. (Indeed, both qualities become completely
illiquid at intermediate dates as § approaches 1; see Proposition 4 below.)

Somewhat counterintuitively, the surplus decreases with T, i.e., shortening the hori-
zon over which the market opens is advantageous (as long as 7 > 2): Our assumption
that frictions are small implies that in equilibrium buyers must be willing to offer negli-
gible prices at every date but the last date. Hence their payoff is just their discounted ex-
pected utility at the last date.® Thus, a longer horizon provides no advantage in screen-
ing sellers, and reduces the buyers’ payoff. The payoff to low quality sellers increases
with T because the high price is offered with higher probability at every date (except at
the last date, at which it is offered with a probability independent of T). Further, since
buyers’ must remain willing to offer the low price, the increase in the payoff of low qual-
ity sellers exactly matches the decrease in the payoff of buyers. Therefore the surplus
decreases with T since there are more buyers than low quality sellers, and is maximal
when T =2.

A striking feature of equilibrium in decentralized markets is that the surplus real-
ized exceeds the competitive equilibrium surplus: decentralized markets are more ef-
ficient than centralized ones. While in a centralized market all units trade at a single
market-clearing price, in a decentralized market several prices are offered with positive
probability, and different units trade at different prices. When « = 1, for example, low
quality units trade for sure—some at the high price and some at the low price—while
high quality units trade with probability less than 1. Thus decentralized trade generates
an allocation closer to the surplus maximizing allocation, in which low quality sellers
trade for sure, and high quality sellers trade with positive probability (less than 1).”

Proposition 4 identifies the limiting DME as traders become perfectly patient. A re-
markable feature of the limiting equilibrium is that the market freezes at intermediate
dates, and both qualities are completely illiquid: Low quality trades at the first and last
two dates, and high quality trades only at the last date. The surplus is independent of
the duration of the market.

PropPoSITION 4. Assumethat1 < T < oo, 8§ < 1, and inequalities (E1) and (E2) hold (i.e.,
frictions are not large). As & approaches 1 the unique DME approaches (51, p*, 7L given
by the following formulae:

6In contrast, if traders are sufficiently impatient, then there is an equilibrium in which buyers offer rlL at
date 1, and then offer ¢/ at every subsequent date. In this equilibrium, lengthening the horizon increases
surplus when a < 1.

“The (static) surplus maximizing menu contract is {(p¥, Z¥), (p*, ZL)}, where pH = cH, zH =
(1- qH)(uL — byl — kb — qH(uH — by, pL =cl + zH(H — L), and ZL = 1. Here pT is the money
transfer from seller to buyer and Z7 is the probability that the seller transfers the unit of good to the buyer,
when the seller reports type 7. Even if « = 1, in the DME high quality sellers trade with probability less
than ZH.
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(P4.1) High price offers are made with probabilities 5" =0 forall t < T, and

~H uL—cL—aq_ﬁ
PT = a(cH —cby ~

(P4.2) Low price offers are made with probabilities

g ap+c —ugh
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(P4.3) Reservation prices are ?tL =ul — aq_B forallt <T, and f% =L,

Moreover, (1, p*, 71, 7L) is a DME of the market when 6 = 1. In equilibrium, the payoff
to a buyer is V2 = a¢, and the payoffs to sellers are VH =0 and Vit = [1 — a(1 — §)] x

(ul — ). Thus, the payoff to a buyer (low quality seller) remains above (below) his com-

petitive payoff. The surplus, given by

SPME — L (ut — by 4+ mf o,

is independent of T and remains above the competitive surplus. Further, both qualities
are completely illiquid at intermediate dates.

When 8 = 1, time can no longer be used as a screening device (until the very last pe-
riod), and the market freezes at all dates but the last two. The DME identified in Propo-
sition 4 is not the unique market equilibrium. For example, there are DME in which
buyers mix over low and negligible prices at dates prior to T in such a way that the total
measure of low quality sellers that trades prior to T is the same as in the DME identified
in Proposition 4; then buyers offer high and low prices at date T with probabilities 5%
and p%, respectively.

We illustrate our findings in Propositions 3 and 4 with an example.

ExampLE 1. Consider a market in which uf’ =1, ¢ = 0.6, ul =0.4, L =0.2, W =0.2,
m!l =0.8, and T = 10. The graphs in the top row of Figure 1 show the evolution of the
stocks of high quality sellers m!’ in the market, and the fraction of high price offers p!!
for several different combinations of « and 6. The graphs in the middle row show the
evolution of mF and pL. The bottom graph shows the evolution of the fraction of high
quality sellers in the market g O

These graphs illustrate several features of equilibrium as frictions become small:
high quality trades more slowly; low quality trades more quickly at the first date and
at the last date, but trades more slowly at intermediate dates; the fraction q{{ in-
creases more quickly, but equals g = 0.5 at the market close regardless of the level of
frictions.
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FiGure 1. Equilibrium dynamics in a decentralized market.

Decentralized market equilibria when the horizon is infinite

We now consider decentralized markets that open over an infinite horizon. In these mar-
kets, given a strategy distribution one calculates the maximum expected utility of each
type of trader at each date by solving a dynamic optimization problem. The definition
of DME remains otherwise the same.
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Proposition 5 identifies the limiting DME as T approaches infinity, and establishes
that this limit is a DME of the market that opens over an infinite horizon. In relating the
formulae in Propositions 3 and 5, it is useful to observe that ¢, approaches zero as T
approaches infinity.

ProprosITION 5. Assume that 6 < 1, and inequalities (E1) and (E2) hold (i.e., frictions
are not large). As T approaches infinity the unique DME approaches (p, p*, #L) given
by the following formulae:

(P5.1) High price offers are made with probabilities ﬁf] =0, and forallt > 1,
H _ 1—-86ul —cL
Pi ad cH —ul’

(P5.2) Low price offers are made with probabilities

L El—qi L
pr=——— and p;y=0 forallt>1.
! ag(1—qH) ! I

(P5.3) Reservation prices are i = ul forall t.

Moreover; if T = oo, then (pH, p&, 1, #L) isa DME. In equzlzbrtum, the traders’ payoffs
are the competitive payoffs, i.e., VB =0, VlH =0, and VlL =ul — L, and the surplus is the
competitive surplus S. Further, the liquidities of both qualities at dates t > 1 approach
zero as the traders become perfectly patient.

As the horizon becomes infinite, all units trade eventually. At the first date, some
low quality units trade but no high quality units trade. At subsequent dates, units of
both qualities trade with the same constant probability. In the limit, the traders’ pay-
offs are competitive independently of « and 8, and hence so is the surplus, even if fric-
tions are nonnegligible. Kim (2012) obtains an analogous result in a stationary setting.
In contrast, the previous literature has established that payoffs are competitive only as
frictions vanish, e.g., Gale (1987), Binmore and Herrero (1988), and Moreno and Wood-
ers (2002) for homogenous goods markets, and Moreno and Wooders (2010) for markets
with adverse selection.

The intuition for these results is simple: in the DME of a market that opens over a
finite horizon, the payoff to a buyer at the last date is 12 = a¢ > 0, independently of the
horizon T. Since negligible prices are optimal at every date except the last, the payoff to
a buyer is his discounted payoff at the last date, «6” ~! ¢, which approaches zero as the
horizon approaches infinity. Thus, in a market that opens over an infinite horizon the
payoff to a buyer is zero. Hence low price offers, if made with positive probability, must
yield a payoff equal to zero, which implies that v = u’ > c¢l. Then high prices must be
offered with positive probability at some dates. At these dates the proportion of high
quality must be g in order for the expected payoff to a buyer offering the high price to be
zero. In a stationary equilibrium, the equation r* = u! pins down the rate at which high
price offers are made, and q‘zq = ¢ pins down the proportion of low price offers at date 1.
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Since the payoffs of buyers is zero, the proportion of high quality sellers in the market

cannot rise above g, and thus low price offers are made with probability 0 after date 1.
When T = oo there are multiple equilibria. Uniqueness of equilibrium when the

horizon is finite justifies focusing on the limiting DME identified in Proposition 5.8

4. POLICY INTERVENTION

Our results allow an assessment of the impact of policies aimed at improving market
efficiency, such as subsidies, taxes, or other interventions such as the Public-Private
Investment Program for Legacy Assets or closing the market for some period of time.

Taxes and subsidies conditional on quality

Suppose that the government provides a per unit subsidy of ol% > 0 to buyers of low
quality. Then the instantaneous payoff to a buyer who purchases a unit of low quality at
price p is ul + ok — p rather than ul — p. The impact of the subsidy may therefore be
evaluated as an increase in the value of low quality. Likewise, if the government provides
a per unit subsidy of (rSL > 0 to sellers of low quality, then the instantaneous payoff to a
seller who sells a unit of low quality at price p is p — (c* — %) rather than p — ¢, and
therefore the impact of the subsidy may be evaluated as a decrease in the cost of low
quality. Such subsidies are feasible provided that quality is verifiable following purchase.
Taxes are negative subsidies.

When T < oo, the effect of a subsidy may be determined using the formulae given in
Proposition 3. For example, subsidizing buyers of low quality increases the net surplus:
a marginal subsidy increases (gross) surplus by

&SDME

d -
W = mL + mHOl(ST_l—(b = mL + mHaBT_l(l — q),

dul

whereas the present value of the subsidy is at most m” since at most m! units receive
the subsidy. Subsidizing sellers of low quality increases the net surplus as well since

gSPME L H o714 L H  oT—1 L ut —uk L
&CL =—-—m"-+m'ad djz—m —m’'ad (1—q)m<—m .

Comparing these two expressions reveals that subsidizing buyers has a larger effect on
surplus, i.e., 3SPME /gyl > |9SPME /5cL | since (uff — ul)/(uf — c*) < 1. Corollary 1 be-
low summarizes the effect of subsidies to low quality on payoffs and surplus. Its proof,
which follows from differentiating the formulae given in Proposition 3, is omitted.

8When T = oo there is a continuum of DME that share the basic properties identified in Proposition 5:
pil =0, pt > 0is such that ¢ = g, and rL' = ul <+F for all ¢ > 1. In these DME, payoffs are competitive:
VE =0 implies r = u*, and thus V[l = 8V} =rk — ¢l = ut — cL. In fact, we conjecture that payoffs are
competitive in all DME. This conjecture is based on the idea that in all DME buyers make negligible price
offers with positive probability at every date, which implies that their payoff would diverge if it was positive.
Proving this conjecture requires establishing versions of Lemmas 1 and 2 when 7 = co. (The proofs of these
lemmas for T < oo involve backward induction arguments that break down when 7' = c0.)
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CoROLLARY 1. Under the assumptions of Proposition 3, a subsidy to either buyers or sell-
ers of low quality increases the payoffs of buyers and low quality sellers, the net surplus,
and the liquidity of high quality. However, subsidizing buyers has a larger effect on the
payoff of buyers and on the surplus SPME, and a smaller effect on the payoff of low quality
sellers, than subsidizing sellers.

The intuition for the result that subsidies to low quality raise surplus is as follows:
A subsidy, whether to buyers or sellers, raises the payoff to buyers at the last date, and
therefore raises their payoff at every date. Consider a subsidy to buyers. Buyers must

remain indifferent between low and negligible price offers (i.e., u> — rf = 6V/2,) prior

to date 7. The value of low quality increases by the subsidy, whereas 8V£rl increases
by less. Thus, the reservation price of low quality sellers, and hence their payoff, must
increase. This requires that high price offers be made more frequently, which increases
the liquidity of high quality and the surplus. A subsidy to buyers yields a greater increase
in the payoff to buyers at the last date, and therefore leads to a greater increase in surplus
than does an equal-sized subsidy to sellers.

Next we describe the impact of subsidies to buyers and sellers of high quality. When
T < oo, the effect of such subsidies may be assessed using the formulae of Proposition 3
as changes in the value or cost of high quality. Their impact on the net surplus is un-
clear in general as it is difficult to calculate the present value of the subsidy, but as 6
approaches 1 the effect is clear from Proposition 4: A subsidy to buyers of high quality
affects surplus through its impact on g:
Lotk

) ( ull — CL)Z :

é;SVDME

(q
=—m o(uU —c¢ — =m o(u —C

Jutt

Since high quality trades only at the last date, the marginal cost of the subsidy ap-
proaches m!! aﬁ¥ . Thus the marginal effect on the net surplus approaches

ﬁSDME

—mflaptl = mfaul —c

L cf — b gul —cl—ad
—m
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where the weak inequality holds since @ < 1. A subsidy to sellers of high quality also
reduces the net surplus since

9SDME H . L .94 H ub — ¢k
= —m a(u —C )— =—m o )
dcH acH ull — cL
and therefore
JSDME Hon a ) HuL_cL ul — oL -0
—mtapy =—(1—a)m .
9cH Pr ul _cL cH _ (L =

We state these results in Corollary 2.
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CoROLLARY 2. Under the assumptions of Proposition 3, subsidizing buyers or sellers of
high quality increases the payoff of buyers and the surplus, and decreases the payoff of
low quality sellers, although subsidizing sellers has larger effects. Moreover, the liquidity
of high quality increases (decreases) if sellers (buyers) are subsidized. As & approaches 1,
either subsidy reduces the net surplus.

A subsidy to buyers of high quality raises the payoffs of buyers at every date. Since
buyers make low price offers at every date, the reservation price of low quality sellers,
and therefore their payoff, must decrease. Hence high price offers are made less fre-
quently, i.e., the liquidity of high quality decreases. A subsidy to sellers of high quality
also raises the payoff of buyers at every date, but it has a direct negative effect on the
reservation price (and payoff) of low quality sellers, since the high price offer decreases
by an amount equal to the subsidy. High price offers must be made more frequently so
as to maintain the buyers’ indifference between high and low price offers at every date.

Table 1 illustrates the effect of several policies for the market described in Example 1
when « = 6 = 0.95. The second row describes the effect of a subsidy to buyers of low
quality, o5 = 0.05. Relative to the equilibrium without any subsidy or tax (first row), the
volume of high quality sellers that trades increases 11.05 percentage points, and the net
surplus increases 4% from 0.1720 to 0.1790. The third row shows the effect of a subsidy
to sellers of low quality. The differential effects of these two subsidies are consistent with
Corollary 1.

The fourth and fifth rows of Table 1 describe the effects of subsidies to buyers and
sellers of high quality, respectively. Both subsidies decrease the payoff of low quality
sellers and increase the payoff of buyers and the (gross) surplus. Consistent with Corol-
lary 2, these effects are stronger for the subsidy to sellers than the subsidy to buyers. In
the example, the negative effect on net surplus of the subsidy to sellers is smaller.

The sixth row of Table 1 reports the effects of an unconditional subsidy to buyers. (If
quality is not verifiable after purchase, then a subsidy conditional on the quality of the
good is not feasible.) The unconditional subsidy has a smaller positive effect on the net
surplus than a subsidy to buyers of low quality alone. The seventh row of Table 1 shows
the effects of taxing buyers of high quality, which are opposite to those of a subsidy. In
particular, the measures of trade of both qualities and the net surplus increase.

Next we address the effects of taxes and subsidies in a market that opens over an
infinite horizon. In such markets the effects of subsidies on either quality are easily
assessed by differentiating the formulae provided in Proposition 5. Since low prices are
offered only at the first date, the liquidity of both qualities at each date ¢ > 1is ap!’. Note
that ap!! isindependent of , i.e., the liquidities of both goods are unaffected by changes
in the probability of meeting a partner. Inspecting these formulae leads to an interesting
first observation: in these markets subsidizing either buyers or sellers of T-quality has
identical effects on payoffs and surplus. Corollary 3 describes the effects of subsidizing
low quality. The last statement in the corollary, that as traders become perfectly patient
the subsidy amounts to a transfer to low quality sellers, is established in the Appendix.

COROLLARY 3. Assume that T = oo and the assumptions of Proposition 5 hold. Subsidiz-
ing low quality has no effect on the payoff of buyers, while it increases the payoff of low
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Vol. trade % Payoffs Surplus
Policy (o = 0.05) H L mBy B mlvE SDME Net Policy cost
None 47.90 99.09 0.0599 0.1121 0.1720 0.1720 0.0000
Sub. buyer r=L 58.95 99.20 0.0748 0.1401 0.2150 0.1790 0.0360
Sub. seller 7 =L 54.30 99.24 0.0704 0.1436 0.2140 0.1777 0.0363
Sub. buyer r = H 46.60 98.96 0.0634 0.1093 0.1727 0.1693 0.0034
Sub. seller = H 51.20 98.88 0.0673 0.1061 0.1735 0.1697 0.0038
Sub. buyer 7 € {H, L} 57.40 99.09 0.0792 0.1366 0.2159 0.1761 0.0398
Tax buyer r = H 49.40 99.20 0.0559 0.1153 0.1712 0.1748 —0.0036
PPIP 46.45 98.95 0.0639 0.1089 0.1728 0.1681 0.0047
Sub. low price 60.50 99.30 0.0704 0.1796 0.2141 0.1821 0.0320
Sub. high price 45.17 98.81 0.0673 0.1061 0.1735 0.1702 0.0033

TaBLE 1. Policy effects.

quality sellers, the net surplus, and the liquidities of both qualities at dates t > 1. As &
approaches 1, the subsidy has no effect on the net surplus and amounts to a transfer to
low quality sellers.

Interestingly, a tax on high quality raises revenue without affecting either payoffs or
surplus, thereby increasing net surplus. A tax on buyers of high quality, for example,
increases ﬁf while leaving pF and p! unchanged for ¢ > 1, thus accelerating trade at
date 1 and leaving unaffected the liquidities of both qualities at ¢ > 1. We state this result
in Corollary 4.

COROLLARY 4. Assume that T = oo and the assumptions of Proposition 5 hold. A tax on
high quality raises revenue without affecting payoffs or surplus, thereby increasing the net
surplus.

The public-private investment program for legacy assets

This program was designed to draw new private capital into the market for troubled real
estate-related assets, comprised of legacy loans and securities, by providing equity co-
investment and public financing. Its main objective was to reduce the perceived exces-
sive liquidity discounts in legacy asset prices. The program provided private investors
with nonrecourse loans to purchase legacy assets. Investors had to provide only a small
amount of equity (a fraction y = 11—4 of the purchase price). An investor who purchased
a low quality asset could choose to default on the loan and surrender the asset, losing
only her equity (i.e., the fraction vy of the price paid for the asset).?

This policy may be framed in our setting as a subsidy to buyers who pay the high
price ¢ for a low quality unit: under this program a buyer who purchases at the high

9The U.S. Treasury website (http://www.treasury.gov/initiatives/financial-stability/ TARP-Programs/
credit-market- programs/ppip) provides abundant documentation about this program. See the White Pa-
per released on March 23, 2009, which is reproduced in the Supplement.


http://www.treasury.gov/initiatives/financial-stability/TARP-Programs/credit-market-programs/ppip
http://www.treasury.gov/initiatives/financial-stability/TARP-Programs/credit-market-programs/ppip
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price, upon observing the quality of the unit acquired faces the choice to keep the unit
and pay the loan, which is optimal if it is of high quality since

ul > (1- y)cH s
or default and surrender the unit, which is optimal when it is of low quality provided
ul < (1- y)cH .

Assume that v is sufficiently small that this inequality holds. Then the payoff to a buyer
offering the high price ¢, denoted by PH which is a function of the fraction of high
quality in the market is g and the effective subsidy s := (1 — y)c" — u", is given by

P (q,s) = q! — )+ (1 - g)(—yc!)
=u(q) — cH + (1 —g)s.

Of course, the lemons problem can be solved altogether by setting a subsidy suffi-
ciently large. Evaluating the impact of a small subsidy is somewhat more complex than
a comparative statics exercise. However, the introduction of a small PPIP subsidy does
not change the basic properties of equilibrium, and the formulae provided in Proposi-
tions 3-5 describing the DME can be readily modified to show the impact of this policy.

Reviewing the proof of Proposition 3 reveals how the introduction of a subsidy s af-
fects the DME: The probabilities of high price offers and reservation prices of low quality
sellers, as well as the traders’ payoffs and surplus, are not affected directly by the sub-
sidy, but only indirectly via its impact on the fraction g(s) of high quality sellers in the
market at the last date. Of course, §(s) affects in turn the entire sequence g/ and the
functions ¢,(s) = a8’ !¢ (s), where ¢(s) = (1 — §(s))(ur — c*). However, the subsidy
appears explicitly in the formulae describing the sequence of probabilities of low price
offers; we provide these formulae in the Supplement.

Intuitively, the impact of this policy is as follows: In equilibrium, at date T buyers are
indifferent between offering the high or the low price, and therefore the fraction of high
quality sellers q¥ must be such that

PH(glt s) =1 — gthyl — cF).

The solution to this equation, q'}l = §(s), is decreasing in s. Hence introducing a PPIP
subsidy s decreases the fraction of high quality in the market, and increases the buyers’
payoff, at the last date.

It is easy to see the effects of a PPIP subsidy in a market that opens only for two
dates: the measure of low quality sellers that trades at date 1 decreases. Moreover, since
buyers are indifferent between trading at date 1 or at date 2, and their expected utility is
greater with the subsidy, the reservation price of low quality sellers at date 1 decreases
with the subsidy, which in turn implies that the probability of a high price offer at date
2 decreases, and the measure of high quality sellers that trades decreases as well. Thus,
this policy reduces the net surplus and makes both qualities less liquid.
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The analysis of the impact of a PPIP subsidy for a market that opens for more than
two dates is more complex. However, its qualitative effects, as well as the intuition for
how it affects the DME, are analogous to a subsidy to buyers of high quality (see Corol-
laries 2 and 5). We summarize our conclusions in Corollary 5.

COROLLARY 5. Under the assumptions of Proposition 3, a PPIP subsidy increases the pay-
off of buyers, and decreases the payoff of low quality sellers and the liquidity of high qual-
ity. Moreover, it reduces the net surplus as é approaches 1.

For the market in Example 1, the row in Table 1 labeled PPIP shows the impact of this
program: Its effects are qualitatively the same as a subsidy to buyers of high quality (see
the fourth row), but the PPIP program leads to a larger reduction of the net surplus due
to its larger cost.

In a market that opens over an infinite horizon, the only impact of a PPIP program
is to decrease the probability of low price offers at the first date. Since surplus is un-
affected, it is purely wasteful: it causes an increase of the cost of delay in trading low
quality that exactly offsets the subsidy.

Camargo and Lester (2014) study the impact of the PPIP program on liquidity as
measured by the minimum time (taken over the set of all market equilibria) required
for all units of both qualities to trade. They show that if the initial fraction of high qual-
ity sellers is high, then the introduction of a sufficiently large PPIP subsidy gives rise to
equilibria where all units trade earlier, thus increasing liquidity. (In contrast, our analysis
focuses on marginal subsidies, which do not change the basic structure of equilibrium.
A sufficiently large PPIP subsidy eliminates the lemons problem entirely and hence in-
creases liquidity in our setting as well.) Their results are obtained assuming that buyers
may offer one of two exogenously given prices.

Camargo and Lester (2014) also provide numerical examples showing that when
price offers are unrestricted a PPIP subsidy has ambiguous effects on liquidity: it may
decrease it when the lemons problem is severe, and increase it when it is not severe. In
contrast, our Corollary 5 shows that a PPIP subsidy unambiguously reduces the liquidity
of high quality. Our results, however, are obtained under the assumption that frictions
are not large, whereas Camargo and Lester (2014) assume that frictions are significant.
In our setting, when frictions are large one can construct equilibria in which all buyers
offer the low price for dates ¢ < 7, and then offer the high price for ¢ > 7. A PPIP subsidy
may lead buyers to offer the high price earlier, i.e., increase the liquidity of high qual-
ity at date 7. Thus, the difference between our results and those of Camargo and Lester
(2014) arises as a consequence of our focus on marginal subsidies and small frictions.

Taxes and subsidies conditional on price

Subsidies conditional on the quality of the good are feasible only if quality is verifiable
following purchase. Hence it is useful to study the effects of taxes and subsidies con-
ditional on the price at which the good trades. The effect of a small subsidy may also
be assessed by modifying the formulae provided in Propositions 3-5. It is interesting to
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observe that unlike subsidies conditional on the quality of the good, the effects of a sub-
sidy conditional on the price at which the good trades are the same whether it is given
to buyers or sellers.

Subsidies conditional on trading either at the high price ¢ or at a low price (i.e.,
a price below cf), affect the fraction of high quality sellers in the market at the last date,
which becomes a function of the subsidy, as well as the functions ¢ and ¢, involved in
the formulae describing the DME. The formulae describing the probabilities of high and
low price offers must be modified appropriately; see the Supplement. These formulae
reveal the effects of these subsidies on traders’ payoffs, surplus, and market liquidity.

A subsidy conditional on trading at a low price, for example, increases the payoff
to offering the low price at the last date, and therefore it increases the fraction of high
quality in the market needed to preserve the indifference between high and low price of-
fers. This has an impact on the probabilities of offering high, low, and negligible prices,
as well as on the reservation prices of low quality sellers, at every date. Corollary 6 de-
scribes the impact of such a subsidy. The intuition for these results is analogous to that
of a subsidy to low quality; see Corollary 1.

H

COROLLARY 6. Under the assumptions of Proposition 3, a subsidy conditional on trading
at a low price increases the payolffs of buyers and low quality sellers, as well as the net sur-
plus. The liquidity of low (high) quality at date 1 (T) increases. When T = oo the subsidy
increases the liquidity of both qualities after the first date, as well as the net surplus.

The next to the last row of Table 1 describes the effects of a subsidy conditional on
trading at a low price for the market described in Example 1. This policy is the most
effective: relative to the DME without intervention (first row), the volume of trade of high
quality increases 12.6 percentage points, and the net surplus increases by 5.9% from
0.1720 to 0.1821. Low quality sellers are the main beneficiaries as their payoff increases
by 60%, while the payoff of buyers increases by 17.5%.

The effects of a subsidy conditional on trading at the high price on payoffs, surplus,
and liquidity are summarized in Corollary 7. This subsidy has effects analogous to those
of subsidies to buyers or sellers of high quality: compare the fourth and fifth rows to the
last row in Table 1.

COROLLARY 7. Under the assumptions of Proposition 3, a subsidy conditional on trading
at the high price increases (decreases) the payoffs of buyers (low quality sellers). The lig-
uidity of high quality decreases. When T = oo the subsidy is purely wasteful, whereas a
tax raises revenue without affecting payolffs, thereby increasing the net surplus.

Restricting trading opportunities

Our results allow assessing other policies studied in the literature such as closing the
market for some period of time: Since by Proposition 3 surplus is decreasingin 7, closing
the market altogether after date 2 increases the surplus. Intuitively, a longer horizon
makes it more difficult to screen low quality sellers.
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Closing the market at intermediate dates has no effect when traders are patient and
the horizon is short. Suppose, for example, that the market is closed at all interme-
diate dates ¢ € {2,..., T — 1}. If inequalities (E1) and (E2) hold when § is replaced by
87-1 then the formulae of Proposition 3, particularized for T = 2 and a discount factor
equal to 671, describe the market outcome. An inspection of these formulae reveals
that this intervention does not affect payoffs and surplus. The intuition for this result is
as follows: Since buyers make negligible offers at every date except the last, their payoff
is their discounted utility at the last date, i.e., 67 ~1(1 — §)(u’ — c), and is the same
whether the market is open at intermediate dates or not. Furthermore, since in both
markets buyers obtain the same payoff and are indifferent between low and negligible
price offers at date 1, this implies that low quality sellers have the same reservation price
at date 1, and thus the same payoff in both markets.

When the time horizon is long, however, closing the market at intermediate dates
may increase surplus. For simplicity, assume that « = 1 and let T > 7, where  is suffi-
ciently large that

ul — b > st — oLy,

(Hence (E1) fails if 8 is replaced by 5T-1) If the market opens at date 1, closes at dates
te{2,...,i—1}, and reopens at dates ¢ € {, ..., T}, there is an equilibrium in which all
buyers offer rl' = 5"~ (c! — ¢l) + ¢ at date 1, and offer ¢/ at everydate t € {7, ..., T}. It
easy to verify that the surplus realized in this equilibrium,

mEul — cby + mH 8=t H — M),

is greater than the surplus in the DME when the market is always open, whether 7 < co
or T = oco. Thus, for markets in which T is large or infinite, closing the market after
the first date for sufficiently long that the (separating) equilibrium described above can
be sustained, raises welfare; closing the market prevents the wasteful delay that results
when low quality sellers attempt to pool with high quality sellers.

We summarize these results in Corollary 8.

COROLLARY 8. Under the assumptions of Proposition 3, if (E1) and (E2) hold when & is
replaced by 8”1, then closing the market for dates 2, ..., T — 1 has no effect on payoffs
or surplus. If a is near 1 and u® — c* > 67=1(uf — cl), then closing the market for some
period of time may increase the surplus.

Fuchs and Skrzypacz (2013) obtain related results for continuous-time dynamic
competitive equilibrium with adverse selection and a continuum of qualities. In con-
trast to the first part of Corollary 8, they provide an example of a market that opens over
a finite horizon 7', in which total surplus is higher when trade is “infrequent” (i.e., re-
stricted to just two instants, date 0 and date 7)) rather than taking place continuously
over [0, T']. Further, they show that it is never optimal for the market to be open contin-
uously on [0, T and give conditions under which infrequent trade is optimal. In their
model, sellers’ types are publicly revealed at date T, at which time there is no adverse
selection, which drives the differences in results. In a market that opens over an infinite
horizon, in both models closing the market for some time increases the surplus.
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Government purchases

We discuss the impact of government purchases. Assume that at the market open the
government offers to buy 8 units of the good, e.g., via a uniform price auction. In equi-
librium, the government acquires B8 units of low quality at a price equal to the reserva-
tion price of low quality sellers in the market that follows, i.e., rF'. Our assumption that
the matching probability is constant over time, and equal for buyers and sellers, is no
longer appropriate since after the government intervention there are more buyers than
sellers in the market. Let us assume instead that the buyers’ matching probability is a
function of the market tightness, i.e., the ratio 6, = (m" 4+ mr)/m5. Since equal mea-
sures of buyers and sellers trade and leave the market every date, 6, decreases over time.
Hence a direct effect of this program is to decrease the buyers’ matching probability at
every date.

Assuming that g is not so large as to alter the structure of the DME, the buyers’ pay-
off at the last date conditional on being matched is unaffected since buyers must re-
main indifferent between offering the high and the low price. However, since the buy-
ers’ matching probability is smaller, then their payoff at the last date decreases. Further,
since buyers must be willing to offer high, low, and negligible prices at every date but the
first and last, and their expected utility at the last date is smaller, then to reduce the pay-
off of low (high) price offers in line to the decrease in the payoff of negligible price offers,
the reservation price of low quality sellers increases (the fraction of high quality sellers
in the market decreases), i.e., the payoff of low quality sellers increases, which implies
that high price offers are made more frequently. Thus, a positive impact of the program
is to increase the volume of trade of high quality. If government purchases crowd out
private trade and the government’s value for low quality is less than the buyers’ value,
then the program also has a negative effect on surplus, and the overall effect is unclear.

We examine the impact of this policy in a market that operates over two dates, and
in which at every date ¢ buyers are matched with probability «6,. In this market, since
the fraction of high quality in the market at date 2 is the same with and without the
government purchases, the measure of low quality sellers who sell their good at date 1
(either to the government or to private buyers) is also the same; and since all matched
low quality sellers trade at date 2, the liquidity of low quality, and hence the volume of
trade of low quality, are unaffected. Since the buyers’ payoff at date 2 is smaller, for buy-
ers to be willing to offer negligible prices at date 1 the payoff to offering the low price
must decrease, which implies that the reservation price of low quality sellers increases,
and therefore that the high price is offered with a greater probability at date 2. Hence
the volume of trade of high quality increases. The effect on the net surplus depends on
whether the surplus gained from the increase in the volume of trade of high quality is
greater or less than the surplus loss due to the smaller value of low quality to the govern-
ment. We summarize these conclusions in Corollary 9. The formal analysis is presented
in the Supplement.

CoroLLARY 9. IfT =2 and the assumptions of Proposition 3 hold, then government pur-
chases at the market open increase the payoff of low quality sellers and the liquidity of high
quality, and decrease the payoff of buyers. If the value of low quality to the government is
close to the buyers’ value, then the net surplus increases.
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Tirole (2012) studies the design of government policies aimed at rejuvenating a mar-
ket for a legacy asset frozen due to adverse selection. In a market with a continuum
of qualities, he proposes a mechanism that, operating in conjunction with the private
market, allows the government to cleanse the market of lower quality assets, thus lig-
uidifying the private market. Our starting point in not a frozen market, but one in which
the volume and timing of trade are suboptimal, and the intervention involves the gov-
ernment participating in the private market, buying low quality assets at the first date,
and letting the market freely operate afterward. As in Tirole (2012), this intervention
increases liquidity and surplus, but unlike Tirole (2012) it is profitable when the govern-
ment values the asset the same as buyers.

Philippon and Skreta (2012) study optimal government interventions in lending
markets when every firm has a positive net present value (NPV) investment opportunity
but requires outside funding to finance it. Firms are privately informed about the qual-
ity of their legacy assets, and adverse selection may lead to inefficiently low investment
levels. They show that to implement any target investment level, the cost minimizing
intervention involves the government offering debt contracts. In their setting, an inter-
vention that increases investment also increases surplus. In our setting, however, an
intervention affects surplus via its impact on the measures of high and low quality units
that trade, and also through its impact on the timing of trade, and may reduce surplus.

5. DYNAMIC COMPETITIVE EQUILIBRIUM

When the horizon is finite and frictions are not large, in the equilibrium of a decen-
tralized market most low quality units as well as some high quality units trade, and the
surplus is above the competitive surplus. When the horizon is infinite all units of both
qualities trade, although with delay, and payoffs and surplus are competitive.

We study in the Supplement the market described in Section 2 but where trade is
centralized, i.e., trade is multilateral and agents are price takers. We show in Proposi-
tion 6 that if the horizon is finite and traders are patient, then in a dynamic competitive
equilibrium (DCE) all low quality units trade at the first date and no high quality units
ever trade. Hence the surplus realized is the same as in the static competitive equilib-
rium. We show that subsidies, which are effective in decentralized markets, are inef-
fective in centralized markets. Moreover, high (low) quality is more (less) liquid in de-
centralized markets than in centralized ones. These features hold even as frictions van-
ish. These results suggest that when the horizon is finite, decentralized markets perform
better than centralized markets.

We also show that if traders are sufficiently impatient or the horizon is infinite, there
are dynamic competitive equilibria in which all low quality units trade immediately at
a low price and all high quality units trade with delay at a high price. These separating
DCE, in which different qualities trade at different dates, yield a surplus greater than
the static competitive surplus. Consequently, when the horizon is infinite, centralized
markets may perform better than decentralized markets.

Interestingly, we show in Proposition 7 that as frictions vanish the surplus at a sep-
arating DCE of a market that opens over an infinite horizon equals the surplus in the
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equilibrium of a decentralized market that opens over a finite horizon. Intuitively this
result holds since the same incentive constraints operate in both markets. In a separat-
ing DCE high quality trades with sufficiently long delay that low quality sellers are willing
to trade immediately at a low price rather than waiting to trade at a high price. Likewise,
in a DME high price offers are made with a sufficiently small probability that low quality
sellers are willing to immediately accept a low price, rather than waiting for a high price.

APPENDIX: PROOFS

We begin by establishing a number of lemmas. In the proofs, we refer to previous results
established in lemmas or propositions by using the letters “L’ and “B” respectively, fol-
lowed by the number. The proof of Lemma 1, which is straightforward, is provided in
the Supplement.

LEMMA 1. Assumethat1 < T < oo and & < 1, and let (A, !, r') be a DME. Then for each
te(l,..., T},

(@L1.1) A(max{rf, rl}) =1,
@1.2) rf=ct >rl, VA =0<VB and V]l <M — L,
(L1.3) ¢, =ql,

(L1.4 A(cHy=1,

(L1.5) A(p) =\ (rf) forall p e lrf,ct).
With these results in hand we prove Propositions 1 and 2.

ProoFr oF ProprosITION 1. Part P1.1 follows from L1.2 and L1.3, and P1.2 follows from
L1.4and L1.5. O

ProOOF OF ProPoOSITION 2. We prove P2.3. Suppose by way of contradiction that
p? + p]f < 1. Then negligible prices are optimal, and therefore VTB = 6Vf+1 =0, which
contradicts L1.2.

We prove P2.1. Suppose contrary to P2.1 that there is k such that pf + pI,; =0. By
P23, k < T. Let k be the largest such date. Then pj’ | + p%., > 0 and g}, = g, for
Te{H,L}. If pi’ | > 0,i.e, offering r/ | is optimal, then

VkB-s-l = a(quuH + qﬁﬂuL —cy+a- oz)SVkiz.
Since V& | = 8V}2 , (because the payoff to offering a negligible price is 52 ,), then

H H, L L _H_7/B
QU + Qv —c =V

And since q,T€+1 =q; forre{H, L}, VkB+1 >0 (by L1.2), and é < 1, then

H_ H L. L H H H L L H B B
Qe u’ +qiu =t =qaut Hqgu — = Ve >0V 0.
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Therefore a negligible price offer at k is not optimal, which contradicts that pf + p],; =0.
Hence pfﬂ =0, and thus péﬂ > 0and

L L L L L L L
Vi =ap 1 (g — )+ (L —api )0V, = 6V s,
Therefore,
re=ch Vi, s Vi = v i =,

Since pk 1> 0, 1e, price offers of r,ﬁ ', are optimal at date k + 1, we have

Qi W =1 )+ (L= g, OV, = 8V E .

Hence

B L L
Vija=u™ —riiy

and
VkB+1 = aqéﬂ(uL - rl€+1) +d- aq%ﬂ)SVkliz <ub - rl£+1-

Since pf + pI,; =0, then the payoff to a negligible offer at date kis greater than or equal
to the payoff to a low price offer at date %, i.e.,

VP, = aqi(ut —ri)+ (A —aqp)dVl .

Thus ul — r,f <8VB . SinceVB. >0 (by L1.2) and é < 1, then

k+1° k+1

L L

L B B L
ur—r <oV <Vl sur—ndy,

ie., r]f 1 < r]f, which is a contradiction. Hence pkH + pé > 0 for all k£, which establishes
P2.1.
We prove P2.2. Since ¢}’ = g < g by assumption and V;? > 0 by L1.2, then

q{iuH +q{‘u1‘ —cf <0< 8VZB.
Hence offering ¢ at date 1 is not optimal; i.e., p{[ = 0. Therefore plL > 0 by P2.1. O

Lemma 2 establishes properties that a DME has when frictions are not large. Recall
that by assumption ¢! < g < g < 1. When p! + pl = 1 at some date ¢, then the fraction
of high quality sellers in the market at date 7 4 1 is

H
g = M _ (1—apHg/’ — o(q", p™)
- - - t > Mt >
Tomfl A —oml A —apgl + (1 - ) (1 - g}

where the function g, given by

(I —ay)x
I—-ay)x+1—-—a)(1—x)

g(x,y):=

is increasing in x and decreasing in y, and satisfies g(¢, p/(a8)) > g by (E2).
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LEmMA 2. Assumethat1 < T < oo, 6 < 1, and the inequalities (E1) and (E2) are satisfied
(i.e., frictions are not large), and let (p", p&, " ,r*) be a DME. Then forallt € (1, ..., T},

2.1 pf <1,

(r2.2) pt <1,

L2.3) pt >0, pk >0, and ¢ = 4,
12.4) vt >o,

(12.5) pt >0,

(12.6) pHl < p/(ad),

(12.7) ift < T, then p* + pH <1 and p{il > 0.
The proof of Lemma 2 is provided in the Supplement. Now we prove Proposition 3.

PROOF OF PROPOSITION 3. We show first thatif (p??, pL, v, rL') is a DME, then it is given
by P3.1 to P3.4, and the payoffs and surplus are as given in Proposition 3.
Since ¢¥ = ¢ by 12.3, then a buyer’s expected utility at T is

VP =a(l- gt —cb) = ¢r.

By L2.7 negligible offers are optimal for all t < T, i.e., 1 — p// — pI' > 0. Then V2 = 6172

for t < T by (DME.B), and therefore for all  we have o
VP = ¢ (1)
ByLl1.2,
rtH =M (2)
forall ¢. Since p > 0,and 1 — p — pL' > 0for1 <t < T byl2.7,and 8¢,,1 = ¢, then
qﬁuH—i-(l—th)uL —cH=6Vt§1=¢t
by (DME.B). Hence for 1 < ¢t < T we have
q,H = w 3)
utl —y

Since pf > 0byL2.5and 1 — p/ — pF > 0 for t < T by 1.2.7, then by (DME.B),

agy (" —rf)+ (1 —agh)dVE = V1,
ie.,
ubk —rf =8VE = ¢..
Hence for t < T we have

rtL:uL — ¢y 4)
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Moreover, since rT —cL =9V, by (DME.L), then

T+1
rk=ct. (5)
We calculate the expected utility of low quality sellers. Since rF — c& Vtﬁl for all ¢
by (DME.L), then (4) yields
— ¢ —ct=8V],
for t < T. Re-indexing we get
1 ul — L
Vi=—@h—c"—¢ )= ~ ¢ (6)
5 5
forte{2,...,T}. And since pf’ =0byP2.2, then
VE =6V =ul —ct — 8¢y =ul —cF — ¢;. @)

Next we calculate the probabilities of high price offers p. Since r/- — ¢* = 8V, for
all + by (DME.L), we can write the expected utility of a low quality seller as

VE = apl! (" — by + (1 - aphoVE,,

i.e.,
—oVh = apf (! — - -8V ).
For 1 <t < T, since 8,41 = ¢, then 8V%, = u” — c- — ¢, by (6), and therefore
vk —svk, = ! —— 10 oy,
Hence
%(uL My =apfl (M =t — wh =" — ¢,

and solving for p! yields

1—-6 ul—cL

8
ad cf —ul + ¢, ®)

pil =
for 1 <t < T. Clearly p! > 0. Moreover, since
a5(cH —ul+ b)) > a8(cH — uL)
(by (E1) > (1+8a)(1 — 8)p(cfT —cF)
= (14 8a)(1— &) (ul —ch)
> (1-=8)(ul —ch),

then p/ < 1.
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Recall that p!’ = 0 by P2.2. We calculate p#. Since ry = c& by (DME.L), then
VTL = oszT{(cH —cb.
Hence using (6) for t = T we have

—c
0

— ¢r=aplf (M —ch).

Solving for p? and using 8¢7 = ¢p7_1 = ad(1 — §)(u — cl) yields
H_ ub —ct —pr_y

PT ad(cH —clb)

L_ L

~ 1 u~—-c
:(1—a5(1—q))£m 9)

—(1—ad(1—g)HL.
ad

Substituting ¢p7_1 = ad(1 — §)(u” — c!) in this expression we get

UL—CL

1 —
H A A p

and therefore p¥ > 0. Moreover, since p/(ad) < 1 by (E1), then pIT{ <1.
We calculate the probabilities of low prices offers p. For each ¢ we have

(1—apfgl
1—apthgll + (1 - a(pk + pl')) gk

H
diy1= (

Solving for p! we obtain
H _ H
L Hy 91—
pr=1—ap)——F
’ " Cagfl,(1-qi")

for all . Since ¢’ | > ¢/ by L1.3 and p}’ < 1, then p}- > 0. For r = 1 we have p{/ =0 by
P2.2, and therefore

L $a—(ug")—ct)

T R 1o

where the inequality follows since u(g') — ¢’ <0.
Since p% + pk =1by P2.3, then

ub —cl — ¢y

ad(ct — L) (1)

Since p¥ <1 as shown above, we have pk > 0.
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IfT>2,thenforte{2,...,T —2}, using (3) yields

(1= 8) i1 ull —ut

. 12
CV(CH—UL+¢z+1)uH—CH—¢>z>O (12)

pE =1 —aplh)

Also ¢! = g and (3) yield

u(@) —c —¢ry

pra=(1- apg_l)a@(uH —cll —¢r_1)
Since
A=t = =u@ -,
then
ull — e —pr_y=ufl — " —a5(1 - c})(uL _)

=ufl — M — ad(u(q) — ct

> uH—cH—a‘o‘(uH—cH)

= (1 —ad)(ufl — )

>0
and

u(@) —c —dpr_1=u@ — M —ad(1 - Pt — ) =1 -ad)(u@) — ) > 0.

Hence
u(q) —c?
aq(utl —ctl —¢pr_y)

We show that p + pF < 1 for t < T. We first show pf + pf < 1. Since g(x, y) is
decreasingin y, ¢!’ = ¢/, and g(¢", p/(«8)) > g (by (F2)), then

> 0.

pf_1 = —apfl (1 - ad)

at’
g+ (1 —a)(1— gt

g(qt,0)= > g(q", p/(ad)) > §.

Hence ag(1 — qf') > g — ¢qi’. Then pf =0by P2.2, (x — ¢7)/[ax(1 — ¢/)] is increasing
inx, and ¢¥ < ¢} = gbyL2.3 and L1.3, imply

ol 4 pb = o —a  __d-qf
ag 1 —qtf) g1 -gth)

Forte{2,...,T — 2}, from (8) we have

gy 1=8ul—ct

Pr= "0 o _ 4L (13)
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Also using (3), for 1 < ¢ < T — 1 we have

bri1 ull —ut

a(cH —ul + ) ull —cH — ¢,

H H
qt-‘rl — 4

aqpt (1 —qfh)

—(1-29)

Since ¢, < a(1 — §)(ul — c!) for all ¢, and the ratio ¢,,1/(c!! — u’ + ¢,,1) is increasing
in ¢, 1, we have

G =4 (g A=l —cb) w —ut
agf (1 —qf') cH—ul +a(l—g)(ul —clyu —cH —a(1 - g)(ul —cl)
1—8) (1= —cH ull —ut
<(1-
cH —yl utl —cH — (1 — g)(ul — k)
Ul — oL

=1-06)———,
(1=8) 7

where the equality is obtained by substituting § = (¢ — ¢)/(u! — ¢). Using this in-
equality and inequality (13) above we have

qu —6]{-1
o1+ ot = gl + (1 — apfh) T 0
aq, (1 —q;")
L L
u~—c
< P? +(1 —U‘P?)(l - 5)m

L L L_ L

_ H u- —=c u
=l (1-a -0 ) Ao G
L

1—68 ul —ct ul — b ul —¢
<Wm<l—““—5>m>+”‘5)m

1—-6ul —ct ul —ct
:Wmo‘““‘a)m*“@)

1—68ul —ck

< ?m(lﬁ-a(ﬂ
_(4ad)(1 =8 =t p
B cH —yl ad

(by (E1)) < 1.
Asfort=T — 1, we have

u(@) —ctt —¢r_y
ag(ufl —cH —$r_1)’

pr_ +pi =pf_ +d—apf_))

Rearranging yields

H (1 L u@ == ) N w(@) —c — dr_y

H L
Pr_1t+Pr_1=pP7_ ~ ~ .
T-1 T-1 T-1 q(MH —cH _ ¢T71) aq(uH —cH— Q”Tfl)
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Substituting for pif | from (8) and using that ¢ = (1 — §)(ul — &) = u(g) — ¢!’ and
dr_1=0add, gives

IRV Sl R (c}(uH —cfl —add) — (@ — —a6<2>>>
T=LTPT=1 a8 cH — Yyl 1 add Gutfl —cfl —adg)
¢ —add
ag(ufl —cH —adp)’
Since

Gl —cf — adp) — (u(g) — ! — ade)
=g — ! —adp) — (qu + (1 - pur) + ' + ad¢
=1 —-g)(c —ul +add),

then
1-6
adg(uf —cH —addp)
y ((uL - —g) (e —ul + ad)
cH —ul +add

_(1=®[1+8(1—ad)ld
B adg(ufl —cH —add)

H L
Pr_1tPr_1=

+8¢(1— a8))

Hence p¥ | + pL | <1ifand only if
(1= 8)[1+8(1—ad)ld <adgu! —c —add)

ie.,
[1—a8*(1—ad)ld < adg(ull — ).

Since

A

P H_ L  H_ .H
u:' —c c - —c u —c
Q_(MH_CH) q

H 1
T l—qul -l uH —cH oyl —cL

H

then this inequality becomes
1—ad’*(1—ag) < a__87
p
which holds since a8/p > 1 by (E1) and 0 < ad*(1 - ag) < 1.
The surplus can be calculated using (1), (7), and L1.2 as
SDME _ By B 4ty H Lyl
= (m" +mMy g1 +m" " =t —¢1) (14)

=mf ¢y +ml @l - cb).
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Equations (8) and (9) and P2.2 identify p/ as given in P3.1. Equations (10), (12), and (11)
identify p” as given in P3.2. Equation (2) identifies 7/ as given in P3.3. Equations (4) and
(5) identify 7 as given in P3.4. The traders” payoffs are identified in (1) and (7), and in
L1.2. The surplus is given in (14).

Finally, as the construction above shows, the profile defined in P3.1-P3.4 of Proposi-
tion 3 is indeed a DME. O

Proor oF ProprosiTION 4. The unique DME as well as the traders’ payoffs and the sur-
plus are given in Proposition 3. By P3.1,

and

lim lim 1-9 uo—c =0=p1
5—>1pt ol ad cH —ul + a8T-1(1 — §)(ul — cb) =f

for1 <t < T, and also

i Coub—cl—pry Ul -l —ag ~H
1mp = lim = =p7.

551 51 ad(cH —cl)y — a(cH —cl)

Since u” > u > ¢ by assumption, then 0 < % < 1.

From (3) we have

H—ul+¢, H—-ul+ad
hmq[ = lim T = 7T
-1 ufl —u utt —u

for1 <t <T.Also qlf = g implies

ST
I
»Q)

lim
al—>1q

Proposition P3.2 implies

- o CH—ML+(}')2—qH(uH—L£L)_CH—ML-i-()é(Z)—qH(uH—ML)_ﬂL
3»1p1_5»1 a(l—g"y(cH —ul +¢7) —  a(l—qH)(cH —ul +ad) =

andforl <t<T —1,

(1—=8)dry1  ull —uk

=0=p
cH—ul 4+ ¢ ull —c — ¢,

lim pL = lim (1 — ap?
s Pt 5»1( P

and

(I—ad)(u(@) —c)  A—a)u@—c?) |
aqufl —cH —pr_1)  ag(ut — cH — ad) = Pr-1

lim pL = lim(1 —«
sy PT-1 5—>1( pT-1)
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Also
llmPT—hm(l—PT)—l— Y =it

Thus, 5% <1 implies p% > 0.
As for the traders’ expected utilities, we have

lim VB = lim —ap=V5E
sy 1 5l—>1¢1 ad =V,
and

lim V= lim (1 - a8" ! (1= )t —ch) = (A~ all = )t — by =V

Since V! =0, then

lim Vi =0=V!.
o—1

It is easy to check that (7, p&, 7, 7) forms an equilibrium of the market when
6=1.
Finally, we have

%irnlSDME llm[mL(u L)+mH6T_1a(1—?])(uL—cL)]
=ml @t —¢ )+mHa(1—€1)(uL—cL)
_ gome O

ProoFr oF ProprosiTiON 5. If frictions are not large, then the unique DME is that given
in Proposition 3. Thus, since limr_, , ¢; = 0 for all ¢, we have

: H ~H
Thm p; =0=p7,
—00

and for ¢ > 1we have

L L

ut—c
li H_(1-8)———— = pH,
TP ( )aS(CH—uL) Pi
Also

Ll —ul —gH @ —ub) a—q" .
1

a(l= g —ul) ~ ag(—gf) ~ "

lim
T—oo P

and for ¢t > 1 we have
lim pf=0=p
T—o0 Pi

H L _ 2L

Clearly lim7_, oo /T = ¢! =1 and limy_, o rF = ut =7L.
We show that the strategy distribution (pH, pt, #H #L) forms a DME when T = oo.
Since a(1 — g)g > g —q", then 0 < p <1 Since @ < 1 and ad(cf — ) > ul — ¢ by
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(E1), we have
aS(CH —ul) + 3(uL — CL) >ad(ct — uL) + aé(uL — cL) = a6(cH — cL) >ul — L.

Hence 0 < pf < 1forall ¢ > 1.
Since #/1 = ¢! and 7/ = u!, then the (maximum) expected utility of high quality sell-
ers is VH = 0 for all +. Hence #7 = ¢! for all ¢ satisfies (DME.H). For ¢ > 1 the expected

utility of low quality sellers is

For ¢ = 1 we have ?IL =ck 4+ 8172L = ul. Hence #* = ul for all ¢ satisfies (DME.L). Also
I}IL = aﬁlL(uL —chH+a- aﬁlL)SI}ZL =ul — L.

Using 7 and p% we have

H qH

4 = -
P g+ - apfy (1 - g

=3.
And since pF =0 for ¢ > 1, then g’ = ¢/’ = g. Hence
gf! @ — ™)+ 1 —gHu" M) =0

for ¢ > 1, and therefore offering the high price (¢//) leads to zero instantaneous payoff for
all £ > 1. Since ¢}’ < g by assumption, then offering the high price (c¢/?) at ¢ = 1 leads to
a negative instantaneous payoff. Also since #* = u® for all ¢, then offering the low price
(u") yields a zero instantaneous payoff. Thus, the buyers maximum expected utility is

zero at all dates, i.e., V% = 0 for all #. Hence (DME.B) is satisfied. O

ProoOF OF COROLLARY 3. We calculate the present value (PV) of a subsidy ol > 0onlow
quality, which we denote for 8 < 1 by PV, . (§), and show that it approaches o“m! from
below as § approaches 1. We have

o0
PV, L(6) = O'Lap]fmlL + Z BI_IULap{-Im,L.
t=2
Since p is independent of ¢ for ¢ > 1 by P5.1, denote p! = p’’. Also, we have mt = m!"
) ) 1

and mt = (1 — aph) (1 — ap?)'~2m! for t > 1. Hence

o
PV, .(8) = otmt (aplL +apf (1 — aph) Z 11— apH)t2>
=2

oo
= olmt <apf + apH(l - aplL) Z 8'(1— apH)t_1>.
t=1
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Since
o0 1 o0
t Hyt—1 _ H\\\t
Zé(l—ap ) —mZ(S(l—ap )
t=1 t=1
B 1 8(1 — ap)
C (I—apf) 1-8(1 —aph)
_ o
C1-8(1—apt)’
then
PV,.(8) = otml P(5),
where
spH
P(8) = apt + (1 —apty——F
(8) :==apy +( apl)aSpH—l—(l—S)

Since 0 < aplL <1land é < 1, then P(8) is a convex combination of 1 and a number less
than 1. Therefore P(8) <1 and PV . (8) < olml. Further, since lims_,; P(8) = 1, then
lims_1 PV,.(8) = atml. O
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