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ABSTRACT

This paper studies the behavior of inflation after nine large post-1990 contractionary devaluations.

A salient feature of the data is that inflation is low relative to the rate of devaluation. We argue that

distribution costs and substitution away from imports to lower quality local goods can account

quantitatively for the post-devaluation behavior of prices.
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TABLE 2: Aggregate Economic Variables
     Cumulative Logarithmic Percentage Changes in the First Two Years After Devaluation

Korea Thailand
1997 1998 1999 1997 1998 1999

Real Consumption 0.00 -12.31 -2.35 0.00 -12.20 -8.30
Real GDP 0.00 -6.92 3.42 0.00 -10.74 -7.51
Nominal Trade Balance (TB/GDP) -1.02 13.46 6.86 0.01 0.16 0.13
Real Exports 0.00 12.44 27.58 0.00 6.34 15.80
Real Imports 0.00 -25.36 0.06 0.00 -24.42 -14.32

Malaysia Philippines
1997 1998 1999 1997 1998 1999

Real Consumption 0.00 -10.80 -7.57 0.00 3.39 6.00
Real GDP 0.00 -7.65 -2.05 0.00 -0.54 2.75
Nominal Trade Balance (TB/GDP) 0.93 21.80 24.77 -10.34 -6.60 1.02
Real Exports 0.00 0.49 13.04 0.00 15.63 32.85
Real Imports 0.00 -20.77 -10.49 0.00 -20.18 -16.94

Indonesia
1997 1998 1999

Real Consumption 0.00 -3.38 -1.91
Real GDP 0.00 -14.05 -13.24
Nominal Trade Balance (TB/GDP) -0.28 9.75 8.01
Real Exports 0.00 10.60 -28.06
Real Imports 0.00 -5.43 -58.02

Mexico Brazil
1994 1995 1996 1998 1999 2000

Real Consumption 0.00 -10.00 -7.80 n.a. n.a. n.a.
Real GDP 0.00 -6.37 -1.34 0.00 0.73 5.13
Nominal Trade Balance (TB/GDP) -4.83 2.66 2.11 -2.02 -1.11 n.a.
Real Exports 0.00 26.39 43.13 0.00 -0.87 5.91
Real Imports 0.00 -16.30 4.31 0.00 -7.91 0.00

Finland Sweden
1992 1993 1994 1992 1993 1994

Real Consumption 0.00 -2.95 -1.06 0.00 -3.11 -1.34
Real GDP 0.00 -2.63 -0.82 0.00 -3.30 -2.03
Nominal Trade Balance (TB/GDP) -0.04 3.00 6.31 1.39 2.26 5.04
Real Exports 0.00 15.45 27.92 0.00 7.36 20.43
Real Imports 0.00 0.75 12.79 0.00 -2.53 9.82



TABLE 3:  Price Accounting
     Cumulative Logarithmic Percentage Changes in the First Two Years After Devaluation

COUNTRY            Korea         Thailand         Malaysia          Philippines          Mexico             Brazil
Sept. 98 Sept. 99 June 98 June 99 July 98 July 99 June 98 June99 Nov. 95 Nov. 96 Dec. 99 Dec. 00

DATA
Exchange rate depreciation 41.2 27.6 49.7 35.9 48.2 39.1 42.6 36.2 80.0 83.3 42.4 48.7
PPI US -3.0 0.4 -1.9 -1.6 -1.6 -1.0 -1.9 -1.6 3.2 5.3 4.1 10.1
CPI Inflation 6.6 7.4 10.1 8.9 5.7 8.1 10.1 15.7 39.5 64.0 8.7 15.4

ACCOUNTING
PPP 38.2 28.0 47.7 34.3 46.6 38.2 40.7 34.7 83.1 88.6 46.5 58.8
1) Add Non-tradables 22.3 16.6 30.3 22.7 30.8 26.0 31.9 29.8 62.4 73.8 28.8 n.a.
2) Add Distribution 14.1 10.8 20.3 16.4 18.9 17.2 21.6 24.4 48.2 64.2 17.8 n.a.
Add Local goods
3) Fixed brands 11.3 9.0 16.9 14.3 14.8 14.2 18.1 22.6 43.2 61.0 14.1 n.a.
4) Variable Brands 1 8.7 6.7 14.1 11.9 11.5 11.3 14.6 19.7 39.7 58.1 11.0 n.a.
5) Variable Brands 2 10.3 8.3 15.7 13.6 13.3 13.1 16.8 21.9 41.3 59.8 12.7 n.a.
6) Variable Brands 3 -10.4 -10.8 -7.0 -6.6 -13.2 -11.1 -12.7 -4.2 14.1 36.1 -11.4 n.a.

Share of Non-Tradables in CPI 0.46 0.480.52 0.50 0.43 0.32



       TABLE 4: Sensitivity Analysis
       Cumulative Percentage Changes

       Price Accounting, CPIU Korea, Variable Brands 3

      New Share of Local Goods
40 50 60 70 80

1 10.6 9.7 8.8 7.9 7.0
0.9 10.8 9.4 8.0 6.5 5.1

PL,0/PI,0 0.8 11.1 9.1 7.1 5.0 3.0

0.7 11.3 8.7 6.1 3.4 0.6
0.6 11.6 8.4 5.0 1.5 -2.0
0.5 11.9 7.9 3.8 -0.5 -5.0

     TABLE 5:  Model Parameters

KOREA MEXICO

α 0.55 0.40
φE 1.22 1.11
φI 1.22 1.11
φL 0.85 0.78
θE 0.22 0.11
θL 0.15 0.08
θNT 0.04 0.03

N 1.00 1.00
AD 4.37 0.41
AE 3.90 0.27
AL 3.67 0.32
ANT 6.08 0.56
γL 0.39 0.44
γNT 0.52 0.46

λ 0.50 0.78



                                                    TABLE 6:  Model Results, Prices

CPI       PNT       PT        PI

KOREA

DATA (one year after devaluation) 6.60 5.10 8.20 25.40

MODELS

Benchmark model
   Tradables / Nontradables 23.68 8.18 38.16 38.16
   Add Distribution 12.86 6.83 19.02 19.02
   Add Local
     Fixed Brands 11.14 5.57 16.85 19.35
     Variable Brands 1 8.96 5.57 12.52 19.35
     Variable Brands 2 10.63 5.57 15.85 19.35
     Variable Brands 3 -7.96 5.57 -25.07 19.35

With credit frictions
   Tradables / Nontradables 19.71 -0.96 38.16 38.16
   Add Distribution 8.61 1.31 15.98 15.98
   Add Local
     Fixed Brands 6.75 0.06 13.54 16.58
     Variable Brands 1 4.07 0.06 8.26 16.58
     Variable Brands 2 6.03 0.06 12.13 16.58
     Variable Brands 3 -13.14 0.06 -29.76 16.58

CPI       PNT       PT        PI

MEXICO

DATA (one year after devaluation) 39.50 31.60 45.60 37.60

MODELS

Benchmark model
   Tradables / Nontradables 62.74 32.34 83.25 83.25
   Add Distribution 40.79 29.77 49.46 49.46
   Add Local
     Fixed Brands 38.55 28.18 46.76 51.16
     Variable Brands 1 34.58 28.18 39.82 51.16
     Variable Brands 2 37.21 28.18 44.44 51.16
     Variable Brands 3 14.57 28.18 1.03 51.16

With credit frictions
   Tradables / Nontradables 60.33 25.17 83.25 83.25
   Add Distribution 35.25 21.99 45.49 45.49
   Add Local
     Fixed Brands 33.66 21.58 43.08 48.24
     Variable Brands 1 28.91 21.58 34.87 48.24
     Variable Brands 2 31.86 21.58 40.01 48.24
     Variable Brands 3 8.46 21.58 -4.53 48.24



                      TABLE 7:  Model Results, Quantities

Real Output Real Output Real Output Exports          C I          CL        YE

KOREA Tradables Non-tradables

DATA (one year after devaluation) -5.76 -7.30 -4.90 12.40 -51.10

MODELS

Benchmark model
   Tradables / Nontradables -1.34 25.60 -12.84 95.68 -42.82 n.a. 25.60
   Add Distribution -1.86 28.71 -15.28 40.02 -23.67 n.a. 28.71
   Add Local -1.58 25.66 -13.21 54.50 -41.88 8.90 31.59

With credit frictions
   Tradables / Nontradables -7.95 -21.15 -3.69 12.44 -42.82 n.a. -21.15
   Add Distribution -6.00 5.78 -10.49 12.38 -20.64 n.a. 5.78
   Add Local -5.05 3.37 -8.18 12.39 -42.44 17.14 -2.66

Real Output Real Output Real Output Exports          C I          CL        YE

MEXICO Tradables Non-tradables

DATA (one year after devaluation) -6.37 -4.38 -7.85 26.39 -57.82

MODELS

Benchmark model
   Tradables / Nontradables -2.04 23.61 -11.72 102.80 -62.63 n.a. 23.61
   Add Distribution -3.31 27.17 -15.25 138.47 -27.47 n.a. 27.17
   Add Local -2.65 24.06 -12.83 185.00 -57.86 14.37 30.69

With credit frictions
   Tradables / Nontradables -8.98 -24.46 -4.55 26.42 -62.63 n.a. -24.46
   Add Distribution -10.57 -14.05 -9.49 26.36 -24.87 n.a. -14.05
   Add Local -7.36 -8.98 -6.85 26.38 -58.86 23.10 -41.87
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Figure 1: Korea
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Figure 1, continued: Korea, Disaggregated Import and Export Prices
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Figure 2: Thailand
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Figure 3: Malaysia
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Figure 4: Philippines
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Figure 5: Indonesia
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Figure 6: Mexico
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Figure 7: Brazil
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Figure 8: Sweden
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Figure 9: Finland
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