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Abstract

This paper develops a model of endogenous currency substitution where agents de-
cide which purchases will be made with domestic and which with foreign currency. In a
representative agent economy allowing for this use of alternative means of payments is
welfare enhancing. The result is an application of Ramsey taxation rules, by which cur-
rency substitution shifts the burden of the inflation tax towards relatively demand inelastic
commodities. When extending the model to the case in which agents have different pro-
ductivities we show that inflation has strong income distribution effects with high (low)
income agents benefitting (losing) when currency substitution is introduced.
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1. Introduction

Real money demand depends negatively on expected inflation, the opportunity
cost of holding money. In order to avoid this inflation tax, agents first discon-
tinue the use of money as a store of value. Eventually, if inflation is sufficiently
high, money is also displaced as a means of transactions. This phenomenon is
known as currency substitution — the use of a stable foreign currency for trans-
action purposes. This process has also been dubbed ‘dollarization’, because the
U.S. dollar has primarily assumed this role in the post-World War II economy.
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Dollarization is well documented for most high-inflation countries, and is known
to satisfy several stylized facts (see Calvo and Vegh, 1992, and the extensive
references there). Initially, foreign money is used only for large purchases (‘big-
ticket” items), notably in real estate and durables. If inflation becomes extreme or
increases substantially, the foreign currency ‘trickles down’ into everyday transac-
tions. Nevertheless, it is rare to observe the process going all the way to complete
replacement of domestic currency. In addition, dollarization is observed to take
place at the level of commodities, not individuals. Agents are not divided be-
tween those who transact in dollars and those who transact in domestic currency,
but this dichotomy does exist for commodities.

This paper develops a theory of currency substitution which tries to reflect
the above description. Initially, theories of currency substitution assumed im-
perfect substitutability of currencies through restrictions on the utility function;
examples include Calvo and Rodriguez (1977), Liviatan (1981), Calvo (1985),
and Bufman and Leiderman (1992). Kareken and Wallace (1981) and Lucas
(1982), on the contrary, relied on cash-in-advance constraints to justify the use
of money. In Lucas’ two-country world, commodities in each country could be
bought solely with the domestic currency. In Kareken and Wallace, both monies
are perfect substitutes, this leading to the celebrated result of indeterminacy of
exchange rates. Further work by Stockman (1980), Svensson (1985), and oth-
ers has followed the Lucas specification except in the timing of the resolution
of uncertainty, giving origin to a precautionary component in money demand,
though still maintaining the restriction that each good is bought with domestic
currency.

In this paper we try to merge the original intuition of currency substitution
models — that both currencies are used to some extent — with the Lucas cash-in-
advance specification. Our model resembles that of Lucas and Stokey (1983) by
allowing for both cash and credit goods, with dollarized commodities playing the
role of credit goods in their model. However, we differ from Lucas and Stokey
in that the choice of which commodity falls within each category is endogenous
(see also Ireland, 1992; Alonso, 1993). In addition, the specification of prefer-
ences and technology follows Prescott (1987), allowing us to discuss welfare
and income distribution issues explicitly side-stepped by Lucas and Stokey. As it
turns out, the setup leads to illuminating implications on the effects of inflation
taxation.

In Section 2 we analyze the general equilibrium of an economy with a repre-
sentative consumer—producer under currency substitution.! We characterize the
consumption patterns and money holdings which arise in steady state. The model
delivers steady state real balances which resemble specifications used in the

! In what follows we will refer to currency substitution and dollarization interchangeably though Calvo
and Vegh (1992) suggest the use of the term dollarization for the use of foreign currency as a store
of value and of currency substitution to denote the use of foreign currency for transaction purposes.






