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Abstract

This paper studies the role played by distribution costs in shaping the behavior of the real

exchange rate during exchange-rate-based stabilizations. We document that distribution costs

are very large for the average consumer good: they represent more than 40% of the retail price

in the US and roughly 60% of the retail price in Argentina. Distribution services require local

labor and land so they drive a natural wedge between retail prices in different countries. We

show that introducing a distribution sector in an otherwise standard model of exchange-rate-

based stabilizations dramatically improves its ability to rationalize observed real exchange rate

dynamics.
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1. Introduction

There is a large literature that studies the macroeconomic impact of exchange-
rate-based stabilizations. This literature has made substantial progress in explaining
the behavior of consumption, investment, and the current account during
stabilizations (see Calvo and V!egh (1999) for a recent survey). In contrast, the
behavior of the real exchange rate (RER) in these episodes remains difficult to
understand.

In this paper we discuss whether the costs of distributing tradable goods
(transportation, wholesaling, and retailing) are important to understand movements
in the RER during exchange-rate-based stabilizations. To be concrete, we focus our
analysis on a widely studied stabilization episode: Argentina’s 1991 Convertibility
Plan.

The standard model used to study exchange-rate-based stabilization features two
types of goods: tradables and non-tradables. Purchasing power parity (PPP) is
assumed to hold only for the tradable good. As a result all RER movements are
associated with changes in the relative price of non-tradable goods.1 This standard
model has serious problems along three dimensions. First, there is evidence that
relative PPP does not hold for tradable goods (see, for example, Isard, 1977;
Giovannini, 1988). Second, and more surprisingly, Engel (1999) shows that
movements in the US RER are driven almost exclusively by changes in the prices
of tradable goods. Finally, calibrated versions of the standard model produce RER
movements that are much smaller than those observed in the data.

Our analysis of the Argentina Convertibility Plan confirms the deficiencies of the
standard model along these three dimensions. We find that relative PPP does not
hold for the retail price of tradable goods in Argentina. We also find that most of the
variation in Argentina’s RER is due to changes in the retail prices of tradable goods.
Finally, the RER appreciation in Argentina was much larger than what the standard
model would predict. Argentina’s RER appreciated by 24.1% between April 1991,
when the Convertibility plan was enacted, and April 1993.2 In contrast, in a
quantitative study of the effects of exchange-rate-based stabilizations in Argentina,
Rebelo and V!egh (1995) find an upper bound of 4% for the RER appreciation.3

We document that distribution costs are very large for the average consumer good:
they represent more than 40% of the retail price of these goods in the US and
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1For examples of analyses of exchange-rate-based stabilizations that rely on variants of the standard

model see Calvo and V!egh (1993), Roldos (1995), Uribe (1997), and Mendoza and Uribe (1999). For an

analysis of this class of models in a business cycle context see Stockman and Tesar (1995). Betts and Kehoe

(1999) explore a more elaborate version of the tradables/non-tradables setup in which different goods vary

in their degree of tradability.
2This RER appreciation is similar to that of other exchange-rate-based-stabilizations. Calvo and V!egh

(1999) estimate that the RER appreciates on average 20% between the year prior to the stabilization and

the second year of the stabilization period in the seven stabilization episodes in their sample.
3Rebelo and V!egh (1995) report their results in terms of the relative price of non-tradable goods. Their

upper bound of 8% for the increase in the relative price of non-tradables translates into a 4% RER

appreciation.
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