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Abstract
This paper builds a general equilibrium model with working capital and currency substitution and uses this model to assess welfare gains from disin‡ation. It is found that welfare gains
from disin‡ation are higher when the baseline in‡ation rate and the elasticity of substitution
between foreign currency and domestic deposits are higher. Indeed the gains from disin‡ation
can be quite large compared previous studies especially for moderate rates of in‡ation if the
two assets are highly substitutable under the baseline scenario. After the benchmark economy
is speci…ed, the model is used to assess welfare gains from disin‡ation for a given level of …nancial development. The model implies that, higher currency substitution is welfare enhancing
for high in‡ation rates but not for moderate and low in‡ation rates. In other words, currency
substitution is not necessarily welfare enhancing.
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Introduction

This paper studies the welfare gains from reducing in‡ation in a high in‡ation economy with
currency substitution and reaches several important results. First, it is found that the welfare
gains from reducing in‡ation can be quite large compared to previous papers, mainly Cooley and
Hansen (1989), Lucas (2000), and Henriksen and Kydland (2009). Second, the welfare cost function
is steeper if the baseline in‡ation rate is higher. In other words, potential welfare gains from
disin‡ation are higher for economies with prolonged high in‡ation rate periods. Third, a higher
baseline rate of substitution between currencies makes the welfare cost function steeper especially
for lower in‡ation rate levels meaning that welfare gains from reducing in‡ation rate at moderate
levels of in‡ation is much bigger for economies with a high degree of currency substitution. Fourth,
under the baseline calibration, currency substitution mitigate the welfare cost of in‡ation greatly
for a given level of …nancial development for high in‡ation rates. However, this result is overturned
for moderate in‡ation rates. In general model implies that the availability of a foreign currency
whose return is immune to in‡ationary pressures does not necessarily increase the welfare in the
overall economy.
Starting with Bailey (1956), welfare cost of in‡ation has been widely explored. However the
literature has so far mostly focused on developed economies which are characterized by low in‡ation
rates. This leads to two potential problems for assessing the welfare gains from disin‡ation in high
in‡ation economies by using the previous literature. Firstly, because they were tailored for the
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