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Abstract

We explore the negative balance sheet e�ect of foreign currency borrowing on the exchange
rate pass-through to domestic prices. Exploiting a large unexpected devaluation episode in Ko-
rea in 1997, we show that firms with higher foreign currency debt have indeed experienced
balance sheet deterioration and faced lower growth rates of sales, net worths, and price-cost
markups. We then empirically document that a sector populated by firms with higher foreign
currency debt exposure prior to the crisis experienced a larger price increase. Building a het-
erogeneous firm model with financial constraints, we quantify the role of foreign currency lia-
bilities in explaining the exchange rate pass-through to prices and find that 20% to 80% of the
sectoral price changes during the crisis can be explained by the balance sheet e�ect of foreign
currency debt alone. We emphasize the role of strategic complementarity in amplifying the
sectoral price increase.

JEL classification: D22, E31, E44, F31, F34
Keywords: Exchange rate pass-through, Financial constraints, Strategic complementarity, Balance
sheet e�ects, Price setting, Asian Financial Crisis

�Email: junkim3994@kdi.re.kr, Korea Development Institute.
†Email: annie.lee.econ@gmail.com, Johns Hopkins University.
‡This paper is based on authors’ PhD dissertation at the University of Wisconsin-Madison. We are indebted to

our advisor Charles Engel for invaluable discussions, guidance and support. We are grateful to Dean Corbae, Dmitry
Mukhin, Kim Ruhl and Kenneth West for their helpful advice and comments. We thank Manuel Amador, Kenza Ben-
hima (discussant), Yan Bai, Valentina Bruno, Roberto Chang (discussant), Anusha Chari, Barry Eichengreen, Takatoshi
Ito, Sebnem Kalemli-Ozcan, Yun Jung Kim, Tim Kehoe, Sai Ma (discussant), Isabelle Mejean, Matias Moretti (dis-
cussant), Hyejin Park (discussant), Diego Perez, Helene Rey, Andrew Rose, Ilhyock Shim, Vania Stavrakeva, Linda
Tesar, Christoph Trebesch, Jing Zhang (discussant) and numerous seminar and conference participants at the Univer-
sity of Wisconsin – Madison, Minnesota–Wisconsin International/Macro Student Workshop Fall 2019 & Fall 2020,
Midwest Macro Fall 2019, Korea International Economic Association 2022 Winter Conference at Seoul National Uni-
versity, Ohio State University, Yonsei University, University of Seoul, NBER East Asian Seminar on Economics 2023,
Washington Area International Finance Symposium, CEPR 3rd WE_ARE_IN Macroeconomics and Finance 2023,
4th Women in International Economics Conference, Johns Hopkins University, ASSA 2024, NBER International Fi-
nance and Macroeconomics Program Meeting Spring 2024, and CEPR WE_ARE Virtual Seminar Series for helpful
comments.

1


	1 Introduction
	2 Literature Review
	3 Empirical Analysis
	3.1 Data and Summary Statistics
	3.2 Negative Balance Sheet Effects of FC Debt: Firm-level Regression
	3.3 FC Debt Exposure and Price Dynamics: Industry-level Regression

	4 Model
	4.1 Market Structure
	4.2 Firms' Technology
	4.3 Recursive Formulation and Equilibrium

	5 Calibration
	6 Inspecting Mechanism: Policy Function Analysis
	7 Quantitative Analysis
	7.1 Model Simulations of Industry Price Dynamics
	7.2 Model Simulations of Firm Dynamics

	8 Counterfactuals: Quantifying Balance Sheet Effects 
	9 Conclusion

