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Appendix 2: Quotations

To document statements in the main text, | have quoted at length from some sources.
Copyright remains with the copyright holders. Important words or phrases from the quotations
are highlighted in yellow; some of my comments are highlighted in blue. Where no page number
is given, the article in question was either just one page long or | viewed it through an electronic
source, such as Nexis or aWeb browser, that did not list page numbers.

Pierre-Richard Agénor (Lead Economist and Director of Macroeconomics and Policy
Assessment Skills Program, World Bank)

“The key elements of the [Convertibility] plan consisted of afixed exchange rate and a changein
the central bank charter. The exchange rate was fixed at 10,000 Australes per dollar, and future
exchange rate changes were required to authorized by congress, rather than left to the discretion
of the central bank. The Austral was made fully convertible for both current and capital account
transactions, and use of the U.S. dollar as unit of account and means of exchange was legalized.
More importantly, the central bank was legally enjoined from printing morey to issue credit to
the government. Money could be printed only to purchase foreign exchange. In effect, this
converted the Argentine central bank into a semi-currency board.

[Footnote to last sentence above] Severa loopholes in the central bank legidation
actually gave the Argentine central bank powers beyond those of a pure currency board.
Government dollar-denominated debt held by the central bank could be counted (up to a
maximum amount) as foreign exchange reserves, and the central bank’s monetary liabilities were
permitted to exceed its stock of foreign exchange reserves—by [a] maximum of 20 percent from
1991 to 1995, and 33 percent subsequently—in exceptiona circumstances, a measure that was
intended to permit the bank to cope with financial distress in the domestic banking system.
However, except during the Tequila crisis of 1995 (described below) the foreign exchange cover
of the central bank’s monetary liabilities was maintained at 100 percent.” Agénor and Montiel
(1999, pp. 386-7)

Robert Z. Aliber (professor of international economics and finance, Univer sity of Chicago)
“’As long as Brazil’s currency was dlightly overvalued, Argentine firms weren’'t having
difficulties in Brazil. Now they are’ said Robert Aliber, an international economist at the
University of Chicago.” Aliber (1999)

“Argentina s attempt to link its peso one-to-one with the U.S. dollar has effectively failed
after a 10-year attempt. The economic policy was a ‘fiscal disaster’ said Robert Aliber, professor



at University of Chicago’s Graduate School of Business, because of the mismatched exchange
ratio.

“’In some sense this has been a widely anticipated event,” he said. To that end, U.S.
ingtitutions should be positioned to weather the effects.” Aliber (2001)

“In effect, [under a currency board] the central bank gives up any semblance of monetary
independence; the money supply increases when the country has a payments surplus and falls
when the country has a payments deficit.” Aliber (2002, p. 9) Aliber does not describe any
particular country as having a currency board.)

Mark Allen deputy director, Policy Development and Review Department, International
Monetary Fund; deputy director during Argentine crisis)

“In most cases, downward adjustment in nominal wages and prices is slow, politicaly difficult,
painful, and leads to a reduction in real growth (as evidenced by Argentina's difficulties in
implementing such policies under the constraints of its currency board.)

“Similaﬂ.)./, Argentina more recently introduced capital cortrols in combination with a freeze on
bank deposits when exiting from its currency board arrangement and suspending payments on its
sovereign debt.” Allen, Rosenberg, Keller, Setser, and Roubini (2002, pp. 29, 33)

“The plan adopted in 1991 centered on the establishment of as firm a nomina exchange rate as
possible, i.e., acurrency board peg to the US dollar, macroeconomic policies consistent with this
anchor, and a sweeping structural reform programme.”

“The Convertibility Law, involving most of the elements of a currency board,.... However,
exchange rate-based stabilizations have a number of costs, including the danger that the residua
inflation will push the real exchange rate to a point that it endangers competitiveness.” Allen
(2003, pp. 121, 122-3)

David E. Altig (vice president and director of research, Federal Reserve Bank of
Cleveland)

“In 1991, Argentina established a currency board that fixed a one-for-one exchange rate
between pesos and the U.S. dollar. To guarantee free conversion at this rate, the Convertibility
Law that established the currency board requires Argentina’s central bank to back the peso
monetary base fully with reserves dominated in U.S. dollars or in currencies easily converted
into dollars. The central bank holds these reserves as dollar-denominated deposits or other
interest-bearing instruments.

“Although the new monetary institution created by the Convertibility Law is not a pure
currency board, such an unadulterated arrangement is a useful benchmark from which to begin
thinking about Argentina's monetary structure. The monetary base of a country with a pure,
dollar-backed currency board can change in response to adjustments in U.S. monetary policy, to
shifts in overal demand for dollars, or to swings in the worldwide distribution of dollars.
Holding all else constant, for example, a U.S. monetary expansion would raise the U.S. price
level relative to the Argentine price level and put downward pressure on the peso price of
dollars. To defend its peg, the Argentine currency board would trade pesos for dollars,
effectively expanding its own monetary base in concert with the change in the supply of dollars.



“Though not a pure currency board, Argentina’ s arrangement ties its monetary policy to
that of the United States. By 1995, its inflation rate approached U.S. levels. By adopting a
currency board, Argentina traded monetary independence for the credibility associated with
Federal Reserve policies.

“ Argentina contemplated these problems [of the tradeoff between rules versus discretion
in monetary policy] when instituting its monetary reforms and, in contrast to a pure currency
board, elected to retain some latitude for discretionary policies. The central bank may, for
instance, hold up to one-third of its reserves in dollar-denominated Argentine government bonds,
but it may not increase its holding of these bonds by more than 10 percent over the previous
year's average (except in emergencies and then only with congressional approval). Although the
government has never used this provision, transacting in Argentine government debt allows the
central bank to alter the monetary base.” Altig and Humpage (1999, pp. 2-3)

“Even at the height of success, however, there were indications that the currency board
was not an absolute panacea. The perception that the peso remained a relatively risky bet was
hard to shake, and investors in peso-denominated securities demanded higher interest rates as
compensation for bearing this risk. What's more, the magnitude of the risk premia tended to be
quite volatile, suggesting that the economy remained susceptible to speculative attack.

“In January 1999, thenPresident Carlos Menem proposed complete dollarization, in
effect eliminating the peso entirely. Although dollarization would have had little technical
advantage over the existing currency board arrangement, many proponents of dollarization
argued that markets had retained some residual doubt about the long-run viability of the board,
doubts that only complete elimination of a circulating peso would vanquish.

“But the drive for dollarization was not to be, and the fears that the currency board would
prove unstable were al too prophetic. As of February 11, the peso was wholly untethered from
the dollar, and the last vestiges of the currency board, in the process of being dismantled since
late last year, were finally reduced to rubble.

“The advocates of dollarization may have seen it coming. Argentina had begun the
recession from which it has yet to recover in mid-1998, as fears mounted that the faltering
Brazilian economy would place irreparable strains on the Argentine economy. The problems of
the country, however, appear to be more fundamental than the details of its monetary
arrangements. Writing in the January 9 edition of the Wall Street Journal, the Cato Institute's
Brink Lindsey quoted a survey conducted by Harvard University and the World Economic
Forum’s 2000 Global Competitiveness Report showing that, of 59 countries studied, Argentina
ranks ‘40th in frequency of irregular payments to government officials, 54th in the independence
of thejudiciary; 55th [in] litigation costs; 45th for corruption of the legal system; and 54th in the
reliability of police protection.” (The questions of the survey were asked such that high numbers
are bad.)

“These statistics reveal an overwhelming fault in Argentina's political infrastructure. It is
not surprising that truly independent central banking could not be sustained in such an
environment. Asif to underscore the point, the disintegration of the currency board took shapein
May 2001 when Fernando de la Rua dismissed Pedro Pou, the central bank governor, for
resisting attempts to weaken the country’s promise of peso parity with the dollar.

“In the case of Argentina, the reforms that gave rise to the currency board were not
sufficient in the absence of broader institutional reform. But that fact should not mislead us into



the false belief that long-term prosperity can be achieved in Argentina (or any country) without a
strong, stable, and credible monetary gandard. A currency board, dollarization, or the like may
not be a sufficient condition for prosperity, but it is certainly a necessary one.” Altig (2002a, p.
2)

“Thelist of currency boards shrunk early this year with the very visible departure of Argentina.”
Altig and Nosal (2002, p. 1)

Caroline Atkinson (senior director of Stonebridge International, formerly [1997-2001] U.S.
Treasury, including senior deputy assistant secretary for international affairs of U.S.
Treasury, alsoformerly [1983-1994] assistant director of International Monetary Fund)
“Argentina s widely signalled collapse was precipitated by the kind of policy conflict that
the IMF and others have long warned against: an attempt to maintain a fixed exchange rate that
was incompatible with the growth needed for political survival. The international community can
be faulted for financing this attempt for too long, or for going along with a series of unrealistic
fiscal targets as market financing for the budget dried up. But the decision to stick with the
currency board was made in Buenos Aires, not dictated by Washington.” Atkinson (2002)

Nancy Neiman Auerbach (assistant professor of international political economy, Scripps
College) and Aldo Flores-Quiroga (assistant professor, Claremont Graduate Univer sity)

“The case of Argentina, which through a currency board officially tied its currency to the
dollar from 1991 to 2001, illustrates both the macroeconomic costs and benefits associated with
dollarization. The currency board adopted a decade ago successfully ended Argentina’ s bouts
with hyperinflation, but the inflexibility of the exchange rate is also ‘largely to blame for the
country’ s inability to cope with arun of bad news,” most notably the devaluation of the Brazilian
cruzado.” Auerbach and Flores-Quiroga (2003, p. 268) (Actually, Brazil’s currency was by then
caled thereal.)

Sebastian Auguste, Kathryn M. E. Dominguez, Herman Kamil, and Linda L. Tesar (all
University of Michigan; Dominguez is professor of public policy and economics and Tesar
isprofessor of economics)

“Argentina s currency board was established in March 1991, triggering a stock market boom that
lasted until June 1992.” Auguste and others (2003, p. 4) (Thisis brief remark is al the discussion
of the convertibility system they have, other than to note that it ended in January 2002. The
Convertibility Law was passed in March 1991, but the convertibility system began operating on
April 1,1991.)

Werner Baer (professor of economics, University of Illinois at Urbana-Champaign), Pedro
[Luis] Elosegui (Universidad Nacional de la Plata, Argentina), and Andrés Gallo (assistant
professor of economics, University of North Florida, Argentine origin)

“One of the main features of neo-liberalism in Argentina was the ‘ Convertibility Plan,” which
was basically a ‘Currency Board’ system. The essentia feature of this plan was to tie a new
Argentinian peso to the dollar on a one-to-one basis, eliminate the power of the government to
finance budgets through the Central Bank and restrict new money creation to the inflow of
foreign exchange.



“Asthe peso was initially substantialy overvalued (due to an initially lingering inflation rate that
was higher than that of some of its magjor trading partners and to the large capital inflows in the
first years of the Convertibility Plan), the resulting trade deficits made the government try to
counteract this by occasionally reverting to higher tariff levels (or artifices, such as special taxes
on certain foreign products, which amounted to higher tariffs) and/or the use of nontariff
barriers to imports. Measures were also tried to counter the overvaluation by increasing
productivity levels, which contributed to growing levels of unemployment.” Baer, Elosegui, and
Gallo (2002, pp. 64, 67)

Martin Neal Baily (senior fellow of Institute for International Economics, formerly [1999-
January 2001] chairman of Council of Economic Advisers, also formerly professor of
economics, University of Maryland)

“Argentina had taken the powerful but dangerous medicine of fixing its exchange rate to the US
dollar in order to establish credibility for its moretary policy and reduce inflation. It had also
taken major steps to establish a sound financial system, encouraging international banks to take
over Argentine banks and ensuring these banks had adequate reserves and were well regulated.
Given that growth was strong over this period, it should have been possible for government
deficits to remain low and for the debt to GDP ratio to grow modestly or even decline. That was
not the case. The debt to GDP ratio rose from 29 percent in 1993 to 41 percent in 1998, despite
the fact that reported government deficits were rather small.

“A serious problem in Argentina, paraleled until recently in Brazil and Russia, is that
spending decisions are made at the regiona or local level, but the central or federal government
is responsible for the resulting debts....This problem is intensified if a significant faction of the
debt is held internationally and denominated in dollars, as was he case in Argentina. As
confidence erodes, interest rates rise and the problem of debt service increases, even if the level
of debt to GDP is not high by the standards of developed countries. Argentina became vulnerable
to crisis because of its fixed exchange rage and its fiscal problems.

“In early 1999 the Brazilian real was alowed to float and the exchange rate dropped
sharply....the Argentine peso had become unsustainably overvalued....And in the course of
responding to the crisis, the government has managed to bankrupt its previously sound banking
system.” Baily (2003, pp. 27-8)

Toméas J. T. Balifio, Charles Enoch, Alain 1ze, Veerathi Santiprabhob, and Peter Stella (all
International Monetary Fund at the time)

“Currency board arrangements (CBAS) have undergone a revival. Four countries have
undertaken IMF-supported adjustment programs with a CBA, Argentina, Djibouti, Estonia, and
Lithuania.

“In its simplest form, a CBA can be defined as a monetary regime based on an explicit
legislative commitment to exchange domestic currency for a specified foreign currency at afixed
exchange rate, combine with restrictions on the issuing authority—the currency board—to ensure
the fulfillment of its legal obligations. This structure implies that domestic currency can be
issued only against foreign exchange and that it remains fully backed by foreign assets. Thus it
eliminates traditional central bank functions like monetary regulation and the lender of last resort
(LOLR); such a CBA is defined in this paper asa‘pure CBA.’



“Even though CBAs do not require a full-fledged central bank for their operation, the
currency boards of Argentina, Estonia, and Lithuania were established in institutiona
frameworks encompassing an existing central bank, which retained some or all of its traditional
functions.

“In addition, the backing rule eliminates (or strictly limits, when less than 100 percent of
the base is backed) the scope for issuing unbacked monetary liabilities, hence ensuring that the
CBA does not run out of foreign reserves to maintain the parity. While the central bank may till
give credit to banks (or government), it can only do so if it holds foreign reserves in excess of
what is necessary to back the monetary base.” Balifio and others (1997, pp. 1-4) (Actualy, an
orthodox currency board does not give credit to banks or the government even if it has reseves
exceeding 100 percent of its monetary liabilities.)

Robert J. Barro (professor of economics, Harvard University)

“For Argentina, the soundness of the currency is guaranteed by the convertibility law (1
peso = 1 U.S. dollar) and the central bank’s charter, which requires full backing of the monetary
base by international reserves. Some questions arise about the definition of these reserves
(whether they should include a small quantity of dollar-denominated government bonds and
whether they should subtract obligations to international organizations), but the important point
is that changes in the monetary base have been closaly linked to movements in the balance of
payments. Thus, figure 3 shows that the movements in the base since 1991 have nearly matched
the variations in international reserves [apparently these are gross reserves, because they always
exceed the monetary base for the period January 1991-Apri 11, 1995 that the figure covers]. In
this sense, the Argentine monetary system has functioned as a currency board.

“(A currency board is an arrangement whereby the monetary authority issues paper
currency notes only at a fixed rate of exchange with a designated reserve medium, such as gold
or a specified foreign currency. The domestic quantity of money in the form of currency rises
only when people bring to the authority an equaly valued amount of reserves, and the domestic
quantity of currency falls only when people bring back these notes to exchange for reserves. If
the monetary authority begins with reserves that are at least equal in value to its outstanding
currency, then it always has enough reserves to buy back all of this currency at the designated
exchange rates. Therefore, it can always maintain the exchange rate between currency and
reserves as long as it never cheats by using reserves to buy something other than its currency.
Problems can arise, however, if the authority uses reserves for other purposes, for example, to
make |oans to governments or private banks.)” Barro (1996, pp. 45-7)

“The [Mexican] bailout also did not avoid sharp economic contraction and high inflation—both
much worse than in Argentina, which ties its money supply directly to its international reserves.”
Barro (1998)

“Argentina’ s disciplined monetary policy stands in stark contrast with that of some of its
neighbors. At the beginning of the 1990s, Argentina enacted an array of economic reforms,
including a currency-board type of monetary system This regime ensured a fixed exchange
rate—one peso to the dollar—and thereby promoted stability in prices and interest rates. Other
Latin American countries, such as Brazil and Mexico, instituted some economic reforms but
failed to make basic changes in monetary institutions. These countries adopted the worst-of-all-



worlds system in which exchange rates neither float nor are genuinely fixed. Hence, they have
suffered from volatility in exchange rates, inflation rates and interest rates.” Barro (1999)

“Argentina adopted a currency board in 1991. The Argentine economy did well on
average until 1999, but there is substantial controversy as to how much the current recession
stems from this link to the strong U.S. dollar. | would argue that Argentina’s economic future
would be jeopardized by elimination of the currency board and that a better course would
involve full dollarization” Barro (2000)

“Cavallo’s program can be understood as a reaction to two concerns, the size of the fiscal deficit
and the overvaluation of the currency. Wary of the fate of Lopez Murphy, Cavallo proposes to
end the deficit not by trimming public outlays but by raising taxes. The main new revenue device
isalevy on financial transactions through the banking system.

“There are several problems with this approach. One is that the economy would actually
benefit more from lower spending than from higher taxes. In fact, Argentina needs to boost its
low level of investment by cutting the high tax rates on business income. Another problem is that
the new tax will highly distort the financial system, pushing Argentines to use offshore banks
and pay in cash.

“Cavallo also seeks to ease worries about default on public debt by persuading
corporations and banks to hold more government bonds. The payoff to the banks—if the central
bank can be induced to ease its tough policy on reserve requirements—is that these bonds would
count, in part, as reserves. Unfortunately, this change could make banks riskier enterprises.

“The appreciation of the peso—caused by the dollar link and the strength of the dollar—
has made Argentinean goods and labor too expensive. The market reaction is for Argentina's
prices and wages to fall, but this deflation takes time, and unemployment rises in the meantime.
The challenge is to avoid the contraction without jeopardizing currency convertibility, the central
pillar of the 1990s revival.

“Cavallo’ s proposals tinker with convertibility without abandoning it. He tries to devalue
without officially devaluing by enacting a sharp rise in import duties on consumer goods. The
adverse consequences of this protectionism are well known, and the announcement that the
tariffs are temporary is not reassuring.

“Cavalo wants to replace the peso’s link with the U.S. dollar with a tie to a 50-50
dollar/euro basket, but only after the euro appreciates to parity with the dollar. The inclusion of
the euro is understandable because Argentina's trade with the euro zone has been comparable to
its trade with the U.S. However, the timing is odd if, as President Bush just proposed in Quebec,
we are headed for a Free Trade Area of the Americas. The idea of waiting for dollar-euro parity
isalso confusing. If Cavallo knows that the euro will appreciate, then he could solve Argentinas
fiscal problems by speculating in the euro.

“Cavallo’'s plan is especially puzzling because the fiscal deficit (2% to 3% of GDP) and
deflation are not much different from previous years in which the economy was growing. The
crisis really is one of confidence, but financial markets would be reassured more by a coherent
plan for reform of state spending, rather than a short-term revenue fix by hiking taxes.
Confidence also requires maintenance of dollar convertibility, but announcements of new kinds
of pegs, combined with pressures on the central bank to ease, undermine this confidence. That is
why interest rates in Argentina are so high.



“I would have preferred a bolder plan: full dollarization of the Argentine economy,
subject to negotiations with the U.S. to extend free-trade status to Argentina. This deal could also
include compensation for conversion to the dollar.” Barro (2001a) (I consider an appea to “the
strength of the dollar” deficient as a definition of overvaluation because it is not specific about
what measurement it uses.)

“When Mr. Cavalo was reappointed economy minister in March, many observers,
including me, were optimistic that he would restore Argentina to economic soundness. However,
the initial proposals were disappointing--a new tax on financial transactions, duties and subsidies
on foreign trade, tinkering with the currency board--and financial markets were not impressed.
Missing was a commitment to curb government spending and, thereby, achieve fiscal balance.

“Since 1991, Argentina has been operating under two key principles for the public sector.
The first is ‘Do not devalue,’ enshrined in the convertibility law, which created a type of
currency board that fixed the value of the peso at $1. Reinforcement comes from the widespread
dollarization of the economy. Here, most short-term benefits from devaluation and inflation are
eliminated. In fact, the many dollar obligations of banks and companies imply that devaluation
would cause a spate of bankruptcies. Hence, the usual temptation to devalue and inflate does not
exist, and this absence of temptation strengthens the credibility of the convertibility law.

... The simple and clear convertibility law has been a pillar of Argentina's enhanced
credibility during most of the ‘90s. Maintaining this credibility is more important than attaining a
somewhat better form of currency basket. Instead of changing the basket, my preference would
be to opt for a full dollarization that included the use of U.S. dollar bills in Argentina.” Barro
(2001b)

“In addition, severa countries have adopted currency boards, including Hong Kong, Argentina,
and Lithuania with the dollar and Estonia and Bulgaria first with the German mark and later with
the euro.” Alesinaand Barro (2002, electronic source, no page numbers)

Gary S. Becker (professor of economics and sociology, University of Chicago, Nobel
Memorial Prize winner)

“Argentina tamed inflation by taking control of the peso supply. The government set the
peso at afixed rate of exchange of one to one with the dollar and fully backed the issue of pesos
with dollar reserves. Its money supply can increase only when foreign reserves grow, either
because of capital inflows or an excess of exports over imports Using an arrangement similar to
Argentina's, Brazil drastically cut its inflation rate from over 900% in 1994 to 10% in 1996, and
astill lower rate so far in 1997.” Becker (1997)

“The world financial crisis also affected Argentina, but its experience offers an
instructive contrast to Brazil and these Asian nations. Argentina's finances so far have survived
in much better shape mainly because it is committed to arigidly fixed exchange rate between the
peso and the dollar. Not only is the rate pegged at one-to-one, but all domestic transactions can
be made in either currency, and local deposits are held in dollars as well as pesos. The
government fully backs all pesos in circulation with dollar reserves, which prevents arbitrary
printing of pesos to finance government spending.” Becker (1999a)



“By contrast [with flexible exchange rateg], rigidly fixed rates—either via currency
boards, as in Argentina and Hong Kong, or through adoption of one of the international
currencies (so-called ‘dollarization’)—do prevent countries from financing expenditures simply
by printing money. These systems require nations to have foreign reserves as backing for their
currencies. Dollarization is being discussed by Mexico and Argentina to impose more stringent
controls over state spending.” Becker (1999b) (I consider this passage plus the 1997 passage
barely adequate as a definition of a currency board.)

“Others attribute Argentina' s collapse to convertibility because the fixed exchange rate
raised the cost of its goods on world markets as the dollar gained in value in the 1990s. Clearly,
Argentina could have benefited by floating the peso earlier, perhaps in 1999, when Brazil
devalued. However, | do not believe an overvalued peso was the major contributor to
Argentina's current economic difficulties. Exports account only for some 10% of the nation’s
GDP and rose as the dollar appreciated.” Becker (2002) (I consider an appeal to the strength of
the dollar deficient as a definition of overvaluation because it is not specific about what
measurement it uses.)

Andrew Berg (division chief, Development I ssues Division, Policy Development and Review
Department, International Monetary Fund; formerly [2000] deputy assistant secretary for
East Asia and Latin America, U.S. Treasury)

“Meanwhile, it has become clear that even currency boards are not immune to costly speculative
attacks: for example, Argentina and Hong Kong SAR suffered from episodes of financial
contagionin recent years that resulted in sharp increases in interest rates and recessions.”

“Is dollarization, then, a better exchange rate regime for developing countries? To
simplify the discussion, we compare the merits of dollarization to those of its nearest
‘competitor’ —the currency board. Under a currency board arrangement, the monetary authorities
commit to trade foreign exchange for domestic currency on demand at a fixed rate of exchange.
This is the only mechanism the central bank can use to increase the base money supply—there is
no extension of domestic credit to the government or banks, for example. Thus, the domestic
currency is fully backed by a corresponding stock of foreign exchange. A focus on comparing
dollarization to currency boards captures the main implications of dollarization and how its
effects differ from those of adopting a firm peg. Furthermore, much of the current discussion
about dollarization has been motivated by suggestions that Argentina should take the next step:
moving from its currency board, with a one-to-one fix between the peso and the dollar, to full
dollarization” Berg and Borensztein (2000, pp. 38, 39)

“In Argentina, both peso- and dollar-denominated interest rates have tended to come
down since the convertibility plan (currency board) was implemented in 1991.

"‘”Under the rules of the currency board the [Argentine] government is required to hold
sufficient foreign reserves to back the domestic currency, and thus cannot ‘ consume’ the annual
issue of currency by financing public spending, for example.” Berg and Borenszstein (2003, pp.
75,98 n. 12)



“In early 2002, Argentina's 11-year-old currency board system collapsed during an intense
financia crisis.” Berg, Borensztein, and Mauro (2003, p. 24)

C. Fred Bergsten (director, Institute for International Economics, formerly assistant
secretary for international affairs, U.S. Treasury)

“Superficially, the mgor country vulnerable to a spillover effect might be thought to be
Argentina, because it is the only other prime case with alarge current account deficit and a fixed
exchange-rate ‘anchor.” A closer analysis suggests that Argentina is in fact much more resilient
than the Mexican case. Its current account deficit is only about one-third as large relative to
GDP. Its reserves are high. Its currency board system precludes a rapid rundown in reserves
without a corresponding reduction in the money supply, which would induce higher interest
rates, price restraint, and other partly corrective mechanisms. Importantly, Argentina aready
stretched out its domestic short-term debt in the Bonex plan of 1989, so it does not have large
amounts coming due posing exchange market pressure.” Bergsten (1995, electronic source, no
page numbers)

“If a country wants to avoid the costs of both currency flexibility and capital controls, and
therefore seeks maximum credibility for its fixed exchange rate, one approach is to instal a
currency board as in Argentina since 1991 and Hong Kong since 1983. Under that approach, a
country only issues local currency that is fully backed by a foreign currency (the dollar in both
these cases) at a fixed rate. Such an arrangement proscribes the national authorities from
changing the rate or conducting an autonomous monetary policy. The currency board thus
substitutes for a central bank (which inter alia means that the country will probably not have a
lender of last resort to respond to internal financial crises, a point to which | return below).

“Even a currency board may not achieve full credibility, however. The country could
change the laws by which the board was established, or at least the ironclad rules under which it
is supposed to operate. Even Argentina, whose currency board has achieved considerable
credibility, still experiences interest rate increases of about 3 percent whenever US interest rates
rise by 1 percent—whereas dollarized Panama experiences arise of less than 0.5 percent.

“Fixed rates, unless carried to the extreme of monetary union, as in Europe, or a currency
board, as in Argentina or Hong Kong, have proved too prone to degenerate into costly over- and
undervaluations.” Bergsten (1999, electronic source, no page numbers)

“Argentina had a history of hyperinflation. They wiped that out in a stroke by pegging their
currency to the dollar and essentially importing the stability in prices that we experience in the
United States. The problem was that they had no exit strategy from that rigid arrangement.

“Over the next few years, Argentine inflation, though it had come down a lot, was still
much higher than inflation in the United States and other countries. But with the rigid exchange
rate relationship, Argentine products became increasingly overpriced in world markets. They lost
export sales. Imports became cheap and flooded in. Their trade deficit soared. It weakened their
economy and eroded their reserve. In addition, they were unable to conduct any kind of domestic
monetary policy to respond to the problem.” Bergsten (2001) (I consider this definition of
overvaluation as deficient because it does not specify what index is involved.)
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“Fourth, what was the role of Argentina’s currency board both in the initial success and
ultimate collapse of its efforts to achieve and maintain both price stability and economic success?
Was the mechanism flawed or was it the implementation that failed in this case?’ Bergsten
(2002b, pp. vii-viii)

Nancy Birdsall (president, Center for Global Development, formerly executive vice-
president, Inter-American Development Bank)

“The seeds of the trouble were planted well, I'd say, in the late ‘90s when spending went on,
public spending was too high, borrowing was too great, the government was locked in as its
people wanted to a monetary policy, which prevented it from printing too much money and
inflicting inflation on people; but it had the escape valve of borrowing. And it borrowed a lot to
spend on some waste and some corruption, particularly from the point of view of Argentine
citizens so it got into deeper and deeper trouble.” Birdsall (2002a)

“I’ve divided up what went wrong into five points, and I'll just go through them quickly.
The first is the fixed exchange rate. The second, what | would call not really bad, but less than
fabulous fisca management all through the "90s. The third is bad politics, to which we can
attribute some of the fiscal problems. The fourth is bad parenting from outside advisors of a
favored adolescent, you might say or a star pupil, some have said, and finaly, really, really bad
luck in the last few years.

“Then, [under the ‘bad luck’ category,] you have a terms of trade shock, which I dont
know it’ s been remarked that much. A colleague at the World Bank told me that grain prices 17
were the lowest in 1997 for Argentina and have stayed that low that they ve been since 1972, and
you compound that with alot of protection against agriculture in the European market and in the
U.S. market, | guess.

“Then, you had the Brazil devauation in ‘99. All along, you have this strong dollar,
peculiarly strong, particularly with respect to the Euro, and then boom, you have global
recession. So, any hope of muddling through really disappeared.

“It's unfortunate it [the Argentine default] had to happen, but it was the right thing, but |
disagree that the devaluation was necessary, and in fact, think that the devaluation was a huge
mistake after all the others that have been perpetrated in Argentina.

“In other words, the maintenance of convertibility, perhaps in slightly altered form was
the least of the evils. It doesrit mean convertibility was perfect. | agree that it wasn't. It was the
least of the evils.” Birdsall (2002b, transcript version, p. 38, 47, 48, 60) (I consider the discussion
of overvaluation, which does not explicitly use that term, barely adequate as a definition of
overvaluation.)

Olivier J. Blanchard (professor of economics, Massachusetts | nstitute of Technology)
“Without any doubt, Argentina’s currency reform of a decade ago forms the roots of today’s
crisis.

“The reason is amost obvious: Argentina is not the United States, and the peso is not the
dollar. Argentina is a little economy of the Southern hemisphere; the US is a large and
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diversified economy of the Northern hemisphere. Argentina exports cows and raw materials,
America exports high tech and services. Argentina trades with Brazil, America with Japan

“Argentina must struggle to attract capital; America sucks in capital from al over the
world. For the two countries to have the same exchange rate is a crime against logic; it proved
itself also acrime against Argentina.” Blanchard (2001)

Argentina s Currency Board [box titl€]

“So, in 1991, Cavallo announced that Argentina would adopt a currency board. The central bank
would stand ready to exchange pesos for dollars, on demand. Moreover, it would do so at the
highly symbolic rate of one dollar for one peso.

“For awhile the currency board appeared to work extremely well....

“Starting in 1999, however, growth turned negative, and Argentina went into a long and
deep recession. Was the recession due to the currency board? Y es and no:

Throughout the second half of the 1990s, the dollar steadily appreciated vis-a-vis other

major world currencies. Because the peso was pegged to the dollar, the peso also

appreciated. By the late 1990s, it was clear that the peso was overvalued, leading to a

decrease in demand for goods from Argentina, a decline in output, and an increase in

trade deficit[g].

The currency board was not fully responsible for the recession. There were other causes

aswell. But the currency board made it much harder to fight it: Lower interest rates and a

depreciation of the peso would have helped the economy to recover, but under the

currency board this was not an option.

“In 2001, the economic crisis turned into a financial and an exchange rate crisis, along
the lines we described in section 21-2:

- Because of the recession, the fiscal deficit increased, leading to an increase in

government debt. Worried that the government might default on its debt, financial
investors started asking for very high interest rates on government debt, making the fiscal
deficit even larger, and, by doing so, further increasing the risk of default.
Worried that the government would give up the currency board and devalue in order to
fight the recession, financial investors started asking for very high interest rates in pesos,
making it more costly to sustain parity with the dollar, and so making it more likely that
the currency board would be abandoned.” Blanchard (2003, p. 454-5)

“Few countries are willing, however, to give up their currency and adopt the currency of
another country. A less extreme way is the use of a currency board. Under a currency board, the
central bank stands ready to exchange foreign currency for domestic currency at the official
exchange rate; furthermore, it cannot engage in openmarket operations, that is, buy or sell
government bonds.

“Perhaps the best-known example of a currency board is that adopted by Argentina in
1991, but abandoned in a crisis at the end of 2001.” Blanchard (2003, p. 456) (I consider the
discussion of overvaluation deficient because it does not specify precisely how the peso was
overvalued. Appreciation does not necessarily equal overvaluation.)

Robert A. Blecker (professor of economics, American University)
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“Unlike an ordinary central bank, a currency board issues money that is backed 100% by
reserves of a hard currency like the U.S. dollar—and the domestic currency is freely convertible
into the hard currency. The exchange rate is fixed by law, not just by currency market
intervention, and monetary policy is targeted dtrictly on maintaining balance-of-payments
equilibrium with a fixed exchange rate. According to [Steve H.] Hanke, countries like Indonesia
and Russia need currency boards to stabilize their economies. In particular, independent currency
boards are supposed to ensure that monetary policy is not influenced by political considerations
and does not deviate from these ‘ultraorthodox rules’ A few countries have adopted currency
boards aready, including Argentina, Hong Kong, and Lithuania (U.S. Council of Economic
Advisors 1999, 289).” Blecker (1999, pp. 129-30)

“Argentina’s fiscal situation, while far from perfect, was not bad enough to account for the
severity of its economic collapse. What really made the Argentine economy fall hard was its
effort to maintain an overvalued exchange rate.

“In the early 1990s, a convertibility plan (including a fixed exchange rate with the dollar)
helped to rid Argentina of hyperinflation and boosted confidence in its economy. But by the late
1990s, the fixed rate had priced Argentine goods out of regional and global markets. As a result,
Argentina developed a huge trade deficit, which contributed to the weak domestic economy,
reduced tax revenue and worsened budget deficit noted by Mr. Blustein.

“ After the repeated emerging- market crises of the 1990s, it should have been obvious that
Argentinas fixed exchange rate could not be sustained.

“Unfortunately, the myth that Argentina's ‘fixed’ exchange rate was less vulnerable to
collapse than the ‘pegged’ rates of other emerging market countries led Wall Street, the U.S.
government and the International Monetary Fund to ignore the warning signs of impending crisis
and keep the loans flowing when it was clear that the loans could never be repaid.” Blecker
(2003)

Alan S. Blinder (professor of economics, Princeton University, formerly vice chairman,
Federal Reserve Board of Governors, and member, Council of Economic Advisers)

“Right now, Brazil is in imminent danger and both Mexico and Argentina are under threat, even
though the economic policies of those nations, while not perfect, have been on balance quite
sound.” Blinder (1998, electronic source, no page numbers)

“l do not believe in a ‘one size fits al’ exchange-rate policy. Particular countries at
particular times may have good reasons to peg their exchange rates to a hard currency. For
example, Brazil's crawling peg and Argentinas currency board (which guarantees the
convertibility of pesosinto dollars) helped rid those nations of hyperinflation in the 1990s. Hong
Kong's currency pard helped restore confidence that was badly shaken in the 1980s by the
prospect of Chinese rule. Some small countries dominated by a big neighbor may deem it either
foolhardy or hopeless to have an independent exchange rate. And fixed rates may be necessary
for other reasons, remember the European Exchange Rate Mechanism, a stepping stone to
monetary union. But these should be viewed as exceptions to a general rule. As globa financia
markets grow bigger and more fluid, the viability of fixed exchange rates that are not literally
locked in place forever (as in a monetary union) diminishes accordingly. Market forces are
simply too powerful relative to the resources at central banks command.
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“In this important respect, we need to recognize that the world of 1999 is quite different
from the world of 1944. Just as fixed exchange rates were the linchpin of the financial
architecture designed at Bretton Woods, floating rates should be the accepted norm in the new
financial architecture.

“Any nation that decides to peg its exchange rate will be well advised to have an exit
strategy--and to use it at a propitious moment before speculators take aim. Forced devaluations
can be disastrous. Think how much easier and smoother the necessary adjustments would have
been if the Mexican peso, the Indonesian rupiah, and the Brazilian rea had floated down
gradualy over a period of months or years rather than dropping abruptly. As George Soros
(among others) has observed, with no fixed exchange rate for a target, speculators have nothing
to shoot at.” Blinder (1999, electronic source, no page numbers)

Michael D. Bordo (professor of economics, Rutgers Univer sity)

“In this light, the highly successful 1991 Argentinean Convertibility Plan, which basically
established a currency board, is perhaps the ultimate tribute to Alberdi’s deep-rooted distrust of
inconvertible paper-money: ...

“...amore permanent pattern of high and chronic inflation, which may finally have been broken
by the quasi-currency board established by the Convertibility Plan” Bordo and Végh (1998. p. 1)

“The time has come for Argentina to abandon its celebrated Convertibility Plan. Now in
its 10th year, the plan deserves praise for helping stabilise the country's public finances and
eliminating hyperinflation. But Argentina needs to follow the lead of advanced countries and
other large Latin American countries, including Brazil and Mexico, and adopt flexible exchange
rates. Such a move would alow the government to implement a well proven modern
combination for fiscal and monetary stability: an independent central bank, low inflation
targeting and budget discipline.

“At the root of Argentina's current turmoil is a fiscal debt that is growing too fast relative
to gross domestic product. Higher taxes or lower public spending would help tackle this problem.
But as Domingo Cavallo, the economy minister, has emphasised, restarting growth is at least as
important. And there lies the most damaging aspect of the strict adherence to the dollar peg, the
core of the Convertibility Plan. The inevitable outcome has been an ever worsening
overvaluation of the Argentine peso that has damaged the country’s competitiveness and
weakened its capacity to attract the foreign exchange it needs for investment....

“In addition, Argentina could consider minimising the effects of a devaluation on balance
sheets by declaring that existing dollar debts would be payable in pesos at the pre-devaluation
exchange rate.

“....After 10 years of low inflation, any further gains in credibility associated with the
currency board are unlikely to compensate for the costs, in terms of appreciation, loss of
competitiveness and stifled growth.

“...Another reason for holding on to convertibility is the fear of a crisis that will surely
occur. But avoiding the costs of the current situation is not an option. The authentic options are
to float—and bite the bullet now—or to postpone the day of reckoning and defend the peg,
which amounts to slow death.” Bordo and Chang (2001)
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Eduardo R. Borensztein (International Monetary Fund)

“But, yet, Argentina has, first of al, a Currency Board arrangement that already comes very
close to using the U.S. dollar and it has a substantial, as Miguel mentioned, amount of
dollarization already driven by the market in terms of bank deposits and loans, in terms of dollar
currency in circulation or contracts and contracts.” Borensztein (1999)

“The impact of changesin the U.S. interest rate (measured by either the ninety-day Treasury Bill
rate or as unexpected changes in the federal funds rate) is generally significant across the board,
but the impact is higher for the currency board countries. For example, an increase of ten basis
points in U.S. interest rates increases interest rates, over a period of five days, by about ten to
twelve basis points in Hong Kong and by about ten to thirty basis points in Argentina but only by
about two to four basis points in [the central banking system of] Singapore; the effect in Mexico
is in fact statistically insignificant due to imprecise estimation.” Borensztein and Zettelmeyer
(2001), pp. 63-5 (page 64 is a graph).

S. Lad Brainard (senior fellow, Brookings Institution, formerly [1999-January 2001]
deputy assistant to the president of the United Statesfor international economics)

“Over the course of the [East Asian financial] crisis, there was a breathtaking change in
thinking about the sustainability of pegged exchange rates. Normally cautious policymakers
recommended restricting future financial assistance to countries adopting currency regimes on
either of two extremes. completely floating exchange rates, or the surrender of monetary
sovereignty either through a currency board or the outright adoption of a major currency, such as
the dollar. The debate rages on today in both academia and policy as unrelenting financial
pressure pushes Argentina ever closer to abandoning its once-celebrated currency board in favor
of either a float or full-fledged dollarization.” Brainard (2002, electronic source, no page
numbers)

Ricardo J. Caballero (professor of economics, M assachusetts I nstitute of Technology)
“Argentina's technocratic management team has recognized this [problem of economic
volatility] and has set an example of good liquidity management within a currency board
system.” Caballero (2001, pp. 29-30)

CharlesW. Calomiris (professor of financial institutions, Columbia University)

“At the same time, as part of the same ambitious program of financial liberalization and
fiscaul austerity, Argentina adopted a currency board, effectively relinquishing power to
determine the domestic money supply. The role of the monetary authority became converting
pesos and dollars into one another on demand. The banking system was permitted to offer
depositsin either pesos or dollars (which trade at part with one another).

“Relinquishing monetary power meant giving up the power to lend to banks through the
discount window. Thus, by the early 1990s, Argentina had legislated away its ability to provide
any government assistance to private banks through deposit insurance or central government
lending.” Calomiris (1997, p. 34)

“What, then, can explain the connection between Mexican collapse and the reactions in

Brazil and Argentina? One possible explanation focuses on history more than economics; the
fact that the reforms in Brazil and Argentina were new and untested may have encouraged
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domestic residents with long memories of coinciding collapses in Mexico, Brazil, and Argentina
in the 1980s to move funds out of the domestic banking systems just in case history repeated
itself. In Argentina, despite the fact that its currency board was accompanied by significant
banking, fiscal, and pension reforms prior to the Tequila Crisis, it ill fell prey to enormous
outflows, which reduced bank deposits by 20%. Apparently, even good policies, by themselves,
do not ensure instant credibility. When credibility is at stake, there is no substitute for the
passage of time and a track record of successfully weathering shocks.” Calomiris (1999,
electronic source, no page numbers)

“Argentina, perhaps more than any other country, has depended on IMF conditional
lending over the past severa years to maintain its access to internationa markets. It is now
widely percelved as possibly on the verge of a public finance meltdown, which many
commentators blame, in part, on the IMF and U.S. Treasury. IMF support, in retrospect, was
counterproductive because it put the cart of cash ahead of the horse of reform. Now Argentinais
faced with a growing, and possibly an unsustainable, debt service burden. Futhermore, at the
IMF's behest, Argentina substantially raised its tax rates last year, choking off its nascent
recovery. Instead, Argentina should have cut government expenditures. The notion that tax hikes
are an effective substitute for expenditure cuts as a means of successful fiscal reform is an article
of faith at the IMF, but unfortunately, one that is at odds with the evidence.” Calomiris (2000,
electronic source, no page numbers)

“It is often argued that Argentina suffers from an overvalued currercy and that a
devauation would realign the peso and therefore spur an economic recovery. But devaluation
would produce financial collapse, since Argentine debt is largely denominated in dollars and
would be even harder to service with a devalued peso. A proposal for the government to revoke
dollar contracts by decree would be even more destructive, as it would end foreign interest in
supplying private-sector capital. The antidotes to currency overvaluation are increased labor
productivity and falling wages....Dollarization would restore currency credibility and also
encourage private capital inflows” Calomiris (2001b) (Calomiris seems to agree that the peso
was overvalued but argues that the overvaluation could be corrected without devaluation.)

“Argentina s debt service burden has ballooned in the past three years, while its exports
have stagnated. The result is an inability for Argentina to generate in the future enough foreign
currency receipts to service its debt. IMF support for Argentina postpones, but does not resolve,
this problem. Indeed, it will make the problem worse in Argentina. As we learned in the 1980s,
growth stalls and debt-to-GDP ratios climb in countries with an unsustainable sovereign debt
problem because of the uncertainties that surround debt contracts and the unwillingness of new
sources of capital to enter a country that has not resolved an unsustainable debt burden. The IMF
did postpone the restructuring of debt, and in the process, it aso postponed the uncomfortable
period of financial and economic disruption that Argentina will face. But by coming to the
assistance of Argentina, and effectively, once again, bailing out foreign debt holders, the IMF
has not only magnified the mora hazard problems in international capital markets, it has also
postponed Argentina’ s recovery.” Calomiris (2001c, electronic source, no page numbers)

“The widespread acceptance of the dollar prepared the way for Argentina to adopt a currency
board in the 1990s.
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“A currency board is a legal framework that enables local currency to be issued only
under strictly limited circumstances. The goal is to ensure that local currency is at al times fully
or amost fully backed by reserves of a strong currency such as the dollar, so that the two become
nearly perfect substitutes. It involves a legidative commitment to exchange two currencies at a
fixed rate, usualy one-for-one, combined with restrictions on the issuing authority (the currency
board) such that new local currency is issued only in the presence of sufficient reserves of
external currency, so that the exchange commitment is always credible.

“When a country with a pegged currency spends reserves to defend the currency’s value,
this intervention is usualy sterilized....This action prevents conversions of domestic currency
into foreign currency from having the contractionary effects on the money supply just described
for a country under a currency board.....

“If a country adopts another country’s currency or establishes a currency board, it has
literally surrendered the right to an independent monetary policy. Currency pegs other than
currency boards formally permit the government to have a monetary policy separate from that of
the external currency; that is, to print money through sterilization or otherwise to prevent an
economic contraction” Beim and Calomiris (2001, p. 241) (On pp. 295-6, Calomiris and Beim
discuss overvaluation, and give an example using the consumer price index. )

“It lies ill in the mouth of anyone at the IMF to opine that we have a bad situation in
need of more IMF help,” he [Calomirig] continues. ‘ The whole problem is that the IMF has too
much discretionary authority in the first place. Argentina s creditors knew there was a real
problem in March or April [20017]. And if the IMF and US Treasury hadn't confused things by
making it unclear whether there would be a bailout, etc, they would have been redlistic at that
point. How can you expect institutions to manage risk when this deus ex machina keeps coming
in ways that are completely impossible to forecast? " Calomiris (2002, electronic source, no page
numbers)

“If the IMF and the G7 had supported default by Argentina, if default had been accompanied by
credible government expenditure reform and trade liberalization, and if the IMF had dfered
liquidity assistance to support the currency board during the debt restructuring, then Argentina
could have written down its debt and avoided currency collapse.” Calomiris (2003. p. 36)

Guillermo A. Calvo (chief economist, Inter-American Development Bank [since 2001], and
professor of economics, University of Maryland, Argentineorigin)

“[Among those arguing for a change in Argentina’s exchange rate policy is|] Economist
Guillermo Calvo, ‘the man who predicted the Mexican crisis and who recently resigned as an
adviser to economy minister Roque Fernandez. He believes that a devaluation is necessary, but
that it is possible to achieve a ‘real’ devaluation by increasing tariffs and subsidising exports,
without touching the nominal exchange rate.” Calvo (1996a) (I regard this as a barely adequate
discussion of the real exchange rate. | assume that through early 2002, Calvo continued to
consider the peso overvalued.)

“Firgt, | want to point out that it is not obvious that Argentina, because of having a currency

board, suffered more from shocks emanating from the so-called tequila effect than it would have
with aflexible exchange rate.” Calvo (1997, p. 15)
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“Meanwhile independent economist Guillermo Calvo told daily Ambito Financiero that
Argentina ‘will fall apart economically and socially’ if it devalues, adding that the U.S.
administration views efforts towards dollarisation project ‘with sympathy.’

“Referring to recent pronouncements by politicians on Argentina's monetary regime,
Calvo added that ‘duing a full-blown recession, there is no point in them competing amongst
themselves to win eections with phrases such as “the (economic) model is worn out but we have
to maintain convertibility.”’” Calvo (1999b)

“Also Thursday, independent economist Guillermo Calvo backed the dollarization plan

“Speaking from the University of Maryland, where he is resident, Calvo said it is
‘harmful’ for Argentina to continue having its own currency, as under the current convertibility
regime ‘therisk of adevaluation remains.’

“*Someone on Wall Street, or George Soros, decides that there might be a devaluation,
and rumors start flying about all over the place,” Cavo said.” Calvo (1999c)

“Sterilized intervention increases the volume of total capital flows, through short-term
capital movements. Sterilized intervention significantly alters the composition of capital flows,
increasing the share of short-term and portfolio flows. This may argue against ‘a soft peg asthe
capacity for sterilized intervention is limited or nonexistent under a currency board
arrangement.” Calvo and Reinhart (1999, p. 14)

“Dollarization of several key countries in Latin America (e.g., Argentina, Chile, Brazil,
Mexico) would give a tremendous boost to intraregional trade and make the whole region much
more attractive to foreign investors.” Calvo (2000a, €lectronic source, no page numbers)

“Argentine economist Guillermo Cavo, who predicted the late 1994 crash of the
Mexican peso and subsequent tequila crisis that sent shockwaves throughout the region, was
cautious regarding the future performance of the Argentine economy. ‘It is good news, but we
must not build up false hopes,’ he said. The loan package ‘merely staved off a collapse.’” Calvo
(2000b)

“Argentinian economist Guillermo Calvo has said that Brazil has not posed a serious
problem for Argentina since it devalued its real currency in 1999 to prevent the economic
instability in Argentina from affecting the whole of Mercosur. He believes that * Argentinas
relative weakness compared to Brazil will continue, although it is a problem that can be solved'.
Calvo added that if the ‘political noise’ in Brazil intensifies, investments in Mercosur in general
will fall and will instead converge on Brazil, because a weaker currency will make Brazilian
exports cheaper and more competitive than Argentinian ones. In addition, investors in Brazil
would also have easy access to the Argentinian market. He concluded that the dollarisation of the
Argentinian economy, which is being heavily affected by lack of investments, could be
convenient for the country.” Calvo (2001a)

“Earlier, Calvo said Argentina must act more decisively in cutting spending.
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“In the joint conference call, Calvo said his remarks are ‘not new’ and represent his long-
standing opinions that deficits must be lowered in Argentina, and the danger [that] friction with
the provinces poses to this goal.” Calvo (2001b)

“The US Treasury has come round to the view that dollarisation would be a ‘sensible
option’ for Argentina, said Inter-American Development Bank chief economist Guillermo Calvo,
financial daily Ambito Financiero reported.

“Speaking on the sidelines of an economic conference, Calvo said: ‘| have the impression
that the US Treasury sympathises with possible dollarisation in Argentina.’

“Asked by the newspaper what benefits dollarisation would bring to Argentina, Calvo
said interest rates would fall sharply, eliminating one factor of uncertainty for the country and the
market.

“But he added that dollarisation would not resolve al Argentina s economic problems,
notably those of a fundamental structural nature.

“’Argentina would need to negotiate the fisca cost that adopting the dollar would
involve,” Calvo said, noting the potential cost impact of compensation for the high interest
payments on peso deposits that would cease once local currency reserves were swapped for
dollars.

“Growing market speculation concerning possible dollarisation saw one-year dollar
futures fall to 1.25 pesos yesterday from 1.45 Friday, Ambito [Financiero, Argentine newspaper]
noted.” Calvo (2001c)

[Interview text] “’| believe that freeing the exchange rate is the right thing to do, because
Argentina was running the risk of losing reserves that it will need in the future. The value of the
dollar will fall to 1.40 peso when the situation becomes calmer.

“‘Based on the recent experience of countries that had a fixed exchange rate and that
moved to a floating rate, first the exchange rate shoots up but then it fals, and it may fall a great
ded. If the process is normal, it should not then be much higher than 1.40. It is quite possible
that after the free exchange system has been adopted, the Central Bank may intervene in the
exchange market to try to slow down the rise of the US dollar but it would be best if it did not
intervene.

““From a technical point of view, de-dollarization was inevitable. And as the floating
exchange system is in the process of being adopted, it is very dangerous to have more than one
currency used in contracts, especially financial contracts. But de-dollarizing debts at a 1-to-1 rate
and bank deposits at a rate of 1.40 pesos creates a deficit. And if the government is going to pay
for that deficit, than that means that all of us will be paying for it, which means that it will have
to come out of taxes.

““If people will calm down and do not go running to the banks but instead leave their
fixed deposits in the banks, there will be a normal system right away.’” Calvo (2002)

“The policy change by which the Currency Board rule [of parity with the dollar] was replaced by
the convergence factor, was mired in messy implementation, as there was no clear indication
about when the new rule would become operationa for all transactions. All that agents knew was
that it would materialize whenever the euro and the dollar reached a parity of one to one.
Moreover, this policy signaled to the market that the government was ready to loosen the
shackles of the currency board and devalue....
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“Monetary policy. Perhaps the policy that most swiftly precipitated the balance of
payments crisis (which, in turn, would weaken the fiscal position even further with the
materialization of contingent liabilities), was the expansionary monetary stance held by the
administration, even when the Currency Board kept the exchange rate firmly tied to the dollar.
Expansionary reserve requirements were introduced, but quickly compensated for with IMF
pressure. The second tool available was domestic credit to commercial banks, which was sharply
increased (see Figure 5).” Calvo, Izquierdo, and Talvi (2002, p. 35)

“Guillermo Calvo, chief economist of the Inter-American Development Bank (IDB), said
on Tuesday that Argentina ‘faces a great opportunity’ due to the enormous amount of funds
available for emerging economies.

“In remarks to the Argentine press, Calvo admitted, though, that the thing to be worried
about is that these funds are ‘easy come, easy go,” saying it is necessary to prevent Argentina
‘from dollarizing again.’

“‘| fear the financial system becomes dollarized anew the moment we lower our guard,
something that recently plunged the country into a financial crisis would cause Argentina to
suffer again, he added.

“According to Calvo, in Argentina, ‘it is a must not to return to the trap of a fixed
currency exchange rate, for it is difficult to get out of it ‘One must insist on the economy
having the peso as its legal tender and producers and exporters get used to having a floating
exchange rate.”” Calvo (20034)

“However, Argentina and Hong Kong SAR in 1995 are interesting counterexamples. These
economies were able to maintain their currency board regimes despite massive loss of
international reserves.” Calvo (2003b, p. 14)

“Argentina, for example, chose the currency board approach for ensuring a fixed
exchange rate.” Calvo ard Mishkin (2003, p. 3).

Gerard Caprio, Jr. (director, Financial Sector Operations and Policy Department, World
Bank), Michael Dooley (professor of economics, University of California-Santa Cruz,
formerly assistant division chief, International Monetary Fund), Danny Leipziger (World
Bank), and Carl E. Walsh (professor of economics, University of California-Santa Cruz)

“The case of Argentina provides an interesting and unique case to review the role of the
Central Bank, a quasi-currency board, in attempting to both provide limited LOLR [lender of last
resort] functions and defend the unique Argentine convertibility plan—a combination of fixed
exchange rate and full convertibility between the peso and the US dollar.” Caprio and others
(1997, p. 196)

Luis Catéo (International Monetary Fund)

“The depth of financial sector reforms in Argentina and the monetary discipline entailed
by the currency board arrangement (CBA), make it an interesting case study on the relationship
between structure and efficiency of its banking industry and domestic intermediation spreads.”
Catéo (1998, p. 4)
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Stephen Cecchetti (professor of international economics and finance, Brandeis University,
formerly executive vice president and director of research, Federal Reserve Bank of New
York)

“Looking at the history, there are two paths that the new Central Bank of Irag might take to
stabilize prices. It could set up a currency board, or it could adopt an inflation target. | favor the
inflation targeting approach mainly because of my strong opposition to a currency board. The
problem with the currency board is two-fold. First, since the central bank can no longer simply
print money, it cannot operate as a lender to sound banks that come under unjustified attack. The
inability to act as a ‘lender of last resort’ severely limits the central bank’s ability to avert
financial crises. Second, a currency board creates the false impression of monetary policy
austerity. As the Argentinians learned the hard way, a currency board provides no protection
from fiscal excesses. Without fiscal discipline, monetary policy is impotent to control inflation.”
Cecchetti (2003, p. 86)

Roberto Chang (professor of economics, Rutgers University, formerly research officer,
Federal Reserve Bank of Atlanta)

“The gituation [just discussed] is reminiscent to that in Argentina in 1995, where a
sudden wave of deposit withdrawals threatened the integrity of the local banking system. Under
the currency board system in operation (which, in effect, is the system just characterized) the
Central Bank could reduce bank reserve requirements, but beyond that had little room to
intervene. That is because a currency board prevents the Central Bank from extending credit to
the commercial bank even in the event of a run. In other words, such an arrangement commits
the central bank never to act as a lender of last resort. What saved the day was an infusion of
capital from abroad, mostly from the World Bank and the Inter-American Development Bank.”
Chang and Velasco (1998b, pp. 36-7)

“It has become evident that neither a monetary association treaty nor a monetary union
would be feasible without prolonged and complex negotiations between the U.S. government and
the developing countries involved. As a consequence, some developing nations, led by
Argentina, have moved almost all the way toward dollarization and established a currency board
system. In a ‘pure currency board, the central bank stands ready to buy or sell U.S. dollars for
domestic currency at a fixed exchange rate; in addition the currency board does not issue
domestic currency in exchange for local currency assets. This commitment is, in turn, guaranteed
to be permanent because the amount of domestic currency in circulation is fully backed by U.S.
dollars held by the central bank. This arrangement does not eliminate the local currency but
makes it, in principle, completely equivalent to the U.S. dollar. That would indeed be the
outcome in Argentina if holders of Argentinean pesos were 100 percent sure that the central bank
of Argentina would always be there to pay one dollar for each peso in circulation.

“...Because Argentina was committed to a currency board system, the central bank could
not assist domestic banks with emergency credit. In other words, the rules of the currency board
did not then (and do not now) alow the central bank to act freely as alender of last resort.”

tllz.ootnote 3, p. 3] “Argentina’s system, called the Convertibility Law, departs from a pure

currency board in a number of ways. For example, up to ore-third of the central bank's reserves
that back base money can be held in the form of Argentinean government bonds.” Chang (2000,
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pp. 2-3) (The discussion does not mention that a currency board also has a ceiling on reserves,
but | consider it barely adequate as a definition of a currency board.)

See also Michadl D. Bordo.

Nada Choueiri (International Monetary Fund)

“In April 1991, Argentina implemented a currency board system under the auspices of the
Convertibility Plan, and since then the Argentine peso has been linked to the US dollar at the rate
of one peso to one dollar.” Choueiri (2002, p. 445)

William R. Cline (senior fellow, Ingtitute for International Economics, formerly chief
economigt, Institute for International Finance)
“In my view, [a currency board for Mexico] is neither feasible nor desirable.

“The main reason for the reviva in interest in this mechanism as relevant for a large
country like Mexico is that Argentina has so far enjoyed success with its quas-currency board.
But Argentina experienced hyperinflation in 1989 and 1990 and needed an extreme vehicle to
restore confidence in the currency. Even so, Argentina’s arrangement is not a pure currency
board, as Professor [Steve H.] Hanke has critically observed in his book on the subject, because
it retains central bank authority and required bank reserves.

“Correspondingly, it pledges to redeem in foreign currency not just currency but the full
money base (currency plus bank reserves).” Cline (1995a) (Contrary to Cline, a pure currency
board system can have reserve requirements imposed by financial regulators. Most pure currency
board systems have not had such requirements, though.)

“Rationally, spillover to the other big emerging markets from the Mexican crisis should
be limited, because few have the explosive combination of low reserves, sizeable short-term
government debt held by foreigners, a large current-account deficit and a fixed exchange rate
(not even Argentina, with its legally fixed exchange rate and currency board).” Cline (1995b)

“William Cline, chief economist of the International Institute of Finance (IIF) told
Reuters in an interview Saturday that he viewed Argentina' s radical dollarization scheme as a
panacea [the reporter means “nostrum”] that would not help the troubled economy.

“Cline stated that Argentine President Carlos Menem is mistaken if he thinks the
dollarization of his country’s economy will reduce interest rates that are crippling Argentina's
ability to pay its foreign debt. The IIF represents more than 300 banks and financia institutions
in the world and is the powerful voice of the private business lobby in Washington D.C.

“‘Dollarization eliminates currency exchange and devaluation risks, but not the risk to a
country or a government when it mismanages its finances,” Cline pointed out.

“Putting Argentina’s finances under the jurisdiction of the Federal Reserve Board poses
the danger to Argentine fiscal ingtitutions of not receiving the same interest rates that the more
‘senior’ banking members of the organization receive in the United States. Negotiation of
political details could be ironed out between the two countries, by means of the U.S. Treasury
Department, but it would be an open question how much Argentina s banking culture would
accept the monetary policy of the United States in running its day-to-day business.
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“Cline aso added he did not think the United States would consider establishing a unified
currency board such as that now in place of the European Union, or at least not in the immediate
future.” Cline (1999)

“My own view is that Argentina was aready vulnerable because of large debt and under
the circumstances inadequate fiscal adjustment, and because of overvaluation and currency board
rigidities, but that there would have been reasonable chances that even so it could have avoided
the 3D [default, devaluation, depression] collapse if it had not been for the inflammatory
interaction of domestic political shocks and external credit market pricing. | suggest a Political
Shock, Multiple Equilibrium (PSME) framework as the best means of understanding why
Argentina was pushed over the brink despite its successful reforms in the 1990s. The closest
other diagnosis to this is by Powell (2002), who provides considerable detail on the political
destabilization as well as suggestive statistical tests in support (as discussed below). The PSME
approach places special emphasis on the destabilizing effect of the escalation of sovereign risk
spreads to completely unpayable levels, in combination with the incentive for the public to
withdraw bank deposits and place capital abroad under the currency board’s fixed exchange rate
and in the face of ever-dwindling foreign reserves.

“B. Fiscal imbalance and debt sustainability

“From a historical perspective, fiscal weakness is a highly plausible cause of Argentina's
crisis. Fiscal imbalances that became monetized accounted for decades of inflationary biasin the
economy. The ‘Convertibility Plan' currency board adopted in 1991 put a halt to monetary
expansion and hence monetization of deficits. For a short time, the aftermath of the 1980s debt
crisis and Brady debt reductions similarly put an end to borrowing, and Argentina was basically
operating on a cash basis. Success soon bred the capacity to borrow once again, however. As the
decade progressed, the resulting problem that emerged was not inflationary monetization of
deficits, but excessive accumulation of debt and an eventual decline in the market’ s perception of
public sector solvency.

“Some critics argue that the convertibility plan was not a meaningful currency board
because it did not force strict equality of the money base with external reserves. However, there
were two distinct periods of its existence. In the first, from 1991 through 1994, there was indeed
anear straitjacket binding the two, as both rose from about $5 billion to about $16 billion during
the phase of remonetization after hyperinflation. The second period began in 1995, when the
Tequila crisis triggered a collapse of reserves to $10 hillion in the first quarter. The government
cushioned the shock by reducing the money base only to $13 billion. A long boom then followed
in which reserves rose to $26 billion by end-1999 but the authorities held the money base to no
more than about $15 billion. The strict tie had indeed been broken on the upside, reflecting
caution in expanding money in light of the Tequila experience. Then in the second quarter of
2001 in the face of recession, Minister of Economy Domingo Cavallo boosted the money base in
a catch- up to the level of reserves, which had by then eased back to about $20 hillion. However,
he did not shrink the money base again despite the subsequent plunge of reserves to $10 hillion,
bresking the tie between the two on the downside. While the period 1995-2001, and more
convincingly 2001, may disqualify the plan from the designation as a true currency board, for at
least the period 1991-2000 the system achieved the economic objective of a currency board by
providing strong confidence that the national currency would be backed by reserves. Moreover,
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it would likely have been a mistake to pursue more rapid money expansion in 1996-2000,
aggravating the economic cycle. Cavalo’'s attempt to stimulate the economy with money
expansion in March 2001 may have been more of a mistake, in part because failing subsequently
to reduce the money base as external reserves declined helped spur deposit withdrawals and
further loss of reserves.

“Overall, despite the currency board the peso does not seem to have been substantially
overvaued as of the mid-1990s, but by 2000-01, in part because of adverse externa
developments, it had become seriously overvalued. In particular, the rise of the dollar
internationally and the sharp fall of the Brazilian real boosted the real exchange rate from a level
of 88.8 in 1997 (with 1993-95 = 100, consumer price deflated basis) to an average of 103.2 in
1999-2000 and 111.6 in 2001. Moreover, during 1999-2000 the current account deficit was
virtually the same (3.6 percent of GDP) as the average in 1993-98, even though the economy had
entered into recession (average growth of -2.1 percent versus 4.4 percent, respectively). There
was thus a growing difficulty with exchange rate competitiveness that was hidden by the impact
of the recessionon imports.” Cline (2003, pp 13-14; p. 21, n. 8; p. 24)

Benjamin J. Cohen (professor of international political economy, University of California-
Santa Barbara)

“The essence of a currency board, in its purest form, is a clear and publicly observable
monetary rule, typically backed by formal legidative mandate. As indicated previoudly, the rule
normally combines three key features: a fixed-price relationship with a dominant foreign money,
unrestricted convertibility into the anchor currency, and foreign-currency backing for new issues
of domestic money.” (Cohen 2004, p. 139)

“At its most demanding, a currency board would be required to provide full backing for domestic
money--nothing less than 100-percent coverage in the anchor currency. But again, in practice, an
element of discretion may be preserved if some part of the backing is allowed to take the form of
domestic assets, such as government securities, that can be bought and sold on the open market.
One example was provided by Argentina, where, under its now-defunct currency board, the
central bank was permitted to hold up to one-third of the backing for its curency in Argentine
public debt. [footnote 54, reproduced below, is here] (Cohen 2004, pp. 141-2)

“Even more spectacular was the sad case of Argentina, where both the advantages and
the disadvantages of a currency boards were vividly on display before the arrangement’ s collapse
in early 2002. ...

“..Brazilian devaluation [in January 1999] thus meant the immediate loss of
competitiveness for Argentine exports and import-competing production, throwing the country
once more into recession. ... (Cohen 2004, p. 147) (Actually, Argentina's recession began in late
1998, before Brazil devalued.)

“In the case of Argentina, for example, it is tempting to blame the Convertibility Plan for al the
economy’s recent ills, as Krugman (2001a [*A Latin Tragedy,” New York Times, July 15]) did
before the currency board was terminated. ‘Why is Argentina depressed?,’ he asked. ‘Basically,
it comes down to the currency board.” But Dornbusch (2001a [“Fewer Monies, Better Monies’],
6) was undoubtedly right in countering that it was ‘a grave mistake to read the Argentine
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experience with a currency board in this fashion...the adoption of the currency board did not
change three fundamental facts. First, Argentina has high debt levels....[second,] Argentina has
invested little over the past 50 years....Third, Argentina has a legacy of unconstructive labor
relations.’”” (Cohen 2004, pp. 148-9)

“Originally set at 20 percent when the Convertibility Plan was enacted in 1991, the
allowable maximum [of domestic assets backing the monetary base] was raised to one-third of
total backing in 1995 when the peso came under pressure following a currency crisis in Mexico.
(Cohen 2004, p. 236 n. 54)

“It might be noted, however, [that] Hong Kong's Exchange Fund has typically used its
discretionary authority to reinforce the automatic working of the currency-board, unlike the
Argentine central bank, which tended instead to use its element of discretion to cushion bank
liquidity against the currency board--a difference of practice that may help to account for the
contrasting outcomes of the two arrangements.” (Cohen 2004, p. 236 n. 55)

David C. Colander (professor of economics, Middlebury College)

“The value of the peso was legally set to equal one dollar by establishing a currency board that
was required to hold one dollar for every peso in circulation. A currency board essentially
establishes a fixed exchange rate, along with a fund to defend the price of the currency should it
be necessary. Argentina could increase its money supply only if it increased the number of
dollarsin reserve. If its dollar reserves fell, it would have to decrease the money supply.

“In 1999 the situation changed substantially. Brazil, a significant trading partner to
Argentina, suffered a currency crisis. The value of the Brazilian real (pronounced ree-ahl) fell 40
percent against the U.S. dollar. Because the American dollar remained high, Argentinian goods
were no longer competitive in the world market and could not compete at al in the Brazilian
market. The demand for imports remained strong while the demand for exports fell, resulting in a
significant trade deficit and recession.

“In late 2001 there simply weren’'t enough dollars to support the peso at the set fixed
exchange rate, and in early 2002 it was clear that the fixed exchange rate of the peso to the dollar
would be impossible to maintain....

“...in early 2002 the currency board and fixed exchange rate were both dropped.”
Colander (2004, pp. 787-9)

Charles Collynsand G. Russell Kincaid (both International M onetary Fund)

“The story begins on December 1, 2001, when the Argentine government imposed wide-
ranging controls on banking and foreign exchange transactions that effectively brought to an
abrupt end the open capital account and fixed exchange rate regime of the currency board.”

“On January 3, 2002, President Duhalde formally announced the end of the currency board—the

convertibility regime—and replaced it with a dual exchange rate system....” Collyns and Kincaid
(2003, pp. 2-3)
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W. Max Corden (professorial fellow in economics, University of Melbourne, Australia,
formerly [at the time of the writings listed here] professor of international economics,
Johns Hopkins University, School of Advanced I nternational Studies)

“In March 1991 the new minister of the economy, Domingo Cavallo, introduced a radical new
plan to fix the Austra to the dollar, make it convertible (fully backing it with dollar and gold
reserves), and undertake to avoid financing a budget deficit with money creation. The
Convertibility Law proscribed money creation other than through increases in net foreign
reserves.” Corden (1993, p. 191)

“The most automatic system giving the maximum degree of creditability is a currency board
system of the kind that has operated quite effectively in the past in British colonies and
elsawhere. The board would have a monopoly on creating domestic money, but this would have
to be backed 100 percent by foreign exchange or gold to give full credibility. The board would
not be permitted to create credit. Hence, the authority could not be a lender of last resort for the
government, nor for the commercial banks or any kind of public or private agency.”

“The monetary arrangements of both the CFA (franc) zone of Africa and that of
Argentina (the latter instituted in 1991) come close to this kind of currency board scheme. But in
both cases the possibility of a change in the exchange rate is not fully ruled out, so that
credibility is not complete, as manifested by inflation differentials. In the case of Argentina, the
convertibility law fixes the exchange rate, but the rate can be atered by the legidature.” Corden
(1994, pp. 303-4) (Actualy, the Convertibility Law only set a least depreciated bound for the
currency; in principle, it could have appreciated against the U.S. dollar without any change in the
law.)

“In 1991 Argentina adopted a currency board based on its Convertibility Plan: the adoption of
such a regime is now advocated for many countries. The currency board is one version of a
firmly fixed rate regime. The idea behind the currency board is that the fixed exchange rate is
utterly credible because there is a firm commitment to it, backed by a law that ensures that
monetary policy is fully determined by the level of foreign exchange reserves. That means that
fiscal deficits cannot be monetized and that the central bank cannot act as a lender of last resort
to the banking system. A commitment is made that all domestic high-powered money can be
exchanged for foreign currency (for dollars, in the Argentine case). Such as regime should be
highly credible both in the labor market and on the foreign exchange market. Hence the kinds of
foreign exchange crises that have troubled or destroyed so many FBARS [fixed but adjustable
rates| would—one hopes—be avoided, as would continuous real appreciation. It is worth noting,
however, that these hopes have not been fully realized in Argentina.

“Nevertheless, a fully fixed regime has two great advantages. First it ensures complete
exchange rate stability, at least relative to the ‘hegemonic’ country (the United States in this
case), which is a great convenience for trade and capital movements. Second, it ensures that the
exchange rate is truly a nominal anchor that disciplines monetary policy and checks inflationary
expectation, thus keeping the rate of inflation roughly equal to that of the United States. It is an
appropriate approach for two kinds of countries: (1) those with very small, open economies in
which nominal exchange rate adjustment is unlikely to lead to real exchange rate changes lasting
for asignificant period; and (2) those that have along history of high inflation caused by lack of
monetary discipline. Clearly, Argentinais an outstanding example of the latter group.
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“...Labor market flexibility, which is a particular problems for Argentina, is crucia to the
success of the firmly fixed exchange rate regime.” Corden (2000, pp. 28-9)

Argentina s Great Currency Board Experiment [chapter title]

“Argentina has provided one of the great laboratory experiments for the choice of
exchange rate regimes. In 1991, it established what was essentially, with some variations, a
currency board regime. It was called the Convertibility Plan, established by the Convertibility
Law of 1991. The new currency board regime was to be managed by an independent central
bank, and the peso would be fixed to the dollar.

“While the most important feature of the Convertibility Plan was that the central bank
could not monetize fiscal deficits, certain other features should aso be noted. The Plan did not
establish an orthodox currency board regime, but something near it.

“....the money base is not actualy required to change one for one with the foreign
exchange reserves. Increases in the reserves above the minimum required can be sterilized and
need not lead to increases in the money supply....Government securities can back the money
supply, but only to the extent of one-third of the central bank’s assets, and with a limit of a 10%
increase in one year. ...

“There were three negative shocks in 1999 and 2000: the appreciation of the dollar relative to the
Euro, the 40% depreciation of the Brazilian real, and the decline in grain prices....

“Where should the blame be placed for the crisis of 2000-2001.: on fiscal policy or on the
exchange rate regime? Given the exchange rate regime, the failure or inability to follow a
functional finance policy in the good times made it impossible to allow to automatic stabilizers
to work in the Slump, let alone to pursue an actual fiscal expansion.” Corden (2002, pp. 179-87)
(On pp. 65-6, Corden defines the characteristics of a currency board in terms of fixed exchange
rate, 100% foreign reserves, no exchange controls, and no lending to the government or banks;
and his discussion in the later pages relies on this definition as the point of departure)

Council of Economic Advisers [to the President of the United States]
“A currency board is a monetary ingtitution that only issues currency to the extent it is
fully backed by foreign assets. Its principal attributes include the following:

an exchange rate that is fixed not just by policy, but by law

areserve requirement stipulating that each dollar's worth of domestic currency is backed
by adollar's worth of reservesin a chosen anchor currency, and

a self-correcting balance of payments mechanism, in which a payments deficit
automatically contracts the money supply, resulting in a contraction of spending.

“By maintaining a strictly unyielding exchange rate and 100 percent reserves, a government
that opts for a currency board hopes to ensure credibility.

“The first currency board was established in Mauritius, at that time a colony of Great
Britain, in 1849. The use of currency boards eventually spread to 70 British colonies. Their
purpose was to provide the colonies with a stable currency while avoiding the difficulty of
issuing sterling notes and coins, which were costly to replace if lost or destroyed. The colonies
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also benefited from this arrangement in that they could earn interest on the foreign currency
assets being held in reserve. The use of currency boards peaked in the 1940s and declined
thereafter. In the 1960s, many newly independent African countries replaced their currency
boards with central banks, and most other countries followed suit in the 1970s.

“The introduction of currency board- like arrangements in Hong Kong (1983), Argentina
(1991), Estonia (1992), Lithuania (1994), and Bulgaria (1997) constitutes a small resurgencein
their use worldwide. A currency board can help lend credibility to the policy environment by
depriving the monetary authorities of the option of printing money to finance government
deficits. Argentina, for example, has benefited from the credibility inspired by its currency board
regime. Argentina was prompted to adopt such aregime, which it calls the Convertibility Plan,
because of a dramatic hyperinflation in the 1980s and the absence of a credible monetary
authority. Since 1991 the country has become a model of price stability and has achieved
laudable growth rates, except during the recession brought on by the tequila crisisin 1995, from
which it has rebounded. By most accounts, the currency board has worked for Argentina.

“Characteristics that suit countries to be candidates for currency boards are the following:
asmall, open economy; a desire for further close integration with a particular neighbor or trading
partner; a strong need to import monetary stability, because of a history of hyperinflation or an
absence of credible public institutions; access to adequate foreign exchange reserves; and a
strong, well-supervised, and well-regulated financial system. Advocates of currency boards have
pushed for their wider use--in particular, for Indonesia, Russia, and Ukraine. However,
proclaiming a currency board does not automatically guarantee the credibility of the fixed rate
peg. A currency board is unlikely to be successful without the solid fundamentals of adequate
reserves, fiscal discipline, and a strong and well-supervised financial system, in addition to the
rule of law.” Council of Economic Advisers (1999, pp. 289-90) (The passage in one place calls
Argentina “currency board-like,” but does not explain how it differs from an orthodox currency
board, and elsewhere calls the convertibility system simply a currency board.)

Council on Foreign Relations

“Because both Hong Kong and Argentina have currency boards and their exchange rate regimes
are till standing after strong pressures from the Asian crisis, the stock of currency boards has
recently been on therise.” Council on Foreign Relations (1999, part I11)

Kenneth W. Dam (professor emeritus of American and foreign law, University of Chicago,
formerly [August 2001-2003] deputy secretary, U.S. Treasury)
“The core concept behind a currency board is that the local money supply would be directly tied
to international reserves, which in the case of currencies formally pegged to the dollar would
most likely mean that inflation would tend to decrease to US levels. In effect, the domestic
monetary policy of the country is delegated to the rule just stated; discretionary monetary policy
becomes essentially impossible.

“...That the requisite monetary discipline is so difficult to stick by is perhaps the reason
that, in recent years, only Hong Kong and Argentina have been able to maintain fixed rates
against the dollar for over five years.” Dam (2001, p, 204)

Joseph P. Daniels (associate professor of economics, Marquette University), and David D.
VanHoose (professor of economics, Baylor Univer sity)
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“As practiced today, a currency board pegs its nation’s currency to the currency of
another nation and buys or sells foreign-currency reserves as appropriate to maintain the parity
value. When the monetary authority buys or sells foreign reserves, it changes the amount of
domestic money in circulation. This, and this alone, governs changes in the nation's money
stock.

‘The currency board has very limited responsibilities. The currency board does not hold
notes or bills issued by the domestic government, does not set reserves [sic] requirements on the
nation’s banks, and does not serve as a lender of last resort to the nation’s banks, as a central
bank typically does.

“Because of these limited responsibilities, a currency board cannot engage in
discretionary monetary policy, and, therefore, is shielded from political influence....”

“...Estonia, Lithuania, Hong Kong, and Argentina have each established a currency
board arrangement.” Daniels and VanHoose (2002, pp. 90-1)

Chrigina Daseking, Atish R. Ghosh, Alun H. Thomas, and Timothy D. Lane (all
I nternational Monetary Fund)

“In Argentina, the fragility that turned out to be critical was in the public sector debt
dynamics, which were made explosive by the effects of a prolonged economic sump and the
difficultiesin rolling over debt.” Daseking and others (2003, p. 1)

“In anutshell, even though the interaction between fiscal policy and the currency board
arrangement played the central role in Argentina s transformation from an apparent star
performer to a crisis country, a combination of other factors, including unfavorable external
developments, was aso at play. The currency board, although it initially played an essential role
in achieving disinflation, was an inherently risky enterprise; it changed over time from being a
confidence-enhancing to becoming a confidence-damaging factor, as the policy orientation
shifted from a“money-dominant” to a “fiscal-dominant” regime. Once inflation had stabilized at
low levels, the rationale for maintaining a fixed exchange rate was weak, given the economy’s
structural characteristics. Finally, when the economy dlid into recession, the currency board
became aliability in the context of a buildup of sizeable foreign-currency denominated public
debt—signifying the effective fiscal dominance of the policy regime. Not only was the
government constrained to carry out a contractionary monetary policy in the midst of a slump,
balance-sheet vulnerabilities had dramatically raised the cost of exiting the fixed exchange-rate
regime, at this stage. The result was a policy dilemma that ultimately undermined the confidence
needed to prevent the ensuing crisis.” Daseking and others (2003, p. 2)

“In particular, the crisis demonstrated the tendency for a currency board to bring about a
procyclical monetary contraction in response to market pressures; and while Argentina navigated
the crisis successfully during the Tequila crisis, the authorities began to deviate from the rigid
rules of the currency board, for instance by engaging in swaps and repurchase agreements to
limit the automatic monetary contraction The skill of the policymakers in facing these pressures
made the regime seem more robust than it actually was.” Daseking and others (2003, p. 8)

“Moreover, to the extent that the real exchange rate was overvalued, the debt-to-GDP ratio was

misleadingly low....
“One of the factors behind the low export share was the sharp appreciation of the real
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exchange rate during the early stages of stabilization Between 1991 and 1993, the CPI-based
real effective exchange rate appreciated by almost 25 percent. Although exports grew rapidly
during this period, they did so from a very low base, and the real appreciation may have impeded
further export expansion and diversification (although this impact was partly offset by alowering
of export taxes in 2002, from about 4 percent of the value of exports to close to zero). Whileit is
impossible to prove that Argentina’s exports would have performed much better under a flexible
exchange rate arrangement once trade was liberalized, it is striking that other countries that have
undergone major trade liberalizations and were considerably more successful in boosting export
shares (such as, Spain in the mid-1970s, Chile during the 1970s and 1980s, and Turkey in the
early 1980s) have done so in the context of a depreciating real exchange rate (Box 3). From 1993
until 1998, Argentina’s CPI-based competitiveness remained roughly unchanged (Figure 4),
while the (less reliable) unit labor cost measure of the real effective exchange rate depreciated by
about 30 percent. However, the latter is based on industrial sector wages only, representing a
relatively small share of Argentina s export sector. Moreover, both exchange rate measures fall
to capture the ‘true’ competitiveness of Argentine products, to the extent that Mercosur
implicitly sheltered the regional market from foreign competition in higher quality goods (see
below).” Daseking and others (2003, pp. 11-13) (After Mercosur began in 1995, Argentina' s
exports to Mercosur in fact grew more slowly than exports to the rest of the world.)

“One of the main factors contributing to a rapid rise in Argentina s debt-to-exportsratio
during the 1990s was an inability to substantially increase the country’s export market share
when trade was liberalized. The share of exports to GDP has only risen slightly over this period
whereas the behavior of the export ratio in a number of countries that started out at Argentina’'s
level of openness has been much more robust following the liberalization of their trade regimes.”
Daseking and others (2003, p. 13, Box 3) (The authors define the “export market share” as the
share of exportsin GDP and fail to note the growth in Argentina's share of world exports.)

“In fact, the design of the Argentine exchange rate regime alowed for greater leeway in
altering monetary policy than would have been possible under a “pure’” currency board
arrangement (where changes in base money can occur only through movements of the central
bank’s [sic] foreign exchange reserves). In Argentina, the central bank (BCRA) could engage in
currency and bond swap operations as well as repos and reverse repos with banks. In addition, a
discounting facility, whereby the BCRA rediscounted securities and commercial paper from
banks at interest rates above the repo rate, served as a limited lender-of-last-resort function.
Reflecting the leeway under Argentina's currency board arrangement, the correlation (over the
period 1993:1—2001:4) between the net foreign assets of the central bank and reserve money
was only 0.08 and the correlation between the changes in these variables was only 0.45 (instead
of unity).” Daseking and others (2004, p. 27, n. 29) (After referring repeatedly to the
convertibility system as a “currency board,” the authors finally acknowledge these facts only to
bury them in footnote deep in the bowels of the paper.)

“A move to full dollarization would have not solved the dilemma either. The advantage
of full dollarization over a currency board arrangement is that it implies an even stronger
commitment to the exchange rate peg, since it is more difficult to reverse. This stronger
commitment would generally be reflected in alower exchange rate risk premium on interest
rates. However, in Argentina, not much would have been gained from this credibility effect, as
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serious doubts about the currency board’s sustainability did not surface until 2001. Although the
spread between on-shore dollar and peso interest rates occasionally reached as much as 3
percentage points, on average it was no more than 1%2-2 percentage points prior to 2001—or
about ¥z percentage point greater than the average during 1996-97. More fundamentally though,
no exchange rate regime could have alleviated the pressure on the government to restore debt
sustainability. To the extent that dollarization would have ssmply perpetuated the existing
inconsistencies, it would have been very unlikely to restore the confidence of either Argentine
consumers and firms or foreign investors.” Daseking and others (2004, p. 30) (I take these
remarks as implicit agreement that dollarization was technically feasible, although the authors
did not consider it desirable.)

James W. Dean (professor of international businesss, Western Washington University and
professor of economics and international finance, Simon Fraser University, Canada)

“Even Argentina, which enforces a rigidly fixed rate against the U.S. dollar under its currency
board arrangements, may be well advised to dollarize because of the currency risk premium on
peso-denominated debt that persists because of the perceived risk that the currency board may be
compromised or collapse (Berg and Borensztein, 2000b).” Dean (2003, p. 268)

See also Dominick Salvatore.

Augusto de la Torre (World Bank), Eduardo Levy Yeyati (Universidad Tocuatro di Tella,
Argentina), and Sergio L. Schmukler (Development Resear ch Group, World Bank)
“The Rise and Fall of Argentina s Currency Board [section titl€]

“From its introduction in April 1991, however, convertibility was much more than a
simple peg or an expedient exchange rate arrangement to conquer inflation. For starters, the peg
was embedded in a broader monetary arrangement that featured, at its reart, a money issuance
rule that legally precluded the creation of pesos not backed by hard dollars, except within a very
limited range.

[Footnote to previous sentence] The law alowed for up to one-third of disposable
international reserves to be constituted with internationally traded, dollar-denominated Argentine
sovereign bonds, valued at market prices. This proviso enabled a very limited role for the central
bank as lender of last resort—it could create and provide peso liquidity to the banking systemin
exchange for sovereign Argentine bonds, rather than hard dollars.” De la Torre and others (2002,
p. 3)

“Argentina’s currency board system was a textbook model of a rigid exchange rate
regime for more than ten years.” De la Torre, Levy Yeyati, and Schmukler (2003, p. 43) (The
authors do not define a currency board in this paper.)

“Exiting a hard peg is inherently very painful, but some ways of exiting can be more
disastrous than others. The Argentine experience offers lessons on alternative exit strategies.
With the benefit of hindsight and the caveats of any counterfactual analysis, we argue that the
forcible pesification of existing financial contracts (stock pesification) was the most costly
choice, for it was bound to cause an excessive destruction of property rights with long-lasting
consequences for financia intermediation. It was aso likely to rekindle the deposit flight and
exacerbate the exchange rate overshooting by creating a massive peso overhang in the midst of a
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currency run. By contrast, an early (before 2001) exit into full dollarization (of financia
contracts and money in circulation) might have averted the bank run, thus protecting financial
intermediation and the payment system, but it would have done nothing to mitigate the
deflationary and recessionary costs of a protracted adjustment of the real exchange to a more
depreciated equilibrium level. In this light, we find support for an intermediate exit option:
dollarization of existing financial contracts (stock dollarization) to respect the widespread use of
the dollar as store of value, combined with pesification at the margin (for instance, the
consolidation of the existing pesos and quasi- monies into a new national currency) to exploit the
use of the peso as means of payment and unit of account, since the peso remained resilient
throughout the convertibility period and even during the run. This aternative would not have
spared Argentina from significant banking system stress and even some individual bank failures,
as debtors in the non-tradable sector would have seen their balance sheets and payment capacity
adversely affected by the real exchange rate correction. It might, however, have provided a
margin of nominal flexibility while avoiding a systemic financial collapse and the unnecessary
destruction of property rights.” De laTorre, Levy Yeyati, and Schmuckler (2003, pp. 44-5)

“Right from the beginning of the De la Rua administration (which assumed power in
December 1999), the Argentine economy was caught in a currency-growth-debt trap. The
currency was overvalued, growth was fatering, and the debt was hard to service. This trap was
in no small part due to major external shocks. This section analyzes the elements of the trap and
the policy failures in addressing them.

The Argentine peso appreciated sharply relative to most trading partners, in tandem with
the revaluation of the U.S. dollar vis-avis European and emerging market currencies
(particularly the Brazilian real). The real exchange rate overvaluation, in turn, masked the
precariousness of Argentina’'s sovereign debt position. To be sure, the reported debt-to-GDP
ratio was not high in comparison to other Latin American countries, although it was on the rise
(from less than 40 percent in 1997 to over 50 percent by the erd of 2000). When measured at the
equilibrium real exchange rate, the debt-to-GDP ratio was very high and assailed by a potentially
explosive dynamic. Perry and Servén estimate that relative to a benchmark analysis of fiscal
sustainability, the use of the equilibrium RER in the sustainability calculation adds 24 percentage
points to the public sector debt-to-GDP ratio in 2001, and it leads to an average increase of about
two percentage points in the annual primary fiscal surplus required (in 2000-2003) to attain inter-
temporal fiscal solvency.

After 1998, Argentina dipped into an unyielding economic recession and rising
unemployment, triggered by a sudden stop in capital flows that, while regiona in its origins, was
particularly acute and persistent in Argentina after the 1999 Brazilian devauation. This capital
flow reversal, together with doubts about fiscal viability, was reflected in sharp increases in the
marginal cost of capital for Argentina (as measured by the spread of Argentine bonds over U.S.
Treasury bonds), reinforcing pessimistic expectations regarding future growth and fiscal
revenues, and exacerbating the perception of a potentially explosive debt trgjectory. All of this
fed doubts about the sustainability of the one-peso-one-dollar commitment.” De la Torre, Levy
Y eyati, and Schmukler (2003, pp 58-9)

“Could formal dollarization still have averted the run if adopted belatedly in 2001? Any

answer on this question is, of course, highly speculative, but we are inclined to answer with a
cautious yes.” DelaTorre, Levy Yeyati, and Schmukler (2003, p. 87)
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J. Bradford DelLong (professor of economics, University of California-Berkeley, formerly
[1993-1995] deputy assistant secretary for economic policy, U.S. Treasury)

“Hence, fourth, in Argentina government deficits—large government deficits—are a law
of nature, a fact of life. Moreover, everyone knows that large government deficits are a fact of
life and a law of nature. Hence interest rates on Argentine debt will be low and reasonable only
rarely and for short periods.

“Fifth, points one through four mean that the neoliberal reform program in Argentina in
the 1990s had exactly the same chance of avoiding disaster as one would expect if one gave a
modern gene-splicing biochemistry lab to Doctor Frankenstein. The fundamental unresolved
conflicts of Argentine politics mean that debt is going to mount. The fact that everyone knows
that Argentine politics generates chronic deficits means that the interest payments due on that
debt are likely to explode. Exploding interest payments mean that the dynamics of Argentine
debt are unstable, and thus that the hard-currency exchange-rate peg cannot last. And free access
to internationa capital markets, to dollar-denominated bank accounts, and so on, and so forth,
means that when the crisis caused by the contradiction between the hard currency peg and the
fundamentals of Argentine politics comes, it will be five times as bad: at |east with tight controls
on foreign exchange and a primitive, underdeveloped banking system, the amount of damage a
government default can do to normal economic lifeis limited.

“From this perspective, pushing neoliberal, market-opening reforms on Argentina looks
aswise as giving a supply of gasoline to a bunch of pyromaniacs, on the grounds that gasoline is
avery useful and powerful fuel.

“My intellectual problem right now is that this argument | have just constructed--which
was supposed to be a strawvman that |, a card-carrying neoliberal, could easily demolish-feels
too convincing.” Del.ong (2002a)

“The basic political fight about how weath should be distributed in Argentina remains
unresolved. Any political force that tries to curb the bidding by promising only what it can
deliver is doomed to defeat. So in Argentina big government deficits are alaw of nature, afact of
life. Hence Argentine interest rates can be low and affordable only for rare, short periods.

“Everyone knew that Argentina's political system generates chronic deficits, and this
meant that interest payments on the debt were likely to explode. Because the dynamics of
Argentine debt were so unstable, a hard-currency exchange-rate peg could not last. Free access to
international capital markets and dollar-denominated bank accounts meant that when the
exchange-rate peg finaly collided with the deficit-producing logic of Argentine politics, the
result could be nothing short of catastrophic.

“Had today’s crisis been finessed, had Argentina another decade of rapid growth, its
conflicts over wedlth distribution might have moderated. After all, Europe before WWII
possessed the nastiest politics on earth: rioting right-wing mobs in France, genera strikes in
Britain, civil war in Spain, fascism in Italy, and the Nazis vicious consolidation of power in
Germany. Yet postwar Western Europe encountered no public problems that could not be
resolved in ways that preserved sound money and growth.

“I haf-agree with this view, too. Yes, Argentinas government made huge mistakes; its
politicians sinned against the gods of monetary economics. But did the punishment need to be so
swift and so severe?’ De Long (2002b)
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“Even if—as the Argentinean government did—the government delegates control over
the exchange rate to an external authority, a‘currency board,” and assigns the currency board the
mission of keeping the exchange rate fixed, a large-scale fisca crisis is still possible. And
Argentina has had one...

“What happened? Argentina's federal and state governments did not balance their
budgets. As long as the Argentinean economy was growing, the fiscal deficits were of little
concern. But interna inflation made Argentinas exports uncompetitive. The fear that the
currency board might someday end made Argentina s interest rates higher than those elsewhere.
High interest rates tended to discourage investment. The resulting decline in real aggregate
demand meant recession. Recession meant larger fiscal deficits.

“...Faced, with a growing national debt, the currency board no longer served as a source
of confidence—that the government lacked the power to change the exchange rate was no longer
reassuring. And so the same process of large-scale capital flight that had produced the earlier
crises [in the 1990s] was set in motion in Argentina at the end of 2001 as well.” Del.ong (2002c,
pp. 436-7) (I regard the discussion of uncompetitiveness as deficient because it specifies no
particular measure by which internal inflation made exports uncompetitive.)

“currency board An exchange rate system in which the central bank gives up its power
to conduct domestic opert market operations, and commits to buying and selling foreign currency
at the official echange rate only. Under a currency board, a country’s stock of high-powered
money is equal to its foreign exchange reserves” Delong (2002c, pp. 489-90, Glossary section
of textbook)

David F. DeRosa president, DeRosa Research and Trading, and adjunct professor of
finance, Yale University)

“Currency boards are artifacts of the British Empire. Historians tell us that there were
once as many as 76 currency boards operating. Now there are three: Hong Kong, Argentina and
Estonia. The British allowed their colonies to issue loca currency provided that they operated a
currency board. This meant two things. First, the colony would have to keep in reserve an exact
equivalent value of hard currency (then sterling) to match the outstanding float of their local
currency. Second, the function of the currency board would be to stand ready to convert local
currency for hard back and forth at the official exchange rate upon demard.

“In theory, a crisis might force the board to buy back al the local currency and in the
process, surrender its entire hard currency reserves. But the outwardly obvious purpose of having
a currency board is to prevent this from ever happening because the presence of the hard
currency reserves make it look as though the system is bulletproof: Don't mess with us because
we are loaded for bear. You hear this alot today when people speak of Hong Kong--some people
actualy believe that they can withstand any speculative attack because they possess sufficient
hard currency reserves (U.S. dollars). | will take this up in a minute.

“Currency boards are also automatic monetary stabilizers. Once a country goes on a
currency board system, the domestic money supply becomes hostage to the foreign exchange
markets. Look at how it works. The basic feature of the currency board is that when it is forced
to buy back its own currency, in exchange for the reserve currency, it causes a reduction in the
local money supply. This is tantamount to having an automatic monetary policy chaperone for
the country.



“Say that there is a little monetary hanky panky--maybe expansionary policy is running
amuck and a credit bubble (like what happened in Thailand) is beginning to form. Sooner or
later, the market will catch on and begin to offer local currency back to the currency board. This
congtitutes a de facto reduction in the money supply. You see the salf-regulating nature of the
process.

“But be warned. It also means that anytime there is a loss of confidence in the country's
financial system, locals and foreigners alike will demand that the board hand over the hard
currency. As the local currency is sold back to the board, the money supply will shrink. The
reabsorption of the money supply will inflict a brutal, gut-wrenching downward adjustment to
the local economy. As the recession kicks in, the demand for imports would drop, and the value
of the currency would be reasserted. Dorit get me wrong--this system could work, but it is really
a kind of financial doomsday machine that only Doctor Strangelove would appreciate.” DeRosa
(1998a)

“A number of TSC [TheStreet.com] readers have emailed me to ask why | wrote that a
currency board would be a bad idea for Indonesia, given that the concept is an apparent success
in Hong Kong and Argentina. It's a good question that gets to the very nature of my fears for
Indonesia

“Personally, | don’t feel that currency boards are ever a good idea. | dorit like fixing the
money supply to the foreign exchange market. Every time you get a confidence check on the
currency, foreign exchange reserves flow out of the country and the money supply drops. In fact,
that’ s the design that the original architects of the currency board had in mind a long time ago.
As the money supply shrinks, interest rates rise to make the national currency more attractive.
Kind of a self-regulating system. The only problem is that the ultimate success of the currency
board is measured by how successful it is in preserving the value of the currency. Never mind
that it could send the domestic economy to hell and back because the shifts in the money supply
will cause interest rates to gyrate.

“And this is what happened a few months ago in Hong Kong. Sdllers of the Hong Kong
dollar got U.S. dollars at the pegged rate of $7.80. Then the money supply contracted, and
interest rates went through the roof. And guess what? The stock market collapsed! So thisis a
success? Is this good? Fuhgedaboudit! Currency boards are doomsday machines. Even in stable
economies they are a menace.” DeRosa (1998b)

“Besides Hong Kong, Argentina is another nation that operates a fixed exchange rate under the
auspices of a currency board. Both countries regard their currency board experiments as
successes.”

“A government that has decided to establish a currency board needs to have on hand a
sufficient amount of a reserve foreign currency or assets denominated in the reserve foreign
currency to match the outstanding monetary base...The essence of the currency board is
contained in its promise to buy or sell its domestic currency in exchange for the reserve currency
without limit at the fixed exchange rate...

“...the domestic money supply will be controlled not by the local central bank but rather
by the public’s demand for holding the domestic currency...” De Rosa (2001a, p. 159)
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“Without a dramatic rescue, Argentina is amost certain to begin defaulting on its $132
billion debt. The peso, pegged one-to-one with the U.S. dollar since 1991, might survive default,
but that is unlikely. It could become a floating currency--in principle, good economics. The
guestion is whether Argentina’ s central bank is disciplined enough to resist further debasing the
peso by printing new money to pay the country’s debts. | think not.

“The only viable alternative is to dollarize. Dollarization means that the dollar would
become the sole legal tender of the realm. Panama, Ecuador and El Salvador are aready
dollarized. Every Argentine peso would be converted to dollars, perhaps at the current one-to-
one rate. Then again, Economy Minister Domingo Cavallo might use the opportunity to engineer
a quickie devaluation, setting the conversion rate at 1.25 (or higher).

“Critics of dollarization maintain that Argentina’s existing fast tie to the strong dollar
decked the economy. The dollar began gaining strength against Europe and Asiain April 1995,
rising about 40 percent against Europe and 30 percent against the yen. In 1998 neighboring
Brazil floated its currency, the real, which has since been cut in half against the dollar, dealing a
further blow to Argentina’s competitive standing as an exporter. But Argentina’s Achilles’ heel
was not a strong peso. It was government spending greatly outpacing revenue collection, creating
the need for chronic new borrowing.

“Meanwhile, the International Monetary Fund played the role of an enabler by treating
periodic cashflow droughts with billions of dollars in rescue packages.” DeRosa (2001c) (|
consider this statement as implying that exports were uncompetitive, but it could be interpreted
differently.)

“Cavallo has to be remembered as the man who was ready to resort to any trick or artifice
to achieve his goal.

“What was that goal? Mission No. 1 was to prevent Argentina from defaulting on its
debt. Mission No. 2 was the preservation of the currency-board regime that keeps the peso
pegged one-to-one against the dollar.

“Yet even mission No. 2 could be sacrificed, at least in part, to the al-important goal of
preventing default. Hence the move to devalue the commercial peso by making it convertible
into equal parts dollars and euros.” DeRosa (2001d)

“I have steadfastly advocated freely floating exchange rates for countries large and small.
Still for Argentina, especially without any material change in the quality of financia and
economic leadership, dollarization is the best choice, at least for now.” DeRosa (2001€)

Padma Desai (professor of compar ative economic systems, Columbia Univer sity)

“The origins of the crisis in each country [Argentina and Turkey] were financia. In
Argentina, fears in November 2000 about the government defaulting on its accumulated foreign
debt of $125 billion, half of Argentine gross domestic product (GDP), created a panic among
investors and raised concerns about the stability of the peso. The situation was brought under
control with an IMF-backed support package of $40 billion in December but the economic
recession continued....Capital outflows, and dwindling deposits in Argentine banks that holders
converted into dollars, threatened the peso-dollar peg....The inability of the treasury to persuade
a hostile Congress and free-spending provinces to deliver a balanced budget by further spending
cuts toward the end of 2001 led to withholding of a credit tranche by the IMF in Decenber, a
unilateral debt default by the government, the freezing of bank deposits—corralito—by the
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central bank to prevent capital flight, bloody street protests, and government changes in quick
succession. The new team of policy makers under President Eduardo Duhalde floated the peso in
February 2002.” Desai (2002, pp. 172-3)

“The convertibility law of March 1991 linked the peso to the dollar, [and] required that the pesos
in circulation be backed by dollars and permitted citizens to exchange pesos for dollars in state-
owned banks. But the chickens did come home to roost. The arrangements backed by a currency
board failed to instill the necessary discipline among governments at the center and the
provinces, which accumulated a massive debt burden. The improving economic performance of
the nineties, which | describe subsequently, was overtake by the collective burden of the inherent
weaknesses, making a mockery of the IMF s short-sighted engagement in Argentina.

[Footnote to the words “currency board” above] The peso was tied to the dollar by law,
but the arrangements in practice lacked the strict monetary disciplining of an orthodox currency
board defined on page 265.” Desai (2002, pp. 175, 196 n. 1) (This note is the only time Desai
acknowledges that the convertibility system was not a pure currency board; everywhere else she
terms it a currency board without qualification.)

“The currency board arrangement however did not spare Argentina from the financia
crisis for a variety of reasons. First, the one-to-one link of the peso to the dollar contributed to
the overvaluation of the peso relative to the currencies of Latin American countries that are
Argentina’s trading partners. The overvaluation arose not only because the dollar remained
strong with respect © those currencies but also because inflation inertia and wage rigidity in
Argentina contributed to the appreciation of the fixed peso. (This connection was discusses in
block 2.) In addition to the appreciation resulting from a strong anchor and wage-price rigidity,
the peso lost its competitive edge in Latin American markets when Brazil devalued the real in
January 1999. The lost exports (supplemented by other factors discussed subsequently)
contributed to three years of negative GDP growth rates.

“The currency board failed to impose fiscal discipline on Argentine policy makers. In the
absence of the central bank acting as a lender of last resort, the federa treasury, including the
provinces, borrowed from abroad for meeting its budgetary needs, adding o the sovereign debt
of the government and crowding out private investment.” Desai (2002, p. 177) (This is an
unusual application of the term “lender of last resort” to borrowing by government, rather than
by the banking system. Desai uses the loss of exports compared to what they would have been
without a devaluation by Brazil as a definition of lower export competitiveness.)

“In conclusion, the appreciating peso damaged the competitiveness of Argentine exports.
The discipline of the currency board, however lax, deprived policy makers of discretionary
monetary policy choices to counter the cyclical ups and downs of GDP growth rates. The lack of
liquidity in the financial system discouraged private investment and saving and curtailed growth.
Low growth reduced tax flows in the treasury and raised budget deficits. High current account
deficits required growing borrowings from abroad in relation to GDP.” Desai (2002, p. 180)

“High taxes contributed to tax evasion but it was doubtful if the Laffer curve could be triggered
resulting in higher revenue flows from lower taxes in the absence of an efficient tax-collecting
system and automatic tax payments by the public in response to lower tax rates.” Desal (2002, p.
182)
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“The currency board regime lacked tax-collecting muscle and banking sector regulation. The
prevailing tax system coupled with ill-conceived regulatory safeguards smothered investment
activity and productivity growth requiring rapid policy initiatives.” Desai (2002, p. 183)

“The Cavallo plan this relied on supply-side incentives via lower and fewer business
taxes for reviving the economy and augmenting government tax revenues, and postponed for
future consideration the politically controversial chores of streamlining government
bureaucracies, revising the labor laws, and streamlining pension and other entitlement benefits to
the workforce.” Desai (2002, p. 184)

“The IMF had an opportunity in December 2000 to depart from its standard approach, initiate an
orderly and early debt restructuring of Argentine debt, and link it with its funding support (as
accomplished in South Korea in 1998 on a smaller scale). A fresh start that also involved the
scrapping of the outdated currency board and the peso-dollar link and the setting of credible
budget deficit targets as part of the debt restructuring under IMF initiative was then possible.”
Desai (2002, p. 186)

“The adoption of a pure currency board, sold as ‘credibility in a bottle’ (Frankel, 1999¢, p. 2),
represents a stricter confinement: the peg must be fixed by law and maintained; the monetary
base (currency in circulation plus commercial bank reserves with the central bank) must be fully
backed by foreign exchange reserves,; balance of payments deficits (surpluses) must lead to
tighter (expansionary) moretary policy resulting in automatic adjustment of spending in the
economy.

“Woas the adoption of a currency board in Argentina in 1991, a large economy whose
peso was fixed to the dollar, a successful exception to the small country rule? It did kill the
guadruple-digit inflation provide a growth stimulus to the economy until 1998. But in the
absence of a discretionary central bank acting as a lender of last resort, the Argentine treasury
and provincia governments borrowed for their liquidity needs, ultimately creating an
unsustainable sovereign debt liability to the tune of $95 billion by mid-2001. This could not be
repaid in time from inadequate growth in export earnings because of the peso’s link to the strong
dollar.” Desai (2002, p. 265)

“1. In the years preceding the onset of the crisis and for some time after that, the
Argentine peso and the Thai baht were pegged to the U.S. dollar, the former under a regime
resembling a currency board, and the latter under a managed exchange rate arrangement.” Desai
and Mitra (2004, p. 38)

Eugenio Diaz Bonilla (Institute for Food Policy Research, formerly Inter-American
Development Bank, Argentine origin)

“Argentina’s economic policies since 1991 (commonly known as the ‘Convertibility Plan’
because of the popular name of the currency board arrangement at the heart of the economic
program) seemed to usher in a new era of growth and stability.

“In March 1991, Congress passed the “ Convertibility Law”, which pegged the peso to the
dollar one-to-one, and transformed the monetary and exchange rate functions of the Central Bank
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into (almost) a currency board (see Liviatan, 1993). The Central Bank had to maintain liquid
international reserves to cover (amost) 100% of the monetary base (but not broader monetary
aggregates), and thus could not increase the monetary base except when international reserves
expanded (through trade surplus or net capita inflows).

[Footnote to passage above:] “The supply of liquidity beyond the monetary base was till
affected by Central Bank monetary instruments such as the reserve requirements for the banking
system and the use of short term swaps. This allowed some room for maneuver in monetary
policy. Also a percentage of the backing of the monetary base could be covered by dollar-
denominated debt of the Argentine government, which permitted some monetization of fiscal
deficits. Hence, the use of ‘almost’ in the previous paragraphs.

“However, and contrary to the view that links the current account deficit to government
borrowing (see for instance Feldstein, 2002), the increase in external debt was mainly the result
of private sector decisions, which explained a larger percentage of accumulated debt during the
1990s than public sector external indebtedness. Also, the argument that Argentina’'s exports
declined for lack of competitiveness does not fit the facts: the country has been gaining export
share in the world markets since the beginning of the 1980s. In fact, Argentina’s exports of
goods and services more than doubled between 1992 and 2001, growing faster than Brazil, Chile,
other LAC countries (excluding Mexico), and OECD countries during that period. The change in
the trade balance is basically explained by increased imports. And again contrary to some
interpretations (Feldstein, 2002) the causality for those increased imports seems to depend on the
dynamics of private capitals. business opportunities in Argentina generated increases in externa
borrowing and foreign direct investment, which helped maintain growth rates and an appreciated
exchange rate and led to expanded imports.

“Although growing faster than comparable countries, the additional exports generated in
the whole economy (and not only directly by the externa lending and investment decisions) did
not keep up with the increased international payments associated to the external debt and FDI,
and the debt service to GDP ratio progressively deteriorated reaching levels comparable to those
of the 1980s debt crisis. Along with the declining solvency indicators for the public sector, those
factors contributed to maintain Argentina’'s country risk premium higher than other countries
such as Chile or Mexico. The current account decomposition suggests a different interpretation
to the Argentine crisis, more in line with a modified version of the hypothesis of “sudden stops”
of capital flows (see Calvo et al, 2002): enhanced business opportunities in Argentina (including
the overvalued peso that augmented profitability in non tradables, but whose fixity ensured
payment of external debts and transfer of profits) led to a combination of decisions by the private
sector regarding external indebtedness and the volume and alocation of investments (in general,
not only FDI) that did not support the intertemporal sustainability of the current account.

“Argentina’ s economy and society underwent dramatic changes during the 1990s. The
economy appeared to enter a period of higher growth and low inflation after the 1991
Convertibility Plan created a currency board and the economy was liberalized, privatized, and
deregulated.” Diaz Bonilla, Diaz Bonilla, Pifiiero, and Robinson (2004, pp. 2, 4-5, 7-8, 23)

Kathryn M. E Dominguez (professor of public policy and economics, University of

Michigan) and Linda Tesar (professor of economics, University of Michigan)
“The capstone of the reform package was the Convertibility Plan, which was designed to
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eliminate Argentina’ s chronic inflation and restore credibility to the Argentine peso.s The Plan
pegged the peso at a one-to-one parity with the US dollar and required that two-thirds of the
monetary base be backed by international reserves. The other one-third could be backed by
dollar-denominated Argentine central bank securities at market prices, but holdings of those
securities could not expand by more than 10 percent per year. The Plan effectively converted the
central bank into a currency board that could issue domestic currency only in exchange for
foreign currency at afixed rate.”

“One of the costs of the currency board was a chronic over- valuation of the peso. Figure 7 shows
that in the period 1991-1993, the real effective peso exchange rate appreciated by almost 25%.”
(Around this passage, the authors cite two studies that have discussions of the real exchange
rate.) (pp. 3, 10-11)

Rudiger Dornbusch (professor of economics, Massachusetts Institute of Technology, died
July 2002)

“On 16 May, [1992, Argentina's] economic planning secretary Juan Llach dismissed the
speculation about a possible devaluation which followed recommendations to that effect made by
US economist Rudiger Dornsbusch. Llach noted that Dornbusch had been recommending the
exact opposite only a month ago.

“The official said that greater prudence and understanding of the situation had been
shown by another US economist, Martin Feldstein, who had said no devaluation was needed. In
an economy emerging from hyper-inflation, after 45 years of unremitting inflation, Llach said, a
much greater stabilisation of expectations was needed before even thinking of any change in the
exchange rate.” Dornbusch (1992)

“Argentinatoday isin a situation of currency overvaluation. Table 7.9 shows the extreme
increase of the Argentine CPl measured in U.S. dollars. The question is whether high domestic
prices will now start affecting wages and from there the competitiveness of the international
sector.

“What next? If high consumer prices make their way into wages and costs, the
overvaluation is bound to spread to a sharp loss of competitiveness, a trade crisis, and a currency
crisis. The beginning of thet process is aready visible.” Dornbusch (1995, pp. 233-5; apparently
this was written in 1993)

“After some half-hearted measures to stop hyperinflation failed, President Carlos Saul
Menem and his uncompromising new finance minister, Domingo Cavallo, introduced the
Convertibility Law in 1991. At the outset, hard money meant just recognizing the facts: The
dollar had become Argentinas de facto money. The law established a firm rule: fixed parity with
the dollar, the dollar as legal tender, no issue of local currency except when backed 100% by
dollar reserves in the central bank, and no financing of the Treasury by the central bank.

“Argentina’ s currency board-like arrangement would be ideal for Mexico, except for one

small problem: credibility. Mexico remains suspect and hence must take more drastic steps.”
Dornbusch (1997)
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“In Argertina, even keen observers and contributors to past success, from Cavallo to Calvo,
profess a need to break with the currency board and find some way out of the box—a tablita, a
basket peg, a devaluation follow[ed] by full dollarization.

“It is commonly assumed that Argentina’'s #1 problem is lack of competitiveness,
reinforced by Brazil’s currency collapse of 1998 [actually, 1999]. It is certainly the case that the
price level in dollars, in Argenting, is high, very high and that as a result it is difficult to see a
booming export sector....

“Devaluation is avery poor answer for this dollarized economy;...

“A radical aternative is to have a coordinated reduction in wages and public sector
prices, say 20 percent....

“Coordinated wage cutting sounds radical, but remember it is just the scientific way of
reestablishing competitiveness without the likely uncontrolled and often random falout of
currency devaluation.” Dornbusch (2000b, p. 1, 2)

“Currency boards, such as those set up in Lithuania and Estonia, fix their country’s
exchange rate and permit high-powered money to be created only if it is fully backed by holdings
of foreign currency. Currency boards amount to a fixed exchange rate system strictly without
sterilization.” Dornbusch, Fischer, and Startz (1998, p. 508) (The authors do not discuss
Argentina as an example or not of a currency board here, but see the quotation below from the
2004 version of their textbook, which may have been the work of Fischer or Startz rather than
Dornbusch who by then was dead.)

“Argentina s problem is not primarily the hard currency arrangement—Mexico's currency has
undergone a much more substantial appreciation—but rather a long period without investment, a
very incomplete fiscal house-cleaning and deeply divisive politics. The public sector is bankrupt
and the economy does not have much to offer. Asin the late 1980s, human capital is once again
on the way out, close on the heels of the outflowing capital. Argentina can expect a long period
of pain, currency board or not, and its creditors will most assuredly be disappointed.” Dornbusch
(2001b)

“LOUNGANI: What are your views on Argentina?

“DORNBUSCH: I’'m not sure my views can be printed in a family magazine like the IMF
Survey. But everybody knows that | think Argentina is, and has been, badly governed. Carlos
Menem, after a few good years, started backpedaling on reforms to help himself get re-elected.
And Fernando De la Rua accelerated that process of going backward.

“For Argentina to get out of this crisis, reconstruction rather than quick-fix financia
support has to be the answer. Tax evasion and corruption—and the government’ s acceptance of
this—must be suppressed in the most radical fashion. The cumbersome tax code must be
simplified to a flat tax, hopefully leading to better enforcement. The economy needs a quick
productivity boost by massive privatization of ports and customs and deregulation of the
wholesale and distribution sectors. Argentina must move quickly to a new temporary
convertibility plan—say, two pesos to the dollar, just because it is the next simple number after
one-to-one. The world should provide financial support, but only upon its acceptance of radical
reform and foreign hands-on control and supervision of fiscal spending, money printing, and tax
administration. Further IMF money without this change of the rules of the game would be a
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dramatic error. The IMF is placed in a difficult position when people are in the streets, but | hope
you will not be forced again into supporting an incomplete or implausible program.” Dornbusch
(2002, p. 93)

“Currency boards, such as those set up in Lithuania, Bugaria, and Estonia, fix their
country’s exchange rate and permit high-powered money to be created only if it is fully backed
by holdings of foreign currency. Currency boards amount to afixed exchange rate system strictly
without sterilization. Because sterilization is ruled out, adjustment is automatic, though of course
not painless.” Dornbusch, Fischer, and Startz (2004, p. 512 n. 12)

“Why would a nation choose to forgo discretionary policy? Consider the case of
Argentina, with fifty-five central bank presidents in as many years, more than ten monies in
succession, and a hyperinflation to boot. Not surprisingly, Argentina chose in the 1990s to have a
currency board. A currency board provides local currency with 100 percent backing in foreign
reserves. As a result, there is no discretion for the central bank, no money printing to finance
budget deficits, and never again a devaluation. In essence, Argentine monetary policy was set
during the 1990s by the Federal Reserve in Washington. Except that, as a sovereign nation,
Argentina could aways abandon the currency board if its fixed exchange rate became
unsustainable. And this is exactly what Argentina did when it let its currency float (see Figure
19-11).” Dornbusch, Fischer, and Startz (2004, p. 533)

Sebastian Edwards (professor of international economics, University of California-Los
Angeles, formerly [1993-1996] chief economist for Latin America and Caribbean, World
Bank)
“These [reforms|] were contained in the Convertibility Law, which fixed the exchange rate
between the Argentine austral and the U.S. dollar and completely abolished all exchange and
capital controls. Additionally, this law established that the quantity of money could only be
expanded if fully backed by international reserves. This provision practically eliminated the
possibility that the central bank would fund public enterprises, the federal government, or the
provinces.

[Footnote to the passage above] The interpretation of ‘liquid’ international reserves is
somewhat lax since it includes government assets denominated in foreign currency (see
Canavese 1991).” Edwards (1995, pp. 99, 323 n. 9)

“An International Monetary Fund team has been in Buenos Aires since last week,
renegotiating its lending agreement with President Carlos Menem's government. IMF authorities
will probably tolerate a $5.5 hillion deficit this year--although that's a gross overshot of the
original $2.5 billion target. But for 1997, they plan to be tough, insisting that in exchange for
continued lending, the federal deficit not exceed $1 billion, approximately 0.3% of GDP.

“Is this IMF-induced discipline going to rescue Argentina? Probably not. While
achieving this target would give the country stronger fiscal accounts than amost every OECD
nation, including the U.S,, this is neither realistic nor pragmatic. To make the target, Argentina
will need Draconian austerity. One leading newspaper, El Clarin, reported that the IMF has even
suggested increasing payroll taxes. Fortunately, with unemployment bordering on 20%, Finance
Minister Rogue Fernandez and his team have rightly resisted measures that would further distort
an aready inefficient labor market.
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“If the IMF truly wants to help Argentina it should follow a radical new approach....

“An EFF [Extended Financing Facility] program should be designed around a visionary
labor-market reform. Argentina has extremely rigid labor legidation. Payroll taxes are close to
40%; collective bargaining procedures favor monopolistic behavior by unions and severely limit
negotiations at the firm level; labor taxes earmarked for socia services provided by unions are a
source of corruption; and a surrealistic system of severance payments burdens small and medium
enterprises. This array of taxes and regulations has served well a small group of privileged
workers, but has greatly hurt the economy and the average citizen. It has slowed job creation and
reduced the internatioral competitiveness of Argentine exports.” Edwards (1996)

“In evaluating Brazil’ s options it is useful to look at its neighbor to the south, Argentina.
In 1991, after two rounds of hyperinflation, Argentina implemented a new monetary system
based on a fixed, one-to-one, exchange rate to the U.S. dollar, free capital mobility and strict
constraints on central bank behavior. Under this ‘convertibility’ system, 100% of Argentinds
monetary base is backed with foreign exchange, and the central bank is forbidden from granting
credit to the government. This system has been supplemented with high liquidity requirements
on local banks, giving stability to the financial system, and an internationa credit line that can
provide liquidity in acrisis.

“In spite of initial international skepticism, the convertibility law has served Argentina
very well. Inflation has disappeared, growth has resumed, and unemployment--although still
high--is declining. More impressively, perhaps, interest rates have remained very low; indeed at
8% per year the government’s cost of borrowing is less than half that of Brazil's.

“These wonderful things have not come for free. In the aftermath of the Mexican crisis of
December 1994, Argentina’s international reserves dipped, generating a liquidity squeeze.
Growth plummeted and unemployment went up. By staying the course, however, the country
was able rapidly to regain credibility, attracting, once again, foreign investors. Argentina is now
one of the strongest emerging economies.

“The adoption of acommon currency for Mercosur, based on the Argentine convertibility
system, would provide much needed stability to Brazil. The most important short-run effect
would be a rapid decline in Brazilian interest rates from their current 20% per annum, to levels
similar to prevailing Argentine rates. By reducing the cost of servicing the domestic debt, lower
interest rates would immediately help lower Brazil’s fiscal deficit. According to my own
computations, these lower interest rate costs would help reduce Brazil's public sector imbalance
from its current 7% of gross domestic product, to a still high but more manageable 3.2% of
GDP.” Edwards (1998a)

“Contrary to what has been intimated by fans of capital controls, Chile has experienced
heightened macroeconomic volatility since the eruption of the east Asian crisis. Short-term
interest rates have been five times more volatile than interest rates in neighbouring Argentina, a
country that abolished all capital restrictions more than seven years ago.

“This is not all. While Argentina has continued to enjoy exchange rate stability, the
Chilean peso has been under severe pressure during the last few months. So much so, that the
authorities have reversed recent policies and have broadened the band within which the exchange
rate is alowed to fluctuate. In spite of this, since last October Chile has had to use more than 15
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per cent of its international reserves to finance shortages of international capital; during the same
period Argentina continued to accumulate international reserves.

“In order to defend the peso, Chile's central bank has had to raise interest rates to
prohibitive levels. During the past few months the overnight interest rate has occasionally
surpassed 100 per cent. Argentina, on the other hand, has been able to maintain the lowest
interest rates in Latin America, Its overnight interest rate is 8.6 per cent, while in Chile it
exceeded 22 per cent.

“High interest rates have already hurt the Chilean economy. The key export sector has
been hit particularly hard, making a difficult situation even worse. As a result, most independent
analysts have lowered their forecasts for Chile’s economic growth in 1999 to the 2 per cent
range, substantially below the 7.5 per cent average of the last decade.

“The long history of currency crises in Latin America has shown that, more often than
not, the problem is lack of bank supervison, and not excessive capital mobility.” Edwards
(1998b)

“’1 am convinced that while a currency board and maybe dollarisation is the right system
for Argentina...it is utmost folly to think that Ecuador today could go in the same direction,’
Edwards said.” Edwards (1999a)

“IBD [Investors Business Daily]: Are fears of a devaluation of Argentinas peso
warranted?

“Edwards. They are completely unwarranted. There's general support and commitment
by every segment of the political class and every influential member of the economics profession
for the * Convertibility Law,” the technical name for Argentina s dollar peg.

“1BD: President Menem called on Latin American countries to adopt the dollar and has
encouraged Argentine employers to pay salaries in dollars. Is he &rsighted or too ambitious
about dollarization?

“Edwards: It’s a credtive idea, and one that does make some sense for Argentina. The
country already has its pegged exchange rate and the currency-board system, which really
reduces the ability of the central bank to operate.

“It makes sense for Argentina, but not for every country in Latin America. It seems to me
we shouldn’t count on it as aregional solution.

“1BD: Why is Argentina such a big booster of dollarization?

“Edwards. The system already is very close to dollarization, with the one-to-one peg and
having dollars circulating a ongside the peso.

“Also, the central bank has enough dollars in reserves to back every peso aready in
circulation. And there are no plans to get rid of the peg.” Edwards (1999b)

“The lesson from Panama is that while dollarization provides for price stability, it cannot
guarantee fiscal accountability. As long as the IMF exists, the temptation to use its generous
funding programs as a surrogate for a central bank will likely betoo great for most politicians to
resist. Supporters of dollarization for Argentina should take heed; adopting the U.S. dollar,
without placing fiscal restraints on politicians may lead to a permanent revolving IMF mission in
Buenos Aires.



“After adopting an institutional framework for credible fiscal responsibility, Argentina
should move quickly--and unilaterally--towards full dollarization. This would consolidate the
gains achieved since the adoption of the currency board in 1991. With devaluation rumors and
the IMF out of the picture, Argentina would not only recover but would likely become an
economic dynamo in Latin America.’ Edwards (1999c)

[“Main features’ of a currency board:]

“-Strict fixed exchange rate system, with institutional (legal, and even constitutional)
constraints on monetary policy and no scope for atering the parity.

“-The monetary authority only can issue domestic currency when it is fully backed by
inflows of foreign exchange.”

“Currently, Hong Kong and Estonia have currency boards, and Argentina and Bulgaria
have (quasi)-currency board arrangements.” Edwards and Savastano (1999, p. 7, in Table ]
(This definition leaves unclear the key point whether a currency board as they define it sterilizes
inflows or outflows if it has more than 100% foreign reserves, hence | regard it as deficient.)

“Despite the grim outlook, Mr. Duhalde’s government has one great advantage: Just
across the Andes there is amodel of success where this al happened before. Almost two decades
ago--in June 1982--Chile faced a crisis hauntingly similar to Argentina s today. The peso, which
for several years had been pegged to the dollar under an implicit currency-board arrangement,
was devaued by 78%.

“When the Chilean economy collapsed in 1982, many observers blamed the reforms and
clamed that a free-market system could not be implemented in a small developing country. In
Chile thent-as in Argentina now--the post-crisis reaction was to flirt with populism. In the period
from 1982-84 the government hiked import tariffs, increased regulation and implemented
industria policies to subsidize domestic producers.

“The results were dismal. After two years, the economy remained flat on its back,
unemployment was rising, and inflation was spinning out of control. Despite the military
government’s grip, popular dissatisfaction was growing, and the country's business leaders and
political elite were also restless.

“Such was the protracted misery when, in early 1985 Hernan Buchi was appointed
finance minister and launched a major debt-restructuring program and a deepening of market
reforms. Over the next four years GDP growth averaged 7.3% annually. Unemployment declined
to 6%.

“The adoption of sound monetary policy and the credibility it brought was another
fundamental cog in the Chilean wheel of success. Argentina lost its monetary credibility last
May, when President Fernando de la Rua dismissed Central Bank Governor Pedro Pou because
he refused to tinker with the country s convertibility law, which anchored the peso to the dollar.
Reinstating Mr. Pou immediately as Centra Bank governor would remedy a mgor injustice and
go along way towards assuring the public and the market.” Edwards (2002b)

“Although the economics profession is still digesting the implications of Argentina's
crisis, it is already possible to extract some important lessons, most of which are neither new nor
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surprising. In fact, as the crisis unfolded, many observers warned the authorities that past
experience suggested that Argentina was in a very vulnerable position. Unfortunately, the
authorities rejected these warnings, arguing instead that Argentina was really very different from
other countries,
“It is worthwhile to repeat these lessons, as in policy circles there is a frightening
tendency to forget history. A list of lessons, both old ard new, would include the following:
The Argentine crisis shows that, contrary to the claims of some of its most ardent
supporters, a super-fixed exchange rate regime is not on its own a solution to a country’s
macroeconomic problems. A currency board is not ‘a panacea.’
A currency board cannot ‘force’ politicians to run prudent fiscal policies nor can it
ensure a lasting low-inflation equilibrium.
Perverse fiscal dynamics, when the country fails to generate a primary surplus large
enough to stabilize the debt to GDP ratio, usually generate a vicious circle, where failure
to stabilize the debt ratio results in higher cost of funds, lower growth, and in an even
larger required primary surplus.
Fiscal federalism issues are of paramount importance. In Argentina, the inability to bring
the provinces finances into check was a key ingredient in the unfolding criss.
Institutional arrangements are needed to bring provincial spending into line with overall
fiscal objectives, but an important question is how to design such institutions. Some
have argued that the EMU’s “Growth and Stability Pact” is the type of institution that
would help deal with fiscal federalism issues. Whether the pact will actually live up to
its promises is still to be seen, however.
Situations of real exchange rate overvaluation are very costly, and lead to low growth
and in some cases even stagnation. Moreover, in super-fixed nomina exchange rate
regimes, overvaluation is very difficult to resolve. This notion is far from new—in fact,
Keynes wrote extensively about it when discussing inter-war international financial
problems, but it is one that policy makers seem to forget over and over again.
Economies with low degrees of openness to internationa trade have difficulties
adjusting to external shocks. More specifically, the costs of adjustment are proportional
to the inverse of the marginal degree of openness of the economy.
In the presence of de facto dollarization, large devaluations wreck balance sheets and
generate very costly bankruptcies. This, in fact, was also a mgjor lesson of the Chilean
currency crisis of 1982. Surprisingly, not enough attention has been given to that
particular episode of a modern currency crisis.
Defaulting on the public debt may be very costly. Indeed, contrary to the claims of a
number of foreign and Argentine analysts, the experience of Argentina during 2002
indicates that there isn’'t such athing as a‘painless’ default. Some may argue that it was
not the default per se that caused so much havoc, but rather the avful policies that
accompanied it. But that is exactly the point. Defaults don’'t come in a clean, surgical
way. They are messy and costly.
Perhaps the most important lesson stemming from Argentina is that, contrary to the
claims of a number of authors, a banking system dominated by major foreign banks may
still be subject to a run on deposits. This happened in Argentina throughout 2001 and
induced Minister Cavallo to impose the ill-fated deposit freeze and exchange controls in
early December of that year.
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Related to the previous point, there are a number of serious risks associated with a
highly dollarized banking system. In particular, in the absence of alender of last resort—
as is aimost aways the case when the banking system is highly dollarized, a run-of-the-
mill crisis may be transformed into a maor catastrophe. An important question is
whether emerging markets should alow any foreign-currency-denominated deposits in
their banking system.

“3. The Argentine debacle, the quest for hard pegs, and dollarization [section titl€]

“Many supporters of super-fixed exchange rate regimes have not changed their views as a
result of the Argentine debacle. Some argue that Argentina s regime was not a genuine currency
board. The Wall Street Journal’s editorial page, for example, which for a number of years
commended Argentina, now claims that Argentina didn’t really have a ‘true’ currency board or
sound monetary policy. Although it is true that some analysts referred to the Argentine
arrangement as ‘mimicking’ a currency board, it is aso true that before the crisis many super-
fixers praised the Argentine regime.” Edwards (2002e, published version, pp. 241-2)

“Sebastian Edwards (UC, Los Angeles and NBER) began the discussion commenting on
Michagl Mussas presentation. Edwards mentioned that when talking about avoidable mistakes
one needs to focus on particular points of time. He pointed out to the audience that two particular
events developed in late 1999 and early 2000. First, there was an increase in taxes (impuestazo)
which alot of people claim killed the recovery of the economy. Then at the beginning of 2000
the government established a floor in the transfer of money to the provinces of 1.34 billion per
month and according to Edwards this provided one more degree of inflexibility to an already
inflexible economy.” Edwards comments in National Bureau of Economic Research (2002b)

“By the end of 2001, Argentina’s decade long experiment with a fixed exchange rate and a
currency board had collapsed.” Edwards and Frankel (2002, p. 3)

“Argentina’s Currency Board

“Argentina provides on of the most interesting (recent) cases of a super-fixed regime. In
1991, and after a long history of macroeconomics [sic] mismanagement, two bouts of inflation,
and depleted credibility, Argentina adopted a currency board.” Edwards (2003b, p. 57)

Barry Eichengreen (professor of economics and political science, University of California-
Berkeley, formerly [1997-1998] senior policy adviser, International Monetary Fund)

“The attraction of a currency board is that it is expressly designed to minimize
uncertainty about the authorities commitment to defending their exchange rate peg. Statute
prohibits the monetary authorities from issuing currency except when they acquire foreign
exchange reserves adequate to convert that currency at a fixed rate. For every dollar’s worth of
domestic currency they issue, for example, they must possess a dollar’ s worth of reserves. Under
such a system, the credibility of the pegged rate of exchange should be complete. Since
speculators have no incentive to test the resolve of the monetary authorities, speculative attacks
should be absent.

"‘étill smaller countries may find it attractive to hitch their currencies to that of a larger
neighbor, forsaking monetary autonomy. They may do so informally, as does the Netherlands
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with Germany...or formally, as under the currency board arrangements of Argentina (which pegs
to the dollar) and Estonia (which pegs to the deutsche mark).” Eichengreen (1994, pp. 73, 135)

“Whether these small open economies are in Europe, Latin America, or East Asia, they
find it exceedingly difficult to live with exchange rate fluctuations. They are thus prepared to
take drastic steps to limit exchange rate volatility. In some cases they have done so by replacing
their centra banks with currency boards. This approach has been used by countries with
exceptional problems with inflation and financial stability, such as Argentina and Estonia. A
parliamentary statute or constitutional amendment requires the board to tie the domestic currency
to that of a maor trading partner. Argentina's currency board can issue a dollar’s worth of
currency only when acquiring a dollar of reserves, effectively pegging the peso-dollar exchange
rate at one to one. Currency traders do not question the monetary authorities commitment to the
currency peg, since the latter are required by law to defend it. But a currency board leaves the
monetary authority little leeway to act as a lender of last resort in the event of problems in the
banking system. And once the inflationary crisis has passed, countries find it hard to eliminate
their currency board and reacquire monetary flexibility without exciting fears of a return to the
bad old days.” Eichengreen (1997, electronic source, no page numbers)

“Conversely, when monetary and financial shocks jeopardizing the stability of the banking
system are home grown, as has aso often been the case, pegging the exchange rate imposes
valuable discipline on domestic policymakers. Argentina in the 1990s illustrates the point: by
adopting a rigid currency peg it has prevented domestic policymakers from succumbing to the
monetary excess that long destabilized its banking system.

“But this experience also illustrates the problems created for banking stability if the
source of disturbances changes, asit did in Argentina at the beginning of 1995. An exchange-rate
arrangement that had contributed positively to banking and financial stability so long as
disturbances were primarily monetary and primarily domestic proved to be a liability once an
external financial shock—the Tequila crisis—came to dominate Argentina s financial affairs.

“...And for countries like Argentina, whose pegged rates are less than fully credible, the
exchange-rate escape clause is not an option.” Eichengreen (1998, pp. 598-9)

“Legidating a currency board that rigidly links the value of domestic money to that of a foreign
currency and ties the domestic monetary base firmly to the level of foreign-exchange reserves
sgnds avery firm commitment to a pegged exchange rate.

[Footnote to the passage above] “It should be emphasized that signaling such a
commitment may not be enough and that acquiring credibility in the eyes of foreign and
domestic investors may be a drawn-out process. Argentina, despite subjecting itself to the
discipline of the currency board, has, over the 1994-98 period, seen the spread over U.S.
treasuries for its floating-rate government debt fluctuate between 200 and 2,100 basis points. In
January 1999, he Argentine government floated a proposa to adopt the U.S. dollar as the
officia currency.” Eichengreen Masson, Savastano, and Sharma (1999, p. 3)

“One way to limit the fallout from devaluation would be to combine it with an immediate

dollarization, & the same time revaluing dollar-based obligations at the new exchange rate. In
other words, if the peso were devalued by 20%—which analysts say is the minimum needed to
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be effective—a $100 debt would be reduced to $80. Although some parties, especially the banks,
would suffer, a deadly chain of bankruptcies would be avoided. Says economist Barry
Eichengreen, an influential emerging- markets expert at the University of California at Berkeley:
‘It would be aradical step, but the time for radical steps has come.”” Eichengreen (2001b)

“Argentina and Turkey illustrate these points [about the risks of exchange rate-based
stabilization]. To lend credibility to stabilization, Argentina adopted a dollar-based currency
board. While this maximized the credibility of the commitment to price stability in the short run,
it also exposed the economy to fluctuations in the relative value of the major currencies. The
dollar’s rise in the second half of the 1900s thus aggravated the country’s competitiveness
problem”

[Footnote shortly after the above passage] “Actualy, the paralels [of the Turkish
program] with Argentina were extensive. The rules of the Turkish system required that the
intervention of the currency be unsterilized and that the central bank had to hold foreign
exchange reserves amounting to a significant fraction of the domestic currency issue. This was
not a pure currency board, a la Argentina, but quite similar to one.” Eichengreen (2002b, pp.
111-12)

“Align Domestic Institutions and Policies to the Capita Account Regime [section title]

“The point will now be obvious, but it is important to draw out its implications. These
include adapting exchange rate and monetary policies to the openness of the capital account.
This means abandoning pegged-but-adjustable rates, crawling bands, and target zones for a
currency board, dollarization, or, at the other extreme, a more flexible rate.” Eichengreen (2003b,
p. 299)

Charles Enoch and Anne-Marie Gulde (both International Monetary Fund)

“Following the successful use of a currency board to stabilize the economy in the aftermath of
Argentinas hyperinflation in 1991, additional attributes of currency boards became evident as a
result of the successful efforts made by two transition economies--Estonia and Lithuania--to
achieve credibility quickly for their newly established currencies.

“A currency board combines three elements. an exchange rate that is fixed to an ‘anchor
currency,” automatic convertibility (that is, the right to exchange domestic currency at this fixed
rate whenever desired), and a long-term commitment to the system, which is often set out
directly in the central bank law. The main reason for countries to contemplate a currency board is
to pursue a visible anti-inflationary policy.” Enoch and Gulde (1998, pp. 40, 41 [text box])

David H. Feldman (professor of economics, College of William and Mary)

“Most Latin American currencies are tied to the dollar. Some nations use traditional fixed
exchange rates in which the central bank promises to redeem domestic currency for dollars at a
set price. Argentina's 10-year-old currency board is stricter. It must hold a dollar in assets for
every peso liability it creates.” Feldman (20014)

“So why has the government suddenly seen its interest costs on short-term borrowing
shoot up 5 percent? And why has President Fernando de la Rua caled for large cuts in public
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spending while the nation suffers through its third year of recession? Some say the villain is the
currency board.

“The board must hold a dollar in assets for every peso liability it creates, so newly minted
pesos can no longer finance budget deficits. This is precisely why the country' s high inflation
disappeared. But Brazil’s currency collapse and the dollar’s continuing strength against the Euro
have hammered the international competitiveness of Argentina's goods and helped push
unemployment to depression levels. Any recession dries up government revenue, but a prolonged
one raises fears of default that send government borrowing costs skyward. After al, it's hard to
project robust future revenues when your economy is still moving in reverse. To restore investor
confidence the authorities promise austerity, which worsens the recession. Trapped!

“The fact that devaluation is now openly discussed reveds a serious flaw in the
supposedly ironclad discipline of the currency board. Talk of devaluation can be self-
fulfilling.....

“Dollarization eliminates this risk, but at a price. Countries must convert their central
bank holding of U.S. Treasury securities, which pay interest, into cash, which pays none....

“Dollarization is not a cure-all. More effective bank oversight procedures and policies to
broaden the tax base must complement any moves to replace the national currency, but together
with these needed reforms, dollarization can make a contribution to long-run stability in
Argentina. The short run is still a problem” Feldman (2001b)

“Argentina’s citizens are not overtaxed. At 21% and 35%, the nation’s value added tax
rate and personal income tax rate are well within international norms. The problem is who pays,
and who doesn’'t. Up to forty percent of the value added tax that should be collected is lost to tax
evasion....If Argentina had a socially acceptable budget that was roughly in balance, its interest
rates would more closely match U.S. levels and the overvalued Peso would be an annoyance
instead of a national catastrophe.

“What Argentina needs is the legal structure of an effective state. With clear and smple
tax laws and an aggressive, independent judiciary, the nation could fund its existing budget at
substantially lower tax rates, with al the efficiency gains lower marginal rates can bring. Thisis
the missed opportunity of the past decade, and the reform needed to make al the other reforms
work.

“Instead, default and devaluation are the order of the day. The Peso, we are told, must be
de-linked from the dollar to restore the competitiveness of Argentina’s goods. Yet Argentina’s
exports have risen in 2001, and in every year of the past decade but 1999, when Brazil’s
currency collapsed.

“As Argentineans know, devaluation is no panacea for a nation whose citizens have little
faith in their economic and political institutions. Many in Argentina’'s middle class regard the
capital controls and the devaluation as outright theft since the convertibility law promised that a
Peso could be exchanged for a dollar on demand, and the currency board acquired the assets
necessary to do so. In advance of the actual devaluation prices rose substantially. Thiswill offset
much of the competitiveness gains deval uation supposedly will bring. And fears that the printing
press will substitute for sensible tax policy means that tinkering with the exchange rate will bring
no long-term advantages.” Feldman (2002a)
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“Perhaps the most common anti-dollarization argument today is summarized in a single
word—Argentina. That sad nation’s descent into economic chaos is attributed by many to its
rigid use of a currency board whose statutory responsibility was to maintain a dollar in reserves
for each peso it issued—dollarization de facto. As the dollar rose in value against the yen and
euro in the late 1990s, demand for Argentina's increasingly overpriced goods fell.” Feldman
(2002Db) (I interpret this passage as being in contradictionwith Feldman 2002a.)

Martin S. Feldstein (professor of economics, Harvard University, formerly chairman,
Council of Economic Advisers)

“On 16 May, [1992, Argentina's] economic planning secretary Juan Llach dismissed the
speculation about a possible devaluation which followed recommendations to that effect made by
US economist Rudiger Dornsbusch. Llach noted that Dornbusch had been recommending the
exact opposite only a month ago.

“The officiad said that greater prudence and understanding of the Situation had been
shown by another US economist, Martin Feldstein, who had said no devaluation was needed. In
an economy emerging from hyper-inflation, after 45 years of unremitting inflation, Llach said, a
much greater stabilisation of expectations was needed before even thinking of any change in the
exchange rate.” Feldstein (1992)

“But while it is easy to criticize Thailand in hindsight, many other countries still refuse to
abandon fixed rates or opt for a devaluation, fearing the resulting inflation, steeper interest rates,
and greater foreign debt burdens. These countries cling to the hope that an overvaluation might
correct itself without a change in the nominal exchange rate if domestic prices fall or if the dollar
dips. This strategy worked for Argentina, which maintained its ‘overvalued’ fixed dollar-peso
exchange rate during the past decade and stayed competitive because its domestic producers
lowered the cost of Argentine goods by increasing productivity.” Feldstein (1999, pp. 98-9)

“Argentinaand Hong Kong operate a modified currency board system in which they hold
one dollar for every unit of local currency distributed as cash or as reserves in the commercial
banks. Everyone has the right to exchange that currency for dollars. A currency board system, if
strictly enforced, would prevent a successful run on the currency because a drop in foreign
exchange reserves would force the central bank to reduce the money supply and raise interest
rates. The government never has to devalue because interest rates keep rising as long as the
country loses reserves—until interest rates are high enough to get investors to stop selling the
currency. In principle, this self-regulating mechanism discourages speculators, so the interest
rates need never rise to high levels.

“The success of a currency board as a deterrent to speculators depends on market
confidence that the government will let interest rates rise as long as foreign exchange reserves
dwindle, no matter how much damage those high rates do to the economy. If an ensuing collapse
in domestic demand and a sharp rise in unemployment induces the government to bend the rules
and permit the central bank to issue bank reserves without full foreign currency backing, the
automatic confidence factor disappears. The currency board then becomes an empty promise of
the government not to devalue or to pursue an inflationary monetary policy. In short, whatever
its virtue as an anti-inflation signal, a currency board still cannot prevent currency crises. Indeed,
if the Hong Kong government eventually succumbs to the deepening recession by devaluing the
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Hong Kong dollar and reducing interest rates, Argentina’s currency board would probably lose
credibility as well. The theory of the currency board would then return to the textbooks o
monetary history.” Feldstein (1999, pp. 107-8) (This passage does not say what distinguishes a
currency board pure and simple from a modified currency board, hence | consider it a deficient
definition. )

“An overvalued fixed exchange rate (locked at one peso per dollar since 1991) and an
excessive amount of foreign debt were the two proximate causes of the Argentine crisis. Because
the exchange rate was fixed at too high a level, Argentina exported too little and imported too
much....

“Sophisticated Argertines and foreign investors knew that the peso had to be devalued if
future current-account deficits were to be reduced without a continued massive recession....

“What lessons can be learned from the Argentine experience? First, a fixed exchange-rate
system, even one based on a currency board or other ‘hard’ fix, isabad ideathat is likely to lead
to an overvalued exchange rate, a currency crisis, and widespread defaults. A market-determined
floating exchange rate is the only way to avoid these problems.” Feldstein (2002a, pp. 8, 12, 14)

“Argentina got into the current crisis because it had an overvalued currency (the peso was
tied one-to-one to the dollar) and excessive budget deficits financed by borrowing dollars from
abroad. The currency overvaluation has aready been eliminated by the collapse of the peso--now
worth about one-third of its previous value--and the shift to a floating exchange rate. While
future Argentine governments may continue to run large budget deficits, there is little risk that
foreign lenders will continue to finance them. ” Feldstein (2002b) (I regard this discussion of
overvaluation as deficient. Feldstein implies that the peso was overvalued because the dollar was
overvalued, which contradicts the view he has expressed elsewhere that a floating exchange rate,
which the dollar had, is the way to avoid overvaluation.)

“TNI [The Nationa Interest]: Since we're speaking of a new currency bloc, let's turn
now to our own hemisphere where the question of dollarization has been much discussed in
recent years. Given what's happened in Argentina lately, these formerly theoretical discussions
seem to have been reshaped by events. How would you characterize the problems in Buenos
Aires, and what connection do they have to the dollarization debate?

“MF [Martin Feldstein]: Argentina is really an example of a country that fixed its
exchange rate relative to the dollar, but without actually adopting the dollar as its currency. That
was also a problem in Southeast Asia in 1997-98; it contributed fundamentally to the Thai
problem and to a certain extent to Korea s problem. But those countries wised up and shifted to a
floating exchange rate, as has Brazil, as has Mexico. By 2001, therefore, Argentina was odd man
out in sticking to a policy that was very helpful a decade ago in bringing inflation under control,
but it lacked an exit strategy back to a floating exchange rate-which they probably should have
done five years ago when things were going well.

True dollarization, which they have not done, would mean not simply making the peso
convertible to a dollar on a one-to-one basis, but eliminating completely the peso so that the
Argentine people and businesses use the dollar as currency. And that makes no sense at all for an
economy whose main trading partners are Brazil and Europe. It means that if the dollar
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strengthens relative to the euro, Argentina is in trouble. If the Brazilian real devalues relative to
the dollar, Argentina isin trouble, too. So, it doesn't make sense for them, and that was why the
debate to which you have referred ended as it did.” Feldstein (2002d, electronic source, no page
numbers)

“Degpite the obvious problems with fixed exchange rates, there is still come professional
support for fixed exchange rates that are supported by currency boards. In principle such
exchange rates are not adjustable at al but are permanently fixed by a mechanism that
automatically raises exchange rates by enough to maintain demand for the currency at its pegged
exchange rate. Although Argentina, the leading currency board country, has (as of the time of
this writing in October 2001) been able to maintain its fixed exchange rate vis-a-vis the dollar, its
Situation is precarious. Brazil, Argentina s largest competitor, has a floating exchange rate that
has made the Brazilian real increasingly competitive and the Argentine peso increasingly
uncompetitive. The esult has been to create a growing trade deficit in Argentina, putting
significant pressure on the currency that trandates into extremely high real interest rates in
Argentina. Those high interest rates produce substantial economic weakness and cause a
ballooning of the government deficit because of the higher interest on the national debt and the
lower taxes caused by the economic downturn.

“Domingo Cavallo, the finance minister who established the currency board system in
Argentinain order to end the hyperinflation that previously plagued his country, makes it clear in
his comments in this volume that he does not see the currency board as a permanent
arrangement. Instead, he spoke of looking ahead to a time when the Argentine currency would
generally be perceived as undervalued so that its link to the dollar could float to a higher value.
Since the conference at which he made these remarks [on 20-21 October 2000], the sharp decline
of the Brazilian rea has caused a mgor increase in Argentina s current account deficit, thereby
putting substantial downward pressure on its currency.” Feldstein (2003, pp. 5-6)

David Fdix (professor emeritus of economics, Washington University, St. Louis)

“To appease the IMF and Wall Street, it [Argentina] choseto retain a policy triad that had ceased
to make sense: to defend at al costs a severely overvalued peso exchange rate; keep up full
servicing of the oppressively large debt; and balance the fiscal budget in the face of skyrocketing
unemployment and falling production.

“The cc.).r.nerstone of the new policy was the Convertibility Law, which froze the peso/dollar
exchange rate and tied the peso money supply tightly to the stock of hard currency reserves.
(these two quotes from p. 73)

“As the dollar rose after 1995 relative to the currencies of Argentina's chief trading partners--
Europe and its Latin American neighbors, notably Brazil--the peso became severely overvalued.
Badly sgueezed, industrial exports declined and cheapened consumer imports replaced domestic
production. Industrial production stagnated and unemployment replaced double digits....with an
overvalued exchange rate holding down exports, it became evident that Argentina was headed
into adebt trap. (p. 74)
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“Formal dollarization, favored by conservative Argentine economists and politicians as an
alternative to devaluation, was no longer a viable option [after the riots that prompted De la Rua
to resign]. (p. 75)

“The flight to the dollar by Argentines reduced the dollar reserves of the Central Bank below its
stock of peso emissions, putting it in violation of the law....
“The Central Bank lacked sufficient dollar reserves to buy up its peso emissions. (p. 76)

“Rising interest payments that overtook the primary surpluses are what caused the overall fiscal
deficits to surge after 1996. (p. 78)

“The II\'/II'F helped deepen the disaster by backing the policy triad long after it had become
counterproductive. It bears partia responsibility for the consequences. (p. 79)

“...imposing still more fscal austerity, as the IMF persisted in doing to Argentina, can push
unemployment and bankruptcies to politically explosive levels.” (p. 79) Felix (2002) (Unlike
many other writers, Felix does not call the convertibility system a currency board. He does rot
directly define what he means by overvauation, though he hints at it. Industrial exports,
measured in nominal U.S. dollars, did fall sharply in 1999 from their peak in 1998, but they
rebounded in 2000 and 2001, without reattaining their 1998 peak. In 2002 and 2003, industrial
exports were lower than in 2001, although Felix was writing before the statistics were available.
| take his comment about the lack of dollar reserves to imply that dollarization at the going
exchange rate would have been technically infeasible.)

Raquel Fernandez (professor of economics, New York University), and Jonathan Portes
(NERA Economic Consulting)

“After four years of recession and rigid adherence to a fixed exchange rate, or currency
board, it is clear that Argentina smply cannot export enough to pay its debts.

“...Now the IMF and the Argentine government are seeking to inflict further pain on
ordinary Argentines. The Fund is seeking a balanced budget for 2002. That may mean spending
cuts of $7bn, combined with tax increases of $4bn. In US terms, such measures would be the
equivalent of a $400bn-a-year tax increase/ spending cuts package: perhaps $2,500 a year for
every family. The result will be many more lost jobs, unpaid pensions, cuts in social services and
in education—all so that the government can postpone the inevitable a little longer and service
its foreign debts for a few more months.

“This is economic and political lunacy. Certainly, Argentina has some structural fiscal
weaknesses. Yet the problem is not the budget deficit but the recession, which is causing that
deficit.

“Neither the IMF nor anybody else would advise any developed country to adopt such
masochistic and self-destructive policies. No one is suggesting that because recession has pushed
the US into deficit this year, taxes must go up. Quite the opposite. Instead, the debate in the US
is what combination of spending increases and tax cuts is necessary to help the country out of
recession.”



“It is not just economically foolish to prioritise the debts owed to foreign bondholders
over those to domestic workers and pensioners. It is politically unsustainable and socialy
unjust.” Fernandez and Portes (2001)

Stanley Fischer (governor, Bank of Israel, formerly vice chairman, Citigroup, also [1994-
August 2001] first deputy managing director and later acting managing director, and still
later [September 2001-January 2002] special advisor to the managing director,
International Monetary Fund; also formerly chief economist, World Bank, and professor
of economics, M assachusetts I nstitute of Technology)

“A currency board is far more than a fixed exchange rate. It constrains the central bank in
two ways, which were emphasized by John Williamson. First, it constrains monetary policy to
operate according to the principles of the gold standard: the money supply should be contracted
in response to a deficit in the balance of payments. In this context, the balance of payments
deficit could arise from either the current account or the capital account. The second constraint is
that the currency board—at least in its pure form—also precludes the operation of the central
bank as alender of last resort.

“Second, we have also had more currency board experiences since 1992, namely those of
Estonia and Lithuania.” Fischer (1997, pp. 20-1).

“Argentina and Hong Kong SAR are the biggest economies with currency boards.”
Fischer (2001a, p. 15 of version in Journal of Economic Perspectives; the table on p. 8 of the
article also lists Argentina as a currency board)

“The International Monetary Fund favoured either hard pegs or floating currencies, rather
than half-way measures, IMF first deputy managing director Stanley Fischer told an Argentine
journalist at Davos, Switzerland. ‘Y ou have a hard peg and you defended it successfully and you
will continue to defend it successfully,” the International Monetary Fund official said during the
World Economic Forum here.

“Argentina operates a so-called currency board, which effectively pegs the peso to the
dollar by adapting money supply to the quantity of reserve currency on hand.

‘On average, it has done very, very well for Argentina and | think you are coming out of
the woods now. It looks once again, that will have served you well,;” said Fischer.” Fischer
(2001b)

“l have not so far talked about monetary policy. That is hardly a surprise given the
convertibility regime, which fundamentally determines what monetary policy shall be. While
there is some flexibility within the system to vary liquidity countercyclicaly, that flexibility is
very limited indeed.” Fischer (2001c) (A summary rather than a verbatim text.)

“Not everyone at the IMF is enamoured of Argentina’s new exchange arrangements. Last
week in Buenos Aires, Stanley Fischer, deputy managing director of the Fund, said that the
regime was ‘interventionist’ and could reduce efficiency and confidence in the long term.

“While making it clear that he supported the new system, Fischer expressed some
concerns. He said it could provoke a reactivation in the short term, but it could also take
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policymaking in an interventionist direction, as well as complicate the administration of the tax
system.” Fischer (2001d)

“If the peg is hard, such as a currency board, then monetary policy is automatically dedicated to
maintenance of the peg. But as we have seen recently in Argentina, even a currency board peg is
not necessarily viable, for if fiscal policy goes off track, and/or if the financial system is weak,
monetary policy alone may well not be sufficient to hold the exchange rate.” Fischer (2002, pp.
3-4)

“’The Argentines were absolutely determined to hold on to convertibility,” says Fischer. ‘There
is no validity to the notion that the IMF was forcing Argentina into [devaluing the peso]. It was
well understood by IMF that the currency board was so deeply ingrained in the Argentine system
that if you let it go, you would have an unholy mess.”” Fischer (2003b)

See also Rudiger Dornbusch

Kristin I. Forbes (associate professor of international management, M assachusetts I nstitute
of Technology; formerly [November 2003-June 2005] member, Council of Economic
Advisers, and [2001-2002] deputy assistant secretary for quantitative policy analysis, Latin
America, and Caribbean nations, U.S. Treasury)

“Kristin Forbes noted that speakers on this panel were aranged according to the
spectrum of possible exchange rate regimes: the panel opened with a pro-dollarization argument
from Pou, and now it was closing with her pro-floating stance. Like Truman, she focused on four
guestions:

“1) What does Argentina teach us about the successes and failures of currency boards?
The currency board was initially a success in achieving price stability and in rebuilding
confidence in the economy. Over time, however, the currency board helped generate an
overvalued exchange rate, partialy responsible for the large current account deficits that needed
to be financed from abroad and increased the likelihood of a crisis (see the Calvo, Izquierdo and
Talvi paper). Most important, Argentina’'s experience with a currency board showed that this
exchange rate arrangement will not prevent bank runs, or impose fiscal restraint--a key
macroeconomic imbalance causing the crisis.

“2) Could dollarization have helped to avoid a crisis? Not in Forbes opinion. Some argue
that earlier dollarization would have brought fiscal restraint, but recent Argentine behavior,
namely printing quasi-currencies, suggests that dollarization before the crisis would have been
dealt with in a similar manner. Dollarization would aso not have provided a lender-of-last resort
to avoid the bank runs, and would have only had a minimal impact on sovereign spreads (since
the majority of risk was default risk rather than currency risk). Forbes pointed to Ecuador as a
prime example that dollarization can not avoid a crisis if the government does not adopt
responsible fiscal management.

“3) Is dollarization feasible? Before the devaluation, there were not enough reserves to
dollarize. Now dollarization would be possible, because existing reserves cover the depreciated
currency in circulation, including the quasi-currencies, athough this would leave little reserves
for economic management. (Dollarization would not be possible if the government also wanted
to cover bank deposits).
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“4) |s dollarization desirable? In Forbes’ view, no. While it would deliver some benefits
(such as lower interest rates and improved price stability), in the long run, it does not best suit
Argentinas interests. It would void the possibility of a lender of last resort to help rebuild the
banking system; it would decrease the country's ability to adjust to external shocks; it would not
necessarily address Argentina' s lack of fiscal restraint; and it does not satisfy any of the
traditional Mundell-Fleming criteria for Optimum Currency Aress. A flexible exchange rate will
be crucia in providing Argentina with the flexibility to maintain export competitiveness and
adjust to external shocks--two factors critical to support growth over the long run.

“In conclusion Forbes stressed her view that Argentina should float with a credible
monetary policy. In any case, she hoped the country would avoid devaluation and then
dollarization, as to do both would provide the country with devaluatioris negative short run
effects (balance-sheet effects, destruction of property rights, etc), and dollarization s negative
long run effects (such as a loss of flexibility).” Forbes (2002) (It is odd that Forbes should have
mentioned Ecuador’s experience as evidence that dollarization can not avoid a crisis if the
government does not adopt responsible fiscal management, because Ecuador’s financial crisis of
1999 happened under central banking. Under dollarization, Ecuador has experienced some
problems, but has so far avoided a crisis.)

Jeffrey A. Frankel (professor of capital formation and growth, Harvard University,
formerly [1997-1999] member of Council of Economic Advisers)

“2) Currency board. The current fad is sometimes sold as credibility in a bottle. Examples
include Argentina, Hong Kong, and some Eastern European countries.”

“The inff(.)duction of currency board- like arrangements in Hong Kong (1983), Argentina (1991),
Estonia (1992), Lithuania (1994), Bulgaria (1997), Bosnia (1998), and two smaller countries,
constitutes a resurgence in their use worldwide.

“Furthermore Argentina actually has a ‘quas’ currency board, which can in effect
sterilize a certain proportion of reserve outflows, by allowing banks to acquire domestic dollar-
denominated bonds as reserves” Frankel (1999a, working paper version, pp. 3, 18, 21 n. 23)

“A currency board is a monetary institution that issues currency only that is fully backed
by forel gn assets. Its principal attributes include:
an exchange rate fixed not just by policy, but by law;
a reserve requirement stipulating that each dollar’s worth of domestic currency is
backed by a dollar’ s worth of foreign reserves,
a sdlf-correcting balance of payments mechanism, in which a payments deficit
automatically contracts the money supply, resulting in a contraction of spending.

“The recent introduction of arrangements similar to currency boards in Hong Kong
(1983), Argentina (1991), Estonia (1992), Lithuania (1994), Bulgaria (1997), and Bosnia (1998)
constitutes a resurgence in their use.” Frankel (1999a, Princeton Essays published version, mp.
14-15) (Frankel does not say why these arrangements are only similar to currency boards rather
than actually being currency boards.)
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“My own position is that it is indeed appropriate that some countries, including the crisis
currencies, float for the time being; and it is also appropriate for some other countries, such as
small countries in Central America, and perhaps also Argentina, to dollarize.” Frankel (1999b,
electronic source, no page numbers)

“And then at the fixed corner, we have ingtitutiona arrangements that do not merely
proclaim a fixed exchange rate but actually lock it in, in some way, to make it extra credible. The
Currency Board that Argentina has, in my view, had considerable success with since the
convertibility plan was adopted in 1991, and Hong Kong before it, and Estonia, and some other
countries since then.

“1 would say the traditional view is that there still is a modicum of independence that you
would be giving up and that it would be a little surprising if a corner solution were the right
answer, as opposed to an interior solution, which is so often the right answer from an
optimization problem in economics. What kind of independence would Argentina still retain?
Three kinds.

“Firgt, it could always abandon the currency board, even though that means changing the
law. In theory they could do that. Second, they could peg to a different foreign currency. If the
current spectacular U.S. monetary policy did not hold up in the future, they could switch to the
euro or something.

“And third, Argentina currently has what is sometimes called a quasi-currency board that
there is till some scope for sterilization some scope for cushioning, when there is areserve out-
flow. It doesn't have to be completely reflected in the money supply and in contraction.

“But one of the central points | want to make is that recent experience suggests that
whatever the advantages that Argentina and other Latin America countries have in theory with
some residual monetary independence, in practice, it's not really there. They are not really able to
use the tool of independent monetary policy effectively.” Frankel (1999c, electronic source, no
page numbers)

“The theoretical benefit of having your own currency, namely the ability to pursue an
independent monetary policy[,] has proven not that useful for many, perhaps most, emerging
market countries.

“When an economy is aready highly dollarized, as in Argentina, devaluation doesn’t
make sense, and they might as well go the rest of the way towards full dollarization | do think
the rule of law is important in these countries. A currency board is a policy to peg the local
currency to the dollar. This peg is not just a matter of policy, but it's written into law, and it also
says that there's full monetary backing o maintain the peg. This allows the monetary approach
to the balance of payments to work.” Frankel (2002, p. 75-6)

“Twelve European countries have formally abandoned their national currencies and
adopted a new currency, the euro. In 2000 Ecuador unilaterally abandoned its national currency
and dollarized; in 2001 El Salvador followed suit. A number of countries have also adopted strict
monetary regimes without literally abandoning the domestic currency. Hong Kong in 1984 and
Argentina in 1991 tied their curencies tightly to the American dollar through currency board
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schemes. Now Estonia, Lithuania, Bulgaria, and Bosnia employ currency boards as well.”
Frankel and Rose (2002, electronic source, no page numbers)

“Argentinais an example of an economy that allowed [balance of payments] deficitsin 1995 and
1999-2000 to impose a contractionary monetary policy. Under its currency board arrangement
(which it calls the convertibility plan), it had no choice. The result was sharp recessions in both
years, but also successful adjustment.” Caves, Frankel, and Jones (2002, p. 508)

“Argentina’ s currency board collapsed two years ago, not just because the straitjacket was so
rigid but also because the rigid link was to a currency, the dollar, that had appreciated strongly
againgt the euro and other trading partner currencies during the second half of the 1990s. That
meant Argentine exports suffered a huge loss in competitiveness at a time when world market
conditions were already weak.” Frankel (2003a)

“Examples [of firm institutional commitments to currency boards or dollarization] include the
currency boards of Hong Kong, China; Argentina (until 2001); and some other small economies,
particularly in Eastern Europe (Estonia, Lithuania, Bulgaria);....” Frankel (2003b, p. 4, working

paper version)

“You know, it’s become very well known in recent years that if you try to estimate de
facto exchange rate regimes, what are countries actually doing based on looking at fluctuations
in reserves or fluctuations in exchange rates, you get very different answers than what is called
de jure the official IMF classification. It’s less often recognized that these different competing
classifications schemes, their correlation with each other is just as low, the different de facto
regimes, is just as low as their correlation with the IMF de jure.

“Why is that? The truth is that exchange rate regimes are messy. You can pick the 20 or
so countries that have very rigid pegs, fully dollarized, EMU, the currency boards, that’s fairly
clear. Farrly clear. You know, the currency board people always tell you it wasn't really a
currency board, but—

[Laughter.]

“MR. FRANKEL: You know what | mean. But—Argentina. But that’s fairly clear. And
on the floaters, you know, maybe we could agree who are the free floaters. But almost everybody
isin between, and when you try to categorize in between, it’s pretty tough.” Frankel (2004)

“Not all speculative [currency] attacks succeed. If there is avery sharp fall in the demand
for a country’s assets, that can be considered a crisis even if the authorities tightened monetary
policy sufficiently to avoid a devaluation (perhaps automatically, in a currency board, for
example).

“...acurrency board did not save Argentina from disaster in 2001,...” Frankel and Wei
(2004, p. 11, 15)

Milton Friedman (senior research fellow, Hoover Institution, formerly professor of
economics, University of Chicago; Nobel Memorial Prize winner)

“Three types of exchange rate regimes are possible and have existed at various times in
various countries.
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“Fixed rate or unified currency. [The other two regimes are pegged and floating rates.]

“The clearest example is a common currency: the dollar in the U.S.; the euro that will
shortly reign in the [European] common market. Almost identical is the balboa in Panama, which
is interchangeable with the dollar one-to-one, and the currency boards in Argentina and Hong
Kong, which are committed to creating currency only in exchange for a specified amount of U.S.
dollars (one peso to $1 in Argentina, 7.8 Hong Kong dollars to $1) and to keeping dollar reserves
equal to the dollar value of all currency outstanding. A pure gold standard is a variant of this type
of regime.

“The key feature of the currency board is that there is only one central bank with the
power to create money—in the examples cited, it's the U.S. Federal Reserve System. Hong Kong
has no central bank; Argentina does—but without the power to create money.

“Hong Kong and Argentina have retained the option of terminating their currency boards,
changing the exchange rate, or introducing central bank features, as the Hong Kong Monetary
Authority has done in a limited way. As a result, they are not immune to infection from foreign
exchange crises originating elsewhere. Nonetheless, currency boards have a good record of
surviving such crises intact. Those options are not retained by California or Panama, and will not
be retained by the countries that adopt the euro as their sole currency.” Friedman (1998b)
(Friedman 1999b is similar.)

“If | were an Argentinean, |I’d be opposed [to dollarization]! It means Argentina accepts
U.S. monetary policy. It’s the same as the euro. Argentina would deny itself monetary tools. If
U.S. monetary policy continues to be good, probably it’s desirable. On the other hard, can you
count on that? Go back to 1981-82, when the U.S. dollar doubled. Chile, which was tied to the
U.S. dallar, was thrown into a very deep depression. It took years to recover.” Friedman (1999a)

“In his[Friedman’s] view, dollarization is a bad idea except for small countries that trade
extensively with the United States, such as Panama. The dollar may be a sound currency today,
but Friedman believes it has been poorly managed at least as often as its value has been kept
stable. ‘If | were Argentina, | wouldn't want to be tied to the dollar. Look what happened to
Chile. 1t went through a major depression. If youre looking for stabilization, a currency board
makes more sense.”” Friedman (2001, electronic source, no page numbers)

Richard T. Froyen (professor of economics, University of North Carolina at Chapel Hill)

“With a currency board a country commits to fixing the value of its currency to some
strong currency such as the dollar and being ready to convert its currency into that foreign
currency on demand. It further commits itself to print more of its own currency only as it
accumulates the foreign currency. This effectively takes monetary policy out of the hands of the
domestic country and alleviates fear of foreign investors that inflation will destroy the value of
their holdings of the domestic currency. Currency boards therefore create credibility for the fixed
exchange rate. Argentina, long plagued by high inflation, adopted a currency board in 1991 with
the dollar as the foreign currency. Currently, eight countries maintain currency boards.” Froyen
(2002, p. 321)
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Douglas Gale (professor of economics, New York University) and Xavier Vives (INSEAD,
France)

“Currency boards were a more common arrangement in the British colonia past, and recently
they were in operation, among others, in Argentina (1991-2002), Hong Kong (1983), and in
Lithuania (1994), linked to the dollar, as well as in Bosnia-Herzegovina (1997), Estonia (1992),
and Bulgaria (1997), linked to the DM/euro.” Gale and Vives (2002, electronic source, no page
numbers, note 2)

Andrés Gallo (professor of economics, University of North Florida, Argentine origin)

“As the quote above demonstrates, Argentina had initiated an earlier convertibility plan
[in the 1800s]. Convertibility is a nonetary straitjacket and hence its appeal as a commitment
device. The Convertibility Plan went into effect in April 1991. The convertibility law pegged the
exchange rate at 1 U.S. dollar equal to 10,000 Australs. The law stipulated that Central Bank
reserves (gold and foreign currencies) had to equal 100% of the monetary base and could only be
used to maintain the exchange rate (hence the term convertibility). The Central Bank essentially
became a currency board whose mission was to exchange dollars for Australs at a fixed rate. [A
footnote, omitted here, trandates part of the text of the Convertibility Law.] Globa financial
markets viewed the law as credible because the Argentine Central Bank had the necessary
reserves to cover the monetary base, i.e., the capacity to exchange all the australs in the economy
for dollars. Furthermore, there were other signs of commitment: privatization of public
enterprises, an openness to imports, a reduction in public employment which helped combat
fiscal deficits, and most importantly the establishment of an independent central bank in October
1992. The law establishing the independence of the Central Bank (the Carta Organica del Banco
Central) needs to be viewed as a critical part of the Convertibility Plan. As aresult of legidlation,
the Centra Bank had fewer policy instruments at its disposal. Some of the changes in policy
instruments were a direct result of the Convertibility Plan but others came from the legidation in
October 1992. For example the Convertibility Plan set 33% as the percentage of reserves that
could be held as federal bonds. The Convertibility Plan left reserve requirements in the hands of
the Central Bank. The changes initiated by the Carta Organica del Banco Central include:

“1. The prohibition of loans to Provincial and central governments. Though these loans
were not possible under convertibility the former legislation concerning the Central Bank had no
clause with respect to lending.

“2. The only goa of the Centra Bank is to maintain the value of the currency. This
clause replaced the former mandates of maintaining low employment, and economic growth.

“3. The Centra Bank now reports to Congress and not the Executive office as
previoudy.” Alston and Gallo (2002, pp. 2-3)

See dso Werner Baer.

Michael K. Gavin (managing director for emerging markets research, UBS Warburg,
formerly chief Latin American research economist, I nter-American Development Bank )
“Of course, Argentina was also thrown into recession by the Russia crisis and the near-
collapse of Brazil, its most important trading partner. This proves that credible commitments to
an exchange rate regime are no panacea. Of course they are not. Nothing is a panacea. But
without the currency board, it is almost certain that fears of devaluation would have forced the
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Central Bank to raise interest rates to the level that were reached in Chile, Colombia and Mexico,
worsening the Argentine recession.” Gavin (2000, electronic source, no page numbers)

“Participants disagreed about the degree to which Argentinas currency was
uncompetitive and the implications of the exchange rate for Argentina's exports. Michael Gavin
presented his analysis, which found that Argentine export performance during 2000-01 was
similar to that of Brazil, despite the fact that Argentina had not devalued.” Gavin (2003)

Fabio Ghironi (assistant professor of economics, Boston College), and Alessandro Rebucci
(Resear ch Department, I nternational Monetary Fund)

“Argentina has had a currency board since 1991 and is already a highly dollarized
economy, although not officially.

“Because we focus on Argentinain our empirical work, we take a currency board (CB) to
be the benchmark monetary regime. Under a currency board, the exchange rate is fixed and the
stock of domestic money is tied only to the stock of foreign currency reserves accumulated by
the domestic monetary authority. In general, this is the central difference between a currency
board and a more traditional fixed exchange rate regime.” Ghironi and Rebucci (2002, pp. 3, 18)

Atish R. Ghosh (senior economisgt, International Monetary Fund), and coauthors, including
Anne-Marie Gulde (International Monetary Fund), and Holger C. Wolf (associate
professor of foreign service, Geor getown University, formerly World Bank)

“Table4.1

“Characteristics of different exchange rate regimes

[Classification: Pegged. Subclassification: Currency boards. Main characteristics:]

“The exchange rate is pegged to a foreign (anchor) currency, with the regime and the parity
enshrined in law. The law would aso specify a minimum amount of international reserves to be
held by the central bank to back a certain percentage of a prespecified monetary aggregate. Main
different from dollarization: seigniorage accrues to the home country.” Ghosh, Gulde, and Wolf
(2002, p. 40)

“While the new [Argentine] exchange rate regime was broadly based on a currency board
arrangement (CBA), it differed from a classic currency board in a number of respects, intended
to provide some scope for an activist monetary policy.” Ghosh, Gulde, and Wolf (2002, p. 136)

An accompanying footnote to the above passage says. “In particular, part (initialy 10 percent,
later raised to 20 percent) of the cover of monetary liabilities could initially be in the form of
U.S. dollar denominated short-term Argentinean government paper, rather than foreign exchange
reserves. Moreover, the new central bank charter of 1992 authorized the central bank to purchase
government bonds at market prices. Such holdings could account for up to one-third of the
money base, subject to a cap on the increase of the central bank’s holding or treasury bills of 10
percent per year. The law aso allowed the central bank to extend fully collateralized loans to
banks for liquidity reasons for up to thirty days and up to the value of the bank’s capital. Finaly,
the Argentine CBA was notable for its reliance on prearranged externa credit lines as a partid
‘privatization’ of lender of last resort functions.” Ghosh, Gulde, and Wolf (2002, p. 208)
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“Ultimately, Argentina’s problem was one of unsustainable public debt dynamics, partly
reflecting the slowdown of output growth after 1998. Beyond the effects of the currency board
regime that, as argued previously, are not compellingly large, what explains the growth
dowdown? A full account is beyond the scope of this book, but one explanation is that structural
reforms petered out, especially during president Menem’'s second term, in part because of
political compromises as he sought a third term in office.” Ghosh, Gulde, and Wolf (2002, p.
146)

“A currency board is traditionally defined as a fixed exchange rate regime in which the
central bank is committed to buying or selling the domestic currency at the announced parity
while always maintaining sufficient foreign exchange reserves to fully cover its monetary
liabilities (or, more generally, a wider monetary aggregate.)” Ghosh, Gulde, and Wolf (2002, p.
162)

“A key element of the [Argentine] program was the adoption of a currency board through the
introduction of the “Convertibility Plan” in March 1991 and the enactment of the necessary
supporting legidation.

“Contagion from the Mexican financial crises highlighted the fragilities of the 1991
currency board arrangement, particularly the absence of a formal deposit insurance scheme and
of a lender of last resort.” Ghosh, Lane, Schulze-Ghattas, Bulir, Hamann, and Mourmouras
(2002, p. 73)

Morris Goldstein genior fellow, Institute for International Economics, formerly [1987-
1994] deputy director of Research Department, I nter national Monetary Fund)

“According to Morris Goldstein, a senior fellow at the Institute for International
Economics, the overvaluation of the peso has rendered Argentine products uncompetitive on
world markets, leading foreign investors to shift their money to more competitive countries such
as Brazil and Chile.

“At the same time, Goldstein said, the fixed currency prevents Argentina from
responding to recession by lowering interest rates, which, instead, are effectively pegged to the
interest rates set by the Federal Reserve for the U.S. economy.” Goldstein (2000)

“’If they don’'t get out of the recession, they can't maintain the current situation,” Goldstein
warns. The country’s currency board and an overvalued exchange rate lie a the root of the
problem. ‘ People look at Brazil and Mexico and they say that those fellows used to suffer alot of
inflation, but they now have managed floating with inflation targeting and they’re doing very
well on economic growth.’

“Argentina’s currency board [was| designed to put the country in an economic
straitjacket—([it] purged hyperinflation from the economy in the early 1990s. The arrangement
performed reasonably well in the early years but it's been mighty uncomfortable lately. ‘Their
monetary policy is completely dictated by the Fed,” Goldstein complains. ‘ The Fed was raising
rates for much of the period when Argentina was in trouble. And they kept tightening fiscal
policy to get out of a recession. That didn't work any better there than it did in Japan.’”
Goldstein (20014)
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“’If Argentina wants additional [International Monetary] Fund money, let it make the
hard but necessary decisions—on debt restructuring and a new currency regime—that Cavallo
has avoided so far and that would give the new program a fighting chance’ argues Goldstein.
‘Argentina is in crisis because it has an unsustainable debt burden equal to about 450% of
exports—and an overvalued exchange rate. This is the third consecutive year of recession. The
country has no effective policy instruments to solve its problems.”” Goldstein (2001c)

“A currency board regime is one where the domestic currency (MO money) is backed
(usually 50 percent or more) with foreign currency, and where the currency board is obligated to
convert domestic currency into foreign currency on demand at a fixed price. With the exception
of Argentina and Hong Kong, currency boards have typically been implemented in smal
developing economies (i.e., Antigua and Barbuda, Brunel Darussalam, Djibouti, Estonia, and
Lithuania).” Goldstein (20023, p. 21)

“’It is not the free market that got Argentina in trouble. It was a failure to control
spending, a failure to reschedule debt when it became unsustainable and a failure to jettison the
currency regime when the currency became overvalued,” Goldstein said.” Goldstein (2002b)

“Argentina got into trouble because it didn’t exercise sufficient fiscal discipline over an
extended period, because it alowed its external debt to become too large, because it stuck too
long with a currency regime that pemitted its real exchange rate to become uncompetitive, and
because it refused for too long to restructure its debt after it had ceased to be sustainable. When it
got into a recession, it left itself no viable policy instruments to get out. And even after (debt)
default and devaluation occurred, it made a tragic Situation worse by poor crisis management
policies—especially the myopic ‘asymmetric pesofication’ plan applied to the banks.” Goldstein
(2002c, p. 8)

“Second, while less fragile than soft pegs, Argentina’'s experience documents that
currency boards are by no means immune from speculative attacks Just as important, currency
boards do not offer a visible policy instrument to deal with recessions, since monetary policy is
made abroad, concerns over debt sustainability often rule out countercyclical fiscal policy pump-
priming, and the domestic economy is invariably not flexible enough to correct a large real
exchange rate overvaluation without a change in the nominal exchange rate. Nor is a fisca
contraction likely to yield enough of a confidence boost (or decline in the risk premium) to be
expansionary.” Goldstein (2003, p. 174)

Carol Graham (senior fellow, Brookings Institution, formerly special advisor to the deputy
managing director, I nternational Monetary Fund)

“It was very clear that the combination of public expenditure policies and an exchange rate
policy were unsustainable. In particular, having the peso tied to the dollar has meant that
Argentine exports have been relatively expensive compared to others. The currency is
overvalued. And it has been a drag on growth



“...Argentina is distinct from its neighbors in that it was the only country that had this
kind of exchange rate policy that was very clearly ared flag in terms of something that wasn’t
going to ladt.

“Wdl, even by the mid-1990s, even when Argentina’s economy was growing quite
rapidly and it was seen to be a success story, the warning signs were out there about two things,
possibly three. The first was the fact that this convertibility policy of tying the peso to the dollar
was resulting in an overvalued exchange rate, and that that was having a cost on the country' s
ability to export and grow and therefore even at the height of the high growth unemployment was
quite high. Thiswas as a result of this. So there were warning signs as much as six or seven years
ago that this was probably not a sustainable policy.

“That was one problem. The other problem is what was going on on the public
expenditure side, which is both municipal [she probably meant ‘provincial’] governments
indebted to the federal government and the government basically spending more than it had. And
the third is the external debt burden. Argentina's external debt burden is about six times its
export earnings. Take Peru as a counter example. Its burden is only twice its export earnings. So
its external debt burden is very high. One has to think about what kind of debt is sustainable,
particularly when a country is not growing quickly. In other words, what was sustainable in the
mid 90s when the country was growing with debt service became unsustainable by the late 90s as
the country went into recession.” Graham (2001) (I regard the discussion of overvaluation and
uncompetitiveness as deficient because it does not specify any particular indexes of
measurement.)

“The case of Argentina has received a great deal of attention both because of the
extremity of the crisis and because the country was a poster child for market reforms for the
international financial ingtitutions in the early 1990s. The Fund was initially opposed to the rigid
exchange rate regime, which fixed the value of the peso at parity—one to one—with the U.S.
dollar (the convertibility regime), but eventually supported it as part of an overal policy
package. And, at least initialy, the convertibility regime was an integral part of success in
stabilizing the economy after hyperinflation and in stimulating growth. By the mid-1990s,
however, Fund officials began warning the Argentine authorities about the sustainability of the
exchange rate regime—as well as about the government’s failure to rein in fiscal profligacy at
the local level, while publicly endorsing the government’ s overall policy direction.

“Arguably, the continual support offered by the IMF since the early 1990s put off the day of
reckoning when the problem of excessive deficits had to be faced. While the convertibility law
also contributed to the problem through an overvalued currency, it could have been maintained
had Argentina addressed its fiscal problemsin atimely fashion.” Graham and Masson (2002, pp.
3,4)

David Hale (rincipal, Hale Advisers, formerly global chief economist, Zurich Financial
Services)

“One way Mexico might be able to accelerate a recovery of investor confidence in the
peso and the country's economic prospects would be to make a radical departure from its
traditional system of monetary control: Replace the central bank with a new institution whose
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sole objective would be stabilization of the currency at a specific exchange rate vis-a-vis the U.S.
dollar. Such an institution is typically referred to as a currency board, but its name would be of
little consequence compared to its mission-a far more rapid restoration of confidence in
Mexico's monetary credibility than is likely to occur under the current system of floating
exchange rates.

“At first glance, a currency board appears to be very similar to a central bank with a
nominal exchange rate target. It sets a target for the currency and focuses monetary policy on
supporting it. But there are important differences between currency boards and central banks.

“First, a currency board creates money only in response to the growth of foreign
exchange reserves. There is no discretionary creation of money and the currency board's
currency units of issue are always fully convertible.

“Second, a currency board has as its sole mission guaranteeing the value of the currency.
It may engage in other operations to manage interest rates, finance government deficits, or
support troubled financial institutions--but only if they do not conflict with its primary mission of
a stable, convertible currency.

“Third, as a result of its single objective, a currency board is totally free of politica
interference, unless the government resets the exchange rate target by passing alaw changing the
board's goals.

“Findly, the currency board cannot have an inflation target independent from the country
whose exchange rate it is targeting. The currency board provides everyone with a guaranteed
value for the exchange rate vis-a-vis an anchor currency, but other prices have to adjust to that
target. If the country’s economy is booming, its inflation rate could exceed that of the anchor
country; but if the country s economy is depressed, a currency board could encourage deflation.

“During the past decade, Hong Kong, Argentina and Estonia have successfully
introduced currency boards to promote financial stabilization and economic recovery.” Hale
(1995) (I regard the definition of a currency board as deficient because the parts highlighted are
contradictory: one paragraph talks about arigid rule, while the next talks about discretion.)

“Argentina has a currency board link to the US dollar, while Chile and Brazil have exchange rate
targets for the US dollar. These make it difficult for them to adjust to fluctuations in commodity
prices or the impact of a Wall Street boom on global portfolio investors’ dollar demand. It would
make more sense for Latin America, South Africa and other commodity producers to have
currency boards pegged to the Australian dollar.” Hale (1998) (Hal€'s definition of a currency
board is deficient because an orthodox currency board does not engage in operations to manage
interest rates, etc., even if they do not conflict with the mission of a stable, convertible currency.)

“The problems of Argentina are well known. Its currency has been pegged to the US
dollar since 1991 and its peso has appreciated in line with the US dollar, athough Argentina is
primarily a commodity-producing country with depressed terms of trade. ...

“It would not be easy for Argentinato devalue its way out of the crisisin order to bolster
export growth because its financial system has been in effect dollarised, either explicitly or
through indexed contracts. If the peso were floated, it would not fall by the 20 per cent that many
economists are advocating. As with Indonesia’s currency in 1997-98, the rush to buy dollars for
debt servicing would probably cause it to fall 80-90 per cent.” Hale (2001)
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“There are sveral factors [explaining Argentina's crisis]. The first is that the currency
board peg to the US dollar produced an overvalued peso. In retrospect, Argentina should have
allowed itself greater exchange rate flexibility or pegged to a currency that tracked movementsin
global commodity prices, such as the Australian dollar. In either case, the peso would probably
have depreciated by about 40 per cent against the US dollar.

“There would have been no need for devauation if domestic prices had been more
flexible. Hong Kong and Estonia, for example, have been able to sustain their currency pegs
because their interna markets are subject to greater price competition. Companies can sash
wages, in Hong Kong, property prices have fallen more than 50 per cent since 1998. Argentina,
by contrast, has a highly regulated labour market and strong trade unions opposed to wage and
price flexibility.

“Argentina did introduce more competition during the 1990s by privatising state-owned
companies but its inflation rate remained much higher than that of the US during the first half of
the decade. With hindsight, far more aggressive labour market liberalisation and competitive
deregulation were needed. As is often the case in developing countries opening up to foreign
investmert and trade, there was far more focus on macroeconomic aims, such as curbing
inflation, than on the micro-economic reforms essential for economic efficiency.

“Argentina probably also needed more reforms than other countries to promote
competitiveness because its ratio of exports to gross domestic product is only 10 per cent--one of
the lowest. The fact is that Argentina had a long history of protectionism, which severely
distorted prices and encouraged inefficient resource allocation. In addition, it has been a victim
of US and European policies, which discourage trade in agricultural commodities.

“ Argentina should also have been more cautious about borrowing during the period when
capital flows to developing countries were abundant. The government should have promoted
domestic savings and pension funds during the early years of economic reform rather than
waiting until the late 1990s. Instead, it took advantage of investors enthusiasm for emerging
markets to finance the current account deficit by selling bonds and state-owned companies to
foreigners. Such policies made complete sense during the emerging market mini-boom of the
early 1990s but made the country vulnerable when capital flows fell sharply after the financia
crissin east Asaand Russia

“The great tragedy of the past year is that Domingo Cavallo did not act when he returned
as finance minister during March. With his high level of investor credibility, he was well suited
to pursue a currency adjustment and debt restructuring. Instead he tried to defend policies that
were no longer working.” Hale (2002a)

C. Paul Hallwood (professor of economics, University of Connecticut), and Ronald
MacDonald (University of Strathclyde, Scotland)

“In a currency board arrangement a country fixes its exchange rate without any
fluctuation band. Currency boards are currently operated by Argentina, Bulgaria, and Estonia. A
currency board is more like a monetary union than is a pegged exchange rate because of both the
absence of a fluctuation band and the presence of a strict monetary policy rule linking changesin
the monetary base to the balance of payments. However, a currency board is not monetary union
because a separate currency is retained and the monetary policy rule can be changed without
consultation with another country.
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“However, as Argentina’ s experience in 1995 showed, the costs of operating a currency
board can be very high. At end-1994 the value of the Mexican peso collapsed and caused a run
on most Latin American currencies—the so-called “tequila effect.” We can think of the Mexican
devaluation setting off a contagion across Latin America that these countries too would change
their monetary policy rules. Argentina's currency board held out as interest rates there were very
sharply increased. Bu the economic cost was enormous as Argentina was plunged into a severe
economic recession.” Hallwood and MacDonald (2000, p. 378)

Steve H. Hanke (professor of applied economics, Johns Hopkins University; also formerly
president, Toronto Trust Argentina)

(Hanke's basic position, expressed in numerous writings, was that the convertibility
system was a mixture of currency board and central banking features, not an orthodox currency
board—although in some of his lesser writings he elided the distinction between currency boards
and currency board-like systems; that the convertibility system was better than what it replaced,
but that it would have been still stronger had it been converted into an orthodox currency board;
and that given the reluctance of the Argentine government to convert the convertibility system
into an orthodox currency board, dollarization would have been an effective way to eliminate the
discretionary features of the convertibility system that Hanke viewed as sources of vulnerability.)

“A promising currency reform would require that the central banks in these [ex-
communist] countries be replaced by currency boards (Hanke and Walters, 1990a). The principal
attributes of currency boards are:

(2) the issuance of domestic currency that is readily convertible into a foreign-reserve currency at
a specified and fixed rate;

(2) adomestic currency backed by liquid reserves held by a board and denominated in aforeign-
reserve currency; and

(3) reserves equal to or greater than the value of the domestic currency issued.

“It was typical of currency boards to issue only notes and coins. They usualy did not
conduct deposit business. British currency boards maintained a fixed exchange rate between
local currency and the British pound. Orthodox currency board practice called for keeping
reserves of between 100 and 110 percent in British pounds sterling in London (Walters 1988).
Reserves above 100 percent would provide a cushion should the bonds or other sterling assets
suddenly fal in vaue. Some later currency boards operated with reserves of less than 100
percent, as the North Russian Caisse did. [The National Emission Caisse (North Russia) was a
monetary authority established by the anti-Bolshevik government of the region around
Archangel and Murmansk during the Russian civil war, with financial support from the British
government. The Caisse issued a local currency was tied to the pound sterling. It opened in
November 1918 and closed in Russia in October 1919, less than a month after British and other
foreign troops left North Russia and several months before Bolshevik forces overran North
Russia]

The [North Russian] currency scheme only suffered from one defect: the purchase of
North Russian government bonds as collateral for 25 percent of the note issue. Orthodox finance
required a 100 percent reserve in foreign exchange only. British colonia currency boards, which
resembled the Emission Caisse in other respects, generally kept 100-110 percent reserve. When
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the time came to liquidate the Caisse, the worthlessness of the North Russian bonds left it
bankrupt. Fortunately for the British government, the major holder of Caisse notes, some notes
were in circulation too far away to make redemption in London feasible before the Caisse closed.
This reduced the British losses.” Hanke and Schuler 1990, pp. 10, 13, 15) (As this quotation
shows, even before Argentina’s convertibility system came into existence, Hanke and Schuler
distinguished between orthodox currency board practice and unorthodox practice.)

“However, the dramatic currency reform designed by Economics Minister Domingo
Cavalo and introduced in April represents a genuine breakthrough in Argentine culture. Here
was a disciplined monetary policy that seemed to leave little room for Central Bank fiddling. The
exchange rate of australs for dollars was fixed at 10,000 to 1 precisely at the moment when the
government had just enough hard-currency reserves to buy back the entire monetary base. In
other words, every austral in circulation is now backed by a hard-currency instrument. Moreover,
the Central Bank can no longer expand the monetary base unless the gold or foreign-currency
assets grow at a parale rate.

“But Argentines and international investors remain deeply skeptical. They have been
burned by the Central Bank too many times in the past. They know that the Central Bank's new
operating rules contain a loophole that is big enough to drive a truck through, particularly if Mr.
Cavallo should leave the scene: Under the new rules, the Central Bank is allowed to count dollar-
denominated bonds, which are issued by the Argentine government, as part of its ‘foreign
reserves.

“To lock in the Menem-Cavallo achievements and permanently remove skepticism from
the Argentine monetary scene, Argentina should abolish its Centra Bank and replace it with a
currency board. The currency-board system would solve Argentinas monetary problems
permanently. Indeed, there have been more than 60 currency boards--including the ones that till
operate in Hong Kong, Singapore and Brunei--and all have operated successfully.

“Under a currency-board system, there is no central bank and no monetary populism
because a board has ro discretionary monetary policy. A currency board issues notes and coins.
These are convertible into a foreign-reserve currency at a fixed rate on demand. As reserves, a
board holds high-quality, interest-bearing securities, denominated in a reserve currercy. Its
reserves are equal to 100% of its notes and coinsin circulation. A currency board does not accept
deposits. It generates profits from the difference between the interest received on the securities it
holds and the expense of maintaining its note and coin circulation.” Hanke (1991)

“A currency board is a monetary institution that issues notes and coins (and, in some cases,
deposits) fully backed by a foreign ‘reserve’ currency and fully convertible into the reserve
currency at a fixed rate on demard. The reserve currency is a convertible foreign currency or a
commodity chosen for its expected stability. The country that issues the reserve currency is
called the reserve country. (If the reserve currency is a commodity, the country that has the
currercy board is itself considered the reserve country.)

“As reserves, a currency board holds low-risk, interest-earning securities and other assets
payable in the reserve currency. A currency board holds reserves equal to 100 per cent or slightly
more of its rotes and coins in circulation, as set by law. A currency board usually accepts no
deposits; if it does, they too must be backed 100 per cent or slightly more by assets payable in
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the reserve currency. A currency board earns profits from the difference between the return on
the reserve-currency securities it holds and the expense of maintaining its notes and coins in
circulation. It remits to the government (or to its owner, if not the government) profits beyond
what it needs to pay its expenses and to maintain its reserves at the level set by law. A currency
board does not have discretionary control of the quantity of notes, coins, and deposits it supplies.
Market forces determine the quantity of notes, coins, and deposits it supplies, and hence the
overal money supply in a currency board system.” Hanke, Jonung, and Schuler (1993, p. 5)
(Hanke and Schuler [1994a, p. 3, contains a nearly identical passage. Both works also have
extensive discussions of the differences between a currency board and a central bank, including
that an orthodox currency board does not hold domestic assets.)

“Some central banks that mimic certain features of currency boards, such as the current monetary
systems of Argentina and Estonia, have been mistakenly classified as currency boards (Bennett
1992; Hansson and Sachs 1992: 1; IMF 1992g: 52-3; Schwartz 1992b: 17). Although these
monetary systems have had some initial success, we believe that in the long run, they will behave
more like typical central banks than like typical currency boards, because they lack important
features of atypical currency board.

“The Argentine convertibility law (Law 23.298), which took effect on 1 April 1991,
requires the Banco Central de la Republica Argentina to maintain an exchange rate of 10,000
Argentine australes (now redenominated as one peso) per US dollar, and to hold ‘freely usable
reserves in gold and foreign currencies’ equal to at least 100 per cent of the monetary base. The
Banco Central may count a limited amount of Argentine government bonds payable in dollars
(Bonex) as foreign reserves, however, it holds excess foreign reserves greater than the amount of
the Bonex bonds (BCRA 1992: Cuadros 111.3-4). [The statement about excess foreign reserves
was true on a gross basis but not on a net basis.]

“Unlike a typical currency board system, the current Argentine monetary system has
limited convertibility. Permission from the Banco Central is required for certain current-account
transactions, athough currently permission is merely a formality. The executive branch of the
government has the power to impose capital controls by decree, forbidding foreign investments
from being converted into foreign currency for up to three years (IMF 1992f: 20-1). Furthermore,
ingtitutional protection for the exchange rate and for the reserve ratio is weak. The Banco Central
cannot devalue the peso at its discretion, but it can do so with the permission of the legidlature,
which it could probably obtain easily. Argentina’s long history of failed currency reforms has
created anxiety that the peso will be devalued by the time that the current finance minister, who
conceived the convertibility law, leaves office. Finally, the Banco Central remains a lender of
last resort to commercia banks. If a large commercial bank fails, the Banco Central’s role as a
lender of last resort may conflict with its promise to hold foreign reserves of 100 per cent of the
monetary base.

“Argentine interest rates are evidence of the imperfect credibility of the link of the peso
to the US dollar, and of the perception that the exchange rate of the peso is pegged rather than
fixed. The peso has experienced the typical difficulties of a pegged exchange rate (described in
chapter 2). An attack on the peso by currency speculators began on 11 November 1992. For the
first time since the convertibility law was passed, the Banco Centra intervened in the foreign
exchange market, selling dollars and buying pesos with its excess foreign reserves. The Banco
Central aso ceased lending to banks that wished to borrow pesos to buy dollars (Nash 1992). In
reaction to the attack on the peso, interest rates on short-term peso deposits increased from 15
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per cent a year to 85 per cent a year, whereas interest rates on short-term dollar deposits in
Argentinaremained at 7 per cent. Yields on the long-term peso bonds (Bics) increased to 25 per
cent a year from 20 per cent a year, whereas yields on long-term dollar bonds (Bonex) remained
at 12.5 per cent. The dollar deposits and bonds are subject to the same political risk and taxes as
the peso deposits and bonds, so the higher peso interest rates must reflect a perceived exchange
risk that the peso will be devalued. The speculative attack on the peso left the difference between
peso and dollar interest rates larger than before, aggravating the difficulty of maintaining the
pegged exchange rate of the peso.” Hanke, Jonung, and Schuler (1993, pp. 72-4) (Hanke and
Schuler 19943, pp. 47-8, has a similar passage)

“We wish success for the Argentine and Estonian central banks. We think, however, that
their prospects for success in the long run would be enhanced if they became orthodox currency
boards.” Hanke, Jonung, and Schuler (1993, p. 77) (Hanke and Schuler 1994a, p. 51, has a

similar passage)

“Exchange rates come in three \varietiess floating, fixed and pegged.
Let’s start with floating. That's what the U.S. uses, alowing the dollar to seek its own s in
relation to other currencies.

“Fixed exchange rates are favored by a handful of emerging countries--most notably,
Argentina, Estonia, Hong Kong, and Lithuania. These countries employ currency-board- like
systems in which the local currency is backed 100% by a reserve currency and is freely
convertible into the reserve currency at a permanently fixed rate. A country operating under this
discipline forgoes an independent monetary policy and becomes part of a unified currency area
with the country to which its loca currency is linked.

“As Nobelist Milton Friedman concluded over 30 years ago, fixed and floating regimes
appear to be quite different, but in reality they are both free- market mechanisms for international
payments.

“The third form of exchange rate is the pegged type. It is widely used in emerging
countries, and unlike the other two, it is not a free-market mechanism. A pegged regime is an
interventionist system. It requires a central bank to simultaneously manage the exchange rate and
domestic liquidity. This is a tricky, if not impossible, task. Indeed, a pegged rate inevitably
results in contradictory policies that invite a speculative attack. When under siege, a peg cannot
last unless interest rates are raised to sky-high levels or foreign exchange controls are imposed.”
Hanke (1995e, €l ectronic source, no page numbers)

“Like tempered steel, Argentina’'s currency board-like system has been toughened by the
[tequil@] crisis, and as the peso-dollar spread indicates, the system is stronger than ever.

“During Argentina' s recent experience, the authorities also squirmed as much as they could
within the confines of Argertina s currency board- like system.” Hanke (1996b, p. 19)

“Argentina has gone further down the road toward sound money and banking than any other

developing country. It has a currency-board-like system, a banking system with very high
reserve cover ratios and a vibrant investment banking industry.” Hanke (19974)
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“After the currency crises of May-September 1983, Hong Kong stopped floating and
reestablished its currency board system. This was followed in the 1990s, when Argentina (1991),
Estonia (1992), Lithuania (1994), Bulgaria (1997) and Bosnia (1997) established currency board
systems.

“These developments trouble some analysts who fret about the inflexibility of currency
boards. The Economist summarized these sentiments in a piece, ‘The Great Escape,’ which
appeared in the May 3, 1997 issue. That article asserted that currency boards cannot cope with
externa shocks; that they are vulnerable to surges in inflation triggered by capita inflows, and
that with limited lender of last resort capacities, they cannot deal effectively with financial
emergencies.

“The evidence does not support these oft-repeated assertions about the alleged drawbacks
of currency boards. Post-1971 data from developing countries show that countries with currency
boards or board-like systems (fixed exchange rates) have had average growth of rates that were
2.1 times higher than those with central banks (pegged exchange rates), and that the variability of
those growth rates (measured by their standard deviations) was virtually identical. As for
inflation, currency boards were also superior to central banks, with average inflation rates being
3.2 times higher and 4.7 times more variable in central banking than in currency board countries.
Financial emergencies have also been much less frequent and less severe in countries with
currency boards than in those with central banks.” Hanke (1998a, electronic source, no page
numbers) (Among the instances where Hanke suppressed the difference between currency boards
and currency board-like system in his presentation This was the exception rather than the rule,
however.)

“When focusing on competitiveness, it is the wholesale price indexes (tradables), not the
consumer price indexes (tradables and nontradables) that should be used.

“If the proper calculations are made with Argentina’s and the United States wholesale
price indexes, the Argentine peso is not overvalued. Indeed, the real effective exchange rate has
remained remarkably stable since the currency board-like system was installed in 1991.
Argentina’s strong export growth (exports increased 32.4 percent in 1995, a year of negative
GDP growth, compared with 1994), confirms this conclusion.

“Many analysts have come to the incorrect conclusion that the Argentine peso is
overvalued because they use consumer price indexes when calculating either the peso’s
purchasing power parity of real effective exchange rate. Indeed, when the consumer prices [sic]
indexes are used, the peso appears to be approximately 45 percent overvalued, and Argentine
exports appear to be uncompetitive.” Hanke (1999a, pp. 360-1) (The paragraphs preceding the
guotation are a discussion of international arbitrage of prices.)

“Argentina does not have a pure, orthodox currency board system; rather, it has an
unorthodox, currency board-like system. Argentines call the system, and the wider economic
reforms it has spurred, ‘convertibility,” an uncommon term for an unusua system. The system
has some peculiar features that many observers neglect.

“The Convertibility Law (Law 23,928), which established the system, was introduced as
a bill in the Argentine congress on March 20, 1991. The Congress passed the bill and President
Menem signed it on March 27; its provisions took effect on April 1. The law established a selling
rate of 10,000 australes per U.S. dollar. As of January 1, 1992, Argentina introduced the peso at
arate of 1 peso = 10,000 australes = 1 dollar (Decree 2,128 of 1991). The central bank must hold
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freely available reserves of at least 100 percent of the monetary base (noney in circulation plus
sight deposits of financia ingtitutions with the central bank). Reserves can be in the form of
deposits, other interest-bearing instruments, and Argentine or foreign government bonds; the
Convertibility Law itself does not specify any limits on holdings of Argentine bonds. Reserves
must be payable in gold, precious metals, U.S. dollars, or other foreign currencies of similar
quality. The law requires reserves to be assessed at their market value. Reserves against the
monetary base cannot be used or pledged for any other purpose. The law defines the monetary
base as local money in circulation (notes and coins) plus local-currency sight deposits of
financia institutions at the central bank.

“The central bank law prohibits the central bank from lending to or guaranteeing loans of
any level of the Argentine government or government nonfinancial enterprises. However, the
central bank may hold part of its reserves against the monetary base in Argentine government
bonds. Until September 23, 1995, the limit was 20 percent of reserves; since then, the limit has
been 33.33 percent. (The increase in the limit was not connected with the Tequila crisis of 1995.
It had been written into the central bank law in 1992.) A separate limitation is thet the central
bank cannot increase its holdings of Argentine public bonds more than 10 percent from the
average of the previous year. For example, if average holdings this year are 1 billion pesos,
average holdings next year cannot exceed 1.1 billion pesos. However, upon notifying the
congress, the directors of the central bank can, as an extraordinary measure, declare a temporary
period of no more than 90 days during which the 10 percent year-over-year increase would not
apply. In that case, the central bank could hold Argentine government bonds up to the maximum
of 33.33 percent for a 90-day period.

“When the Convertibility Law took effect, the central bank had a large inherited portfolio
of domestic assets. Those assets and the corresponding liabilities were separated from the
reserves established by the Convertibility Law to back the monetary base and have diminished
over time as the loans have been repaid.” Hanke and Schuler (1999b, pp. 3-5)

“An orthodox currency board system has no central bank and no room for discretionary
monetary policy. Argentinas monetary system, in contrast, has a central bank that has some
room for discretionary monetary policy, though much less than most central banks.

“The central bank is alowed to hold foreign reserves equa to a minimum of 66.66
percent of the monetary base, rather than 100 percent, as an orthodox currency board.

“Although the Convertibility Law defines the monetary base, neither it nor the centra
bank law defines the categories * monetary liabilities or ‘financial liabilities,” which can include
domestic assets. An orthodox currency board would have no financia liabilities other than the
monetary base.

“The central bank faces no maximum reserve ratio, so it can accumulate excess reserves
and use them in a discretionary fashion. Although many orthodox currency boards have
accumulated additional reserves of 5 percent to 15 percent in excess of the 100 percent standard,
their ‘excess’ reserves have been intended to protect the currency boards in case the scurities
they held lost value. Moreover, their excess reserves have been subject to rules preventing them
from being used in discretionary fashion.

“The exchange rate of the peso has a floor but no celling. In principle, therefore, the
government could appreciate the peso against the dollar, though in practice it is unlikely. For an
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orthodox currency board, in contrast, the floor and the ceiling are the same, or nearly the same,
allowing a margin for commission fees that has usually been no more than 1 percent.

“The central bank has three mgjor instruments of discretionary monetary policy: reserve
requirements, repurchases, and foreign-currency dealing. Reserve requirements are entirely
within the discretion of the central bank, because statute law sets no minimum or maximum.
Repurchases (repos) enable the central bank to lend to commercial banks and to influence short-
term interest rates. It can undertake repurchase operations, and buy or sell foreign currency onits
own initiative, if its reserves exceed the minimum established by the Convertibility Law, as they
have from the start. The central bank has used repos and excess foreign reserves to smooth short-
term fluctuations in interest rates and to intervene in the foreign-exchange market, but until the
Tequila crisisit tried to have repos net out to zero month by month.

“An orthodox currency board, in contrast, has no instruments of discretionary policy.

“Because Argentina s system is not an orthodox currency board system, Argentina has
experienced sonme problems that have generally not occurred in orthodox currency board
systems. The most serious problems occurred in the 1995 Tequila crisis, which we will not
discuss at length, because it has already been analyzed in depth elsewhere. On the other hand,
orthodox currency board systems and dollarized systems have had the same type of success as
Argentina' s currency board-like system in avoiding devaluations, maintaining full convertibility
into the anchor currency, restricting inflation, limiting fiscal deficits, and encouraging economic
growth. Central banking systems in Argentina and other developing countries have not had the
same success. The success of Argentina’s convertibility system is, therefore, mainly attributable
to its currency board features, while its problems are due to the central banking features that
remain mixed into the system” Hanke and Schuler (1999b, pp. 8-10)

“The linchpin for Argentina s economic reforms has been the currency board-like system
that was instituted on April 1, 1991. Argentines call this system, and the wider economic reforms
it has spurred, ‘convertibility,” an uncommon term for an unusual system. The system has some
peculiar features that most observers neglect.

“An orthodox currency board system is a monetary institution that issues notes and coins.
These notes and coins are backed with a minimum of 100 percent (up to a maximum of 110
percent) of foreign reserve currency, and they are fully convertible into the reserve currency at a
fixed exchange rate on demand. Inaddition, an orthodox currency board cannot act as alender of
last resort, does not regulate reserve requirements for commercial banks, only earns seignorage
from interest on reserves.

“Argentina’s convertibility system engages in limited lender-of-last-resort activities; it
regulates reserve requirements for commercial banks; it can hold up to one-third of the dollar-
denominated reserves it keeps to back its monetary liabilities in the form of bonds issued by the
government of Argentina; and the Convertibility Law only requires that the central bank’s
monetary liabilities be covered by a minimum of 100 percent in dollar-denominated assets.
Consequently, when the assets are greater than 100 percent, the one-to-one link between foreign
reserves and the moretary base can be broken, indicating discretionary sterilization.

“These deviations from currency board orthodoxy result in less than a perfect unification
of the peso and the U.S. dollar (Walters and Hanke 1992). Even though the peso-dollar exchange
rate has remained absolutely fixed at 1-to-1, there has often been speculation that the peso will
be devalued. Interest rates in pesos have accordingly been persistently higher than interest rates
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in U.S. dollars within Argentina. During the past year, the spread between interest rates on
Argentine 30-day loans in pesos and dollars has varied between 50 and 440 basis points.

“To make Argentina s currency unification with the dollar complete, President Menem
suggested, in January 1999, replacing the peso with the dollar. And on February 10, 1999, one of
us (Hanke) presented a dollarization report to President Menem in Buenos Aires. Much of what
follows is contained in that report (Hanke and Schuler 1999).

“Because the currency board—like system retains some features of a central bank, the peso
has experienced periodic speculative attacks. Especialy during speculative attacks, interest rates
in pesos have been much higher than comparable rates in dollars. We think that dollarization
would eliminate the rationale for speculative attacks. However, in a speech made last November,
Alan Greenspan, chairman of the Federa Reserve System, said, ‘It is questionable whether a
sovereign nation, otherwise inclined to economic policies that are “off the wagon,” can force
itself into “sobriety” by dollarization’ (Greenspan 1998: 6).

“Greenspan’s criticism has been repeated in the Argentine press, and Lawrence
Summers, Deputy Secretary of the U.S. Treasury, has recently made a similar clam. It is a
version of the idea that sound fiscal policies must precede a sound currency, as if the monetary
system exerts no influence on government finance.

“Argentines know from their own experience, though, that the monetary system does
exert considerable influence. It is generally recognized that without the Convertibility Law,
economic reforms in Argentina would not have progressed so far and so fast. Other countries
have had similar experience. In a study of 98 developing countries during the period 1950-93,
Hanke (1999) found that fiscal deficits were, on average, 65 percent larger and 1.4 times more
variable in countries with central banks than in those with currency boards or dollarized systems.

“Dollarization would not absolutely guarantee sound economic policies, but no system
could. The important thing is that dollarization would improve the odds that Argentina would
continue to follow sound policies much as the Convertibility Law greatly improved the odds that
Argentina would implement sound policies in the first place.” Hanke and Shuler (1999c, pp.
405-6, 411)

“The collapse of Turkey s pegged exchange rate--like similar events before it in Mexico,
Thailand, Korea, Indonesia, Russia and Brazil--was yet another textbook case of the inherent
instability of pegged exchange rates. The events in Turkey are generating many negative
comments about ‘convertibility,” Argentinas fixed exchange-rate system. This amounts to
nothing more than guilt by false association. Pegged exchange-rate systems have little, if
anything, to do with Argentina s currency board- like arrangement.

“Currency-board arrangements are dramaticaly different from pegged exchange rates.
With currency-board rules, a monetary authority sets the exchange rate, but has no monetary
policy--monetary policy is on autopilot. The monetary authority can't increase or decrease its
monetary liabilities by buying or selling government debt. Changes in net foreign reserve assets,
which are required to back monetary liabilities one-for-one, exclusively drive changes in
monetary liabilities.

“In other words, with an exchange-rate system like Argentina's, changes in the monetary
base are determined solely by changes in the balance of payments. Conflicts between the
exchange-rate and monetary policies can't materialize and balance-of-payments crises can't spin
out of control because market forces act to automatically rebalance financial flows. This explains
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why currency boards weather storms and why Argentina’s peso has continued to trade at a one-
for-one rate with its anchor currency (the dollar) since convertibility was adopted 10 years ago.
No other South American country can touch that record.

“The red problem in Argentina is not convertibility. Most Argentines know that
convertibility is the only institution that disciplines Argentinds unruly politicians. That's why
Argentines ailmost universally support it. Argentina’s problem is the low level of confidence in
the government and its ability to retain sound money and push forward with reforms. A big bang
is the only way to restore confidence.

“My counsel: Dump the peso and adopt the greenback. That would eliminate, once and
for al, any further speculation about an exit from convertibility. It would also bring Argentinas
interest rates down to U.S. levels, a confidence-building headline- grabber.

“The second leg of the big bang is supply-side reform. The tax code should be simplified
and tax rates reduced. Argentina's unemployment rate has been trending upward since the mid-
1980s (it's now 15%) because the tax bite is so large and labor laws so rigid. Deregulate the
health care system, labor markets and utilities. This would allow prices and the economy to
become more flexible and competitive, as in Hong Kong.

“Fiscal reforms would constitute the third leg. Government spending has increased by an
average of 10% a year since 1991. It must be dashed, and the government must follow New
Zealand and produce an annual balance sheet and income statement. This would provide for
trangparency and reduce corruption.” Hanke (2001b)

“To put an end to monetary mischief and rein in hyperinflation, Argentina established an
unorthodox currency-board system in 1991. Argentines call the system ‘convertibility.” Like all
currency-board arrangements, convertibility has maintained a fixed exchange rate between the
peso and its anchor currency, the U.S. dollar. The system has checked inflation: The consumer
price index today is about where it was in 1994. In addition, it has imposed a hard budget
constraint on the banking system, forcing banks to clean up and strengthen their balance sheets.

“As Kurt Schuler and | pointed out on this page long ago (Oct. 25, 1991), there is a
problem with the convertibility law: It allows the Centra Bank to behave more like a traditional
central bank than a true currency board. Each quarter the Central Bank of Argentina publishes a
‘Bulletin of Monetary and Fiscal Affairs’ and each issue contains a long list of measures that
have been taken by the Central Bank. If the Central Bank was operating as an orthodox currency
board, these pages would be blank. For al its warts, however, convertibility has been the key to
Argentine economic survival over the past decade.

“On Monday, in order to check interest-rate hikes, the Central Bank introduced
mechanisms to average down interest rates offered by the banking system to depositors. Under a
currency-board arrangement, these price controls are a strict no-no because they undermine the
automatic adjustment features of the system. Why would a depositor keep funds in a bank that
isnt paying for the iisks involved? Interest-rate caps promise more internal drains from the
banking system.

“Short of official dollarization, it might be too late to head off a full-blown financial
meltdown. But no matter the outcome, the facts of the case should be preserved and advocates of
sound money must not alow revisionists to prevail. The convertibility law brought Argentina
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stable money and sound banking. An inept government that assaulted convertibility and the
banking system and embraced anti- growth policies produced the crisis.” Hanke (2001r)

James A. Hanson (senior financial policy adviser, World Bank)
“In early 1991, Argentina adopted a currency board with respect to the dollar.

“Under a currency board, the exchange rate is fixed and the central bank cannot increase base
money, except as the public exchanges foreign currency for local currency.”

“Beginning in the late 1990s, the Argentine peso thus appreciated in rea terms against its non
U.S. trading partners as the dollar appreciated against the euro and Brazil’ s currency depreciated
against the dollar. Argentine growth was also hurt by declining export prices that could not be
countered under the currency board.”

“In recent years, interest has focused on ways to exit from a currency board—especially
given Argentina s difficulties and exit (although Argentina's problems also relate to an excessive
debt buildup relative to the tax base).”

Hanson (2002, p. 130, 149, 156 [last two quotes]|)

Arnold C. Harberger (professor of economics, University of California-L os Angeles)

“REGION [interviewer]: What are your thoughts on currency boards that economist
Steve Hanke promotes?

“HARBERGER: Wéll, | think Mr. Hanke has a lot in common with the Austrians. To
him, the virtues of the currency board come from on high; the currency board can do no wrong.
Now it’s interesting that some currency board advocates point to Argentina in the period of the
Mexican crisis as a prime example of how wonderfully a currency board works. | point to
Argentina in exactly that same period as my evidence for why a typica grownup country
shouldn't and can't have a currency board. Formally, a currency board ‘prints loca high
powered money only in exchange for ‘hard’ foreign currency. A currency board is supposed to
function ‘automatically,” doing nothing but make that exchange. It is not supposed to implement
discretionary monetary policy, or to be a lender of last resort or to be a regulator of the banking
system. A currency board’s base money is ssimply the mirror image of its international currency
holdings.

“Now turn to Argentina early 1995. What happened? In the wake of the Mexican crisis,
which was | think the 20th of December 1994, there was a period of just a few weeks in which
Argentina lost one-third of its gross international reserves and one-half of its net international
reserves. Now, under a proper currency board, the entire pyramid of M2 would have contracted
by one-third or one-half depending on which of those is the proper base. That collapse of M2 by
athird or one-half would have so constricted credit in Argentina that they would surely have had
something like the U.S. Great Depression or worse. Now, what did they do in fact? On an
international reserves base of only half of what it was before (if you take the net reserves figure),
they maintained a pyramid of M2 which was 90 percent of what it was before.

“How did they work that miracle? By doing things that no currency board advocate
would ever think of. Number one, they drastically cut the reserve requirements of the banks, and
second, they took advantage of a very dy provision that Domingo Cavalo had put into the
convertibility law. This law said that part of the dollars that had to back the liabilities of the
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Central Bank of Argentina could consist of Argentine government obligations denominated in
dollars. | think the fraction could be up to 30 percent. That authority was used to the maximum.
That’s no currency board, nor is the changing of reserve requirements compatible with the
concept of a currency board. Yet if it hadrit been for those two violations of the currency board
concept, it would have been aterrible disaster. So | say, Argentinais a perfect example of why a
currency board doesn't work. With the currency board you're backing only base money; you're
not backing M2.

“Currency boards can work well in situations where the demand for money can fall
sharply without inducing a corresponding contraction of credit. This was the case in the British
colonies where the currency board idea originated. It is also the case in any town or city in the
U.S. today. A small country can approximate this result by having most of its banking done by
big international banks, assuming these banks are willing to maintain their loan portfolios in the
country (as the big British banks used to do in the colonies) even in the face of alarge declinein
deposits. That is what | feel has to be done to make a currency board work.” Harberger (1999)

“Economics Professor Arnold Harberger, who spoke at the event, said Argentina was
heading for bankruptcy and that the country should devaluate its currency to attract foreign
investment.” Harberger (2001)

“LOUNGANI: Your views on the Argentine tragedy?

“HARBERGER: The overriding issue in Argentina was the experience of three near-
hyperinflations in less than 20 years. That left people completely distrustful of Argentine money.
A fixed exchange rate was the only plausible way of giving people some degree of confidence
where there had been none. They needed a special law because they had tried fixed exchange
rates a number of times aready in the past and had always violated them.

“The convertibility law was thus the legacy of these prior episodes. The conditions in
which the law came into effect were such that the real exchange rate was not a matter of
choice—if they had made the exchange rate two pesos to a U.S. dallar, the price level would
have been twice as high; if they had made it four to one, the price level would have been four
times as high. So it was an inherited real exchange rate. Thisis unlike, say, Mexico, which at the
time of their so-called pact started out with a big devaluation first to allow for a future drift
toward appreciation in the real exchange rate. The Argentines had their hands tied.

“LOUNGANI: But initialy they did well.

“HARBERGER: They were lucky in the early 1990s that the flow of capital into
Argentina was sufficient to validate the real exchange rate they were saddled with. But even
before the tequila crisis of 1994, that real exchange rate was looking not too good.

“Evidence? Unemployment rates were already 13 percent before the Mexican crisis. That
was always a sign that the real exchange rate was out of whack. Too many economists saw one
problem—the fiscal deficit. But solving the fiscal problem would have made the unemployment
problem worse. That is the demonstration that the real exchange rate problem was not being
diagnosed; too many people zeroed in exclusively on the fiscal problem.

“LOUNGANI: If the real exchange rate problem had been diagnosed, what could have
been done about it?

“HARBERGER: With the convertibility law in place, doing something about the real
exchange rate problem was aways difficult. | don’t want to clam that | had an answer in
advance. | did call attention to thereal exchange rate disequilibrium all through this period, but |
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did not try to put into the mouths of the government people that they should devalue or anything
like that.

“In hindsight, when things were looking pretty good in 1997-98, Argentina could have
opened up a band in which in the initial weeks and months the Argentine currency would have
appreciated. That's the way to do it. If you are going to go flexible, you can get over the biggest
hump if you can flex in that direction. In retrospect, that would have been the easiest way to have
elided from the convertibility law into something more flexible.” Harberger (2003a, pp. 214-15)
(I regard this definition of the real exchange rate as borderline, but | charitably classify it as
barely adequate rather than deficient.)

“-¢Lacrisisargentina fue provocada por las politicas econémicas?

“-La Argentina entré en la convertibilidad con un tipo de cambio real bago [that is,
overvalued]. Sin embargo, en los primeros afios ello fue convalidado por una masiva entrada de
capitales externos de argentinos y extranjeros, 1o cua permitié mantenerlo. Para advertir que
ese tipo de cambio estaba por debajo del nivel de equilibrio, es fundamental tener en cuenta que
a partir de octubre de 1994, antes del efecto tequila, el desempleo ya estaba alrededor del 13%.
Esta es la evidencia de que la economia estaba buscando una devaluacion ea con tipo de
cambio fijo, através de la deflacion.

“-¢Qué lecciones de las crisis financieras de los ultimos afios se pueden aplicar al
caso argentino?

“-La primeraleccion estratar de evitar una gran compresion de crédito al sector privado.
L a segunda, entender que los préstamos en dificultades son un problema de largo plazo: s selo
quiere transferir a los bancos comerciaes, éstos estaran en dificultades; si lo absorbe el Banco
Central, se hara cargo de la pérdida, pero ello no permitira reactivar €l crédito.

“En Indonesiay México, por gjemplo, €l crédito al sector privado bajo 60 por ciento alo
largo delacrisis. Otraleccion es que e colapso del mercado de activos, como acciones 0 bienes
raices, debe ser visto como un riesgo normal: ningun valor es sagrado a largo plazo. Eso quiere
decir que los bancos no deben meterse en hipotecas ni en acciones. Laidea de tener activos a 30
anos y pasivos a 30 dias equivale a esperar e momento de la explosion.

“-¢Como podria crecer sostenidamente el paissin crédito interno ni externo?

“-Por varios afos no habra manera de reactivar significativamente el crédito.

“-¢Y eso no condenaria al pais a una tasa de crecimiento demasiado baja frente a
su necesidad de salir delacrisis?

“-No, porgque la Argertina también tiene por delante una trayectoria de varios afios para
recuperar la tendencia normal. Para pasar de un nivel de actividad econdmica 80 a otro de 110,
pueden tener cinco afios de crecimiento a 6% anual con una buena politica econdmica. Aqui
hay que tener en cuenta que la Argentina no ha respetado |os derechos de los acreedores y debe
encaminarse a resolver este problema, como en estos momentos o esta haciendo Rusia. Otra
asignatura pendiente seria darle mas flexibilidad a la legidaciéon laboral para promover la
produccién y e empleo.
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“-¢La banca publica no podria cumplir una funcion sustitutiva frente a la ausencia
de crédito?

“-La experiencia con la banca estatal en América latina no ha sido positiva. A mi juicio
porgue los gobiernos casi nunca dejan que sus bancos se rijan por criterios bancarios.” Harberger
(2003b)

Joseph G. Haubrich (economist, Federal Reserve Bank of Cleveland)

“For example, in 1899 Argentina established a currency board, adopting a rule-based approach
to monetary policy. In the wake of the Great Depression, the finance minister, Raul Prebish,
convinced the government to switch to the more discretionary regime of a central bank in 1935.
This arrangement lasted until 1991, when seeking a way to curb hyperinflation, Argentina
returned to rules and reestablished a currency board.” Haubrich (2000a, p.3)

“Argentina used a currency board structure with specie backing from 1899 to 1935. Raul
Prebisch, then the finance minister, convinced the government of the need for a more flexible
monetary institution (a central bank) to respond to the Great Depression (della Paolera and
Taylor 1998). Though the most recent currency board, established in 1991, successfully tamed
Argentina s hyperinflation, during recent financial crises there has been considerable pressure on
the banking system, prompting fear in financia markets that the Menem government might be
forced to abandon the currency board.” Haubrichand Ritter (2000b, p. 781)

Ricardo Hausmann (professor of the practice of economic development, Harvard
University, formerly [1994-2000] chief economist, | nter-American Development Bank, and
minister of planning, Venezuela)

“Latin American nations should adopt flexible, sustainable exchange rates and focus on
capital market reforms if they hope to move away from volatile economic growth cycles,
according a new report by the Inter-American Development Bank and its chief economist,
Ricardo Hausmann.

“Those points are among highlights of the IDB’s 1995 annual report, entitled Economic
and Social Progressin Latin America....

“While some economists are touting fixed exchange rates, such as Argentinas
convertibility plan, as a panacea for Latin nations, Hausmann and the IDB are advocating an
approach that combines discipline with flexibility.

“’We believe that countries that give themselves some exchange rate flexibility and gain
credibility through other instruments, maybe fiscal or monetary policy or a commitment to lower
inflation, will leave themselves with exchange rate regimes that will be nore sustainable over
time,’ he said.

“There is a ‘tradeoff between a more stable exchange rate and a more stable output (i.e.
lower economic volatility),” Hausmann added.

“"When you choose your exchange rate, you choose your volatility,” he said. ‘Countries
that fix their exchange rates tend to have more volatile output than countries that have more
flexible exchange rates.” He cited Argentina, whose GDP is faling sharply this year, as an
example of how a country that adopts and adheres to a fixed exchange rate will reduce its ability
to control shorter-term movements in its economy.” Hausmann (1995)
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“The big debate this year in Latin America will be about the adoption of fixed exchange
systems, perhaps even ‘convertibility’ (currency board) schemes like Argentina's. The IDB's
chief economist, Ricardo Hausmann, is overseeing the drafting of a study which will argue the
case in favour of doing so.

“His rationale, as explained in a recent interview in El Cronista:

“’One of the lessons of 1998 is that exchange-rate flexibility does not allow much leeway
to manoeuvre and is a big headache, especialy in times of crisis. In theory, it alows the
cushioning of external shocks by adjusting the exchange rate. But the market interprets that in a
difficult year the government can afford to devalue, and in order to offset this possible
devauation it demands a very high interest rate. This makes it a very expensive option. On the
other hand, fixed exchange systems, including dollarisation, allow the absorption of those shocks
with greater ease.”” Hausmann (1999a)

“Domestic interest rates in fact seem more sensitive to foreign rates under floating rather
than fixed regimes, which implies less, not more, monetary independence. When the cost of
foreign borrowing goes up by 1 percent, for example, domestic interest rates go up by 1.4
percent under Argentina's fixed-rate currency board and by 5.9 percent under Mexico's floating
regime.” Hausmann (1999b, electronic source, no page numbers)

“Some monetary arrangements aim to lolster the commitment to a pegged rate. In a
currency board, the central bank may not issue domestic credit to its own banking system or to
the government. It may only exchange domestic currency for internationa currencies at the
pegged exchange rate. Moreover, the value of the exchange rate is often set by law. The
combination of no credit expansion plus a legally bound exchange rate often strengthens market
confidence in the currency peg. It may, however, severely limit the flexibility of economic
management.” Hausmann (1999, electronic source, no page numbers [boxed text])

“’| would say that there is no doubt in my mind that it would be to the great benefit of
Mexico to dollarize. It would be to the great benefit of Central America and it would be to the
great benefit of countries in Latin America that are heavily dollarized, namely: Peru, Bolivia,
Uruguay and Argentina.’” Hausmann (2000, electronic source, no page numbers)

“The workable aternative has two main ingredients: first, de-dollarization of the foreign
debt, the financial system and the domestic contractual environment; second, a floating exchange
rate anchored by strict inflation targets....As the needed real exchange rate depreciation takes
place, the face value of the new indexed-peso debt should decline substantially in dollar terms.”
Hausmann (2001)

“Sachs and Hausmann are dropping their opposition to dollarization. Sachs said in aBBC
interview in February, ‘I do not like dollarization in general, and | did not like convertibility. But
| believe that after 10 years of promises, those promises should be worth something. | am not
optimistic about the current government.” Hausmann proposed last October that the government
allow the peso to float and convert all debt * into inflation-indexed pesos, at today’s exchange rate
of one peso for one dollar. All other contractual terms, including maturity and interest rates,
would remain the same.’ He now says dollarization would be ‘an admission of defeat’ but that
the government has no alternative.” Hausmann (2002b, electronic source, no page numbers)
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“The Argentine economy has imploded. Its currency has lost more than 70 per cent of its
value. The banking system is near collapse. Unemployment is more than 20 per cent. The list
goes on.

“The cause d this havoc is relatively straightforward: having lost access to external
finance last year, Argentina could no longer run a current account deficit. It suddenly had to run
asurplus.

“To achieve this in a closed economy, there has to be both a massive recession and a
huge real depreciation to cause a collapse in imports and some positive response in exports. But
given the extensive dollarisation of domestic and international financial claims, this would have
implied a massive and unfeasible redistribution of wealth from net dollar debtors to net dollar
creditors. Politicians opted to violate property rights.

“In spite of this, Argentina has been able to maintain exchange rate stability and output
since the end of the second quarter, while inflation has been surprisingly subdued. There are two
reasons for this. First, the government has been able to run a substantial primary fiscal surplusin
spite of the collapse in the tax base, thanks to a massive compression of real spending and
extraordinary taxation on exports. This has allowed the government to avoid printing money.
Second, the collapse has produced an estimated trade surplus of $15bn.” Hausmann (2002c)

“To make sense of what went wrong one has to focus on the interaction between two factors. the
real exchange rate, which became grossly misaligned in the run-up to the crisis, and the country's
capacity to borrow abroad, which went from ample in the early 1990s to nil by 2001.

“Argent.i.r.la collapsed into hyperinflation in the late 1980s, but was able to right itself by adopting
aradica market-oriented reform anchored by a currency board.

“The East Asian crisis caused afal in the terms of trade in the second half of 1997 (see figure 2).
Then came the Russian crisis in August 1998, and later, the Brazilian devaluation of January
1999. Just as under the tequila crisis, output declined, led by a collapse in investment. Optimists
hoped that the economy would soon turn around, just like the last time. But this time export
volumes stagnated and investment continued to decline. The recovery never came.

“The third influential theory was associated with the peculiar exchange rate system
chosen by Argentina: a currency board with the dollar and a bimonetary financial system, onein
which both the U.S. dollar and the Argentine peso were legal tender. The system achieved price
stability, but left the country vulnerable to inconvenient movements in the multilateral exchange
rate. This possibility of inconvenient movements became areality after the Brazilian devaluation
of January 1999 and the euro slide of 2000. The story is clearly evident in the data.

“It is clear that the nominal appreciation of the multilateral nomina exchange rate of
Argentina took place at a most inconvenient time. The Brazilian devaluation of 1999 had caused
an appreciation in Argentina's multilateral nominal rate of 14 percent. Between January and July
2001, this rate appreciated a further 13 percent. An increasing real exchange rate misalignment
developed: the worsening external conditions called for a depreciated equilibrium exchange rate,
while the actual rate appreciated. Perry and Servén have estimated the underlying equilibrium
real exchange rate, taking into account changes in Argentine productivity, as well as the
country's deteriorating net foreign asset position Their index appears in figure 5, plotted along
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with the actual multilateral real exchange rate. The result is striking: if Perry and Servén are
right, in 2001 the Argentine peso was overvalued by more than 40 percent.

“The misalignment, coupled to the adverse externa conditions and a rising cost of
capital, wreaked havoc on the profitability of the export sector and thus on its ability to expand
supply. Export volume growth, which had averaged over 14 percent a year between 1993 and
September 1998, stalled and never again managed to recover its earlier dynamism, in spite of the
declining levels of domestic absorption (see table 1 and figure 2).” Hausmann and Velasco
(2003, pp. 64, 65, 76-7) (Hausmann and Velasco do not call exports uncompetitive, but note that
the growth of volume slowed. | take their statement as implying that exports were not
uncompetitive.)

R. Glenn Hubbard (professor of finance and economics, Columbia University, formerly
[May 2001-2003] chairman, Council of Economic Advisers)

“[T]he rule of law is an essential underpinning of growth. An essential component of the
rule of law is that individuals must have confidence that their property rights will be respected.
Without this confidence, economic activity is stifled, and assistance from the international
community will be ineffective.

“The current situation of the banking sector in Argentina provides a concrete example of
what happens when there is a breakdown of this confidence....

“It is dso vital thet decisions made at different levels of government do not work at
Cross-purposes.....

“In Argentina, provincial deficits have contributed to the inability to maintain an
appropriate fiscal postion. It has taken months of crisis for the federal and provincial
governments to agree to rein in deficits.

“The third policy priority for growth is effective monetary control. Individuals cannot
form expectations for inflation without effective monetary policy—the resulting uncertainty
depresses investment and growth For monetary policy to be effective, it must be centralised—
alternative quasi- monies issued outside the central bank are no more than inflationary financing
of government spending.

“Central bank independence is a useful feature, particularly if this helps the central bank
to be seen as credible and free of political interference. But in the end, policy implementation is
what matters. Bad fiscal-policy decisions—for example, steady increases in debt burdens during
periods of growth—inevitably leads to ecoromic difficulties.” Hubbard (2002a)

“In some emerging markets, the perception that the central bank is not committed to an
exchange rate target may lead the central bank to strengthen its commitment by adopting a
currency board—that is, by completely backing the currency with reserves of a strong foreign
currency (say, U.S. dollars). Under a currency board, the central bank signals its commitment to
the exchange rate target by being willing to exchange domestic currency for the foreign
currency.

“Such a policy offers advantages in terms of both transparency and commitment. The
central bank’s hands are timed so that it cannot exercise discretion to produce inflationary
monetary policy. That loss of flexibility, however, implies that the central bank will be unable to
act as alender of last resort by creating money during a financia crisis....
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“While currency boards have been established in several countries in recent years—Hong
Kong (1983), Argentina (1991), Estonia (1992), Lithuania (1994), Bulgaria (1997), and Bosnia
(1998) [actually 1997]—the Argentine experience is perhaps most illustrative of the strengths
and weaknesses.” Hubbard (2002b, p. 598) (Hubbard discusses the 1995 tequila crisis, but he
apparently revised the edition in early 2001, before the most dramatic events of that year in
Argentina. | regard the definition of a currency board as deficient because it reglects to specify
whether a currency board holds domestic assets in addition to foreign assets.)

Owen F. Humpage (economic adviser, Federal Reserve Bank of Cleveland)
“Today, currency boards in Argentina, Hong Kong, and Latvia utilize the U.S. dollar as their
reserve currency, while Estonia relies on the German mark.”

“ Argentina currently allows up to one-third of its reserves to be held in domestic instruments.”

“Since an orthodox currency board neither holds reserves against commercial bank deposits nor
undertakes discretionary monetary policy, it is unable to perform LLR operations. Recent
problems will bank liquidity in Argentina illustrate the vulnerability of currency boards to
banking crises.” Humpage and Mclntyre (1999, electronic source, no page numbers)

See also David Altig.

Inter national Monetary Fund

“Currency Board Arrangements. A monetary regime based on an explicit legislative
commitment to exchange domestic currency for a specified foreign currency at a fixed exchange
rate, combined with restrictions on the issuing authority to ensure the fulfillment of its legal
obligation.” IMF (1999, p. 3). (This definition can be found in every hard-copy issue of the
International Monetary Fund's International Financial Statistics from April 1999 to April 2003,
and in the table of “Exchange Rate Arrangements,” typically on p. 3 of the monthly volumes and
on p. 2 of the Annual Report on Exchange Arrangements and Exchange Restrictions from 1999
to 2002. The definition is deficient because it does not offer criteria to distinguish currency
boards from certain cases that everyone would agree are central banks, such as the U.S. Federa
Reserve System when it maintained a gold standard.)

“Currency board arrangement: A monetary regime based on an explicit legidative
commitment to exchange domestic currency for a specified foreign currency at a fixed exchange
rate, combined with restrictions on the issuing authority to ensure the fulfillment of its legal
obligation. This implies that domestic currency will be issued only against foreign exchange and
that it remains fully backed by foreign assets, eliminating traditional central bank functions such
as monetary control and lender-of-last-resort, and leaving little scope for monetary policy. Some
flexibility may still be afforded, depending on how strict the banking rules of the currency board
arrangement are.” IMF (20033, p. 3) (The same definition also appears on p. 3 of the 2004
edition of the IMF s Annual Report on Exchange Arrangements and Exchange Restrictions This
version of the definition adds two sentences to the earlier version. It is more precise, but the
convertibility system does not quaify as a currency board under it, whereas it did under the
earlier version.)



An anonymous staff report (IMF 2003b) was later released almost unchanged as Daseking and
others (2004). For guotations, see Christina Daseking.

Alglando Izquierdo (esearch economist, Inter-American Development Bank, Argentine
origin)
See Guillermo Calvo.

Hazel J. Johnson (professor of finance, University of Louisville)

“Before 1991, Argentina suffered with 2,000 percent inflation per year, a product of its
high external debt and associated inability to repay. In 1991, Argentina executed the
Convertibility Plan[,] which pegged the Argentine peso to the US dollar on a 1-to-1 basis. In
addition, the plan required that the central bank hold one US dollar for every peso printed.
International financial markets generally have responded favorably. Devaluation of the currency
is now considered a much lower risk.

“Under Argentina's currency board system, domestic money can only be issued if it is
fully backed by foreign reserves. In aclassic currency board system, there is no central bank.
Instead, a monetary authority issues domestic currency at the fixed rate of exchange against
foreign reserves. In the case of Argentinag, there is a functioning central bank. Also in Argentina,
the foreign reserves that can be used to back the Argentine peso include government bonds
denominated in foreign currency to a limited extent. Argentine citizens are free to hold either
dollars or pesos.” Johnson (2000, p. 230)

Jiri Jonas (adviser to an executive director, International Monetary Fund)

“The beginning of the last decade of the 20" century brought a hope that Argentina has
finaly turned the corner, and that a period of economic prosperity lies ahead. Successful
stabilization program based on the currency board arrangement (CBA) brought inflation quickly
down, economic growth recovered sharply, and Argentina became a favorite destination for
foreign capital. Y et problems lurked ahead.

“Perhaps the most important underlying cause of Argentinean crisis is the chronical low
domestic savings—a phenomenon typical for most countries in Latin America. Low level of
domestic savings meant that Argentina needed to rely on external savings to finance part of
domestic investment.

“There is no doubt thet maintaining fiscal discipline is an important condition for a
successful operation of the CBA. We have observed that the introduction of the CBA in March
1991 brought a significant improvement in financial position of the public sector. Budget deficit
was reduced sharply and public spending as a share of GDP fell rapidly. In a sense, this
adjustment was inevitable because the CBA has imposed a harder budget constraint on the
government, by preventing a monetary financing of government deficits. But this constraint was
not waterproof and more importantly, it began to loosen over time. As Argentina s stabilization
program produced a rapid improvement in macroeconomic fundamentals, country’s credibility in
international capital market improved and so did its access to international borrowing. There was
no dramatic weakening of fiscal discipline in the course of the 1990s, but from table 7 which
shows the budget balances at different levels of government, we can see a gradual drift of fisca
policy, as budget deficits returned and beganto creep up.
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“It is difficult to assess whether the Argentinean currency was pegged at the wrong parity
when the currency board was introduced. After a period of hyperinflation and financia
instability, foreign exchange market did not operate properly and determining the ‘correct’
exchange rate was a difficult exercise.

“As for the second risk, there has been a significant initial real appreciation of the peso in
1990-1993, as inflation in Argentina remained above inflation of its trading partners. Measured
by the consumer price index, real effective exchange rate in 1993 has appreciated by nearly 30
percent relative to 1991. But it declined quite sharply in the period to 1997. Even more rapid was
the decline in real effective exchange rate based on unit labor cost (ULC), which obvioudy is a
better measure of competitiveness than CPI-based real effective exchange rate. Between 1993
and 1997, ULC-based red effective exchange rate depreciated by nearly 40 percent. During that
same period, the share of Argentina's exports in world exports has increased from about 0.35
percent to 0.5 percent. So there is little evidence of competitiveness problem in that period.

“Then in the period 1997-2000, both CPI-based and ULC-based real effective exchange
rates have appreciated, by about 20 percent and 10 percent respectively, while Argentina’ s terms
of trade have deteriorated by about 15 percent in 1997-99. The share of Argentina s exports in
world exports fell back to 0.35 percent in 2000. This aready signas a problem of
competitiveness. But this real appreciation was not caused by high domestic inflation, but by the
dollar’ s appreciation against the currencies of Argentina’ s trading partners.

“In countries that adopt a CBA, it is important to ensure a sufficient degree of flexibility
in the economy, particularly in labor markets, to compensate for the loss of monetary and
exchange rate flexibility and to be able to adjust to external shocks. Indeed, after the introduction
of the CBA, Argentina has made a significant progress in structura reforms....But while
impressive and possibly sufficient in a more quiet times, in the turbulent second haf of the
1990s, there reforms were not sufficient to provide the Argentinean economy the needed
flexibility to operate successfully under the CBA. From that perspective, there was still not
enough reform. The biggest failure was the insufficient progress in improving the flexibility of
the labor market.

“For a country abandoning the CBA, there are two basic options: either to dollarize, or to move
to a floating exchange rate regime.

“Given Argentina’ s history of mismanagement of its currency, there would seem to be a
strong case for dollarization, which would remove the possibility of monetary mismanagement
once and for al. But dollarization would suffer from the same problem as the CBA: if the dollar
appreciates against other currencies and if domestic costs in Argentina do not adjust sufficiently
flexibly, as seemed to have been the case thus far, it could undermine the competitiveness of
Argentina' s exporters in other than dollar markets. Another potentially attractive feature of
dollarization would be the avoidance of damaging effects of large currency depreciation on
banks, firms, and households balance sheets. But this advantage of dollarization is more
apparent than real.

“To correct the peso overvaluation, dollarization would have to take place under a
devalued exchange rate anyway, producing the same adverse balance sheet effect (though
arguably less serious compared to the possible overshooting in the regime of afree float). And if
dollarization would take place without the initial devaluation, so as to avoid its undesirable
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balance sheet effect, the economy would have to adjust to the introduction of a very strong
currency by cost-cutting and a period of deflation, which would likely be a very protracted
process, imposing different hardship on the economy by increasing the real value of debts.”
Jonas (20023, pp. 1, 18, 21-2, 26, 29, 39) (Jonas's figure for Argentina's share of world exports
in 2000 is either in error or based on other data than that shown in the main text of my paper.)

“In April 1991, it accepted the Convertibility Law and introduced the currency board
arrangement. By law, Parliament has introduced a free convertibility of domestic currency, the
peso, into the U.S. dollar at a fixed parity, one to one. The central bank lost its freedom to print
money and conduct independent monetary policy, and aso its ability to finance directly
government deficits” Jonas (2002b, p. 10)

Graciela Kaminsky (professor of economics and international affairs, George Washington
University, formerly economist, Federal Reserve Board of Governors)

“In April 1991 the Convertibility Plan was initiated and is still holding in place. Its main
feature was the creation of a currency board to enforce the 1-to-1 peg of the peso to the dollar.”
Choueiri and Kaminsky (1999, p. 9)

“Graciela Kaminsky: Argentina s default and the demise of its currency board in
January 2002 triggered a colossal interest in understanding what went wrong.” Kaminsky (2003,
p. 101)

Timothy J. Kehoe (professor of economics, University of Minnesota, and adviser, Federal
Reserve Bank of Minneapolis)

“The currency-board-like Convertibility Plan that the Argentine government had adopted
in 1991 was spectacularly successful in reducing inflation. Many commentators argue that, by
fixing the value of the Argentine peso to the U. S. dollar, however, this plan resulted in an
‘overvaluation’ of the peso. According to this popular theory, this overvaluation made the
Convertibility Plan unsustainable, and the inevitable collapse of the plan produced the current
crisis. (See Perry and Servin 2002 for a nuanced version of this overvaluation theory.)

“This paper proposes an aternative to the theory that an ‘overvaluation’ of the Argentine
peso after the devaluation of the Brazilian real in 1998 produced unsustainable trade deficits and
led to the crisis. This aternative theory is based on time consistency and the difficulty of
enforcing fiscal discipline: In an effort to make the Convertibility Plan more credible, the
Argentine administration took measures throughout the 1990s that made abandoning the plan
very costly. Neither the second Menem administration nor the de la Rla administration was able
to enforce fiscal discipline, however. The desperate measures taken during 2001 to keep the
Convertibility Plan in place, especially the corralito that restricted depositors access to bank
accounts, imposed tremendous costs on the economy. Yet these measures did not save the
Convertibility Plan. Rather, the costs associated with these measures, particularly those incurred
by the domestic financial system, made the crisis far worse when the Convertibility Plan failed.”
Kehoe (2003, pp. %2, working paper version) (Kehoe does not define what he means by a
currency board or a currency board-like system. Brazil’s devaluation actually occurred in 1999,
not 1998. | take his proposed aternative to the theory that the peso was overvalued as implying
that it was not overvalued, and implying that Argentine exports were not uncompetitive.)

87



Peter B. Kenen (professor of economics and international finance, Princeton Univer sity)
“It’s nutty to think that the Argentines can defend themselves by giving up the peso and going
with the dollar, when their magjor trading partner is Brazil, which is undergoing a major
devaluation’ said Peter Kenen, a Princeton University economist. ‘ They may be able to protect
themselves against speculators attacking their currency, but that won't protect them against the
real cost of what is happening to their economy.’” Kenen (1999)

“You can think of a currency board as a central bank that is not alowed to hold any assets
denominated in domestic currency. Its liabilities—the banknotes it issues and the cash balances it
holds for commercial banks—must be backed fully by foreign-currency reserves. Furthermore, it
must stand ready to convert its liabilities into foreign currency at a fixed exchange rate. In effect,
it is constrained to engage in nonsterilized intervention, because it cannot undertake open market
operations to offset the monetary effects of its operations in the foreign-exchange market.

“A currency board cannot conduct independent monetary policy. It cannot serve as a
lender of last resort to the banking system. It cannot print money at the government’s behest to
finance a budget deficit, as it cannot hold clams on the government. In al of these ways, a
currency-board regime resembles formal dollarization. But a country having a currency board
still has an exchange rate and is not wholly immune to currency crises. Its ability to ward them
off depends on the credibility of its commitment to kept the exchange rate fixed regardless of the
consequences.

“... Two countries with currency boards suffered these painful effects when their currencies were
attacked—Argentina in early 1995, after the Mexican crisis, and Hong Kong in October 1998,
during the Asian crisis.” Kenen (2000, pp. 511-12)

“[1]t is quite wrong to compare Europe’s currency union with Argentina’s currency board. A
currency union is far stronger than a currency board and in both cases it is crucia to choose the
right partner, which Argentinafailed to do.” Currie and others (including Kenen) (2001)

Michael W. Klein (professor of international economics, Tufts University)

“Q. In Argentina, stores are empty and personal bank accounts are partially frozen,
sparking protests and looting. What went wrong?

A. Argentina had a history of profligate monetary policy and that led to hyperinflation.
The currency board had a very high-profile way of constraining monetary policy and bringing
down inflation. It was very successful in doing that. Inflation fell from 2,000 percent in the early
1990s to manageable levels. But even then, inflation was still above the level of Argentinas
trading partners. So, Argentina’'s goods became more expensive than the goods of its
competitors. Imports became very cheap. As a consequence of this, unemployment became quite
high. People began to fear that the peso would collapse. The peso had been pegged to the US
dollar. To preserve the peg, the authorities raised interest rates and that also depressed the
economy.

Q. Why did personal debt increase so rapidly there?

A. Debt contracts in Argentina were in dollars. People were earning pesos, but they had
to pay their debts in dollars. When the currency collapsed, their debts exploded in value relative
to the peso. That can lead to a lot of bankruptcies. In this case, there were bank runs, and the
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banks closed. . . . The collapse should not have been a surprise. People had been forecasting the
collapse of the peso for some time. If it had not collapsed, many people would have realized high
returns. Some did enjoy those returns before the collapse.

Q. Isthere alesson to be learned from the crisisin Argentina?

A. The standard lesson of investing is if something seems too good to be true, it probably
is. High returns predicated on afixed exchange rate might be very risky.” Klein (2002)

Jan Kregel (chief of policy analysis and development of Financing for Development Office,
United Nations Department of Economic and Social Affairs and professor of economics,
Universita degli Studi di Bologna, Italy, formerly United Nations Conference on Trade and
Development, New York office)
“Despite the fact that for most of this period the share of debt to GDP and the ratio of the
government fiscal deficit to GDP in Argentina were compatible with the convergerce criteria set
by the EU for participation in the common European Currency, it has nonetheless generally
come to be accepted that the major cause of the problems in Argentina was inappropriate fisca
policy, and in particular the failure to achieve budget surpluses during periods of rapid growth
that would have reduced outstanding debt and provided space for more active counter-cyclical
fiscal policy during periods of recession.
“II. An Alternative Interpretation-- Structural Flaws in Structural Adjustment [section title]
“However, this view does not give a complete picture of the factors that led to the growth
and unsustainability of Argentinian debt because it fails to take into account one of the
fundamentals of development theory that took on special relevance after the introduction of
Argentina’s Convertibility Law. The *two gap’ approach to the constraints on economic growth
in developing countries draws a distinction between the domestic ‘ savings gap’ and the external
‘foreign exchange gap’. It implies that even if national savings are sufficient to finance a
programme of domestic investment (or repayment of foreign claims), it could not be
implemented unless the country earned a sufficient amount of foreign exchange through the
current account surplus to pay for the required foreign capital and associated imports (or repay
foreign claims) (See TDR, 1999, Part II, Chapter 1V). With respect to repayment of foreign
claims on the government, the problem was made more acute by the fact that the Convertibility
Law gave domestic holders of peso denominated debt, as well as foreign holders of dollar
denominated debt, the right to demand payment in foreign exchange. Thus even if sufficient
domestic savings could have been created through a fiscal surplus the repayment of interna and
external claims on the government depends on the existence of a sufficiently large current
account surplus. (Kregel 2003, working paper version, pp. 1-2)

“However, unlike the exchange rate bands or crawling pegs introduced in Mexico and Brazil, in
1991 Argentina passed a Convertibility Law that decreed parity between the Argentinian peso
and the US dollar and a reform of the Central Bank law which required the peso currency
circulation and the reserves of the domestic banking system to be fully backed by holdings of US
dollar reserves. (Kregel 2003, working paper version, p. 4)

“Part of the weakness in the commercial balance could be attributed to the loss of
competitiveness [here there is a footnote; text is below] following the adjustment path to zero
inflation in conditions of exchange rate stability that caused an appreciation (from what was most
probably an aready overvalued rate before the introduction of the Convertibility Law) in the real
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exchange rate of over 10 percent per annum in 1992 and 1993, and the associated loss in the
terms of trade (see chart 1). However, this was not a cause for policy concern since the currency
board system was presumed to preclude the possibility of the central bank financing either a
fiscal or an external deficit. Instead an autonomous adjustment mechanism was presumed to
operate in which the external deficit would produce a drain in foreign exchange reserves and thus
a decline in the domestic money supply that would cause domestic wages and prices to fall,
restoring external competitiveness and restoring external balance.

“IV. The Failure of the Currency Board Automatic Adjustment Mechanism [section titl€]

“However, this automatic adjustment process can be severely disrupted if other factors
determine the quantity of reserves, and other components of the external account dominate trade
in goods and services. As aresult of the liberalization and deregulation of domestic goods and
financial markets, capital inflows more than offset the current account deficit after the
introduction of the Convertibility Law. (Kregel 2003, working paper version, pp. 5-6)

[Footnote on pp. 5-6 to main text on p. 5]“There is a good deal of disagreement over the
overvauation of the Peso before and during the Convertibility Law’s application with some
suggesting an undervaluation relative to estimates of the equilibrium real effective exchange rate
before 1991 and an overvaluation of as much as 55 per cent by 2001. (Cf. “The Anatomy of a
Multiple Crisis: Why was Argentina Special and what can we learn from it,” G. Perry and L.
Servén, mimeo, World Bank, May 10, 2002). It is clear that if the equilibrium rate is calculated
relative to the sustainability of a country’s net foreign asset position, the introduction of the Law
produced a substantial once over appreciation which was reinforced by the continued policy of
external borrowing. There is, however, some question concerning the suitability of REER as a
reference point for this analysis since the point of the structural adjustment policy was to change
the structure of domestic production and of the export sector. Thus appreciation can be seen in a
sense as afailure of the structural adjustment policy.

“Under the currency board system the central bank cannot provide financing for a government
budget deficit since it cannot issue currency against government debt unless it also acquires
foreign exchange. Thus, when government fiscal receipts fail to cover its expenditures it must
either increase taxation or reduce expenditures unless it can borrow from the public. (Kregel
2003, working paper version, p. 8)

“These [pases activos, as they are caled in Argentina] are [a] type of repurchase
agreement which the Central bank uses to provide liquidity to the banking system because under
the convertibility law the central bank can't rediscount commercial bank assets. Since the
[central] Bank rate was around 9% and the Letes [government bills] were paying 13% there was
a large incentive to increase in these transactions. (Kregel 2003, working paper version, p. 16 n.
20)

“A new approach came with the appointment of the original architect of the Convertibility Law,
Domingo Cavallo, as Minister of Economy on 20 March. He shifted attention to restoring growth
to the economy through what in the Reagan years in the US had been caled ‘supply-side
measures. Since the Convertibility Law precluded use of the exchange rate to influence the
foreign balance, taxes and tariffs were manipulated to adjust relative prices in favor of domestic
investment and to cut imports of consumption goods. In addition, the Convertibility Law was
amended so as to fix the peso exchange rate to a basket composed in equal parts of the US dollar
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and the Euro, with the proviso that it would only take effect when the $ and the Euro had reached
parity....To counter the decline in income and sales tax receipts due to faling activity, atax on
financial transactions, first employed in 1983 and again from 1988 to 1992 was resurrected,
along with a new tax on capital gains on unlisted shares and the extension of the tax base for
VAT.

“However, these measures were simply the imposition of the automatic adjustment
mechanism that was supposed to occur under the currency board and could not have an
immediate impact on the performance of the economy or offset the problems caused by the high
proportion of interest payments in the fiscal and external imbalances. Kregel 2003, working
paper version, pp. 17-18)

“The principal and interest were ‘guaranteed’ by the receipts of the financial transactions
tax which was collected by the financia institutions who were the largest participants in the
operation: (Decreto N? 1646 / 2001, Annexo I, Contrato de Préstamo Garantizado, seccion
quinta: “la Republica cede en garantia por este acto en forma irrevocable a los Acreedores en
particular los derechos sobre los recursos del Impuesto sobre Créditos y Débitos en Cuenta
Bancaria establecido en la Ley N° 25.413, con la modificacion introducida por la Ley N°
25.453). (Kregel 2003, working paper version, p. 21 n. 27)

“The Convertibility Law was clearly successful as a cure for hyperinflation. However, the
failure to identify and implement an exit strategy meant that this success came at the cost of
vitiating the automatic structural adjustment mechanism that was supposed to operate to ensure
internal and external balance. Eliminating inflation did not automatically provide the conditions
required for sustained growth and the major policy problem soon shifted to fighting deflation and
recession. (Kregel 2003, working paper version, p. 23)

“This raises the question: Had capital inflows been lower, had fiscal policy been less
stringent, had an exit strategy from the exchange rate regime been successful, might the
Convertibility Law experiment have been a success? The answer appears to be no, for in the
absence of the rapid capital inflows the success in reducing the inflation rate and the high initial
growth rates would in al likelihood not have occurred. The combination of the Convertibility
Law and open international capital markets producing large net capital inflows is not a policy
that provides a homeostatic mechanism to ensure balanced growth and can only work in
conditions of sustained expansion. But this is precisely the condition that it cannot assure if it is
to satisfy the fiscal solvency criteria of international investors.

“But the real problem is that the consequences of the crisis have been much more
devastating than they might have been had there been an aternative policy to the haphazard
voluntary restructuring of the debt that took place in the last year of the crisis....

X. What Can Be Done? [section title]

“The haphazard nature of the restructuring also had a negative impact on Argentina's
performance after the effective default, even through in the absence of debt service payments the
fundamentals of the Argentine economy were very solid. Before the default, despite the falling
activity levels, the government was still running a primary surplus and the commercial account,
in part due to the low level of activity, was in surplus. The elimination of debt service payments
should have produced both a nominal budget surplus and a current account surplus. In addition,
the devaluation of the currency should have produced a sharp improvement in peso export
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earnings given the concentration of energy and agricultural goods (in particular seed oils and
cereals) exports, both of which are priced in internationa markets in dollars, and allowed a
decrease in interest rates as the central bank recovered its ability to set monetary policy
aggregates. With an improving current account and overal fiscal balance one might have
expected that export led growth would have increased activity and provided possible stability for
a credible equilibrium value of the exchange rate. Indeed, conditions appeared very similar to
those that allowed Brazil’ s rapid return to growth after its 1999 deval uation.

“However, productive activity could not take advantage of the improved macroeconomic
conditions because the corralito made the exit strategy more difficult and effectively blocked
access to financing.” (Kregel 2003, working paper version, pp. 23-5) (The citation to an
Argentine decree on p. 21 n. 27 is one of extremely few instances in which a U.S. economist
showed that he had read any of the legal texts relevant to the period.)

Anne O. Krueger {irst deputy managing director, International Monetary Fund [since
September 2001], formerly professor of economics, Stanford University)

“[I]t seems to me that the evidence strongly supports the view that exchange rate policy must
either be one of afairly clean float or, in a few instances, of a currency board. A fairly clean float
prevents the build-up of pressures as happened under the more fixed-rate regimes that the crisis
countries had, while a currency board guarantees that the exchange rate will remain unchanged
and thus prevents speculative attacks. However, a currency board is exceptionally difficult to put
in place and it requires considerable political support (such as was present in Argentina given its
earlier history of high inflation) and consistent monetary, interest rate, and fiscal policies if a
currency board is to succeed. For most countries, | conclude that a fairly clean float is the only
feasible solution. Policies in the middle, attempting to maintain an exchange rate regime in the
middle, are very likely to run into trouble over time.” Krueger (1999, electronic source, no page
numbers)

“So what went wrong? With hindsight, two factors came together in a destructive
cocktail: weak fiscal policy and mounting overvaluation, the latter reflecting relatively high
inflation, a stronger dollar, and insufficient domestic flexibility (for example, in the labor
market). The last point is especially important—under a firmly fixed exchange, you need other
sources of adjustment to maintain competitiveness.

“But emerging market countries in genera—and Argentina in particular—have greater
constraints on their ability to shoulder debt than industrial countries. For example, Argentina had
less capacity to raise tax revenue than industrial countries. It was more vulnerable to externa
shocks and to shifts in market sentiment. And much of the debt had to be serviced in foreign
currency, which was made more difficult by Argentina’s low export-to-GDP ratio. Argentinas
total foreign currency debt was around five times the size of its foreign currency receipts from
exports of goods and services. In addition, the fixed exchange rate regime under the
convertibility plan further reduced the degrees of freedom for fiscal deficits and debt. External
debt had aready climbed to 50 percent of GDP in 2000, but of course markets feared that in the
absence of fiscal and other policies strong enough to support the convertibility plan, the currency
board would collapse, the exchange rate would plummet, and the debt would balloon.
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“With hindsight, an earlier exit to a more flexible exchange rate regime would clearly have been
preferable. The real exchange rate appreciated significantly during the 1990s, although most of
the adjustment took place in the early years of the decade, as inflation was brought down
following the establishment of the currency board. Wages and prices were insufficiently flexible
to maintain competitiveness, resulting in weak export growth relative to other Latin American
countries. [Chart of real effective exchange rate follows]

“S0, to summarize, what went wrong? With hindsight:

First, fiscal policy was too weak during the upswing;

Second, the external environment and shocks were unfavorable;

Third, the convertibility plan locked in overvaluation given the lack of flexibility in the

domestic economy;

And fourth, unsustainable debt dynamics were left unaddressed.

“In other words, Argentina became caught in a vicious cycle of weak activity,
overvauation, and mounting debt.” Krueger (2002c) (A closer look at the statistics would have
shown that in fact Argentinad's export growth was strong relative to al mgor Latin American
countries other than Mexico, which benefited from the North American Free Trade Agreement.
From 1990 to 2001, Argentina s merchandise exportsin current U.S. dollars grew about as fast
asthose of Chile and Peru, and faster than those of Brazil, Colombia, or Venezuela)

“ROLNICK: Exchange rate regimes. We haven't touched on them. Do you have a
preference for one or the other, fixed vs. floating, currency boards, et cetera?

“KRUEGER: Wéll, | think more and more people are coming to the conclusion that the
fixed exchange rate, where you just change the exchange rate when it’s no longer permitting a
viable balance of payments, is no longer the way to go. And most people are more and more
reaching the conclusion that the floating rate regime is the one that has the greater viability in
those circumstances, which isn't to say you cannot do a currency board. But if you re going to do
a currency board, the fiscal and monetary discipline that imposes is pretty enormous. And if
you ve got to do that discipline anyway, why bother withthe currency board.

“ROLNICK: What about pegging currencies? The Europeans have adopted an extreme
form of a pegged currency, a single currency.

“KRUEGER: But that's a hard peg. That's really closer to a currency board than it is to
afixed exchange rate. Those countries have agreed to the monetary and fiscal disciplines that go
with it. And the difficulty comes when someone else fixes their currency but doesn't figure that
they've got to accept the discipline.

“ROLNICK: You'reoptimistic about the euro, then, as a system?

“KRUEGER: | think the euro, like so many other things in Europe, has been adopted, in
part, because there’s a political imperative to move closer together. | see no reason why that
won't continue.” Krueger (2002d)

“Central to the [Convertibility] plan was its guarantee of peso convertibility with the
dollar at parity. Having a fixed exchange rate system was seen as crucial for building up the anti-
inflationary credibility that the government needed. A quasi-currency board was established in
order to underpin the system and so reinforce the government’s commitment. As you know, a
currency board requires the central bank to back the monetary base with foreign exchange
reserves—in other words, it prevents the government, or the central bank, from printing money
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to finance public deficits. Almost at a stroke this eliminated one of the principal sources of
government-induced inflation.
“And the early results were promising.

“But this apparently impressive performance masked structural weaknesses that weren't
confronted:

“Fiscal control was undermined by off-budget expenditures, and it was too weak to
prevent growing reliance on private capital flows to finance government borrowing. The
estimated structural fiscal position went from rough balance in 1992-93 to a deficit of about
2.75% of GDP in 1998. But there was persistent off-budget spending, mainly as aresult of court-
ordered compensation payments after the social security reforms of the 1990s, and arrears to
suppliers. This raised the government's average new borrowing requirements to more than 3% of
GDP a year over this period. In 1996, for example, when off-budget spending is included, the
total deficit was 4% of GDP.

“Exports grew, but nowhere near as fast as imports. By the late 1990s, there was an
uncomfortably high debt to export ratio: it was 455% in 1998, and jumped, unexpectedly, to
530% in 1999.

“In spite of some financial deepening during 1990s, Argentina's financial system was
relatively under-developed compared with many other countries. In spite of significant
strengthening of the banking system, Argentine banks remained exposed to risks that eventually
materialized: their low profitability and the dollarization of many financial assets ensured that
there was a serious credit risk in the event of a devaluation. Yet before the crisis broke,
Argentine banks had been regarded by most economists as the soundest in Latin America.

“Added to all this was the fact that the pace of structural reforms lost momentum in the
mid-90s; indeed, some reforms were reversed. Perhaps the biggest weakness here was the labor
market which has tended to be heavily regulated in Argentina. Individual workers have long
enjoyed considerable protection, with high barriers to dismissal and the guarantee of generous
fringe benefits.

“Some reforms were introduced in the 1990s. In 1991, for example, there was some
modest improvement in flexibility. In 1995 came equally modest steps that made it easier to hire
temporary workers and introduced more flexible working hours. But these improvements did not
go far, and reform in this area quickly lost momentum. To make matters worse, Congress diluted
a further government attempt to increase labor market flexibility—so much so, in fact, that the
final outcome promoted further centralization of collective bargaining. Theresult of al these
lukewarm changes was predictable: unemployment rose, to 12% in 1994; and productivity
growth fell to zero in second half of 1990s.

“Last but not least, of course, was the fixed exchange rate regime. It became increasingly
clear during the 1990s that successful operation of the quasi-currency board required much better
fiscal control than the government was able to deliver. Since the collapse, of course, there has
been much debate about whether the pegged exchange rate regime was ever appropriate as a
long-term policy instrument.

“The arguments over the exchange rate regime have ensured a plethora of different
explanations of the eventual crisis. But it is clear that the impact of the crisis would at least have
been mitigated if the origina reform program had been more ambitious—specifically if it had
included serious reform of the labor market and if it had tackled the problem of fiscal relations
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between centra and provincial governments; and if this more ambitious program had been
fulfilled. Effective implementation of fiscal, labor market and structura reforms could have
ensured that the economy was robust and flexible enough to cope with the shock of a devaluation
without the complete economic collapse that we saw.” Krueger (2004, electronic document
without page numbers) (Referring to Argentina as a quasi-currency board reflects a shift in the
language of some IMF officials and IMF publications. The shift did not start until 2004.)

Paul R. Krugman (professor of economics, Princeton University, and New York Times
columnist)

“Argentina has weathered the immediate storm [of the 1994-5 currency crisis]; but the problems
of a severely overvalued peso, which have made Buenos Aires one of the world's most
expensive cities and hobbled attempts to develop new exports, remain unresolved. They will be
unresolvable as long as the credibility of the government is bound up with one peso, one dollar.”
Krugman (1995a)

“Argentina’ s drastic policy, which sought to end a history of extreme inflation by pegging the
value of the peso permanently at one dollar, predictably left the country’s prices even farther out
of line. Between 1990 and early 1991 the Argentine real exchange rate rose 68 percent.

“Argentina, for example, grew at an annual average rate of more than 6 percent after the
stabilization of the peso. But even optimists admitted that this growth had much to do with the
extremely depressed state of the economy before the reforms. When an ecoromy has been as
thoroughly mismanaged as Argentina s was during the 1980s, a return to political and monetary
stability can easily produce a large one-shot rise in output.” Krugman (1995b, pp. 40-1) (I
consider Krugman's discussion of the rea exchange rate deficient as a definition of
overvaluation because he does not specify on what index it is based, though the real exchange
rates based on consumer prices and on producer prices alike show large increases over the
period.)

“[A] system that leaves monetary managers free to do good aso leaves them free to be
irresponsible--and, in some countries, they have been quick to take the opportunity. That is why
countries with a history of runaway inflation, like Argentina, often come to the conclusion that
monetary independence is a poisoned chalice. (Argentine law now requires that one peso be
worth exactly one U.S. dollar, and that every peso in circulation be backed by a dollar in
reserves.)” Krugman (19964)

“Argentina, whose ‘currency board” and one-peso/one-dollar policy are much lauded by
conservatives, could only watch helplessly as its banking sector started to implode in 1995;
luckily the World Bank came to the rescue.” Krugman with Kahn (1998, electronic source, no
page numbers given, athough the original is paginated)

“But no, the case for a currency board for Indonesiaisn’t nonsense, although it is probably a bad
idea right now. The most prominent example of a successful currency board isin fact Argentina,
which since 1991 has backed every peso in circulation by a dollar of foreign-exchange reserves.
This means Argentina has no control over its money supply, which at times can be a rea
problem: In 1995 it nearly led to a banking crisis--only averted thanks to emergency loans from
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the World Bank and the IMF. But Argentine officials regard the loss of policy discretion as a
necessary sacrifice because the country has such a grim history of using inflation to finance
runaway budget deficits. Given Argentina s price stability and relative prosperity in the 1990s, it
is hard to argue with their judgment.” Krugman (1998)

“Inflation has been eliminated, with the peso securely pegged to the dollar. An absurdly
inefficient system of protected markets and money-losing public corporations has been
liberalized and privatized, producing afair bit of unemployment but a huge surge in productivity.
And as recently as five or six months ago the country was the darling of the business press,
praised for its success in riding out the world's financial storms.

“As usud, however, good press was the sign that things were about to take a turn for the
worse. For a variety of reasons, including the devaluation in neighboring Brazil, Argentina has
been diding into a moderately severe recession and with it a growing budget deficit, just as a
presidential election approaches. And in apparent desperation over his lag in the polls, Eduardo
Duhalde, the Peronist candidate--the candidate, in other words, of Menem's party, which brought
Argentina its unaccustomed stability--startled everyone by announcing his intention to discuss
possible debt relief for Argentina. Not with the banks, mind you, but with the pope. (The pope
has recently joined the call for debt forgiveness for poor nations, but he was surely talking about
Fourth World economies such as Mozambique, not relatively well-off places such as Argentina.)

“The odds are that this whole affair will soon blow over. But even assuming that the peso
holds and that things dori t fall apart, thereis still a serious lesson in Argentina s current travails-
-namely, that you can scratch one more supposed economic panacea off your list. For Argentina
has been the role model for those who believe that a credibly stable currency is all you need to
promote prosperity. And its troubles—especially the contrast with the unexpectedly good news
from Brazil—are therefore a reminder that, as John Maynard Keynes pointed out way back in the
1920s, a strong currency and a strong economy are by no means the same thing.

“Now, Argentina does, by law (the so-called convertibility law), have an undeniably
strong currency. A peso is worth a U.S. dollar, and that promise is made credible by the legal
requirement that every peso in circulation be backed by a dollar’s worth of foreign exchange
reserves. In other words, short of actually abandoning its own currency in favor of the U.S.
dollar—a measure that has been discussed quite a bit lately—Argentina has done everything
possible to make that currency credible and secure. This currency board system was introduced
in 1991, when hyperinflation was a recent memory and most people expected it to return in due
course, and you can make a reasonable case that Argentina should stick with its currency board
for some time to come. (Domingo Cavallo, who as finance minister was the architect of the
board, suggested a few months back that it should endure for a decade or so.) But you can no
longer brush off the argument that the system is a sort of economic straitjacket, one that is
becoming increasingly onerous.

“The problem, you see, is that the same rules that prevent Argentina from printing money
for bad reasons—to pay for populist schemes or foolish wars—also prevent it from printing
money for good reasons such as fighting recessions or rescuing the financial system. Argentina
came very close to financial collapse in 1995 when it turned out that the convertibility law left no
leeway to rush cash to troubled banks. It has since established various safety nets to prevent a
repeat of that crisis, but some observers doubt whether those nets are really strong enough. And
now the country faces what is basically a gardenvariety recession, the sort of thing that happens
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to every economy now and then-except that unlike the United States, or even a similar-sized
First World country such as Australia, it cannot try to cushion the sump by lowering interest
rates and pushing more money into the system.

“Now, these problems with a rigidly fixed exchange rate are not news. But for a while,
[ people] managed to convince themselves that they weren' t significant. They argued that as long
as governments themselves followed stable policies--and as long as the economy was sufficiently
flexible (the al-purpose answer to economic difficulties)--there would be few serious recessions.

“But it turns out that history does not stop just because the currency is stable. And faced
with a politically inconvenient recession, the Peronists find that there is nothing they can do.
They cannot print money. They cannot even borrow money for some employment- generating
public spending, because fiscal indiscipline would undermine the peso's hard-won credibility.
Y ou can understand why Duhalde might be tempted to appeal to a higher authority.

“Of course, Argentina's economic team still believes that its system is better than the
aternatives. The more sensible advocates of currency boards and, if necessary, dollarization,
have aways based their views less on hope than on fear—fear that any attempt to fight a
recession by devaluing would lead instead to a surge in inflation and a financial collapse. But, as
it turns out, their fears may have been almost as overstated as their hopes. When Brazil—whose
economic history is nearly as disma as Argentina’s—finally devalued in January, the predicted
hyperinflation never arrived and neither did the financial meltdown. Indeed, it is starting to look
asif the collapse of the real was just what the doctor ordered.

“The serious lesson of the antics in Argentina, then, is that the big issues of monetary
economics—fixed vs. flexible exchange rates, whether countries should have independent
currencies at al—are still wide open. It’s an eternal controversy, and not even the pope can
resolveit.” Krugman (1999b, electronic source, ho page numbers)

“The dream of going back to an objective monetary standard—preferably gold, but anyway
something untouched by human hands—has been kept aive by a small but well-financed group
of enthusiasts. And in 1991 they got their wish: Argentina, desperate to regain credibility after
decades of irresponsible policy, not only pegged its peso to the dollar but backed each peso with
adollar in reserves. In effect, the national green cheese factory was shut down.

“In the years that followed, Argentina—helped not only by the end of hyperinflation but
also by the remova of many controls that had strangled business—experienced an economic
surge, and the hard-money enthusiasts took full credit. Only last year, as the currency of
neighboring Brazil tumbled, an op-ed writer at The Wall Street Journal held up Argentina as a
model: ‘No stimulating of the economy through inflation, no improving the “competitiveness’ of
exports through currency devaluation. Just money that works.” And she went on to express her
ultimate wish: ‘Now if only America could make the dollar as good as gold.’

“But while Argentina’s money may work, many Argentines don’'t, because they carnt
find jobs. The devaluation in Brazil was followed by a flight of manufacturing to Argentina's
suddenly lower-cost neighbor. Although Argentinas government has insisted that slashing
spending and raising taxes to balance the budget will promote recovery by restoring confidence,
the actual effect—as Keynes could have told you—has been the opposite: with lower incomes,
consumers are spending less, and recovery has been delayed.

“ And meanwhile Brazil has bounced back: that devaluation has turned out to be just what
the doctor ordered. Chile and Mexico, with their floating exchange rates, are doing well. Right
now Argentina has the worst, not the best, of Latin America s major economies.
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“I'm not saying that Mr. de la Rua should devalue the peso. Too many loans, even from
one Argentine to another, are in dollars—and anyway the political cost would be catastrophic. At
least for the time being, | fear that Argentina is stuck. But its travails are a lesson for the rest of
us, especialy those who are nostalgic for the certainties of the gold standard: Keynes was right.
Taken in moderation, green cheese can be good for your health.” Krugman (2000a)

“If Argentina were a first-world country, its debt wouldn't be a problem. Both its budget
deficit and its national debt are about the same fraction of G.D.P. as those of the U.S. eight years
ago, and compared with Japan the country is a paragon of fiscal prudence. But global bond
markets aren't equal-opportunity lenders, and third-world countries don't get the benefit of the
doubt. In a recent debt refinancing Argentina had to pay an interest rate of 16 percent—10
percentage points more than the U.S. Treasury pays.

“Some of this premium reflects the country s unique problems. Not long ago Argentina’'s
‘currency board” monetary system, which fixes the value of the peso permanently at one dollar,
was lauded as a model for other countries. Now that monetary system has become a trap; tied
rigidly to a strong dollar while neighboring Brazil has devalued and the euro has slumped,
Argentine producers find themselves priced out of world markets. The country has gone into a
dow but dangerous tailspin. A depressed economy has led to budget deficits; the need to reassure
skittish investors has forced the government to cut spending and raise taxes, further depressing
the economy; and rising unemployment has led to growing socia unrest, making investors even
more Nervous.

“For now, a deal with the International Monetary Fund has staved off the imminent risk
of default. There is considerable irony here: the loudest praise for Argentina’s currency board
came from the Wall Street Journal / Forbes [magazine] / Cato Institute crowd, who saw it as the
next best thing to arevived gold standard. Those are the same people who have been howling for
the abolition of the I.M.F. and other international financia institutions. The irony gets deeper
when you notice that Malaysia, which was supposed to have been cast into the outer darkness
after it imposed controls on foreign investors two years ago, has had no trouble selling its bonds
on world markets.

“In any case, the situation is far from resolved. While the 1.M.F. loan buys time, it is not
at all clear how time will improve the situation.” Krugman (2000b)

“So why is Argentina’ s economy depressed? Basically it comes down to the currency
board, which pegs the value of the peso at one dollar and ensures (technicalities aside) that each
peso in circulation is backed by a dollar in reserves. When it was introduced this system offered
a welcome guarantee that hyperinflation would not return, and contributed to a stunning
economic recovery. Now, however, the system s fatal flaw has become obvious. Argentina' s
international competitiveness has been undermined by devaluation in neighboring Brazil and by
the weakness of the euro; domestic demand has fallen as consumers and companies lose
confidence; but because the currency board alows no flexibility in monetary policy, policy
makers cannot respond, Greenspan-style, by opening the monetary spigots.

“Some Wall Street analysts believe that the Argentine government will default but try to

keep the peso pegged at one dollar. Maybe—but that would be a bizarre strategy, choosing the
worse of two evils. Advanced countries—the status to which Argentina aspires—regard default
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on debt as a mortal sin, but a diding currency as at most a mild embarrassment.” Krugman
(20014)

“It wasn't true when Richard Nixon said it, but it is true today: We are al Keynesians
now—at least when we look at our own economy. We give anti-Keynesian advice only to other
countries.

“And then there's Argentina. What's shocking about the political and economic crisis
there is not so much its severity—though it is amazing to see the punishment now being inflicted
on a country that just three years ago was the toast of Wall Street—as how gratuitous it is. We're
talking about a government whose debt really ist very large compared with the size of its
national economy, and whose fairly modest budget deficit is entirely the product of an economic
slump, forced into drastic spending cuts that will further worsen that slump. It wouldn't be
tolerated here—but the bankers in New York tell the Argentines that they have no adternative.
And Washington—not the Bush administration, which has been eerily silent as Argentina melts
down, but the conservative think tanks that helped the country bind itself in a monetary
straitjacket—agrees.” Krugman (2001b)

“When Franklin Roosevelt took the United States off the gold standard in 1933, his
budget director was aghast. ‘ Thisis the end of Western civilization!” he declared. In fact, the real
threat to civilization was the Depression and its political consequences, and one shudders to
think what might have happened if Roosevelt hadn’t defied monetary orthodoxy.

“Unfortunately, that old-time economic religion, with its narron-minded insistence on
monetary rectitude at the expense of every other consideration, has hed a revival in recent years,
thanks largely to the promotional efforts of right-wing think tanks. And that ideology, more than
anything else, is responsible for Argentina s looming catastrophe.

“As little as three years ago Argentina's ‘currency board” monetary system was the
subject of extravagant praise in publications like Forbes and The Wall Street Journal, and
economists at the Cato Institute established lucrative consulting practices advising other
countries to mimic Argentina s approach.

“Why this enthusiasm on the right? Basically, the currency board—introduced in 1991 to
reassure investors—returned the country to the gold standard, except that greenbacks took the
place of ingots. To prevent future inflation, the system rigidly pegged the value of the peso at
one dollar, and left very little discretion in monetary policy.

“So what went wrong? You might think, given all the talk of debt default, that the
problem was government profligacy. But Argentina’s budget deficit has ranged between 1 and 3
percent of G.D.P., not bad for a depressed economy, and its government debt is only about half
of G.D.P., better than many European countries. By the numbers, Argentina' s fiscal picture looks
better than America s did a decade ago.

“The real problem with Argentina isn’t fiscal, it's economic. The country is now in its
fourth year of grinding recession. But the rigidity of its monetary system, designed to protect
against inflation, precludes any of the actions that countries normally take to fight deflation, such
as cutting interest rates or letting the currency depreciate. Instead, Argentina has gone through
wave after wave of fiscal austerity, each time with the promise that the latest round of wage and
job cuts would restore confidence and produce economic recovery. But austerity has not brought

99



recovery. On the contrary, it has worsened the recession, increased socia tension and further
reduced confidence.

“The natural answer is to remove the straitjacket: let the peso float, and do what is
necessary to save the economy. That’s what Britain did in 1931 and again in 1992, both times to
its advantage; even Brazil, forced off its currency peg in 1999, found that floating its currency
greatly improved its economic position.

“Admittedly, the fact that much private debt in Argentina is indexed to the dollar means
that a peso devauation might create financial problems. But as Ricardo Haussman [the correct
spelling is “Hausmann’], former chief economist of the Inter-American Development Bank (and
a strong advocate of sound money), has pointed out, there is an answer: Simply issue a decree
canceling the indexation. It's a radical solution, but the situation is desperate, and there is
precedent: it's more or less what Roosevelt did in 1933. And some investment bankers have
privately supported such a plan for months.

“But since last spring conservative economists in the U.S. have been urging Argentina to
preserve its dollar peg and default on its debt instead. And that’ s what's happening.

“I’ ve written before about an apparent double standard for economic policy in the third
world, but thisistruly bizarre. Advanced countries often devalue their currencies—but Argentina
is being told that it can't. On the other hand, advanced countries never default on their debt—but
Argentina is being told that it must. And this even though Argentina isn’t heavily in debt by
normal standards, and default—which won’t let Argentina cut interest rates, won't make its
goods more competitive and worit end the need for draconian fiscal austerity—will do nothing
to end the economic crisis.

“It's hard to believe that Argentina will sacrifice not just its economy but its credit rating
on the atar of a discredited monetary theology. But as you read this, Argentine officials are
crucifying their long-suffering nation on a cross of dollars.” Krugman (2001c) (In alater column,
Krugman grudgingly retracted his baseless claim that unnamed “economists at the Cato Institute
established lucrative consulting practices advising other countries to mimic Argentina's
approach.” See below.)

“Last week the Web site SatireWire.com ran a mock news story: ‘Enron Admits It's
Readly Argentina.’ It was pretty funny, though quite unfair—unfair, that is, to Argentina.

“And yet the satire was more on point than its authors realized. Not long ago Argentina,
like Enron, was a darling of the financial community. And like Enron, Argentina was held up as
arole model, to alarge extent by the same people—Argentina s monetary system, in particular,
was lauded in the pages of Forbes and The Wall Street Journal, and feted at libertarian think
tanks.

“Why did the same people tend to admire Enron and Argentina? Because in their
different ways, both the company and the country tried to turn back the clock to 1913. Both were
experiments testing the libertarian credo: that the great expansion in government's role between
the two world wars was unwarranted. Both were supposed to demonstrate that government
activism is unnecessary, and that radical laissezfaire works.

“If Enron was an experiment in doing away with regulatory activism, Argentina was an
experiment in doing away with monetary activism. After generations of mismanagement,
Argentina returned to a colonialera monetary system, a ‘currency board,” which took
government out of the loop. No more lurching from crisis to crisis, no more disruptive
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government interventions. Argentina would provide sound money, and leave the rest up to the
free market.

“Though Argentina attracted the usual opportunists, I’ m pretty sure that both the creators
of its monetary system and many of its admirers sincerely believed that they were working in
everyone’s interest. (Contrary to what some may have inferred from a previous column, no staff
members at the Cato Institute are in the currency-regime consulting business.) Alas, these
particular good intentions paved the road to hell. Like Enron's employees, Argentinas citizens
are bewildered by their reversal of fortune, wondering what happened to their economic success
story.

“In the last few weeks, the bitter irony of Argentina’s situation has become almost too
much to bear. The country s monetary system was introduced in the name of laissezfaire. Now,
in its desperate efforts to save that system from imminent collapse, the Argentine government
has imposed drastic restrictions on economic freedom. Most notably, residents are now limited to
withdrawing $1,000 per month from their bank accounts. Volkswagen is running ads in
Argentina that declare, ‘At least when you put your money in the garage you can take it out
whenever you want.’

“Now don't get me wrong. I'm not one of those people who think that markets are evil,
that the profit motive is aways wrong. On the contrary, | believe that markets are very good
things indeed. But the great economic lesson of the 20th century was that to work, a market
system needs a little help from the government: regulations to prevent abuses, active monetary
policy to fight recessions. The twin debacles in Houston and Buenos Aires demonstrate that this
great lesson has not lost its relevance.” Krugman (2001f)

“In today’s world, there are two big ‘deflation stories—Japan and Argentina. In both
cases the way out almost certainly involves, among other things, a major depreciation of the
currency. And in both cases, as the final act draws near, there is a chorus of skeptics.

“The argument—which you now hear about both—goes like this. exports aren’'t a very
large share of GDP. That means that currency depreciation can’t have much impact on aggregate
demand; so depreciating the currency is ineffective, and one might as well maintain the current
exchange rate.

“If you think about it, there must be something wrong with this argument; it seems to
suggest that a fixed exchange rate between two economies is more desirable (or at least less
costly) the less trade they have with each other. The dollar zone and the euro zone are both
largely self-sufficient? Good—let’s fix the dollar-euro rate. Huh?

“What's wrong with this argument? It misses the point that a fixed exchange rate also,
under conditions of capital mobility, deprives a country of independent monetary policy. The
point of depreciation is to get that monetary policy back; the lift from increased net exports is
only part of the story.

“Here's one way to think about it. Suppose that your country is committed to a fixed
nomina exchange rate—and that the currency is overvalued. What | mean by “overvalued’ is
that the price of domestic goods, relative to foreign goods, is higher than it would be if all prices
were completely flexible. What one would expect to happen in this case is a process of
deflation—certainly relative deflation, with the domestic inflation rate less than the foreign, and
quite possibly actual deflation too.

“Now ask what this implies for interest rates. Even if the nominal exchange rate is
completely credibly pegged—if, say, your economy is dollarized—the nomina rate in your
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country will be the same as the rate abroad. But because of the ongoing relative deflation, your
red interest rate will be higher than it is abroad. And your economy will be depressed both
because of depressed exports (the direct result of overvaluation) and because of a high real
interest rate.

“Nomina depreciation, if al goes well, allows you to go immediately to the equilibrium
real exchange rate, eliminating the overvaluation—and therefore allows a reduction in the real
interest rate. If exports are a small share of GDP, this rea interest rate effect, rather than the
‘competitiveness’ effect, will be the main source of gains from depreciation.

“In fact, if the economy faces temporary adverse shocks, it is possible with a flexible
exchange rate to depreciate the real exchange rate beyond its long run level, alowing a lower
real interest rate in your country than abroad. This is the reason people like Lars Svensson and
myself advocate a weak yen policy: the point is that a weak yen is part of a strategy to lower the
real interest rate. Focusing only on the direct competitiveness effect misses that point.

“Now back to Argentina. The problem with the overvalued peso has been not just the
export weakness but the high real interest rate—admittedly a problem exacerbated by the peg's
increasingly shaky credibility. And the point of any new monetary policy should be to get rid of
the real overvaluation that is at the root of the problem.

“So where does the argentino fit into all this? | have to admit that | don’t get it. If wages
and prices are set in pesos—or, worse yet, dollars—introducing another currency does nothing to
remove the overvaluation. All it does is make it possible for the government to engage in some
printing-press financed spending, which is not the solution (though it may help temporarily.)

“What | worry is that the argentino, which doesn’'t come to grips with the overvalued
peso, will destroy the credibility of any domestic currency—that the de facto result will be
dollarization, without the benefits.

“I know it's hard for any Argentine government to face up to the ugly truth that a
devaluation—a real devaluation, involving a real currency—is necessary. But the longer this
truth is denied, the worse it gets.” Krugman (20019) (I consider this discussion barely acceptable
as adefinition of export competitiveness. A better discussion would have offered a benchmark to
whichto compare performance, rather than just calling exports weak.)

“There’s an interestingstory in today’s Washington Post about Wall Street’s role in
Argentina s debacle. There's alot there | didnt know. But | think the story downplays the role
of the convertibility law, which pegged the peso to the dollar, in two ways.

“Some background: | was an Argentina pessimist long before it became fashionable. In
fact, in 1995 | told a retreat of the Argentine Financial Executives Institute that | didn't expect
the convertibility law to survive the decade. | was wrong, of course: it collapsed, bringing huge
devastation, in 2001. (Incidentaly, | gave that talk in Ushuaia, on Tierra del Fuego; so | have
probably given the most southerly economics lecture in history.)

“The reason | predicted eventual failure was that the peg deprived Argentina of crucia
flexibility. And so it turned out: the rigidity of the Argentine system in the face of declining
capital inflows, the Brazilian devauation of 1999, and the rise of the dollar between 1999 and
2001 was a large part of what went wrong.

“But that wasri t the whole role of convertibility: it was also crucia to the bullishness of
Wall Street. The article hints at that, but | think fails to grasp the full extent of the story.

“Throughout the 90s, amost up to the bitter end, Wall Street was utterly convinced that
Argentina s currency board—which in effect reproduced the gold standard—was smply a

102



wonderful idea. When you raised questions about the economy's performance, the answer was
aways that this marvelous monetary system ensured the country s success. And Domingo
Cavallo, the architect of the system, was treated as a hero.” Krugman (2003a)

“The most daring component of Cavallo’s program, however, was the new Convertibility
Law of April 1991 making Argentina’s currency, then the austral, fully convertible into U.S.
dollars at a fixed rate of 10,000 australs per dollar, changeable only by an act of the Argentine
CONQress....

“The Convertibility Law also required that the monetary base be backed entirely by gold
or foreign currency...

“...Continuing inflation in the first years of the convertibility plan, despite a fixed
exchange rate, implied a steep real appreciation of the peso. From 1990 to 1995 the currency
appreciated in real terms by about 30 percent. [The authors refer to a graph showing the real
exchange rate defined as the Argentine price level, apparently the consumer price index, divided
by the exchange rate of domestic currency per U.S. dollar times the corresponding U.S. price
level.]

“The peso’s real appreciation led to unemployment and a growing current account deficit.
After the Mexican financia crisis erupted at the turn of 1994-1995, speculators attacked
Argentina’s currency and domestic interest rates rose sharply. The central bank could do little to
help because the Convertibility Law made it hard to print pesos and lend them to the banking
system as a lender of last resort. Instead, the government arranged for credits from official
foreign agencies such as the World Bank. Nevertheless, output slumped and unemployment
jumped; in 1996 Menem fired Cavallo.

“Scarred by hyperinflation, Argentines continued to support their new monetary system
despite Cavalo's departure. The peso’'s real appreciation process erded and Argentina's
government strengthened the banking system to reduce the weaknesses that had been revealed in
the 1995 crisis. By 1997 the economy was growing rapidly once again, although growth slowed
subsequently in the developing country crisis. Growth turned negative subsequently and as the
world economy dlipped into recession in 2001, Argentina' s foreign credit dried up. The country
defaulted on its debts in December 2001 and abandoned the peso-dollar peg in January 2002.”
(Krugman and Obstfeld 2003, p. 685) (I consider the definition of overvaluation deficient
because it does not specify what measure of the price level it is usng—consumer prices,
producer prices, GDP deflators, or something else.)

“While [after Brazil’s devaluation of January 1999] the flexible exchange rate
arrangements of Chile and Mexico proved adaptable to global economic changes, however,
Argentina's rigid peg of its peso to the dollar proved increasingly painful as the dollar itself
appreciated in the foreign exchange market. As panel (a) of Figure 22-3 [on p. 680 of their text]
shows, the peso’s real exchange rate remained high despite high domestic unemployment, and
the country’s current account deficit remained high. A new government took over in 1999, but
the dowdown in U.S. growth starting in 2000, coupled with worsening fiscal deficits, spooked
foreigners who otherwise might have continued investing in the country. In 2001 Argentina's
foreign borrowing rates skyrocketed. Even the increasingly desperate efforts of Convertibility
Law architect Domingo Cavallo, recalled from private life to turn the economy around, proved
insufficient. Late in 2001 the government restricted residents’ withdrawals from banks in order
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to stem the run on the peso, and then the government stopped payment on its foreign debts.”
(Krugman and Obstfeld 2003, p. 694)

“Case Study: Can Currency Boards Make Fixed Exchange Rates Credible?[box title]

“Argentina’s 1991 monetary law requiring 100 percent foreign exchange backing for the
monetary base made it an example of a currency board, in which the monetary base is backed
entirely by foreign currency and the central bank therefore holds no domestic assets (Chapter
17). A mgor advantage of a currency board system, aside from the constraint it places on fiscal
policy, is that the central bank can never run out of foreign exchange reserves in the face of a
speculative attack on the exchange rate.

[Footnote to passage above] Strictly speaking, Argentina’s currency board involved a
dight fudge. A limited fraction of the monetary base could be held in the form of U.S. dollar-
denominated Argentine government debt. This provision was analogous to the ‘fiduciary issue
of domestic credit that central banks were entitled to extend under the pre-1914 gold stardard.]

“Developing countries are often advised by observers to adopt currency board systems.
How do currency boards work, and can they be relied on to insulate economies from specul ative
pressures?

“In a currency board regime, a note-issuing authority announces an exchange rate against
some foreign currency and, at that rate, smply carries out any trades of domestic currency notes
against the foreign currency that the public initiates. The currency board is prohibited by law
from acquiring any domestic assets, so al the currency it issues automatically is fully backed by
foreign reserves. In most cases the note-issuing authority is not even a central bank: its primary
role could be performed as well by a vending machine.

“Currency boards originally arose n the colonia territories of European powers. By
adopting a currency board system, the colony effectively let its imperia ruler run its monetary
policy, a the same time handing the ruling country all seigniorage coming from the colony’s
demand for money. Hong Kong has a currency board that originated this way, although the
British crown colony (as it was before reverting to China on July 1, 1997) switched from being a
pound sterling currency board to being a U.S. dollar currency board after the Bretton Woods
system fell apart.

“More recently, the automatic, ‘vending machine’ character of currency boards has been
seen as a way to import anti-inflation credibility from the country to which the domestic
currency is pegged. Thus Argentina, with its experience of hyperinflation, mandated a currency
board rule in its 1991 Convertibility Law in an attempt to convince a skeptical world that it
would not even have the option of inflationary policies in the future. Smilarly, Estonia and
Latvia, with no recent track record of monetary policy after decades of Soviet rule, hoped to
establish low-inflation reputations by setting up currency boards after they gained independence.

[p. 696 begins here] “While a currency board has the advantage of moving monetary
policy farther away from the hands of politicians who might abuse it, it aso has disadvantages,
even compared to the alternative of a conventional fixed exchange rate. Since the currency board
may not acquire domestic assets, it cannot lend currency freely to domestic banks in times of
financial panic (a problem Argentina encountered frequently, as we have seen). There are other
ways for he government to backstop bank deposits, for example, deposit insurance, which
amounts to a government guarantee to use its taxation power, if necessary, to pay depositors. But
the flexibility to print currency when the public is demanding it from banks gives the
government’ s deposit guarantee extra clout.
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“Another drawback compared to a conventional fixed exchange rate is in the area of
stabilization policies. For a country that is completely open to international capital movements
monetary policy is ineffective anyway under a fixed rate, so the sacrifice of operrmarket
operations in domestic assets is costless (recall Chapter 17). This is not true, however, for the
many developing countries that maintain some effective capital account restrictions—for them,
monetary policy can have effects, even with a fixed exchange rate, because domestic interest
rates are not tightly linked to world rates. As we saw in chapter 17, moreover, a devaluation that
surprises market participants can help to reduce unemployment, even when capital is fully
mobile. The deval uation option becomes a problem, though, when people expect it to be used. In
that case, expectations of devaluation, by themselves, raise real interest rates and slow the
economy. By foreswearing the devaluation option, countries that adopt currency boards hope to
have a long-term stabilizing effect on expectations that outweighs the occasiona inconvenience
of being unable to surprise markets.

“In the wake of Mexico's 1994-1995 crisis, severa critics of the country’s policies
suggested it would do well to turn to a currency board. The subsequent crisis that started in Asia
generated calls for currency boards in Indonesia, Brazil, and even Russia. Can a currency board
really enhance the credibility of fixed exchange rates and low-inflation policies?

“Since a currency board typically may not acquire government debt, some argue that it
can discourage fiscal deficits, thus reducing a major cost of inflation and devaluation (although
Argentina’s experience in this area provides a counter-example). The high level of foreign
reserves relative to the monetary base also enhances credibility. Other factors, however,
including the banking sector’s increased vulnerability, can put the government under pressure to
abandon the currency board link altogether. If markets anticipate the possibility of devaluation,
some of the potential benefits of a currency board will be lost, as Argentina s experience shows.
For just that reason, some Argentine policy markers suggested that their country adopt a policy
of dollarization, under which it would forgo having a domestic currency atogether and simply
use the U.S. dollar instead. The only loss, they argued, would have been the transfer of some
seigniorage to the United States. But the possibility of devaluation would have been banished,
leading to afall in domestic interest rates.

“For a country with alegacy of high inflation, the most solemn commitment to maintain a
currency will fail to bring automatic immunity from speculation. Even Hong Kong's long-
standing link to the dollar was fiercely attacked by speculators during the Asian crisis, leading to
very high interest rates and a steep recession. Currency boards can bring credibility only if
countries also have the political will to repair the economic weaknesses—such as rigid labor
markets, fragile banking systems, and shaky public finances—that could make them vulnerable
to speculative attack. On this criterion, Indonesia and Brazil probably do not qualify and Russia
certainly does not. With its lack of wage flexibility and unstable public finances, Argentina [p.
697 begins in middle of next word] ultimately failed the test. Developing countries that are too
unstable to manage flexible exchange rates successfully are best advised to dispense with a
national currency altogether and adopt a widely used and stable foreign money. [Authors
footnote to some references on currency boards and dollarization] Even then, they will remain
vulnerable to credit crises if foreign lenders fear the possibility of default.” (Krugman and
Obstfeld 2003, pp. 695-7)

“Argentina retained the confidence of international investors dmost to the end of the
1990's. Analysts shrugged off its large budget and trade deficits business-friendly, free-market
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policies would, they insisted, allow the country to grow out of al that. But when confidence
collapsed, that optimism proved foolish. Argentina, once a showpiece for the new world order,
quickly became a byword for catastrophe.” Krugman (2004a)

Finn E. Kydland (professor of economics, Carnegie-Mellon University, Nobel Memorial
Prize winner) and Mark A. Wynne (senior economist and vice president, Federal Reserve
Bank of Dallas)

“Argentina reversed this trend [toward the disappearance of currency boards] in 1991 with the
adoption of its Convertibility Law, which tied the peso to the U.S. dollar at parity through a
currency board arrangement. Subsequently, a number of countries have adopted the currency
board model, linking their currencies to the Deutsche mark/euro (Estonia, Bulgaria, Lithuania,
and Bosnia-Herzegovina).

“A currency board works much like a commodity standard. Under a currency board, the
stock of domestic money in circulation is backed by foreign currency reserves, and the central
bank of monetary authority commits to buying or selling the domestic currency in unlimited
guantities at some pre-announced exchange rate....Under a textbook currency board
arrangement, the domestic [monetary] base if fully backed by foreign reserves, so ? = 1.
However, it is not unusua for currency boards to have less than 100 percent backing: For
example, the Convertibility Law governing Argentina s currency board only required 80 percent
backing of the base.

[Footnote to passage above] ... The reason for allowing less than complete backing of the
currency with foreign reserves was to give the Argentine central bank some leeway in
responding to domestic financial crises. In early 1995 Argentina was confronted with just such a
crisis, and the central bank responded by acting as a lender of last resort to stem the crisis.”
Kydland and Wynne (2002, p. 10)

Adam Lerrick (professor of economics, Carnegie Méellon Univer sity)

“When the International Monetary Fund’s US$40-billion rescue package for Argentina
was announced in January, officials boasted that private sector lenders would contribute half the
money. The idea was simple. Creditors with the most at stake in a default should pay a serious
share of the funding to forestall loss. Argentina was to be the prototype of the ‘ new intervention.”’

“But when the package details were laid out, it was just another bailout of failed policies
with a bonus to internationa speculators for their bad lending behaviour. Public pressure on the
IMF to ensure that those who garner high returns bear the cost of the high risk implied has
produced nothing but subterfuge. Here is what is really happening to produce the illusion of the
much-touted US$20-billion of private sector participation. First, Argentina is holding Internet
auctions to exchange US$7-billion in debt; US$4.2-billion were completed this week. But the
new bonds are more attractive than the old, with a pick-up in value of 1%-1.5%. Thisis hardly a
sacrifice for investors who exercise the option to exchange, but it could cost the Argentine
people up to US$100- million. Second, some US$3-hillion of new bonds will be stuffed into local
pension funds, where Argentine workers will be shortchanged by below- market returns. Third,
US$2.5-billion of standard bonds will be issued on terms dictated by the market. A fina
manoeuvre rolls over US$2.5-hillion of short-term notes three times in one year to count as
USS$7.5-billion of funding. It al adds up to the magic number of US$20-hillion, but not to the
bona fide participation for which bailout critics are clamouring.
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“Once again, the IMF has socialized the risk and privatized the return for international
lenders. In this rescue, there is no cost to investors since they have not been forced to write down
a single loss or provide new funding that includes concessions. Instead, there is high cost to the
global system in a spiral of speculation, as markets absorb the lesson that lending will be
underwritten by a G7 guarantee. And there is serious cost to the ‘New IMF in loss of credibility.

“Argentina is number eight in the rising flood of IMF bailouts for troubled economies
that began with Mexico in 1995. The list is lengthening fast: in 1997, Thailand, Indonesia and
Korea; in 1998, Russia and Brazil; and now Turkey and Argentina. At an average of US$30-
billion per country, a quarter-trillion dollars in debt and risk has been shifted from the balance
sheets of private creditors to official ledgers.

“There is real debate as to whether Argentina is experiencing illiquidity, which is the
province of the IMF, or insolvency, which is clearly beyond its mandate. So, as Argentine
finance officials tour the global capital markets to talk up the new debt offerings, they walk this
fine line by terming the current crisis a ‘ temporary liquidity problem’ that will be relieved once
the economy starts to grow. Yet Argentinais an egregious but familiar example of a government
that continues to live beyond its means, investors who continue to fund that extravagance, and
public ingtitutions that continue to underwrite the process.

“A nation of just 38 million people now accounts for an astounding 25% of emerging
market bonds worldwide. The crushing US$120-billion owed is 350% of the largely agricultural,
and hence limited, export base. Almost two-thirds of foreign exchange receipts are being
devoured by debt service. Leading economists, among them Charles Calomiris of Columbia
University, believe the burden to be unsustainable and that, unless debts are substantially written
down and genuine economic reform is implemented, this will not be the last bailout tango in
Buenos Aires.

“The IMF maintains that a write-down of Argentina’s debt is not required. But that's
because it knows that a heavy subsidy on new loans from official lenders—which are 7%-10%
below true market rates—will provide US$1.5-$2.0-billion in cash each year. And as investors
perceive that bailouts will continue, the costs of private financing will decline. These windfalls
could circumvent the once inevitable outcome of loss by an undeclared transfer from G7
taxpayers to private sector hands.” Lerrick (2001a)

“In the words of Herbert Simon: ‘Unsustainable trends end.” The longer they are
prolonged, the more violent the ending. A nation of only 37 million with an insignificant export
sector, dominated by commodity-priced agricultural goods, had become the world's largest
emerging market borrower. Argentina was simply an egregious example of a government that
continued to live beyond its means, investors that continued to fund its extravagance and public
institutions that continued to underwrite the process.” Lerrick (20023, p. 6)

(In impromptu remarks at the Cato Institute’'s 22" Annual Monetary Conference, held on
October 14, 2004, Lerrick referred to his experience talking to central bank directorsin “amajor
Latin American country with a fixed exchange rate and a true currency board.” The country was
obvioudy Argentina.)

Richard M. Levich (professor of finance and international business, New York University)

“A currency board fixes its exchange rate by making a commitment to exchange—on
demand and without limit—domestic currency for foreign currency at a prespecified rate. To
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fulfill this commitment, the currency board will issue domestic money only when it has
sufficient foreign currency reserves to meet its commitment....

“A currency board linking the Hong Kong dollar to the US$ has operated since 1983.
More recently, currency boards have been established in Argentina (1991) and Lithuania (1994)
backed by the US$ and in Estonia (1992) linked to the DM.” Levich (2001, p. 67)

Nicolas Magud (assistant professor of economics, University of Oregon; Argentineorigin)

“The authors correctly ascertain that the currency board is partly guilty because, as they
say, it is atwo-edge sword: it buys low inflation and credibility, but at a potentially very high
price (should you not accompany it with the corresponding fiscal soundness).” Magud (20047, p.
1)

Bennett T. McCallum (professor of economics, Carnegie-Mellon Univer sity)

“One mechanism for promoting the maintenance of a fixed exchange rate is the adoption of a
currency board. Under such an arrangement, a nation not only fixes its exchange rate firmly to
that of another currency, but also issues its own currency only in exchange for this designated
foreign ‘reserve’ currency and holds 100 percent reserves in liquid assets denominated in that
reserve currency. Furthermore, some constitutional safeguards are needed to assure that the
arrangement will prove reasonably long lasting. When in place, however, a currency board
provides rather solid assurance that the adopting nation’s exchange rate will remain fixed to that
of the reserve country, and thus that there will be approximately the same inflation rate in both
countries. Historically, such arrangements were common in the British empire, especialy in
African colonies, during the first half of the twentieth century. Also, several French and Italian
colonies had currency board systems [actualy just two colonies, Djibouti and Italian
Somaliland], as did the Philippines (with the U.S. dollar as its reserve currency). In recent years,
Hong Kong and Singapore have utilized arrangements with some (incomplete) currency board
features and in 1991 Argentina established a currency board link with the U.S. dollar. Even more
recently, there has been considerable interest in developing such arrangements in republics that
were members of the USSR. In particular, experiments have begun in Estonia and Latvia.”
McCallum (1996, p. 222)

Ronald I. McKinnon (professor of international economics, Stanford Univer sity)

“At one extreme, some economies opt to give up monetary independence atogether by
‘dollarizing,” as in Ecuador and Panama, or by adopting a strong form of currency board based
on the dallar, as in Argentina and Hong Kong.

“However, out-of-control fiscal policies remained serious loose end, so that the interest-
rate differential in Argentina and Panama with the United States remains surprisingly large at
various terms to maturity....Indeed, the depreciation of the Brazilian real against the dollar
created a double whammy for Argentina: a sudden loss of competitiveness against a major
trading partner and the increased spread over London Interbank Offer Rate (LOBOR) of all
dollarized borrowing in the area. Clearly, it is risky for one country to adopt a currency board
when its trading partners do not.” McKinnon (2003, pp. 177, 190)

Allan H. Méeltzer (professor of economics, Carnegie Melon University, formerly chairman,
International Financial Institution Advisory Commission)
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“’| think some people have confused Argentina with a textbook, says Chrystian
Colombo, the country's cabinet chief. Local economists say the educators, who have gotten
lengthy write-ups in the Buenos Aires press, are insenditive to the devastation a default would
bring, and that their prognostications are making matters worse.

“| think that's utter nonsense,” says Mr. Méltzer, 73 years old, who insists runaway
government spending, huge debt levels and a recession are to blame for Argentina's
predicament. ‘ Rational people think about the options they have, and one of the options is
restructuring their debt. The present situation is untenable.’” Meltzer (2001)

“As Argentina moved toward crisis, the IMF approved a stand-by loan to Brazil, a
country currently with responsible monetary and fiscal policies, that seemed to be injured by
Argentina’ s decline. After mistakes in December 2000 and August 2001, the IMF stopped
lending to Argentina. Instead of offering Argentina a large loan with many conditions based on
empty promises, the new IMF insisted on a coherent, consistent plan developed, adopted and
implemented by the Argentine government. It has refused to finance Argentina’ s budget deficit
or the bailout of international and domestic creditors. It has not provided additional billions to
support an overvalued exchange rate or to finance capital flight.

“ Argentina s exchange rate was overvalued, its budget in deficit. The current government has no
plan as yet to restore economic activity without inflation.” Meltzer (2002b, p. 5)

(At an American Enterprise Institute conference of February 5, 2002 called “Who Lost

Argentina?,” it is my recollection that Meltzer referred to the convertibility system asa currency
board.)

Michael Melvin (professor of economics, Arizona State Univer sity)
“A currency board is a government institution that exchanges domestic currency for foreign
currency at afixed rate of exchange.

“...Currency boards achieve a credible fixed exchange rate by holding a stock of the
foreign currency equal to 100 percent of the outstanding currency supply of the nation...

“...the requirement to maintain foreign currency backing for the domestic currency
would constrain the central bank from responding to a domestic financial crisis where the central
bank might act as a “lender of last resort” to financia institutions. Because the central bank
cannot create domestic currency to lend to domestic institutions facing a “credit crunch,” the
financial crisis could potentialy erupt into a national economic crisis with a serious recession.

“It is important to remember that boards do not engage in the monetary policy actions
typical of central banks like the Federal Reserve in the United States. Their solve function is to
provide for a fixed exchange rate between the domestic currency and some major currency like
the U.S. dollar. In order to promote public confidence in the banking system, some currency
board countries also have central banks that simultaneously provide supervision of the domestic
banking system and act as lenders of last resort to troubled banks. However, such central banks
have no discretionary authority to influence the exchange rate; if they did, the public would
likely doubt the government’s commitment to maintaining the fixed exchange rate.

“At the time this chapter was revised, there were currency boards in Argentina, Hong
Kong, and Latvia that exchanged their domestic currencies for U.S. dollars at a fixed rate of
exchange. Estonia aso had a currency board that exchanged its currency for German marks at a
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fixed rate.” Melvin (2000, pp. 57-9) (There is a similar discussion in Husted and Melvin 2001,
pp. 490-1.)

Roger LeRoy Miller (Institute for University Studies, Arlington, Texas) and David D.
VanHoose (professor of economics, Baylor University)

“In an effort to avoid sharing the same fate, however [as countries that suffered currency crises|,
Argentina had already adopted a currency board arrangement. A currency board is an
institution that issues national currency at a strictly fixed rate of exchange with respect to the
currency of another country. The first currency boards were established by nations that were
members of the British Commonwealth, such as Hong Kong, the Cayman Islands, the Falkland
Islands, and Gibraltar, which issued currency base on reserves of the British currency, the pound
sterling. Singapore aso has a currency board system.

“In Argentina’s case, its own peso was backed 100 percent by U.S. dollars. By truly
fixing a one-for-one exchange rate in 1991, Argentina sought to link its financial markets to the
more stable markets in the United States. When Brazil, Argentina’s key trading partner, let its
currency, the real, float in 1998 [actually, 1999], Brazilian interest rates shot up considerably. In
Argentina, however, only some $ort-term interest rate instability occurred. Most observers
believed the reason for the instability was fear that Argentina might abandon its currency board
asitin fact did in 2002.” Miller and VVanHoose (2004a, pp. 690-1)

“A currency board is a rule-bound monetary policymaker that issues local currency that is
backed 100 percent by the currency of another nation. [This definition is within a larger
discussion of rigid exchange rates, so it implies arigid rate.]

“Between 1991 and 2001, Argentina used a currency board arrangement in which it
backed Argentine pesos 100 percent with U.S. dollars. This arrangement worked well until the
late 1990s, when the nation began to struggle to pay off the foreign debt that it had rapidly
accumulated. In 2001 the Argentine government abandoned the dollar as a basis for its currency
and significantly devalued the peso.” Miller and VanHoose (2004b, p. 475)

Frederic S. Mishkin (professor of banking and financial institutions, Columbia Univer sity,
formerly executive vice president and director of research, Federal Reserve Bank of New
York)

“Exchange-rate targeting has also been an effective means of reducing inflation quickly
in emerging market countries. An important example is Argentina, which in 1990 [actually,
1991] established a currency board arrangement, requiring the central bank to exchange U.S.
dollars for new pesos at a fixed exchange rate of 1 to 1. The currency board is an especialy
strong and transparent commitment to an exchange-rate target because it requires that the note-
issuing authority, whether the central bank or the government, stands ready to exchange the
domestic currency for foreign currency at the specified fixed exchange rate whenever the public
requests it. In order to credibly meet these requests, a currency board typically has more than
100% foreign reserves backing the domestic currency and allows the monetary authorities
absolutely no discretion. The early years of Argentina's currency board looked stunningly
successful.” Mishkin (1999, pp. 3-4); there is also a similar passage in Mishkin (1997, pp. 11-12)
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“There are essentialy two types of ‘hard peg’ regimes for monetary policy: a currency
board and full dollarization. In a currency board, the domestic currency is backed 100% by a
foreign currency (say, U.S. dollars) and the note-issuing authority, whether the central bank or
the government, fixes a conversion rate to this currency and stands ready to exchange
domestically issued notes for the foreign currency on demand. A currency board is a hard peg
because the commitment to the fixed exchange rate has a legal (or even constitutional) backing
and because monetary policy is, in effect, put on autopilot and completely taken out of the hands
of the central bank and the government.

“Argentina. The extreme inflation of the 1980s wreaked havoc with the Argentine
economy. Numerous stabilization plans failed to break the inflationary dynamics and psychology
fueled by high fiscal deficits, entrenched indexation practices and ballooning interest payments
on government debt. To end this cycle of inflationary surges, Argentina tightened monetary and
fiscal policies in early 1990 and then decided to adopt a hard peg with the passage of the
Convertibility Law of April 1, 1991. The law transformed the central bank into a quasi-currency
board that could only issue domestic currency when it was fully backed by foreign exchange
(except for up to 10% of the monetary base which could be backed by dollar-denominated
government bonds), could not alter the exchange rate from one new peso to the dollar, and could
not provide credit to the government. The law also eliminated all exchange controls, banned
automatic indexation clauses and allowed contracts to be expressed and settled in foreign
currency (Cavallo, 1993).

“The first four years of Argentina’s quasi-currency board were highly successful and
have become the textbook example of the benefits of a currency board for stopping high inflation
(Hanke and Schuler, 1994). Inflation fell from an 800% annual rate in 1990 to less than 5% by
the end of 1994, and economic growth was rapid, averaging amost 8% per year from 1991 to
1994 (see Figures 2 and 3). Fiscal deficits were also kept moderate, averaging below 1% of
GDP, and the government implemented far-reaching structural reforms, especially in the areas of
privatization and trade.

“However, in the aftermath of the Mexican crisis of late 1994, a speculative attack
against the Argentine currency board quickly turned into a major banking crisis. From December
1994 until March 1995, the prices of Argentine stocks and bonds plummeted, the banking system
lost 17% of its total deposits, the central bank lost more than a third of its international reserves
($ 5.5 billion), the money supply contracted, interest rates shot up--with the interbank rate briefly
exceeding 70%, and externa credit lines vanished. An interesting feature of this attack is that the
run on the banks had two distinct phases. a first phase where the public moved peso deposits
from small banks to large banks and switched part of those deposits into dollars, and a second
phase, during March 1995, where the run of deposits spread to the dollar segment of the system
and affected all financial institutions--including local branches of large foreign banks (IMF,
1996). A run on dollar deposits in large banks (including foreign ones), clearly suggests that the
public was not only hedging against a devaluation of the peso but against something worse, such
as a confiscation, the imposition of exchange controls or a complete meltdown of the banking
system. Whatever the forces at play, the severity of the attack brought home the point that the
Argentine currency board was not exempt from a sudden loss of confidence from domestic and
foreign investors, and that the Argentine banking system was not prepared to cope with those
shocks.
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“The Argentine central bank had its lender of last resort role constrained by the
Convertibility Law, yet it mitigated the adverse effects of the run on bank deposits by lowering
reserve requirements, providing direct credit via rediscounts and swaps, and participating
actively in the restructuring, privatization and liquidation of troubled banks. By the end of April,
the central bank had managed to provide over $ 5 hillion of liquidity to the banking system, more
than a third of it in the form of direct loans, and was able to avert a large-scale collapse of the
banking system. An often overlooked aspect of the success of the Argentine government in
containing the banking crisis and preserving its quasi-currency board was the substantial
assistance it received from the multilaterals (i.e, the IMF, the World Bank, and the
Interamerican Development Bank) who lent Argentina ailmost $ 5 billion during 1995. Despite
all these efforts the real economy took a nosedive; the May unemployment rate shot up to 18%
and 1995 real GDP fell by more than 3%. It was not until 1996 that the economy began to
recover.

“The overal performance of the Argentine economy from 1996 to 1998 was more
uneven than in the first half of the 1990s. Real output grew at an average rate of 6 percent and
inflation fell to practically zero, but, apart from a strengthening of prudential regulations and
supervision and afast process of bank consolidation, the authorities drive for undertaking further
structural reforms and fiscal adjustment started to falter. The fiscal deficit, which had reached
almost 4% of GDP in 1995, averaged 2.7% from 1996 to 1998 despite the pick-up in growth; the
current account deficits widened, and all debt indicators deteriorated markedly. Investors
concerns about these developments surfaced in the Fall of 1998, following the Russian crisis and
the decline in commodity prices. Domestic interest rates and spreads on Argentine bonds, which
had been largely unaffected by the Asian crises of 1997, shot up in September 1998 to levels not
seen since the Tequila crisis. Although the spike was short lived and the Argentine government
continued tapping the markets with IMF support, externa financing dried up and real output fell
by 3.5 percent in the second half of the year (see Figure 3).

“The devaluation of the Brazilian rea in January 1999 sent Argentina into a full-blown
recession that lasted more than three years. The sudden loss of competitiveness vis-a-vis a magjor
trading partner exacerbated the downturn that had started in late 1998. Although there was no run
on deposits and no loss of reserves until late 2000, interest rates and spreads on Argentine paper
rose steadily, bank credit stalled, and industrial production plummeted. By mid-2001 the
unemployment rate reached 18% and the fiscal situation became completely unsustainable, with
spreads on government debt in excess of 2,500 basis points, collapsing tax revenues and no
available sources of financing. On December 25, 2001, in the midst of a social and political crisis
that brought down the de la Rua government, Argentina declared default on $ 150 billion of
government debt.

“What transpired in Argentina in 2001 is a dramatic example of the perils of fiscal
profligacy in a hard peg regime stressed in Mishkin and Savastano (2001). Faced with a
weakening fiscal position and with no access to foreign credit, the Argentine government forced
the banks to absorb large amounts of government debt (first by removing the central bank
governor and appointing one that was willing to lower banks’ liquidity requirements, and later by
resorting to all forms of *arm twisting’). The ensuing decline in the value of the government debt
in banks balance sheets along with rising bad loans caused by the severity of the recession
fueled increasing doubts about the solvency of the banking system. This led to a full scale
banking panic in October-November, with the public rushing to withdraw their deposits and
interbank interest rates soaring. On December 1, after losing more than $ 8 billion of deposits,
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the government imposed wide-ranging controls on banking and foreign exchange transactions,
including setting a $ 1000 monthly limit on deposit withdrawals. Three weeks later the
government was pushed out of office.

“The government of President Duhalde that took office at the beginning of 2002 finally
pulled the plug on the currency board. On January 6, the exchange rate applicable to exports,
essential imports and most capital transactions was set at 1.4 pesog/dollar, while a floating
exchange was created for all other transactions. Announcements that banks would (eventually)
be required to repay their dollar deposit liabilities in full, while bank loan assets of under $
100,000 would be converted into pesos (with their consequent lower value) created, overnight, a
massive hole on banks balance sheets. The draconian limits on deposit withdrawals were
maintained, thus aggravating the disruption to the payments system and bringing the whole
economy to avirtual halt. The precise unfolding of the crisis remained unclear at the time of this
writing, but the near term prospects seem unambiguously grim.

“Our review of the advantages and disadvantages of hard pegs and of the experience with
those regimes in Argentina and Panama suggests two main conclusions.

“The first one is that there are two necessary conditions for the success of a hard peg: a
solid banking and financial system, and sound and sustainable fiscal policies. The sole adoption
of a hard peg does not ensure that these two conditions will be met, at least not rapidly or
automatically. The weakness of Argentina's banking system almost brought down its (quasi-)
currency board during the Tequila crisis of 1995, whereas the strength of Panama’s banking
system--badly shaken by the incidents of the late 1980s--seems to owe at least as much to the
policies and regulations that transformed Panama into an offshore financial center for the region
than to its hard peg regime. On the fiscal requirements, small fiscal deficits were key to the early
success of Argentina’s currency board but persistent fiscal imbalances in the second half of the
1990s and early 2000s raised recurrent concerns about the sustainability of the hard peg and
eventualy led to its demise. Furthermore, the fiscal crisis spilled over into a banking crisis which
has been very damaging to the Argentinian economy. The fiscal problems of Panama, on the
other hand, have been as entrenched and protracted as those of the typical (non-dollarized) Latin
American country. The claim that hard pegs ensure fiscal discipline and prevent fiscal
dominance receives little support from these two experiences.

“The second conclusion is that hard pegs remain subject to speculative attacks and bank
runs, and are ill-equipped to counter country-specific shocks. The spillovers of the Tequila crisis
on Argenting, its banking crisis in 2001-2002 and the runs on Panama's banks in the late 1980s
provide evidence of the first point. The deepening recession in Argentina after the devaluation of
the Brazilian real in 1999 and the high volatility of output in Panama are illustrations of the
second.

“Another problem of hard pegs is that they do not have an easy exit strategy. Not even
when changes in the country's political and economic institutions make it possible and desirable
to have a monetary policy able to focus on domestic considerations. Exiting from a currency
board is highly dangerous unless the currency is likely to appreciate, but this is exactly when
things are going well and so the political will to exit is likely to be weak, or nonexistent. Exiting
from a fully dollarized economy is even more troublesome because the (new) monetary
authorities, and the new currency, are likely to encounter a serious problem of lack of credibility.
The dire situation of Argentina in January 2002 provides the best possible illustration of the
enormity of the challenges involved.
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“Notwithstanding their shortcomings, hard pegs may be the only sustainable monetary
policy strategy in the medium term for those emerging market countries whose political and
economic institutions cannot support an independent central bank focused on preserving price
stability. Countries that cannot find ways of locking-in the gains from their fight against (high)
inflation, or those that have not yet started that fight, may find in hard pegs a reasonable second
best strategy for monetary policy.” Miskin and Savastano (2002, electronic source, no page
numbers) (The citation to Hanke and Schuler 1994 is wrong—that book in fact discusses over a
few pages why Argentina was in fact not a textbook, orthodox currency board, as can be seen
from the quotations from it elsewhere in this appendix.)

“One solution to the problem of lack of transparency and commitment to the exchange-
rate target is the adoption of a currency board, in which the domestic currency is backed 100%
by a foreign currency (say, dollars) and in which the note-issuing authority, whether the central
bank or the government, establishes a fixed exchange rate and stands ready to exchange domestic
currency for the foreign currency at this rate whenever the public requests it. A currency board is
just a variant of afixed exchange-rate target in which the commitment to the fixed exchange rate
is especialy strong because the conduct of monetary policy is in effect put on autopilot, taken
completely out of the hands of the central bank and the government. In contrast, the typical fixed
or pegged exchange-rate regime does alow the monetary authorities some discretion in their
conduct of monetary policy because they can till adjust interest rates or print money.

“A currency board arrangement thus has important advantages of a monetary policy
strategy that just uses an exchange-rate target. First, the money supply can expand only when
foreign currency is exchanged for domestic currency at the central bank. Thus the increased
amount of domestic currency is matched by an equal increase in foreign exchange reserves. The
central bank no longer has the ability to print money and thereby cause inflation.”

‘.‘.C.Zurrency boards have been established recently in such countries as Hong Kong (1983),
Argentina (1991), Estonia (1992), Lithuania (1994), Bulgaria (1997), and Bosnia (1997).”
Misnhkin (2004, pp. 492-3)

“Box 1: Global

“Argentina’s Currency Board

“....To end this cycle of inflationary surges, Argentina decided to adopt a currency board
in April 1991. The Argentine currency board worked as follows. Under Argentina's
convertibility law, the peso/dollar exchange rate was fixed at one to one, and a member of the
public can go to the Argentine central bank and exchange a peso for a dollar, or vice versa, at
any time.

“...Because the Central Bank of Argentina had no control over monetary policy under the
currency board system, it was unable to use monetary policy to expand the economy and get out
of its [1998-2002] recession. Furthermore, because the currency board did not alow the central
bank to create pesos and lend them to banks, it had very little capability to act as a lender of last
resort. In January 2002, the currency board finally collapsed and the peso depreciated by more
than 70%. The result was the full-scale financial crisis described in Chapter 8, with inflation
shooting up and extremely severe depression. Clearly, the Argentine public is not as enamored of
its currency board as it once was.” Mishkin (2004, p. 494)
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Peter J. Montiel (professor of economics, Willliams College)

“b. Adoption of a currency board. Thisis an arrangement whereby the central bank must
hold $1 of foreign exchange for every $1 of domestic currency it issues. The implication of this
restriction is that the central bank is unable to issue credit, either to the government or to the
domestic banking system....Among the major developing countries, Hong Kong has had a
currency board since 1983, Argentina adopted one in 1991, and Estonia and Bulgaria did so
more recently.”

“Among the larger such [emerging] economies, currency boards have been put in place in
Argentina (1991), Bosnia (1998), Bulgaria (1997), Estonia (1992), Hong Kong (1993), and
Lithuania (1994).” Montiel (2003, pp. 164, 352)

See also Pierre-Richard Agénor

Ramon Moreno (associate director, Pacific Council on International Policy, formerly senior
economist, Federal Reserve Bank of San Francisco)

“Many observers have explained the crisis in terms of the deficiencies of Argentina s peg
to the U.S. dollar under atype of currency board arrangement. While the currency board did play
arole, it also can be argued that the main cause of the crisis was Argentina' s persistent inability
to reduce its high public and external debts These made the economy vulnerable to adverse
economic shocks and shifts in market sentiment.

“Argentina’s debt ratios rose for at leas two reasons. First, primary fiscal surpluses
(government revenues minus expenditures exclusive of interest payments on the debt) were not
large enough to cover interest payments and also retire some of the outstanding public debt.
Between 1991 and 2000, Argentina’'s primary surpluses averaged 0.14% of GDP. These
surpluses were remarkable achievements, given Argentina's past history, but they were still well
below interest payments, which averaged 2.4% of GDP over this period. There were significant
obstacles to reducing expenditures and raising revenues. On the expenditure side, the
government was a large employer (Krueger 2002) and, for political reasons, found it hard to cut
its wage bill. The central government aso found it hard to control spending by provincial
governments, whose liabilities it was eventually forced to assume. At the same time, revenues
were adversely affected by difficulties in tax collection and, after 1999, by falling output and
rising unemployment.

“Second, export growth (and therefore economic growth) was not sufficiently robust to
improve the country’s ability to meet its debt obligations and lower debt/GDP ratios. In the
1990s, the dollar vaue of Argentina's exports of goods and services grew at 7.7% a year, less
than the nearly 9% growth in its external debt and well below the rate of growth of exports in
Asian economies such as South Korea or Malaysia (10%-11%). Export growth has been
dampened by Argentina s trade barriers, which remain relatively high outside the Southern Cone
common market area of Mercosur, of which Argentina is a member. These trade barriers have
increased since the crisis broke out. Exports also suffered following the 1999 collapse of the
Brazilian real because Argentina's rigid currency board arrangement produced an overvalued
currency. Indeed, the focus on maintaining a rigid peg at all costs appears to have diverted
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attention away from the risks of not paying attention to real sector fundamentals.” Moreno (2002,
pp. 1, 4)

Robert A. Mundell (professor of economics, Columbia University, Nobel Memorial Prize
winner)

“There is an important difference between a ‘fixed” exchange rate and a ‘pegged
exchange rate. The former, as | use the term, presupposes that the money supply is alowed to
increase and decrease with balance of payments surpluses or deficits, while the latter allows
monetary policy to finance budget deficits or to support an inflation rate incompatible with
maintenance of the exchange rate. The pegged rate system deserves to be discredited as the worst
of al systems, whereas the former will be, for many countries, the best of al systems. In the
literature, however, much confusion arises because of the failure to distinguish between the two
arrangements.

“A currency board system has virtually nothing in common with a pegged exchange rate,
but it can be looked upon as an extreme case of a fixed exchange rate system. Under a currency
board system, the central bank buys and sells only foreign exchange, maintaining its reserves
entirely in foreign exchange or liquid foreign exchange earning assets. It may maintain 100%
reserves, or even a higher proportion if it sees fit to establish a supplementary fund to fulfill a
role as lender-of-last resort to the commercial banks. The key element in a currency board
system is that the exchange rate is kept fixed within narrow or zero margins and that the peg can
be changed only by parliamentary or congtitutional changes that can only be negotiated with
considerable difficulty, thus generating confidence in the continuation of the system. | am very
glad to see that the IMF is now supporting the idea of currency boards for some countries.

“My own view, however, is that a parity system of fixed exchange rates is completely
viable as long as the automatic adjustment mechanism is allowed to work itself out. This means
no sterilization. We have thriving examples of fixed exchange rate regimes in Austria, Holland
and Belgium (and indirectly Luxembourg), tied to the DM, and decades of examples of viable
fixed exchange rates before the governors of the IMF shifted to flexible rates. The recent
example of Argentina’s fixed exchange rate system tied to the dollar is an encouraging sign that,
if allowed to be successful, will help to refute the view that fixed exchange rates cannot work.
These and other examples that include successful ‘currency board” arrangements eloquently
refute the idea that fixed exchange rate systems cannot work without political integration. The
gold standard was a way of organizing a fixed exchange rate system without the need for
political integration.” Mundell (1997)

“DEFTERIOS: We could talk to you forever about these things—I wanted to follow up
on a question of having currencies pegged to the dollar like Argentina and Hong Kong and
whether that is still a good idea knowing the strength of the U.S. economy right now.

“MUNDELL: Wédll, it's been a very good thing for Argentina to stabilize to the dollar
because, if you their earlier history, before 1991 and before they did this, they had a history of
inflation, hyperinflation, currency conversions and so on and it was a system that just wasn't
working for them. So they, for the first time, Argentina has had a decade, almost a decade of
monetary stability and it’s a great thing for Argentina. Now there are going to be ups and downs
with that because the dollar is strong and when the dollar is strong, that makes | harder for
Argentinato keep up with it, but it's far better than any system they had before.” Mundell (1999)
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“Armed with his recently awarded Nobel prize for economics, Robert Mundell, known by
some as the ‘father of the euro’, has found a new terrain for his ideas on common currencies—
South America

“Mr Mundell has spent the past 10 days on alecture tour of Brazil expounding the virtues
of a single currency for Mercosur, the South American trade group that also includes Argentina,
Uruguay and Paraguay.

“As afirst step in a process of economic convergence, he advised the region s countries
to link their currencies to the US dollar. *Interest rates would soon fall to close to US levels,” he
said, speaking after a seminar in Sao Paulo last week.

“’The big advantage is that it would lock in monetary stability, make it permanent,” said
the Canadian economist, who spent the previous 30 years advocating the European single
currency.” Mundell (2000)

“I use ‘fixed exchange rates' to mean a process in which the central bank fixes the price
of foreign exchange (or gold, but that is not relevant in the current context) and lets the money
supply mowve in a direction that keeps the balance of payments in equilibrium. There is a whole
spectrum of possibilities underneath this term:

“A currency board system. Under this arrangement, a country has its own currency, but it
is completely backed by aforeign currency to which it isrigidly fixed. The money supply moves
in exactly the same way as if the country used the foreign currency to which it is fixed. This fits
Miltoris[Milton Friedman's] category of ‘ hard fixed.’

“Most currency board systems in the real world differ in some respects from each other,
and may not meet exactly al the qualifications. Hong Kong's system is a good example (at least
until 1997, when the government established the Hong Kong Monetary Authority and threatened
to introduce discretion into monetary policy). Argentina has had a partial currency board since
1991.” Friedman and Mundell (2000)

“Currency boards fall into the category of true fixed exchange rate systems because they
prohibit, or drastically curtail, purchases of domestic assets; the money supply therefore rises and
falls, with purchases and sales of foreign exchange reserves mandating the self-equilibrating
adjustment of the balance of payments.

“...In a pure currency board arrangement, central bank money is completely backed by
foreign exchange reserves....”

“Countries with exchange rate arrangements as diverse as Hong Kong, Panama, Estonia,
Luxembourg, Argentina, Bulgarian and Bosnia have diverse fixed exchange rate arrangements
that have in common a strong (but not absolute) commitment to parity combined with a
monetary policy that is for the most part committed to equilibrium in the balance of payments.”
Mundell (2001)

“Of course, another currency that attached itself to the U.S. dollar—the Argentine peso—
hasn't fared so well. But Prof. Mundell said fixed rates wereri t the problem there. Argentina was
badly managed and the peso’s fixed exchange rate did not reflect that.

“’The sooner Argentina arrives at monetary stability and a balanced budget—deval uation
will help—the sooner it will make a comeback,” he said.
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“For 10 years, the peso was at par with the U.S. dollar, a valuation that was ‘excessive,’
he said.” Mundell (2002)

“The third option is a currency board system. A currency board system restricts the
central bark to all but foreign exchange purchases, unless there’s some special provision for
excess reserves, and it can buy some domestic assets. It would be a system that guarantees that
all future issues of pesos are backed by dollars. Argentina did this with its convertibility law.
There are different types of currency boards and this isn’t the time for me to talk about which is
better. The system has to be tailored to the particular economy.

“Argentina came close to a currency board solution With it the country achieved a high
degree of stability and a rapid expansion of exports. But there was a problem. The currency
board system was not rigidly adhered to and throughout the 1990s Argentina never did really get
complete control over its fiscal Situation. External shocks created speculation against the peso.
Whenever there was a crisis abroad, doubts arose about the country’s commitment to the
currency board, and that gave rise to big blips in interest rates.” Mundell in Mundell and Zak
(2002, p. 124)

“It is essential to make a distinction between ‘pegged’ and ‘fixed’ rates. The difference
lies in the adjustment mechanism....A fixed exchange rate is a monetary rule that contains a self-
adjusting equilibrating mechanism of the balance of payments.

“By contrast, a pegged rate is an arrangement whereby the central bank intervenes in the
exchange market to peg the exchange rate but still keeps an independent monetary policy.

“A currency board represents a rigorous form of a fixed exchange rate system....Several
of the transition countries of central and eastern Europe have used currency boards as an anchor
for their monetary policy, and Hong Kong's currency board has been in place since 1983. But the
outstanding example in the modern world is, of course, Argentina.” (Mundell 2003, pp. 23-5)
(Written in 1999, but not published until 2003.)

Michael Mussa (senior fellow, Institute for International Economics, formerly [1991-2002]
director of research, International Monetary Fund)

“As for Argenting, it faced the spillover effects of the Mexican crisis and also suffered a
painful recession in 1995. But with the efforts of its government and with support from the IMF
and the international community, the accomplishments of Argentina's convertibility plan were
preserved. The role of the Fund in this success is ignored by many of the IMF s critics.” Mussa
(1998)

“Currency board arrangements (CBAS) are the strongest form of exchange rate peg short
of a currency union or outright dollarization. A currency board is committed to supplying or
redeeming its monetary liabilities at a fixed rate, which implies that it must hold foreign reserves
a least equal to its total monetary liabilities. Moreover, these are the only terms under which a
currency board can exchange monetary liabilities; that is, in its pure form, a currency board
cannot extend credit....CBASs have been in operation in several countries, including Djibouti
(since 1949), Brunei Darussalam (since 1967), Hong Kong SAR (since 1983), Argentina (since
1991), Estonia (since 1992), Lithuania (since 1994), Bulgaria (since 1997), and Bosnia and
Herzegovina (since 1997).” Mussa, Masson, Swoboda, Jadresic, Mauro, and Berg (2000, p. 26)
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“[W]hile one can argue about the dangers of abandoning Argentina’s currency board, the fact is
the board is no longer viable.

“The problem is partly that overvaluation hampers the prospects for growth but mainly
that the resources necessary to sustain the currency board are not available. Financing of fiscal
deficits and deposit outflows have driven Argentina’s foreign currency reserves below the
monetary base.

“The position of, and confidence in, Argentina s banks has been seriously impaired by
the current crisis and will be undermined substantially further by the necessary restructuring of
Argentinas sovereign debt. Deposit outflows and reserve losses will probably accelerate. And,
cut off from private capital flows for the foreseeable future, Argentina will need substantia
usable reserves, now tied up by the currency board, to facilitate essential international
transactions.

“Third, when the currency board does collapse, Argentina will have to take up Ricardo
Hausmann's suggestion (Personal View, October 30) to re-denominate dollar assets and
liabilities within Argentina into domestic currency. With roughly two-thirds of domestic
financial contracts denominated in dollars, the only aternative to this controversial manoeuvre
when the exchange rate is let go would be domestic financial chaos.

“While one can debate whether the international community s efforts to avert the present
crisis were doomed from the start, the expansion of official support provided this summer has
surely proved to be a costly stupidity.” Mussa (2001)

“’They’re [the Argentine government] not willing to face up to the situation asiit redly is,
they're trying to ill live a fantasy,’ said Mussa, who is now a fellow at the Ingtitute for
International Economics. ‘It's a shame because they took the two most important steps they
needed to take--defaulting the government’s debt and breaking the peg between the dollar and
the peso--which were very difficult. Now, if they would just give up the additional nonsense,
there would be a basis to move forward.” Mussa (2002a)

“What was responsible for the tragic collapse of Argentina's initially successful efforts of
stabilization and reform? Well, a variety of factors could be mentioned and weighed, but | think
it's most important to emphasize that the tragedy was due primarily to Argentinas economic
policies either directly or in their failure to respond adequately to other adverse developments.

“Argentina’ s key policy failure was the inability and unwillingness of the government at
all levelsto run a sustainable fiscal policy.

“Even when the Argentine economy was turning in by far its best performance in many
decades, as it was between '91 and '98, the ratio of total public debt to GDP wasrising. Y ou may
recal in the United States when we had good growth, but that came down and the deficit came
down and went away and turned into a surplus. That did not happen in Argentina in even better
circumstances.

“BAYH: We remember those days with great fondness, Mr. Mussa.

“MUSSA: Indeed. In fact, after the Brady (ph) bond deal that helped cut the debt ratio in
'93 to 29 percent of GDP, total public debt rose to 41 percent of GDP by 1998. And then when
the economy slowed down and deflation began, the debt moved up to 50 percent of GDP.

“Moreover, not only was the Argentine government running up large debts, it was aso
enjoying very large privatization revenues, all of which were being spent during this period.
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“When financial markets became persuaded that this game was not going to have a good
end in the middle of the last year, then solvent default became inevitable.

“Argentina’ s convertibility plan, which originally linked the peso to the dollar and tightly
constrained monetary policy, also played a critical role in the transformation from success to
tragedy. Early in the last decade, the convertibility plan helped enormously to bring financial
stability and economic recovery after decades of chaos.

“However, it was a rigid framework that made it more difficult for the Argentine
economy to adjust successfully to the adverse shocks of the late 1990s. And this did not make
fiscal policy problems any easier.

“However, in the end, | would say that fiscal imprudence killed the convertibility plan
rather than the other way around, and then both together killed the Argentine economy.

“What was the role of the Internationa Monetary Fund in al of tis? The fund was
deeply involved with Argentina throughout the past decade as Argentina operated with the close
scrutiny of a series of IMF supported programs.

“And the fund generaly praised most of Argentina’s policies and pointed to them as a
mode for other emerging market economies. Thus, the fund must take some responsibility for
Argentina stragedy.

“To be fair, it is important to emphasize that the policies that led to Argentina's tragedy
were well and truly owned by the Argentine authorities. Argentina was not pushed into bad
policies by the fund; rather the failures of the fund were sins of omission.

“I would emphasize two such failures. First, when the Argentine economy was
performing well the fund did not press the Argentine authorities as hard as it could have and
should have to run a more responsible fiscal policy. This was a serious failure of the fund to do
the job that it is expected to do and for a program country like Argentina that has had a long
history of fiscal imprudence.

“Second, | believe that the fund was right to organize a large international support
package in December of 2000 to help give Argentina one last chance to avoid disaster.

“However, by the middle of last year, it was clear that the Argentine authorities could not
implement the policies required to take advantage of this last chance.

“At that time, the fund made another serious error in significantly augmenting its
financial support for Argentina. Money that might be far more useful in aiding Argentina now
was wasted in a futile effort to sustain the unsustainable.

“And the Argentine authorities were not giving a forceful message of the need to change
fundamentally their policies at a time when the inevitable turmoil arising from such a
fundamental change might have been better control than it is subsequently proved to be.” Mussa
(20023, electronic text, no page numbers)

“Those economic policies, which were largely the brainchild of President Menem’s formidable
Economy Minister, Domingo Cavallo, featured a hard peg of the Argentine peso at parity to the
US dollar, backed by the Convertibility Plan, which strictly limited domestic money creation
under a currency board like arrangement.” Mussa (2002d, p. 1) (This is the only discussion in
Mussa s monograph of the extent to which the convertibility system was or was not a currency
board.)

“In fact, the initial decision to adopt the Convertibility Plan—which rigidly linked the peso at
parity to the US dollar and tightly constrained monetary policy to support the exchange rate
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peg—was made by the Argentine government against the advice of the IMF. Many of the Fund’s
staff (myself included) remained highly skeptical about this policy through the mid-1990s. After
the arrangement survived the tequila crisis (thanks to particularly effective policy management
by the Argentine authorities with moderate financial support from the Fund), the attitude in the
Fund generally shifted to support for the arrangement.

“Subsequent decisions to persist with the Convertibility Plan, especialy as it came under
increasing pressure during 1999-2001, were clearly the choice of the Argentine authorities.
These decisions were supported by the Fund. But there should be no doubt that if the Argentines
had decided to move to an alternative, more flexible exchange rate and monetary policy regime
that maintained reasonable monetary discipline, this would also have been acceptable to the
Fund. Indeed, at least some in the Fund (although probably not a majority at the time) would
have welcomed serious Consideration of such a move by the Argentine authorities.” Mussa
(2002d, pp. 5-6)

“Moreover, if the US dollar had not been so strong in recent years, Argentina would have
had a more competitive exchange rate vis-avis its important European trading partrers,
contributing both to somewhat better growth and a better balance of payments. If Argentina had
not suffered the external shock from the collapse of Brazil’s crawling peg exchange rate policy,
one of the causes of Argentina s recession during 1999-2001 would have been removed; and this
would have had favorable consequences in several important dimensions.” Mussa (2002d, p. 9)

“The Convertibility Plan adopted in early 1991 played a centra role both in the success
of Argentina’s stabilization and reform efforts during the past decade and in their ultimate tragic
collapse. The essential objective of the plan was to end decades of financial and economic
instability by ensuring that Argentina would have sound money. This was to be accomplished by
linking the value of the domestic currency at parity to the US dollar, with the guarantee that
pesos could be exchanged for dollars at will. The Argentine centra bank was given
independence from the government, under the mandate that it maintain convertibility by holding
dollar reserves against its domestic monetary liabilities (currency and commercial bank
reserves).

“This 100 percent reserve requirement could be relaxed to 80 percent in emergency
situations declared by the government, and the central bank could then hold up to 20 percent of
its assets in government debt. Otherwise, the central bank was prohibited from printing money to
finance the government.” Mussa (2002d, p. 20) (Actualy, initialy the Convertibility Plan had no
minimum requirement of true foreign reserves. In late 1991 a minimum of 90 percent was
imposed; from 1992 to 1995 it was 80 percent, except that the central bank could temporarily
reduce it to as low as 66-2/3 percent as an emergency measure; and from 1995 to the end of the
convertibility system the minimum was 66-2/3 percent.)

“As noted above, however, [in the first few years of the Convertibility Plan] the real exchange
rate appreciated and the current account moved into significant deficit; see figures 2.5 and 2.5.”
Mussa (2002d, p. 21) (Figure 2.4, on p. 22, shows an apparently multilateral real effective
exchange rate and notes that it is based on the consumer price index. It shows the rate reaching
its most appreciated level in 2001. Figure 2.5, on p. 23, shows the current-account balance.)
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“In the last week of November, the run on Argentine banks escalated, reaching nearly $1
billion per day. With foreign exchange reserves down to $15 billion (barely enough to cover
domestic currency in circulation), the end had come. The government was forced to close the
banks and announce that when they reopened, cash withdrawals would be limited to $250 per
week. This was described as a temporary measure, for up to three months;, but Argentines
generdly realized the truth. The Convertibility Plan was finished. The banks were bust.
Depositors would be lucky if they ultimately got anything near the book value of their claims. In
the streets of Buenos Aires, pesos exchanged for dollars at a discount of about 25 percent; across
the Rio de la Platain Montevideo, the discount was about 50 percent.

“It is impossible to know at what point sovereign default and a likely collapse of the
Convertibility Plan became unavoidable. Perhaps it was aready too late by the autumn of 2000.
But surely, the ultimate tragic collapse was not preordained from the time that Argentina's
stabilization and reform efforts began a decade earlier. The Convertibility Plan clearly implied a
very rigid framework for Argentinas exchange rate and monetary policy. This limited the
options available to respond to adverse shocks such as those associated with Brazil’s exit from
its exchange-rate-based stabilization effort. It also meant that if developments ever did lead to a
collapse of the Convertibility Plan, the consequences for the financial system and the Argentine
economy were likely to be significantly more catastrophic than with a less rigid exchange rate
and monetary policy regime.

“However, the fundamental cause of Argentina's tragedy was not primarily the
Convertibility Plan. Rather, it was the large and persistent excess of public spending over
recurring revenues that led to an unsustainable accumulation of public debt and ultimately to
sovereign default that fatally undermined the basis for Argentina's financia and economic
stability—and would have done so under virtually conceivable monetary policy and exchange
rate regime.” Mussa (2002d, pp. 50-1)

“Michael M ussa began his presentation by asking if the fiscal performance was adequate
given Argentinas history and situation. At the end, Argentina defaulted undermining the
viability of the banking system and the sustainability of the currency board. The important point
he mentioned is that fisca numbers were dangerously high given Argentina's situation. Anne
Krueger in her lunch presentation detailed a number of reasons why Argentina had a vulnerable
fiscal situation. But Mussa, pointed out that even in the period when Argentina was performing
well (1993-98, when the real GDP was growing 4.5% p.a.) the public debt to GDP rose 12
percentage points (from 29% to 41%). So even in good times with pension reform, privatization
revenues and an interest rate deferral on Brady bonds, the government could not keep its finances
hedlthy.

“Mussa continued his presentation describing the external environment. The externd
context turned against Argentina: the crisisin Russia and Brazil coupled with the appreciation of
the US dollar. Domestically there was also turmoil due to a new weak government. The fiscal
performance in Argentina had been bad for decades so the investors started wondering if the
situation was sustainable. With a spread of 500-600 bps over Treasuries a primary surplus of 2-
3% of GDP was needed to stabilize the Debt to GDP ratio. But Mussa says that the primary
surplus was not near that level. Once private investors started losing confidence and the spread
went over 1000 bps a primary surplus of 7-8% of GDP was needed which was economically and
politically unachievable. In his view Argentina crossed that borderline at the beginning of 2000.
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However, he pointed out that a better fiscal performance of 2% of GDP on average during the
90's would have made the debt dynamics a lot more sustainable. He stressed that imprudent
fiscal policy was the key, avoidable policy mistake.

“The exchange rate was also a problem for a variety of reasons. In 2001 the exchange
rate was substantially overvalued, partly due to the US dollar revaluation. He realizes that
Argentina had survived the Tequila with an appreciated peso but the appreciation was not such
as in 2001 because the dollar was weaker in 1995 than 2001. In conclusion he believes that the
fiscal was the key avoidable area: a catastrophe could have been avoided if this issue was better
managed.” Mussa (2002€)

Thomas J. O’Brien (professor of finance, University of Connecticut)
“Argentina s Currency Board of the 1990s[box title]

“In 1991, Argentina adopted a “convertibility plan” patterned after a currency board. A
currency board is an organizational group with the sole responsibility of defending the value of
the nation’s currency, and with the power to take the actions necessary to do so. Essentially, the
currency board assumes the central bank’s monetary control. A currency board has four tenets:
(1) To prohibit the central bank from printing money that is not backed by reserves of hard
foreign currencies. (2) To permit the country’s currency to be freely redeemed on demand for
hard foreign currency reserves, this feature is called free convertibility. (3) To peg the currency’s
value to that of the dominant trading partner, which is the United States in the case of Argentina.
[Actually, Brazil is Argentina' s largest trading partner.] (4) To require the government to cut its
spending or increase its taxes to eliminate all but the smallest budget deficit, an action that
removes the need to print more money, which is inflationary.” O’ Brien (1996, p. 48)

Maurice Obstfeld (professor of economics, University of California-Ber keley)
“Even Hong Kong, which operates as a currency board supposedly subordinated to maintaining
the Hong-U.S. dollar peg, has suffered continuing speculative pressure in 1997-98, withstanding
persistently high interest rates with Beijing's support. Another currency board country,
Argentina, has now held to its 1:1 dbllar exchange rate since 1991, and so joins the exclusive
five-year club [of major currencies that maintained rigid exchange rates for at least five years|.
[Footnote to preceding text:] 1n a currency board system, the high-powered money
supply is backed entirely by hard-currency foreign reserves. Some contend that this feature
makes currency boards invulnerable to speculative attack, but recent experience bears out the
contrary argument in Obstfeld and Rogoff (1995).” Obstfeld (1998, p. 18)

“Still, there are more than a few cases in which the difficulty of building credible
domestic policy ingtitutions is such that high inflation can be controlled only through some
extreme commitment mechanism centered on a fixed exchange rate. Argentina, in the wake of
hyperinflation in 1991, wrote into its constitution a currency board system under which al base
money is backed by foreign reserves and domestic pesos are convertible into dollars at a 1:1 rate.
In cases like Argentina's, the credibility of the exchange rate commitment is greatly enhanced by
political consensus based on a widespread fear of lapsing into the monetary instability of the
past. Paradoxically, countries with strong domestic monetary institutions might lack the ability to
credibly fix their exchange rates, in part because the alternative to fixed rates is not unthinkable.
But even the currency boards have been tested by speculators and, in some cases, have come
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close to shattering. Perhaps the ultimate sacrifice of policy autonomy in the interest of credibility
is to adopt a foreign currency atogether, as in Ecuador’s recent decision to ‘dollarize’ its
economy.” Obstfeld (2000, p. 21)

See also Paul Krugman.

Scott E. Pardee (professor of monetary economics, Middlebury College, formerly senior
vice president, Federal Reserve Bank of New York)

“[President Carlos Menem] has turned a statist, protectionist, inflationprone economy
into amodel of free markets and price stability.

“Second, fiscal policy is under control. Argentines now pay taxes. Spending is held
within the limits set by the International Monetary Fund, as reconfirmed by IMF staffers
recently.

“Argentina is still a heavy borrower in domestic and foreign markets but has gradually
extended the average maturity of its debt. Countries with heavy short-term debts have been hit
the worst over the past year, as Argentinaitself was during the ‘ Tequila crisis’ of 1994-95.

“Third, the country' s monetary and foreign-exchange policies are more credible with the
continued success of the so-called Convertibility Plan.

“Inflation is now 1.1 percent per annum and the peso is holding at 1 to the U.S. dollar,
this time without a resurgence of speculation that the central bank will be forced to devalue.

“Domestic speculators have burned their fingers too often, while international speculators
are focusing on Brazil.

“Argentina’ s current-account deficit, some 3.8 percent of gross domestic product, is
worrisome and above the IMF's target. But it is not the cause celebre that Brazil's similar-size
deficit is, largely because Argentina has its fiscal- monetary policy mix in place while Brazil still
lacks a credible fiscal policy.

“Fourth, the domestic economy is growing. Yes, the latest quarter showed a slowdown to
5.5 percent per annum, from nearly 7 percent, but 6 percent is possible for 1998 as a whole.

“These growth rates are afar cry from the stagnation of the 1980s and the sharp recession
following the Tequila crisis.

“Fifth, the domestic banking system is on the mend. Argentine banks were slow to adjust
to low inflation and greater competition, and many of them are gone. What remains is a mixture
of Argentine-owned survivors and foreign- owned entities.

“Problems remain, but the banks are better managed and better capitalized than at any
time in memory.

‘.‘.I.’d like to add labor to the list, but can’t. Unemployment is down to 13.2 percent of the
labor force, and that is still too high. The problem is structural.”

“For now, Argentina's stock and bond markets are going nowhere.

“If the country can move from Mr. Menem to a successor who at least holds to the
current policies, then Argentine assets—stocks, bonds, real estate and even its labor force—are
vastly underpriced.” Pardee (1998)

“Under the Convertibility Plan, the central bank allows the public to trade freely between
pesos and dollars, one for one, and since the 1995 credit crunch, banks that offer accounts in both
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currencies can include their dollar assets as part of their reserves. Money is tight. The central
bank will lend to banks under regular repurchase agreements at 9 percent and the banks in turn
will lend at 12 percent—all against an annual inflation rate of 0.7 percent. If the run on the peso
continues, the central bank will surely raise rates further.

“Meanwhile, Mr. Menem has asked the head of the central bank, Pedro Pou, to study the
possibility of eliminating the peso atogether in favor of dollars.

“In part thisis a political ploy, since Mr. Menem has made peso stability a major issue in
the election campaign. It is dso a ploy to the market, since traders who short the peso now face
the risk of paying higher interest rates to borrow the pesos than they earn on dollars in the
interim, only to have to repay the peso loans in dollars, one to one, when the peso disappears.

“But it is also a serious idea.

“Argentina is a country with a decent monetary-policy track record for nearly a decade,
and yet its currency gets bashed every time other emerging- market nations get in trouble: Mexico
in 1994-95, Asiain 1997, Russia last year, and Brazil now.

“By dollarizing completely, Argentina would effectively hand its monetary sovereignty—
and seigniorage profit from printing its own currency—to the United States. Other emerging-
market nations have been caught in the same contagion and are looking for fresh ideas.” Pardee
(1999a)

“Carlos Menem, for al his idiosyncrasies, enacted many major reforms. The question is
whether his successor will be able to sustain these reforms and build on them.

“Meanwhile, Argentina’s economic policies are basically sound. The fiscal deficit is now
under reasonable control.

“Economy Minister Roque Fernandez, following on the heels of Domingo Cavallo, the
architect of many of the financia reforms, has done a masterful job of controlling expenses,
collecting taxes and keeping the fiscal deficit down—to some 1.7 percent of gross domestic
product.

“More needs to be done, but that will take immense political will by the next president
and economy minister.

“Monetary policy aso remains under control. With the central bank having been
effectively converted into a currency board, the dollar and peso are trading one to one.

“This approach is still hotly debated, but the Argentine people, who suffered all the worst
ills of inflation for decades, accept it as the best their country can do.

“Inflation in recent years has been nil, and the Consumer Price Index over the past year
has actually declined by 1.3 percent. Also, debt management has been well handled.”

“The disconnect, of course, stems from the current poor performance of the domestic
economy, which isin recession.

“Brazil’ s devaluation earlier this year has put more pressure on Argentina s competitive
position raising the question once again of whether the one-to-one relation of the peso to the
dollar is sustainable.

“GDP could fall by 3 percent or more this year. Unemployment was up to 14.5 percent in
June, partly because of the weak economy and partly because the country still needs major labor
market reforms.
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“Considering the long-term economic potentia of the Argentine people and the resources
at their command, Argentine bonds and stocks are now dirt cheap. But, in the short-term,
investors may prefer to wait and see how the election turns out.” Pardee (1999b) (I regard the
definition of a currency board as deficient because it specifies nothing other than the exchange
rate.)

“De la Rua and his team will take office Dec. 10. They will face five maor challenges:
finances, growth, the exchange-rate regime, unfinished business and the international arena. Let's
examine each.

“Finances. Argentina has relied extensively on foreign borrowing for years. Its
outstanding sovereign debt is $115 billion, of which $17 billion is coming due next year.

“The fiscal deficit has ballooned from a shortfall of revenue. The new administration is
already discussing what measures to take, all unpopular. Expect a furious debate over in the
weeks ahead.

“Growth: Basically, tax revenue is falling short because gross domestic product has
contracted by some 3 percent to 4 percent this year. Industrial production has begun to turn up,
as has consumer spending. Most analysts expect some recovery next year, at a 2 percent to 3
percent pace. The government’s challenge will be to fill the revenue gap without killing off next
year's recovery.

“In the early 1990s, Argentina showed that it is capable of growing at 6 percent to 8
percent per annum without inflationary pressures, but that is two years away at best.

“The exchange-rate regime: The peso is fixed one-to-one with the U.S. dollar. De la Rua
and his advisers have said that they will retain the current exchange-rate regime. But most
economists argue that the peso is seriously overvalued, especially since the massive depreciation
of the Brazilian real earlier this year.

“The consumer price index is faling at arate of 2 percent per annum so far this year, but
that—plus the recession—is a painful way to make Argentine products more competitive. Thus
the new administration, while accepting the existing polices, will have to contend with active
debate over exchange-rate policy.

“Now, although other emerging- market economies seem to be more or less on the mend,
the Federal Reserve is tightening monetary policy. Already, long- term U.S. interest rates have
risen by 1.5 percentage points this year. A further rise could not come at a worse time for
Argentina, which is just beginning to creep out of its latest recession.” Pardee (1999c¢)

“On currencies, investors love fixed exchange rates that stay fixed, but once a currency
becomes unstuck, especially in maxi-devaluations, investors place a higher risk premium on all
assets in the country.

“Dollarization doesrit solve the problem. Argentina is one of the few emerging market
countries that has not devalued in recent years, but it sill suffers huge outflows of funds
whenever other emerging market countries get into trouble.” Pardee (2000a)

“It is easy to blame Argentina s woes on the pegged exchange rate. Brazil had a similar
plan but let the rea float in 1999 and is enjoying reasonable growth with only a Ittle more
inflation than before. The depreciated real is a good reason why Argentine industry is moving
there.
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“But the peso is not horribly overvalued, especially since prices have been falling for two
years, and as long as inflation stays low, sooner or later Argentine industry will be able to
compete. But that comes back to time.

“It is easy to blame external events. The economist-spin doctors argue that the Fed's
tightening of monetary policy hurt Argentina this year, and if the Fed eases, that will help next
year. But the Fed is far away.

“Nearby, Brazil’ s central bank is already lowering its interest rates, and faster growth in
Brazil will help Argentina more than interest rate cuts by the Fed.

“Rather, Argentina has no one to blame but itself. De la Rua managed to pass legislation
to free up the labor markets, but it was margina stuff.

“Why locate a factory in Argentina and deal with frequent wildcat strikes by your unions
when you can locate somewhere else and export into Argentina? Even from Brazil, where strikes
are fewer.

“That said, without joining the spinners, there are some positive things to say....”

: .....Sustai nable growth may be more than a year or two away, but Argentina now has a
better chance of achieving it than at any time in the past.” Pardee (2000b)

“There comes a moment during a nation’s financia crisis when you suddenly realize the
government's policies have failled and that the only way out is to let the currency find its own
level. To me, it istime for Argentinato give up pegging the peso one-to-one to the U.S. dollar.

“1 supported the decade-old convertibility plan not because it was the best plan but
because it was a coherent way of eliminating inflation, and | supported Economy Minister
Domingo Cavallo because he seemed to be the one person who could make it work.

“This meant accepting the planis basic assumptions. Argentina would create self-
sustaining economic growth by means of a commitment to democratically elected governments,
deregulation of goods and capital markets, privatization of state-owned firms, sounder fiscal and
monetary policies and low inflation.

“In other words, Argentina would validate the models of both Adam Smith (free market
economies provide the best means of enhancing the wealth of nations) and Joseph Schumpeter
(creative destruction provides the basis for long-term economic growth).

“WEell, Argentina has not achieved al those good things. It has a three-year recession, an
official unemployment rate of 16.4 percent and may default on its debt.

“My concern is that the central government is losing control of the domestic monetary
system and the nation is losing its international monetary sovereignty.

“The moment for me came when | read that Carlos Rukauf, governor of the Province of
Buenos Aires, is seeking to issue a new form of paper—the patacon—by which he hopes that
people of that province can settle debts public and private.

“1 doubt the patacon will be widely accepted, but Governor Rukauf's desperate move
shows that Argentina's monetary system is in the process of disintegration.

“To be sure, the convertibility plans tight money mechanisms have effectively

eliminated inflation. But the plan provided the central bank with no corresponding mechanism to
stimulate economic expansion except by increasing its foreign currency reserves.
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“These days, no one is voluntarily buying Argentine assets; rather investors are selling
Argentinds currency, stock and bonds, and fleeing its banking system.

“In effect, Argentina must generate a substantial trade surplus or it cannot expand its
domestic monetary base—the essence of colonialist mercantilism.

“The Argentine government’s only area of discretion at this point is the exchange rate.
Everyone agrees the peso is overvalued; the argument is over how much.

“How do you explain a change? It's easy: Cite Brazil. Since Brazil cut its own link to the
dollar and let the real depreciate, many companies have pulled up stakes in Argentina and moved
to Brazil, taking thousands of jobs with them.

“This is something the Argentine people see and understand. If Argentina cuts its
exchange rate it can repatriate many of the jobs it has lost.

“The Fed has been cautious partly because U.S. fiscal policy has turned stimulative, a
luxury explicitly denied to Argentina policy- makers.

“Sure, a devaluation can be botched, as Mexico did in 1994. But this is where the IMF
can help, since its staff has more recently worked with other countries that floated their
currencies and survived. And even after years without much power, Argentina’s Banco Central
has retained a pool of dedicated, market savvy people who can manage both monetary and
foreign exchange policy effectively, if given the chance.” Pardee (2001)

Manuel Pastor, Jr. (professor of Latin American and Latino studies, University of
California-Santa Cruz, formerly professor of economics, Occidental College)

“The centerpiece of Argentina’ s economic strategy remains the 1991 Convertibility Law,
ameasure adopted at the insistence of former Economy Minister Domingo Cavallo. Acting like a
modern-day equivalent of the gold standard, the law fixes the value of the Argentine peso at a 1-
to-1 rate against the U.S. dollar and ties domestic monetary creation to the stock of foreign
reserves--that is, dollars.

“As a result, the government is unable to address budget imbalances via the usua Latin
method of printing currency and is equally unable to address trade imbalances with an inflation
inducing devaluation. With the state’s hands tied, the market has ruled, with positive
consequences for inflation and growth.

“But isadl that glitters really the gold standard? In Argentina, the years of rapid economic
recovery (1991-94) were accompanied by a rise in unemployment from 5% to 10%--an uptick
that was attributed to the privatization of state firms, increasing international competition and
other efficiencies. In the wake of the tequila effect, Argentine unemployment climbed to 20%
and has hovered right below that ever since. Growth without jobs has become the norm.

“What should the government do?

“Firgt, it will have to root out the corruption that is causing distrust and dissolution in
Buenos Aires. In the most recent scandal, officers from the Buenos Aires provincia police have
been arrested and accused of slaying a prominent journalist. The country s justice minister
resigned recently after telephone records contradicted his earlier denials and revealed that he had
been in regular contact with the wealthy magnate suspected of masterminding the attack. That
same investor stands accused of bribing legislators to draft privatization legislation that favored
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his company, casting a cloud of suspicion over the effort at ‘streamlining the state” The
administration must clean up its act, recognizing that good governance is necessary to gain the
confidence of citizens and foreign investors.

“Second, the government will need to evaluate the exchange rate rules. Cavallo once
referred to Argentina as ‘Mexico two years later.” Although he changed his tune soon after the
Mexican crash, the Argentine peso, like Mexico’s before it, has risen to the level it enjoyed on
the eve of the 1982 debt crisis. The challenge here is that much of Argentina’s credibility has
been hung on convertibility; investors must be made to redize that more responsible
macroeconomic policy has been institutionalized beyond a monetary gimmick.

“Third, the government will need to address the widening gap between the haves and
have- nots.” Pastor (1997)

“After Mr. Cavalo’s summary removal from office by President Carlos Menem on July
26, the country's famed ‘convertibility plan’—which firmly fixes the peso to the US dollar—
held steady. Moreover, the Argentine stock market even rose when informed that Cavallo would
be replaced by a technocrat of lesser stature but with an even more orthodox University of
Chicago PhD. Yet, as the country sighsin relief, we wonder if thisisn't the cam before a storm.

“The country, in short, seems to be right on track—but is it? With officia unemployment
ranging from 18 percent in greater Buenos Aires to as high as 25 percent in the provinces, the
flip side of Argentinas ‘rosy’ macroeconomic scenario is a deterioration in income distribution
that is generating a wave of poverty-related unrest.

“What underlies these dismal |abor market and socia trends?

“A key factor is the exchange rate itself. One-to-one parity between the Argentine peso
and the US dollar turned out to be an unexpectedly effective way to finally halt an inflationary
spiral that had peaked at nearly 5,000 percent in 1989.

“Unfortunately, as Mexican policymakers found out the hard way, a fixed exchange rate
yields externa stresses. The pre-Cavallo trade surplus of $ 8.6 billion in 1990 swung to a deficit
of $ 5.8 hillion in 1994—a shift on the order of 8 percent of GDP—and Argentina’ s attempt to
restore trade balance in 1995 produced a 4.4 percent decline in output.

“As in Mexico prior to the peso crash, Argentine policymakers have a well-rehearsed
explanation as to how the problem of trade imbalance and currency overvaluation can be
corrected by increases in foreign direct investment and total productivity.

“But despite the country's sweeping program of liberalization, deregulation, and
privatization in the 1990s, and the tremendous restructuring that has occurred, low value-added
agricultural products still dominate Argentina's exports.

“US policymakers have been heartened by Argentina’s ‘success’ story and its recent
ability to survive the departure of Cavallo. We should recall, however, that the US also feted
Mexico at the 1994 Miami summit as among the most advanced of Latin free traders—only days
before the peso crashed, throwing that country into economic and political chaos. A little realism
and a lot more policy flexibility could help the Argentines begin to tackle their accumulated
‘socia deficit’—and help the US avoid yet another financia bailout of a ‘stellar’ reformer.”
Pastor and Wise (1996)
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“Asin Mexico prior to its 1994 crash, Argentina sought macroeconomic stability through
a fixed exchange rate and went so far as to tie the peso to the dollar in 1991. But what seemed
like a good idea in the throes of hyperinflation has increasingly become a straitjacket on
Argentine economic growth. With devaluation ruled out, partly because this would implode a
financial system in which 70% of domestic liabilities are dollar-denominated, exports have
stagnated and unemployment is endemic. Argentina could close the gap with improvements in
productivity, efficiency and higher value-added products. But of the top 10 products accounting
for nearly 70% of total exports, all but 12% are basic commodities like grain and meat.

“The center-left administration of President Fernando de la Rua understands the problem
al too well, but key legidation around tax reform, labor market deregulation and export
promotion policies have continually bogged down in Congress. In March 2001, the
administration summoned Domingo Cavallo, the former economics minister who engineered the
origina ‘convertibility plan,” back to the position of economics minister.

“While Cavallo has managed to secure the passage of some key legidation-and his
recent promises to pursue more may help to stabilize markets--he has aso flitted between
strategies, including a ‘quasi-devaluation’ in which his sacred dollar standard would remain in
place while exporters would receive compensating subsidies and importers would face increased
tariffs.

“Surely there is a better way. The lessons from the Asian development experience, the
Chilean recovery of the 1990s and post-devaluation Mexico al point to the need to maintain
realistic exchange rates balance budgets and pay attention to basic issues like employment,
living standards and education. But for now there is a new financia hurricane on the horizon.

“Moral support is a good place to start, but the U.S. could be more helpful if it dropped
its own blinders about the appeal of free markets and acted to quell a contagion that could spread
across the Western Hemisphere. Washington should support the longer-term strategies that could
bring more sustainable, equitable growth.” Pastor and Wise (2001a)

“What has gone wrong? After al, Argentina won over international investors in 1991 by
launching its ‘ Convertibility Plan,” which tied the peso to the U.S. dollar under a currency board
and ushered in a new era of economic prosperity and price stability. The country then weathered
the fallout from the Mexican peso crash by creatively loosening reserve requirements, tightening
fiscal policy, and revamping its banking system.

“In part, the illusion of macroeconomic stability under the Convertibility Plan turned out
to be just that. Moreover, international approval of Argentina’s avid commitment to market
reforms actually masked a series of unresolved problems within the economy itself....”

“Like other emerging markets in Latin America, Argentina pursued a dual strategy of
macroeconomic stabilization and deep market restructuring in the 1990s. The central twist in the
Argentine case was the Convertibility Plan, which tied the peso to the dollar like the gold
standard once tied the value of local moneys to precious metals. Despite some hiccups along the
way, the program brought quick relief, reducing annual inflation from nearly 5,000 percent in
1989 to less than 5 percent in 1994. From 1991 to 1994, annual economic growth averaged
nearly 10 percent.”
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“The only catch was that the Argentine peso had appreciated considerably over the
course of the stabilization process. With devaluation precluded by the very rules of the
Convertibility Plan, pressure on the country’s trade balance continued to build. In turn, the
stronger peso made Argentine exports more expensive and helped produce a boom in imports.
Through the 1990s, Argentina was fortunate that Brazil had also pegged its currency, the real, to
the dollar as an anti-inflation strategy. This move helped shift the bilateral exchange rate more
favorably toward Argentina during the Mexican fallout and maintained Argentina’s competitive
edge in that market. But tying one’s fate to Brazil--a country prone to its own ups and downs--
was hardly a prescription for success. The problems inherent in that strategy became painfully
apparent when the real’s value dropped 40 percent during Brazil's financia crisis in January
1999.

“In contrast to the Mexican, Asian, and Russian crises, the Brazilian devaluation hit
Argentina not through its financial flows but through trade. The peso’s value was stable against
the dollar, of course, but this stability provided little help for Argentina’s trade balance; U.S.
markets account for less than 12 percent of Argentine exports, whereas close to 30 percent are
destined for Brazil and ailmost 20 percent go to Europe. Further fanning the fire, the Argentine
peso rose against the euro by more than 20 percent between January 1999 and late 2000, tracking
the rise of the dollar to which it was fixed. The combination of an unattractive exchange rate and
slumping regiona economies sharply reduced demand for Argentine exports in 1999--
particularly those headed to Brazil, where their sales fell by nearly 30 percent.

“Straitjacketed by the peso peg to the dollar, Argentina’s competitiveness could be
improved only through vigorous gains in efficiency and productivity. Yet little had been
achieved on this front during the long period of market restructuring in the 1990s. Labor
productivity grew robustly during the early part of that decade, but that increase relied heavily on
downsizing and business failures that cut redundant workers. Although efficiency gains had
occurred in services ard finance--partly because a strong peso and the privatization of state-held
firms made these sectors more attractive to international investors--those areas usually do not
lead to significant growth in jobs or exports.

“Furthermore, Argentina had made few inroads into markets for more sophisticated
products, where price might be less critical. For example, nine of the country's top ten export
products are primary commodities such as grain and meat. The only ‘dynamic’ industrial sector
is auto parts, which is precariously hitched to the Brazilian economy and vulnerable to periodic
tariff hikes by Brazilian policymakers coping with their own adjustment headaches. This is a
world apart from Mexico, where government policy and regiona integration in the 1990s
fostered a dramatic expansion in the manufacture of more technologically advanced goods for
export.

“With the devaluation path thus ruled out, action in fiscal and labor policies remained the
other option. But the Menem administration, elected on the Peronist ticket in 1989 and in power
until 1999, was never fond of such measures. Like Carlos Andres Perez in Venezuela and
Alberto Fujimori in Peru, Menem surprised his traditional base of working-class support and
implemented an ambitious program of deep market reforms. In so doing, he changed the very
face of the Peronist party from a sectarian and socialy divisive political force to a modern
organization that attracted middle-class voters, intellectuals, and even some business interests.
Yet these new aliances were not cheap--and after Menem announced his intention to seek
reelection in 1995, he needed the support of traditional constituencies al the more. Although
labor markets had become more flexible in piecemeal fashion-often through informal
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arrangements and the creation of a ‘temp worker' market--the Peronist bloc in the Congress
continually managed to thwart far-reaching reforms. The same applied to the Argentine
provinces, where a majority of Peronist governors were needed to deliver votes at election time.

“During the Convertibility Plan's early years, tight fiscal adjustments in Buenos Aires
gave the impression that policymakers had taken the currency board' s imperatives to heart. Yet
once the dust settled after the Mexican crisis, it became clear that these adjustments were offset
by fiscal expansion in the provinces. By sparing cuts in provincial spending until 1995, Menem
appeased his regional cronies, who handed him a second term. But the lag in streamlining
finances in the hinterland contributed much to the current fiscal strain. Policymakers are till
struggling to reverse these deals made years ago.

“Menem aso had to appease the private sector, whose investment and support was
essential to sustain the market reform effort. Big players in the market made out especially well
with privatization, which early on became clouded by charges of corruption. Although
privatization made some sectors (such as electricity) more competitive, others (such as
telecommunications) were a travesty. And as large Argentine companies assumed higher levels
of dollar-denominated debt in the 1990s, they became the Convertibility Plan's most loyal lobby;
if the peso were to fall against the dollar, these firms feared, their dollar debt would become
untenable. In the end, Menem's strong pro- market rhetoric ssmply meant that the losers in the
domestic market--the smaller firms that lacked the affordable credit and technical know-how to
survive the competition--had to bite the bullet. For the winners, the state was still there to lend a
helping hand by granting access to lucrative contracts and assets and offering generous
concessions with high investment returns.

“Argentina could have tried to redress the situation by making its labor market more
limber. A golden rule for a rigid monetary regime such as Argentina's dictates that if one price
(the peso exchange rate) is fixed, another price (say, wages) must be flexible. Moreover, when
sweeping economic liberalization occurs, as in Argenting, job mobility is essential for relocating
workers of differing skills into more productive and efficient endeavors. But Argentine labor
markets are anything but flexible--hardly a competitive advantage. For every two pesos that an
employer pays out in wages, he or she must add an additional peso to cover the ‘Argentine cost’
of doing business (payroll taxes, benefits, and severance pay); in most other industrialized
countries, that ratio is only three to one.

“A charismatic former policymaker who had engineered the origina Convertibility Plan,
Cavallo arrived amid great expectations--and with the same arrogance that had always rendered
him controversial in Argentine policy circles. Hoping to resurrect his initial triumph, he
promised to restore growth and downplayed any mention of austerity. He started by passing a
new ‘Law of Competitiveness’ that seemed like a partia reversal of liberalization. Although it
pushed through some new deregulation and streamlining measures, eliminated tariffs on capital
goods, and reduced certain business taxes, the law also imposed new tariffs on finished goods as
well as anew tax on financial transactions.

“There is one potentia route out of crisis that was originally proposed by Menem in the
wake of the Brazilian shock in 1999: Argentina could take the Convertibility Plan one step
further and actually ‘dollarize’ the Argentine economy. Although there were serious exchanges
with U.S. financial officials in early 1999 about moving toward full dollarization, powerful
nationalistic forces continue adamantly to oppose al such proposals. After all, adopting the
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dollar would strip Argentina of any remaining semblance of autonomy in monetary policy.
Moreover, even if such a measure could reduce financia risk, it would not necessarily increase
competitiveness. Argentine goods, priced in dollars, would still be too expensive for Latin
American or European markets. For these reasons, the dollarization option has been pushed onto
the back burner during the current crisis.

“In Argentina as elsewhere, politicians ard policymakers have found that there is no
simple path to promote efficiency, productivity, or competitiveness. Market reform remains a
work in progress, an endeavor that requires as much political skill as economic expertise. Some
observers would argue thet the Argentine experiment does not reflect badly on liberalization,
privatization, or the rest of the market package; rather, it offers evidence of another failure to
pursue adequately tough change. After all, its budget issues were never fully addressed,
particularly with regard to provincial cuts; labor-market flexibility, hampered by Argentina's
obstinate unions, has never approached U.S. standards. But lamenting that the real world does
not fit the market model is a futile exercise. Argentind s experience has painfully shown that the
trick is to make reform work in the context of political and socia redlities.” Pastor and Wise
(2001b)

“Prof. PASTOR: Poor Argentina. Argentina’s going to be facing devaluation and
inflation. It will probably have very little impact on lowering the joblessness. And they're in the
midst of an electoral campaign for the presidency, which will lead to political confusion and
people having very little faith that the government’s policies will stick. Were about to see the
worst of many worlds.” Pastor (2001)

“It’s true that the United States didn’t cause Argentina s problems in the direct sense of
imposing a particular mechanism,” said Manuel Pastor, professor of Latin American and Latino
studies at the University of California, Santa Cruz, referring to the currency peg. ‘But we have
been going through most of Latin America offering advice and pushing people toward
liberalization and privatization.” So, he says, Washington does share responsibility for the
current chaos. ‘Having prescribed the tonic for all these countries,” he said, ‘we should be willing
to help when the tonic provestoxic.”” Pastor (2002a)

“Professor MANUEL PASTOR (University of California-Santa Cruz): | think we're
really looking at the elements of a financial explosion.

“LOWE: Manuel Pastor is a professor of Latin American studies at the University of
California in Santa Cruz. He says the real casualty is the loss of trust in the country s banking
system.

“Prof. PASTOR: Changing the rules about deposits, how much you can pull out, when
you can pull out doesn't lead to a lot of confidence in the banking system. So if you put those
two things together, people who are no longer going to have faith about putting their money into
the banking system and a banking system which is facing severe losses, that's going to lead to a
huge contraction in credit. Having a banking system unable to put out credit to finance economic
growth is not really going to help on the unemployment side.

“LOWE: Argentina could become an abject lesson for other countries considering free-
market reforms.
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“Prof. PASTOR: Argentina was celebrated as the poster child for economic and socia
reform, and the fact that it's essentially falling apart in a combination of a financial and social
explosion doesn't really bode well for recommending those sorts of strategies to other countries.”
Pastor (2002b)

Guillermo E. Perry (chief economist for Latin America and Caribbean, World Bank)

“The meeting a IMF headquarters follows the World Bank’s recent fifth annual
conference on development in Latin America, held in Valdivia, Chile.

“At that conference, World Bank official Guillermo Perry said dollarization ‘is not a
prescription that can be applied to all Latin American countries...’” but *Argentina is one of the
few nations where this process would be viable.”” Perry (1999a)

“Currency devaluation is not the best choice for economic growth in Argentina, said a
World Bank (WB) economist here on Thursday.

“According to Guillermo Perry, economist in chief for Latin America, if the Argentine
peso is devalued, it may cause serious economic problems and even deepen economic recession.
To assure economic growth, it is necessary for the Argentine government to deepen the reforms
of budget, labor and finance, e well as reduce the access to credit, he said. He warned that if
Argentina abandon the convertibility of the peso to the US dollar, it could re-ignite price hikes.

“Argentina has made major efforts to obtain credibility with its convertibility system. ‘If
it abandons the present monetary regime, the cost will be enormous,” he said.

“Guillermo Perry was here to attend the seminar on * Argentine Economic Policy,” which
was organized by the Torcuato Di Tella University and sponsored by the central bank of
Argentina.” Perry (1999b)

“Perry, meanwhile, suggested that the economic crisis was in part caused by Argentina's
‘error’ of pegging its currency to the dollar when only a third of its foreign trade depends on
the United States.

“Its large volume of trade with the European Union and Brazil made Argentina
vulnerable to the dollar as a result of the depreciation of the euro and the devaluation of the
Brazilianreal, in addition to the impacts of the decelerating world economy, explained the World
Bank economist.

“’Perhaps the appropriate moment for abandoning the peso-dollar parity came in 1996 or
1997, but because everything was going well at the time, and the country continued growing, no
one considered it then,” commented Perry, a Colombian national.” Perry (2002a)

“’The adoption of the US dollar could be something good for certain countries to develop
their financial markets, and Central America could be one of these cases,” Guillermo Perry, chief
of the World Bank for Latin America and the Caribbean, told monetary officias at a conference
in Mexico City organized by Mexico’ s Central Bank. The conference concluded on Wednesday.

“It is more viable for small economies to have a sub-regional market since it is difficult to
attain a financial system with their own currency. Thus a strong foreign currency could be
adopted, Perry said.

“’This is quite an adequate solution for Central American countries, although some
conditions are needed,” he added.
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“Perry warned that this option will not be feasible for countries like Argentina, Brazil and
Chile, who have close economic ties with Europe.” Perry (2002b)

“Guillermo Perry (World Bank) noted that the peg concealed the severity of the fiscal
problem and masked the weaknesses in the financia sector, thereby contributing to the delay in
taking corrective actions. Indeed, the large currency overvaluation accumulated by end 2000
(around 40% according to his paper with [Luis|] Serven), implied that public debt/GDP ratios
were undervalued by a similar percentage and that many apparently healthy households and
firms in the non tradable sectors with dollar debts were actually broke. The nominal devaluation
in early 2002 just revealed these hidden problems (and exacerbated them due to the overshoot).
Perry also wondered how it was possible that a country with very weak fiscal and monetary
ingtitutions thought that there was a viable short cut to its credibility problems by adopting a
regime (the convertibility law) that would require stronger than usual (fiscal and prudential)
institutions to succeed. The exit from the currency board should have indeed taken place in 1996-
97, but who wants to leave the party at its best?’ Perry in National Bureau of Economic Research
(2002b)

“An early adoption of full dollarization might have reduced the pains and duration of the
deflationary adjustment and thus increased the likelihood of success of such an option. But it
would have left the Argentine economy exposed to a repetition of these problems in the future.”
Perry and Servén (2003, working paper version, p. 2)

“Argentina’s real effective (that is, trade weighted) exchange rate (henceforth REER)
experienced a considerable appreciation during the 1990s.Between 1990 and 2001, the REER
rose by over 75 percent (Figure 3.1). The bulk of the appreciation developed before 1994. In
fact, the REER depreciated after that date and until 1996, but then appreciated again to reach its
peak in 2001.

“This evolution of the REER was duly reflected in Argentina’'s export performance.
While real exports did show positive growth over 1991-2000, they grew less than in comparable
countries, and their rate of expansion was closely associated to the evolution of the REER.
During the initial real appreciation at the time when the currency board was established,
Argentina's exports stagnated. As the REER depreciated after 1993, exports expanded
vigoroudly, at rates similar to, or higher than, those experienced by other countries. When the
REER started appreciating again in 1997, export performance fell significantly behind that of
comparable countries. (Table 3.1).

“Real appreciation is not necessarily a symptom of imbalance in need of correction.
Indeed, during the 1990s—especialy in the early part of the decade—a number of reasons were
offered by different observersin order to explain the persistent real appreciation of the peso asan
equilibrium phenomenon. Most importantly, it was argued that the efficiency-enhancing reforms
of the early 1990s had led to a permanent productivity increase in the Argentine economy, which
would have justified a permanent REER appreciation. Nevertheless, over the last two or three
years an increasing number of independent observers and financial market actors expressed the
view that the peso was overvalued—although the precise extent of the overvaluation was
disputed, depending on the measure of the equilibrium REER used as benchmark of
comparison.” Perry and Servén (2003, working paper version, pp. 18-19) (This quotation is part
of analysisthat culminates in amodel by Perry and Servén to measure overvauation.)
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Michael Pettis (adjunct associate professor of international and public affairs, Columbia
University, and managing director, Bear Stearns)

“During the 1990s, [the] modern counterparts [of early 20'"-century ‘monetary doctors'] advised
Argentina on its currency board, brought ‘shock therapy’ to Russia, convinced China of the
benefits of membership in the World Trade Organization, and everywhere spread the ideology of
free trade.

“Lending to emerging markets has all but dried up. As of this writing, the most sophisticated
analysts predict that a debt default in Argentina is aimost certain-and would unleash a series of
other sovereign defaults in Latin America and around the world.” Pettis (2001a, pelectronic
source, no page numbers)

“Michael Pettis, former Wall Street bond trader and Columbia University finance professor,
says, ‘No new money will come in because investors have done the numbers.” Investors, he
argues, know the country cannot grow with such a large debt burden. Instead, he and other
American academics have urged Cavallo to bow to the inevitable, declare default and negotiate a
new, more workable arrangement in which creditors would suffer large principa reductions.
Says Pettis: ‘“We al need to recognize that Argentina is bankrupt and try to achieve what a
corporate restructuring would do—raise its economic value with a debt reduction with an across
the top 30% forgiveness.”” Pettis (2001b, electronic source, no page numbers)

“One of the questions that arise from the recent past is whether currency devaluations,
which seemed to be the culprit in every one of the recent crises, are necessarily destabilizing.
With a number of other countries (including a very vulnerable Argentina) embracing currency
boards or even explicit dollarization, it is important to understand the corporate finance
implications of devaluation in order to consider the effect on the market if these countries are
forced off their currency regimes. In classic economic theory, devauation is generaly
considered expansionary, but recent events have suggested to many that for low-credibility
countries, currency devaluations lead inevitably to demand contraction and financial collapse.”
Pettis (2001c, p. 17)

Edmund S. Phelps (professor of economics, Columbia Univer sity)

“The articles on Argentina’s collapse by Amity Shlaes (The Argentine peso holds
lessons for the euro’, January 8) and David Hale ( The fal of a star pupil’, January 7) set an
example for future analyses. they dig below the shalow monetary explanation-an overvalued
peso--to weaknesses in the structural underpinnings. Why did Argentina’s labour market not
drive down money wage rates to offset the rise of the currency, as Hong Kong's did? Because
wages are administered by collective bodies. Why did Argentina s governments overspend and
use the proceeds of privatisations to cover current deficits, budgetary and current-account,
instead of retiring debt? Because they could.

“Mr Hale and Ms Shlaes do not note the part played by the lack of entrepreneurship.
Argentina might have got away with the political profligacy in the second half of the decade and
the Mussolini-style labour market if the country had understood the importance of developing
the capital market, reforming corporate goverrance and empowering employers in order to
strengthen investment activity and speed up productivity growth. After the initial rush of foreign
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capital to buy bonds and property encouraged by the currency board, and after the newly
privatised firms made the minimum corrective investments, there was not enough
entrepreneurship to keep investment and employment at their newly elevated levels. Institutions
to select the right entrepreneurs, to motivate them, to provide them with sophisticated managers,
to provide free entry to markets without permissions, fees and bribes--all these remain deficient
or missing.

“This point may also help explain why it was that real wages were pushed too high and
why foreign capital was poured in where there could be little scope for it. Lenders and investors
may have mistaken the construction of the currency board as a signal that a creative, vibrant
capitalism was also under construction.

“The same confusion may have misled labour unions and governments to expect future
productivity gains beyond what the unreconstructed system could long deliver. A good monetary
system is not sufficient for enterprise and dynamism. In a way, that is the message of Mr Hale
and Ms Shlaes.” Phelps (2002)

Arturo Porzecanski (head of emerging markets and debt strategy, ABN Amro, and adjunct
professor of international affairs, Columbia University)

“’For now, my recommendation to the government would be to stop shaking the pillars
for a while, let convertibility and the financial system be. Argentina has to drop off the radar
screen for awhile’ ABN AMRO Bank Latin America chief economist Arturo Porzecanski said.”
Porzecanski (2001a)

“Sidney Weintraub, political economy chair at CSIS, said ‘the international community
should get into it far more forcefully.’

“The analysts agreed that Argentina should avoid a default on its debt, or a devaluation of
the peso, as either scenario would be devastating.

“The knock-on effects of such a development for emerging markets make the cost of
additional support for Argentina reasonable, analysts said.

“A debt default by Argentina‘would be the fina nail in the coffin of emerging markets as
an asset class,’ Porzecanski said. The extent of dollar-indexation in Argentina--with mortgages,
auto loans, and other assets indexed to dollars-would aso make a devaluation
"devastating,’ he said.” Porzecanski (2001b)

“’Evidently the ratings agencies dori't want to be accused of missing the default, but we
continue to believe that Argentina will prove to be the most anticipated default that never took
place, said Arturo Porzecanski, head of emerging markets economics at brokerage ABN
AMRO.” Porzecanski (2001c)

“’Quarter after quarter the advice given by the Fund has been to tighten the fiscal belt, to
cut public spending and © increase taxation; and the real economy collapsed and the fiscal
deficit instead of narrowing, widened,” ABN-Amro emerging markets head Arturo Porzecanski
sad.

“He said the IMF should have realised that its diagnosis of the problem was mistaken,
and that the advice given was ‘killing the patient.’

“’The IMF in doing so confirms its reputation as an dull institution, with very little
imagination, and very little capacity for self-criticism,” Porzecanski said.
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“He said after the devaluation of the Brazilian rea in January 1999, there was a clear
need to adopt a series of initiatives which were not takento avoid the ‘vicious cycle’ Argentina
finds itself in today, he said.

“Porzecanski said it would be ‘refreshing’ if IMF officials rather than government
ministers resigned as a result of these errors.” Porzecanski (2001d)

“’| don't know how many governments will pass or how many economic programmes
will come and go but, in the end, Argentina will have the dollar as its currency,” says Arturo
Porzecanski, economist at ABN-Amro in New York.

“"Trying to get Argentines to use the peso is like forcing them to watch black-and-white
television when what they really want is colour.”” Porzecanski (2002b)

“SCHAFFLER: AmBev (ph) was making some news in the fact that it's making an
investment in Argentina in a beverage company there. It’s being played out as a significant sign
of faith in Argentina's expected turnaround. Is it?

“PORZECANSKI: Wdll, yes. It's very good news that somebody is stepping into the
breach here and buying Argentine assets. But the truth is that in most areas, especialy that are
subject to government policy, like utilities, banks and so on, there is tremendous uncertainty and
nobody is stepping up to the plate.

“LUSKIN: What brought us to this point of catastrophe? What's the single biggest
mistake that Argentina and Brazil have made politicaly and what should they do now?

“PORZECANSKI: Wdl | think Argentina is ways—miles ahead of Brazil. But in
genera, | would say it's political uncertainty and political mistakes. | think that even if
Argentina had a freely floating exchange policy and not the rigid peg that it had, by now the
Argentine peso would have been beaten down. Because what we see on the political scene has
destroyed confidence in the past two or three years.” Porzecanski (2002c)

“...I believe that the fixed exchange rate regime undermined the government’s revenue base by
encouraging tax evasion, especially when Argentina lost international competitiveness in the late
1990s.

“But the most potent and ultimately deadly link is that between the exchange rate regime
and the public debt. The one-to-one regime encouraged the government (and also the private
sector) to take on mostly foreign-currency-denominated debt....And yet, | have never keard any
criticism of this irresponsible currency mismatch either in Washington or elsewhere—a policy
that ensured that, if ever there was a change in the currency regime involving a devaluation, the
public sector would be rendered instantly insolvent.

“In sum, | agree that fiscal policy in Argentina during the 1990s was not as prudent as it
should have been, considering everything that was known and should have been known at the
time—and I’m talking about the period of ‘fat cows prior to 1998 as well as the period of ‘lean
cows after 1998. But | blame the artificial one-peso-equals-one-dollar exchange-rate regime
much, much more for al of theills that afflict Argentina today—including the fiscal ills.

But no, [rather than learn from some cases he dtes] an inexplicable number of leading
economists in policymaking and academic roles remained enamoured of exchange-rate-based
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stabilisations, despite mounting evidence that they worked for a while but proved catastrophic
later, and the rest were inexcusably agnostic on this absolutely crucial policy issue. Even in
1991, when Domingo Cavallo and Roque Fernandez came up with the one-to-one Convertibility
Plan for Argentina, there was ample evidence from around the globe that even more ‘dollarised’
countries such as nearby Bolivia and Peru, were able to halt hyperinflation in its tracks without
relying on a fixed exchange rate. If, instead, government spending or the public debt had been
chosen as the means to stabilise Argentina, | dare say that today we would be celebrating rather
than lamenting the country’ s destiny.” Porzecanski (2002c, no page numbers in text)

“Beyond this experience from the recent past, it would behoove the G7 governments to
ponder whether the recent tragedy in Argentina would have been avoided if either the Krueger or
Taylor approaches to sovereign bankruptcy had been in place in 2001. It is possible that the G7
governments would have slammed the door on Argentina earlier than in the final two months of
that year: they might have refused to put together a medium-size package of financia support in
late 2000 or might have refused to augment it modestly in August 2001 if an elegant sovereign
bankruptcy mechanism had been available. Yet, the absence of a smooth debt-restructuring
process did not stop G7 officids from damming the door on Russia in mid-1998, despite
potentially catastrophic worldwide economic consequences. It did not stop the G7 from forcing
unwilling Ecuador (in 1999) into the first-ever default on Brady bonds and the first-ever default
on sovereign Eurobonds issued in the second half of the twentieth century. It did not stop the G7
governments from insisting that Indonesia, Pakistan, and the Ukraine restructure their obligations
to bondholders or commercia banks (falling due in 1999-2002) to obtain IMF financial support
or debt relief from official creditors viathe so-called Paris Club.

“Similarly, it is possible that the Argentine authorities would have decided to declare a
moratorium on debt payments much earlier than in December 2001 if they had had greater
certainty about the bankruptcy process. Y et, the final outcome—an economic depression—would
have been exactly the same. Since a substantial proportion of the Argentine government's debt
obligations were held by local banks, pension funds, and insurance companies, any
announcement of a payments stand-still with the intention to seek massive debt forgiveness
would have triggered a stampede of bank depositors and a collapse of the pension and insurance
industries. This would have led to a run on the central bank's official reserves, precipitating a
devastating currency devaluation and thus the same economic implosion, political fallout and
popular discontent that we witnessed in 2002. The only difference is that it would all have
unfolded severa months earlier, with no benefit accruing to anyone—except the G7 and the
IMF, which would surely not have made the eleventh-hour disbursement they made in
September 2001. But then, they might have been more generous with Argentina earlier on.”
Porzecanski (2003, p. 42)

Thomas A. Pugel (professor of economics and global business, New York University), and
Peter H. Lindert (professor of economics, University of California-Davis)

“A currency board attempts to establish a fixed exchange rate that is long-lived by
mandating that the board, acting as the country’s monetary authority, should focus almost
exclusively on maintaining the fixed rate. A currency board holds only foreign-currency assets
(official reserve assets). The board issues domestic currency liabilities only in exchange for
foreign currency assets that it acquires. Because the board holds no domestic-currency assets, it
has no ability to sterilize....
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“Severa very small counties have had currency boards since before 1970. Argentina set
up its currency board in 1991. During the 1990s, four transition countries—Estonia, Lithuania,
Bulgaria, and Bosnia and Herzegovina—established currency boards.

“The experience of Argentina shows the advantages and disadvantages of a currency
board.” Pugel and Lindert (2000, pp. 563-4) (The 12" edition of this textbook, credited to Pugel
alone and published in 2004 by McGraw-Hill/Irwin, has ailmost identical language on pp. 659-
60.)

Myriam Quispe-Agnoli (research economist, Federal Reserve Bank of Atlanta)

“The policy response implemented by Economics Minister Domingo Cavalo in 1991 was the

Convertibility Plan, which fixed the exchange rate at one Argentine peso per US dollar and

required the central bank to back two-thirds of the monetary base with international reserves.
“The Convertibility Plan eliminated the possibility of inflationary financing of the fiscal

deficit and limited the role of the central bank as lender of last resort.

“Initially, the devaluation of the real raised dome doubts in Argentina about the sustainability of
the currency board system. Argentina now faced renewed competitive pressure from Brazil, its
largest trading partner....

“...The government’s loose fiscal policy began to undermine confidence in convertibility
as debt levels continued to climb in 2000.” Quispe-Agnoli (2002, pp. 24, 26)

Alberto M. Ramos (I nternational Monetary Fund)

“The iron corset imposed by the currency board implied that the central bank had to
abdicate from its prerogative as a lender of last resort.” Ramos (1998, p. 25) (This article
concerns the 1995 crisis rather than the later crisis of the convertibility system.)

Carmen M. Reinhart (professor of public policy and economics, University of Maryland,
formerly [August 2001-2003] deputy director, Research Department, International
Monetary Fund)

“Except for Argentina, which adopted a currency board in early 1991, countries have relied on
hybrid monetary and exchange regimes to bring high inflation under control.” Reinhart and
Savastano (2003, p. 21)

Reinhart and Rogoff (2003, p. 11) classify Argentina’s convertibility systemas a currency board.
See also Guillermo Calvo.

Dani Rodrik (professor of international political economy, Harvard Univer sity)
“Argentina’ s default on its $132 billion public debt on December 23 hardly came as a
surprise to its foreign creditors, who had anticipated it for many months. It had been clear to
most outside observers that the country' s currency-board regime, which locks in the Argentinean
peso’s value one-to-one with the U.S. dollar, had held the peso at an unsustainable level vis-a-vis
other currencies. It was aso evident that Argentina's political system would be unlikely to
deliver the belt-tightening needed to service foreign creditors ahead of domestic payments on
wages, pensions, and other obligations. So, when President Fernando de la Ria and Economy
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Minister Domingo Cavallo resigned and the inevitable happened shortly thereafter, few other
markets around the world moved.

“Asis usud after a debacle of such a magnitude, fingers have been pointed at enough
culprits to explain the Argentinean crash many times over: The Argentine ‘political class’ was
too shortsighted to reach a compromise on fiscal policy. The currency-board system was too
rigid to allow Argentine exporters to regain their competitiveness following Brazil’s devaluation
of its currency in early 1999. Labor unions were too unresponsive to demands for reform.
Cavallo pushed too many gimmicks to resuscitate the economy and lower the cost of servicing
the debt. Foreign creditors were too fickle and should not have reversed course so dramatically
after their rush into Argentinain the early 1990s. The International Monetary Fund (IMF) should
have pulled the plug much sooner. The IMF should not have pulled the plug. But the tragedy of
Argentina goes much deeper than any of these explanations. The collapse offers a humbling
lesson about the limits of economic globalization in an age of national sovereignty.

“Even though many in Washingtonwould rather forget it, Argentina's policies during the
'90s were in fact exemplary by the standards that neoliberal economists have advocated around
the world. The country undertook more trade liberdization, tax reform, privatization, and
financia reform than virtually any other country in Latin America. And no country tried harder
to endear itself to international capital markets. The overvaluation of the peso was a nagging
concern to be sure, because of the loss of Argentinean competitiveness. But economists have
long taught that devaluation of the national currency--the common remedy to overvaluation-is
of little use in a country that is financially integrated with the rest of the world, which Argentina
surely was. (When banks’ balance sheets are dominated by dollar liabilities, devaluation wreaks
havoc with the financial system.) The Argentinean experiment may have had elements of a
gamble, but it was also solidly grounded in the theories expounded by American economists, the
U.S. Treasury, and multilateral agencies such as the World Bank and the IMF. When Argentina's
economy took off in the early '90s after decades of stagnation, the economists reaction was not
that this was puzzling; it was that reform pays off.

“Viewed from this perspective, the challenge of economic development is reduced to
three simple propositions. Economic growth requires foreign capital. Foreign capital requires
removing sovereign risk. And removing sovereign risk requires a commitment not to play games
with other people’s money. All this made for a coherent theory, even if it did not correspond to
the actual development experience of any successful country larger than a city-state. Getting rid
of sovereign risk, it would turn out, requires alot more than commitment to sound money.

“The overarching goal of Argentinean economic policy during the 1990s was to deliver
this commitment, and even more importantly, to convince financial markets that the commitment
was rea and binding. The straitjacket of the currency-board regime was the linchpin of this
strategy: By linking the value of the peso one-for-one to the U.S. dollar in 1991, and by putting
monetary policy on automatic pilot, the regime sought to counteract the effects of more than a
century of financial mismanagement. Privatization, liberaization, and deregulation further
underscored the government's commitment to a new set of rules. Like Ulysses pinning himself to
the mast of his ship to avoid the call of the Sirens, Argentine policymakers gave up on their
policy tools lest they (or their successors) be tempted to use them to repeat the errors of the past.
Their hope was that they would be rewarded with a sharp reduction in *‘Argentinarisk,” leading
to large amounts of capital inflows and rapid economic growth.

“For a while, it looked as though the strategy might work. In the first half of the '90s
capital inflows did increase substantially and the economy expanded at unprecedented rates. But
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then Argentina was hit with a series of external shocks--the Mexican peso crisis of 1994 and
1995; the Asian crisis in 1997 and 1998; and, most damagingly, the Brazilian devaluation of
January 1999, which left Argentina’ s economy looking hopelessly uncompetitive relative to its
regional rival. Economic growth turned negative in 1999, and foreign investors began to worry
about the repayment of the huge liabilities incurred during the course of the decade. By the
second quarter of 2001 Argentina's country risk was rising relative to that of other ‘emerging
markets.” This despite of the return to the helm of Cavallo, the architect of the currency-board
regime, in March 2001.

“Cavallo, with his strong credibility in financial markets, at first looked like he might be
exactly what Argentina needed. But his efforts to engineer economic growth through an
unconventional mixture of tax and trade policies, and a bungled attempt to ater the currency-
board regime by giving the euro a role parallel to that of the dollar, were not well received by
markets and cost him dearly. By the end of the summer the financia confidence game was in full
play. Markets demanded a huge interest premium for fear that Argentina might default on its
debt. But with interest rates so high, default was virtually assured. The possibility that Argentina
could default was enough, ultimately, to ensure that it would.

“What sealed Argentinds fate in the eyes of financia markets as 2001 came to a close
was not what Cavallo and de la Rla were doing, but what the Argentine people were willing to
accept. Cavallo knew he had to regain market confidence in order to bring down the crushing
interest burden on Argentinean debt. When his initial attempts to revive the economy produced
meager results, he was forced to resort to austerity policies and sharp fiscal cutbacks in an
economy where one worker out of five was aready out of a job. He launched a * zero-deficit’
plan, and enforced it with cuts in government salaries and pensions of up to 13 percent. But
markets grew increasingly skeptical that the Argentine congress, provinces, and common people
would tolerate such Hooverite policies, long discredited in advanced industrial countries. And in
the end the markets were proven correct. After a couple of days of mass protests and riots just
before Christmas, Cavallo and de la Ria had to resign in rapid succession.

“What one does with this lesson is less clear. Many will draw the conclusion that
Argentina took a wrong turn not because it went too far in its search for the Holy Grail of
globalization, but because it didnt go far enough. The solution from this perspective is to
improve on the Argentina model by chipping away at national sovereignty and by further
reducing the responsiveness of economic management to domestic political forces. What
national governments need are stronger commitment mechanisms--a straitjacket made of
platinum, if gold proves too malleable. This is the neolibera vision that inspires some
economists and political leaders to seek full dollarization of their economies or to look at the
prospective Free Trade Area of the Americas (FTAA) as solutions to the governance problems of
the region. If you were to accuse adherents of this view of wanting to turn their countries into
replicas of Puerto Rico--wards of the United States, in effect--they would not be offended.

“But there is an dternative vision. It is to accept that separating politics from economics
IS neither easy nor even desirable. Proponents of this view, including myself, would not be
embarrassed to claim primacy for democratic politics over the electronic herd, no matter what
the implication for sovereign risk. They would concede that economic mismanagement by
sovereign governments has been very costly for the developing world, but would argue that the
appropriate response to mismanagement is not a lack of management, but better management.
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This vision has no easy answers or short cuts to offer to Argentine policymakers. It would be
nice if improved governance could be acquired ssimply via the discipline imposed by financial
markets and trade agreements. And economic development would be a lot easier if al that were
required was throwing a big welcome party for foreign capital. But the historical record shows
that the solution to underdevelopment lies not with the adoption of foreign institutional
blueprints or the undermining of national autonomy. It lies with enhanced state capacity to
undertake institutional innovation based on domestic needs and local knowledge.

“As governments ponder these alternatives, they would do well to consider the following
astonishing fact: Despite the tremendous wave of neoliberal reform that swept over the continent
during the last two decades, only three economiesin Latin America managed in the ‘90s to outdo
the performance they had experienced under the inward-looking, populist policies of the past.
Chile remains a success, in part because it has taken a cooler attitude toward capital inflows than
the others. Uruguay looks shaky and is hardly an inspiring example in any case because its
growth rate has been anemic. And Argentina now lies in ruins. Its collapse reminds developing
nations in Latin America and elsewhere that they cannot postpone much longer the stark choice
they face. Either they will sacrifice sovereignty in a big way, or they will reassert it vigorously.”
Rodrik (2002)

Liliana Rojas-Suarez (senior fellow, Center for Global Development, formerly chief
economist for Latin America, Deutsche Bank, principal adviser to the chief economist,
Inter-American Development Bank, and deputy chief, Capital Markets and Financial
Studies Division, Resear ch Department, I nternational M onetary Fund)

“From 1990 to 2001, there was aso a third group, whose only member was Argentina. It
chose a currency board, implying that the solution was to get rid of monetary policy but preserve
the circulation of the domestic currency together with US dollars. Regardiess of the merits of
such aregime, the dramatic collapse of Argentina's currency board in early 2002 in the midst of
a severe economic, political, and financial crisis (whichmight rank as the deepest and costliest in
Latin American history) essentially has eliminated this regime from the viable alternatives for
the region.

“First, the Argentinean peso, pegged one to one to one to the U.S. dollar, experienced alarge real
appreciation when the dollar appreciated relative to European currencies (and since 1999 to the
euro). This hurt Argentina’s competitiveness with Europe, its major trading partner. Partly due to
the loss of international competitiveness, Argentina entered arecession and domestic investment
declined significantly.

“Second, in the midst of Argentina's recession, Brazil devalued against the U.S. dollar.
This devaluation implied that Brazilian consumers found imports from Argentina relatively more
expensive, while Brazilian products became relatively cheaper to Argentinean consumers.”
Rojas-Suarez (2003a, pp. 129, 142) (Brazil rather than Europe is Argentina's largest trading
partner.)

“Argentina, a country that kept a very restrictive exchange rate system in the form of a currency
board, for a decade displayed a dramatic slowdown in economic activity, especially relative to
those countries in the region with more flexible exchange rate regimes Indeed, Mexico and Peru,
the two countries that had a floating system before the eruption of the Russian crisis, experienced
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the least recessionary impacts from the crisis. As recession was associated with a decreased
capacity to service debt, sovereign spreads remained extremely high in Argentina al the way
through the country’ s debt moratorium in late 2001.” Rojas-Suarez (2003b, p. 381) (In fact,
Brazil rather than the euro zone is Argentina s major trading partner. There are many ways to
measure economic activity, but | know of none that would support the claim that Argentina’'s
slowdown in economic activity lasted for a whole decade. Argentina’'s GDP per person,
expressed in current U.S. dollars, grew 66 percent from 1990 to 2001. While less than Mexico's
growth of 99 percent, Argentina s growth was more than Peru’s rate of 56 percent. Figures are
from the International Monetary Fund’s World Economic Outlook database of September 2004.)

“| agree with Hausmann and Velasco’ s assessment of an overvalued exchange rate, ...

“If the potentia fragilities of the banking sector resulting from government actions had
been minimized, Argentina could (and should) have abandoned the convertibility law sometime
in late 2000 or early 2001. It was clear that the peso was severely overvalued and the resumption
of growth needed a correction of the misalignment. This, of course, does not mean that a
devaluation would have been sufficient. A comprehensive package, including a credible fiscal
program that incorporated a renegotiation of the tax-sharing agreement between the provinces
was necessary.” Rojas Suérez (2003c, pp.110, 116)

Andrew K. Rose frofessor of economic analysis and policy, University of California-
Berkeley)

“Some countries have experienced episodes of hyperinflation associated with loose fiscal policy
that have in turn led toward tighter monetary regimes. This is very relevant in practice for
currency boards; one thinks of Argentina as the quintessential example.” Fatas and Rose (2002,
p. 41)

See also Jeffrey A. Frankel.

Nouriel Roubini (@associate professor of economics and international business, New York
University, formerly [July 1999-June 2000] senior adviser to the under secretary for
inter national affairsand director, Office of Policy Development and Review, U.S. Treasury,
and senior economist, Council of Economic Advisers[1998-1999])

“The main conclusions of the paper are as follows:

1. The currency board regime and “convertibility” are effectively dead as severe capital
controls and restrictions on bank deposits (a partia freeze) have been imposed. The
country will have to move soon to a new foreign currency regime.

2. The only feasible currency regimes are either a move to a float (flexible exchange
rate) or dollarization.

3. Doallarization could occur at the current parity or after afinal devaluation.

4. In the short run the balance sheet effects of a depreciation/devaluation under a move
to afloat or a ‘dollarization cum devaluationi would be significant. Thus, a greater
debt writedown of government and private sector foreign currency liabilities would
become necessary if the change in currency regime is associated with a nominal and
real depreciation. Such debt writedown will be particularly messy and complex to
achieve for the private sector agents' dollar liabilities with the risk of severe real costs
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deriving from disorderly bankruptcies. Thus, some creative ex-ante solutions to
reduce such real costs are discussed and explored in the paper.

5. On the other hand, a rea depreciation is necessary to restore competitiveness as the
overall evidence suggests that currency is overvalued and the fundamental rea
exchange rate is dignificantly depreciated relative to its current value. Thus,
dollarizing at the current parity would be undesirable.

6. Balance sheet effects deriving from the real depreciation necessary to change relative
prices (real depreciation) would occur, in amounts similar to the regimes of float or
dollarization after final devaluation, even if Argentina dollarizes without first
devaluing; such effects would occur via the price deflation necessary to change
relative prices. Thus, dollarizing without devaluing will not prevent such balance
sheet effects from occurring and causing financial distress for agents whose relative
terms of trade have worsened for good. Thus, the argument that dollarizing at the
current parity avoids balance sheet effectsis flawed.

7. Extensive capital and exchange controls and a freeze of bank liabilities will be
necessary for quite a protracted period of time regardless of which new currency
regime is chosen. The loss of credibility in the financial system and the severe real
and financial distress of a wide range of financial and nonfinancial institutions will
require extensive controls to prevent a disorderly run on assets. But the restructuring
of various claims will be messy and prolonged in any case and scenario.

8. The country does not satisfy most of the criteria for optimal long run dollarization.
Thus, from along run perspective, dollarization risks to have more costs than benefits
even if, in the short run, dollarization may appear to be less risky than an outright
move to a float. As dollarization at the current parity does not prevent the balance
effects from occurring over time and it does not even solve the short run
competitiveness problem while it has also undesirable long run consequences, it is the
least desirable option.

9. Therisks of afloat are a possible return to high inflation and disorderly balance sheet
effects if the nominal and real exchange rates overshoot. But dollarization would not
be an optimal long-run strategy, even with a final devaluation before dollarization.
Thus, to float is the better strategy that the country should choose. While monetary
policy would be constrained in a float regime, in this regime the ability to change the
real exchange rate via a nominal depreciation would not be undermined even with
widespread liability dollarization. At the same time, the risks of a flexible exchange
rate regime could be minimized and monetary stability and low inflation ensured via
inflation targeting and the choice of a credible, independent and conservative central
banker.

10. Regardless of the new currency regime and the amount of debt
restructuring/reduction, radical economic reforms will have to be undertaken to
ensure long run fiscal discipline, openness to trade and structural changes in the
functioning of the state and greater structural flexibility of the economy.” Roubini
(20013, pp. 2-3)

“The only way the authorities could try to temporarily salvage the currency board’s peg parity

would be to maintain and extend the draconian capital and exchange controls and bank deposit
freeze imposed on December 1. But this solution means the effective death of the most crucial
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components of the currency board system (the “convertibility” of peso into dollars without any
capital account restrictions).” Roubini (2001a, p.4) (This is the closest Roubini comes to a
definition of a currency board and | regard it as deficient because it says nothing about foreign
reserves.)

“Some argue that competitiveness is not a big issue in Argentina today. The arguments
are a combination of the following points: there was not much overvauation in the first place
according to some measures; price deflation is already leading to real depreciation; wages are
faling in nominal and real terms faster than can be seen in actua numbers; export[s] were
growing fast until recently and the trade balance is already improving; a small open economy
with given terms of trade cannot affect them with a nominal depreciation; and the export to GDP
ratio is small (about 10%) so that a real depreciation will not stimulate net exports or growth
very much.

“l am not convinced by the above arguments and | believe that a significant real
depreciation is necessary.

“First of all, while different measures of the real exchange rate show different degrees of
overvaluation, several of them estimate it to be currently around 20%.

“Second, as the country has gone through three years of severe recession and low
investment, the fundamental real exchange rate may be more depreciated today than a measure
based on past historical average of the rea exchange rate would suggest. Only a sharp
depreciation will reduce the real price of physical assets and capital in Argentina to the point that
it will be convenient for foreign investors to buy such assets and start investing into more
productive capacity in the country. Also, only alarge real depreciation, even beyond the long run
equilibrium value, will stimulate competitiveness and growth. Argentina, as many other
emerging market economies that experienced a crisis, may need an ‘undervalued’ currency for a
while to restore growth. Thus, a large real depreciation is necessary.

“Third, prices and wages are faling but they are falling a very dow rate; it would take a
decade for a 20% overvaluation to be undone by deflation if prices and wages are falling at a 2%
rate per year.

“Fourth, the trade balance and current account of Argentina are improving but only
because the country is in a severe recession and thus imports and investment are sharply down.
While both Turkey and Argentina were running a 4% of GDP current account deficit in 2001,
Turkey was growing at 6% that year while Argentinas GDP was falling. Thus, the full-
employment trade deficit and current account deficit of Argertina are much larger than their
recession-depressed levels.

“Fifth, while a small open economy exporting raw materials cannot affect its terms of
trade, it can affect the domestic relative price of traded versus nontraded goods, i.e. the real
exchange rate, via a nomina depreciation; indeed commodity exporters such as Australia, New
Zeadland and Canada successfully adjusted to these terms of trade shocks in the last few years
through a nomina—and real—depreciation of their currencies.

“Finally, while curent trade shares are small, this does not imply that real depreciation
would not help. For one thing it did in the case of Russia, a country with as small a trade share as
Argentina. While exports may not grow very fast at first, they may over time as relative prices
change in their favor. Also, import competing sectors of the economy that are now subject to
sharp import good competition will benefit from the real depreciation and will grow, in the same
way in which unprofitable import competing firms in Russia became highly profitable after the
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ruble depreciation. And, as discussed above, a nominal depreciation will reduce the relative price
of nontraded to traded goods and will incentivate over time the alocation of resources and
investment in the traded sector.

“Also, if the country will face in the future real shocks that require a real depreciation,
dollarization (under either one of its two variants) will not be optimal and nominal exchange rate
flexibility may be necessary: Argentina will need monetary policy independence via the
existence of a local currency and the flexibility of a floating exchange rate. This is the main
argument for moving to a flexible exchange rate regime. In any case, the discussion above
suggests that, even if the country were to decide to dollarize, the competitiveness argument
would suggest that dollarization should occur after devaluation rather than at the current parity.”
(Roubini 2001bp. 14-15)

“Argentina s crisis sprang from four major vulnerabilities:

?The currency board tied the dollar to the peso [they mean ‘the peso to the dollar’],
resulting in an increasingly overvalued peso as the dollar appreciated and particularly after the
Brazilian real tumbled. Some of the significant overvaluation stemmed from inflationary inertia
in the currency board’s early years; but in the period immediately preceding the crisis, Argentina
was experiencing deflation, not inflation, as a way to undo the currency overvaluation.” Roubini
and Setser (2004, p. 65) (The other three vulnerabilities were external imbalances that were
increasingly difficult to finance, fiscal deficits, and dollarization of liabilities. In a footnote, the
authors cite work by other authors who tried to measure the extent of overvaluation.)

See dso Mark Allen.

Robert Rubin (formerly [1995-1999] Secretary, U.S. Treasury)
CNN BUSINESS DAY 06:00 am ET

February 1, 1999; Monday 6:14 am Eastern Time

Transcript # 99020102V 07

DEFTERIOS: Now, Argentina’s pressing ahead with thisidea of dollarizing its economy.
Is it redlistic after this 45-percent devaluation of the real in Brazil because of the competitive
advantage it gives to the Brazilian corporations? And as you know the trade between Brazil and
Argentina represents 75 percent of the MERCOSUR trade.

RUBIN: Well, 1 think the trading relationship is a complication, but | actually think they
are rather separate questions. On dollarization itself, though, that is an idea. That is not a project
that is underway.

DEFTERIOS: A redlistic idea, do you think?

RUBIN: | think it is far, far too premature to know whether--if the Argentinians wish to
pursue dollarization, whether that was something that could realistically be worked out between
the United States and Argentina

This was an idea that was advanced, but it's not an idea that is being developed at the
present time in the kind of ways you'd need to determine whether or not to proceed.

DEFTERIOS: The dollar peg and the currency board in Argentina has been extremely
strong, very successful.

RUBIN: Yesit has.

DEFTERIOS: Can that withstand this pressure from Brazil and perhaps Mexico, who
have gone, of course, to the floating exchange rates?
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RUBIN: | think all one can do is describe what's happened so far, and as you say, the
currency board has been very successful in Argentina. And thus far, | think it would be fair to
say that in both Argentina and Mexico the problems in Brazil seem not to have had a material
effect.

(Rubin is not an economist, but this item is included because of his official position as Secretary
of the Treasury at the time.)

Jeffrey D. Sachs (director, Earth Institute, Columbia University, formerly professor of
economics, Harvard University)

“The article by Philippe Legrain, ‘Baltic states varied roads to freedoni (June 21)
included a misinformed criticism of Estonia’s currency board system, in which the exchange rate
of the Estonian kroon is pegged to the DMark, and the central bank abjures domestic credit
expansion. Legrain alleged that Estonia’s currency arrangements were leading to high inflation
and currency overvaluation. This is an odd charge, since similar currency systems, such as in
Argentina and Hong Kong, have underpinned price stability.

“Legrain seems to have extrapolated from a single month's price increase, 8.9 per cent in
March, to reach broad and unfounded conclusions. The March price increase resulted mainly
from the elimination of subsidies on various service-sector prices, such as public transportation.
Since March, Estonia’s inflation has been among the very lowest of the post-communist
economies, registering just 0.7 per cent in the month of June, and just 5 per cent for the entire
second quarter.

“The fact is that the currency board has performed as expected, as we have shown in a
detailed comparison of the Baltic state’s monetary arrangements. The Estonian currency board
has provided a firm anchor to Estonia’s traded goods prices, which cover a large proportion of
Estonia s small open economy. As expected, nontraded goods prices have risen faster than
traded goods prices, partly as the result of the end of price controls, and partly as the
consequence of rapid productivity improvements in the tradeable sector, which have pushed up
Estonia s wages in D-Mark or dollar terms.

“The kroon is hardly becoming overvalued as a result of these wage increases, however,
especially since dollar wage levels were remarkably low at the start of Estonias reforms.
Estonia s average industrial wage is currently about $ 120 a month, making Estonia highly
competitive in attracting foreign capital, especially as an export platform to western Europe. This
is why European, and especially Scandinavian, investors are setting up production operations in
Estonia at aremarkable pace.

“What Mr Legrain failed to recognise is that Estonia’s currency stability and strict
monetary discipline have contributed to solid investor confidence, low interest rates and renewed
economic growth, the highest in the Baltics and perhaps the highest of al the economies in
trangtion in 1994. It is no wonder that Lithuania changed over to Estonia’s currency board
arrangements in April, and that Latvia has also recently abandoned its floating exchange rate
policy in favour of a pegged exchange rate, though without the firm backing (and thus the main
benefits) of the stricter currency board system.” Hansson and Sachs (1994)

“Argentina’ s economic development is being jeopardised by a lack of export policies, a
Harvard economist has warned local bankers.
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“Mr Jeffrey Sachs, best known for his work advising governments in Latin America and
Eastern Europe, welcomed the country's recent economic performance, but said progress was not
sustainable without a higher rate of export growth.

“"Where is the long-term export growth going to come from? he asked in a speech to the
Argentine bankers association this week. ‘If | were an officia in a country so dependent on
foreign capital, | would be worrying night and day about this.’

“Argentina was still one of the most closed economies in the world, Mr Sachs said.

“Exports as a percentage of gross domestic product were only 9 per cent, the second-
lowest among major countries. Only Brazil was lower.

“’Argentina says it is doing fine by exporting to Brazil, Brazil says it is doing fine
exporting to Argentina, but when is Mercosur going to start exporting to the rest of the world?”
he asked.

“Argentina’ s exports grew 14 per cent last year to $ 23.8bn, and are forecast to grow 10
per cent or more this year. Last year athird of exports went to Mercosur, the customs union that
groups Argentina, Brazil, Paraguay and Uruguay, with Bolivia and Chile as associates.

“The rise in exports was based in traditional and primary sectors such as agriculture and
energy, Mr Sachs said. The country had to diversify, and the government and the private sector
had to work together to improve infrastructure and the education system.

“’Ideas and science and high technology’ must be at the core of future export efforts.

“Pointing to weaknesses in Argentinas institutions, Mr Sachs said export-led growth aso
required the rule of law, with low levels of corruption and an independent judiciary.

“Argentina’ s privatisation policies had been * smart and successful,” and there had been a
lot of progressin fiscal policy. ‘Fiscal policy islessin crisis here than in many other parts of the
world,” especially western Europe, he said.

“But two other initiatives were extremely important for rapid growth—Ilabour flexibility
and tax reform. But reform efforts had become highly politicised and apparently stalemated, he
said.” Sachs (1997)

“As Mr. Sachs of Harvard put it, ‘A major financial crisis in Brazil would take Argentina with
it.”” Sachs (1998a)

“Sachs vigoroudly objects to controls on the outflow of money, which he says will
damage countries that impose them and, probably, the world economy. His advice to Brazil: Stop
defending the real. Just let it fall. Shrink the budget deficit, but avoid the lofty interest rates
needed to protect the currency. ‘ Anybody with money in Brazil isit very enamored with this,’
he says. ‘One by one, countries are being knocked off the dollar standard. Those who are pushed
off in times of crisis—Ilike those who stayed on the gold standard until the bitter end—are hurt
most.’

“Despite worries to the contrary in Washington and in Latin capitals, a Brazilian
devaluation wouldrit necessarily lead to high inflation or do much damage to Mexico or Chile,
Sachs says. It would pose a big problem for Argentina, whose currency is tied tightly to the
dollar, but Sachs says dozens of other lands shouldrit be forced into deep recessions to preserve
fixed exchange rates in two places, Argentina and Hong Kong.” Sachs (1998b)

“Jeffrey Sachs, director of the Harvard Institute for International Development, argues
that fixed rates do not work well with unlimited capital flows. His answer is to let currencies
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float. ‘ There was a role for fixed rates in countries like Argentina and Brazil when they had to
break hyperinflation and prove to investors that monetary policy would not repeat the blunders of
the past,’ le said. ‘The mistake was holding onto the fixed rates. They become a trap if kept
longer than necessary, say 18 months or so.”” Sachs (1998c)

“The stabilization may also lead to a consumption boom, as a result of the elimination of the
inflation tax (this occurred strongly in Argentina and Brazil).

“This pattern of appreciation followed by market pressures for real depreciation seems to
have been the pattern in Argentina, Brazil, and Mexico, as well asin the developing countries of
East Asia.

..."Perhaps Argentina and Hong Kong will prove to have a more credible peg, as a result
of the ingtitutional arrangements of the currency board system Both economies have
demonstrated the willingness to ‘walk through fire' to defend the peg; and both countries have
implicit external backers of the currency regime (the United States and IMF in the case of
Argentina; Chinain the case of Hong Kong). In any event, time will tell.” Sachs (19993, p. 383)

“Both the extent and significance of peso overvaluation is a matter of fierce debate.
Jeffrey Sachs, the Harvard economist, has called the peso ‘chronically overvalued'. But a report
last month from Dresdner Kleinwort Benson estimates that the peso is overvalued by about 15
per cent. Any decline in the dollar would bring some immediate relief.” Sachs (1999b)

“A currency board is an even tighter form of pegged rate discipline, since the central bank is not
allowed to issue credits to the government or to the private sector.

“Very few countries fit this profile [that woud make them good candidates for full
dollarization]; Mexico and Argentina certainly do not. Both countries have relatively inflexible
economies and heavy commodity dependence. They face shocks quite different from those that
hit the United States and therefore might need monetary policies quite distinct from those of the
United States. Argentina has been on a kind of dollar standard since April 1991, when the
Argentine peso was pegged one-to-one with the dollar. In spite of some significant
achievements, Argentina experienced a sharp recession in 1995 following the Mexican peso
crisisand is currently enduring another one. The objective conditions call for monetary ease, but
Argentina s pegged rate will not alow it. Mexico had a pegged rate until December 1994, when
the rate was destabilized by a combination of economic shocks and inconsistent monetary
policies, which caused the country to run out of foreign exchange reserves. Since 1995, Mexico
has operated a floating exchange rate system. In 1999, it was able to absorb shocks in world
markets by allowing its currency to depreciate rather than by tightening monetary policy (as
Argentina did). The result is that Mexico continues to enjoy economic growth in 1999, even as
Argentina sinks deeper into recession.

“...Argentina and Brazil would seem to have a common monetary stake: The
depreciation of the Brazilian rea early in 1999 threw Argentina into a very deep recession. And
yet, Argentina apparently remains wedded to fixed parity with the U.S. dollar, if not outright
dollarization. Brazil seems to many Argentines to be an unlikely, and unworthy, monetary
partner. The probable result is a floating real in Brazil, an overvalued peso in Argentina, and
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little movement toward either dollarization or regionaization of the national currencies.” Sachs
and Larrain (1999, pp. 81-2, 88, 90)

“He next lets loose against Argentina’s convertibility plan that pegs one peso to one
dollar. Sachsis not afan of fixed exchange rates.

“It’s like putting a straitjacket on a mad economy,” he said. ‘ That is only good for a mad
economy, not a normal one. This is the second deep recession in four years. | don't think it is a
lesson for other countries.”” Sachs (1999c)

“’This rescue, unfortunately, isn't going to do much good because when it’s al used up,
Argentina will still be stuck with the same uncompetitive economy it was before,” agreed Jeffrey
Sachs, an international economist at Harvard University.” Sachs (2000)

“Ironically, today's crisis has its roots in the dramatic steps that Economy Minister
Domingo Cavallo used to rescue the economy a decade ago. At that time, Argentina had a legacy
of decades of hyperinflation. The currency was considered ajoke. In April 1991, the rules of the
game were changed, supposedly forever. Under Cavallo’s magic wand, the government got an
exhausted population to accept real budget cutting. The Argentine central bank said it would no
longer print pesos that were not backed by U.S. dollars. In fact, it said, it would only buy or sell
pesos for dollars at a fixed exchange rate of one peso per $ 1. Since the central bank owned
enough dollars at the time to back each peso in circulation, and since it promised never again to
print unbacked pesos, the bank was able to launch Argentina into the brave new world of
‘convertibility,” Cavallo’s plan to make the peso as solid as the U.S. dollar.

“The drastic step certainly worked in the short term. Inflation ended. Investors poured
money into the country. The peso held its value vis-a-vis the dollar.

“The problem was that the Argentine economy was not nearly as strong as the U.S.
economy. The U.S. technology boom of the 1990s sent the value of the dollar soaring against
other currencies, as investors from all over the world flocked into U.S. financial markets. But as
the dollar strengthened against the euro and other major currencies, so did the Argentine peso,
raising the price of the country’'s exports. Argentina’s low-tech economy was not able to sustain
sufficient export growth. The coup de grace came when Argentina s neighbor Brazil devalued its
currency in January 1999. Suddenly Argentina couldn't even export successfully to its next-door
neighbor and most important trading partner.

“Ever since the Brazilian devaluation, Argentina has been in a deepening recession.
Earlier this year, investors in droves started to withdraw funds from the country. Cavalo was
again brought in to head the economic team, but this time the magiciaris hands were tied too
tightly by his convertibility principle. All his considerable charm and razzle-dazzle couldn't
convince investors that Argentina is competitive enough to grow its way out of the current crisis,
especially as the dollar continues to strengthen and the world economy slows down. Investors
have effectively gone on strike, becoming unwilling to renew their loans to Argentinas
government as those loans fall due except at sky- high interest rates.

“Cavallo’s response last week of a call for drastic budget austerity probably won't fly.
Argentines who have lived with austerity for years are unlikely to tolerate more. The federal
budget that Cavallo wantsto slice is simply not that bloated, and the proposed budget cuts would
probably cut to the bone health, education and other social services. Social unrest--a general
grike, early resignation of the government, violence in the streets--surely could not be ruled out.
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“Sometime soon Argentina will probably have to acknowledge that the peso carit stay as
strong as the U.S. dollar if the country is to resume economic growth But devaluation is a
treacherous decision too. Prices will jump as a result; many firms that borrowed in dollars will
go broke; and a public that for a decade was told that the currency would never again be
devalued will be deeply embittered.

“In much the same fashion, a unilateral rescheduling of government payments on the
foreign debt would provoke severe recriminations within Argentina and throughout the world. A
currency devaluation and debt rescheduling may be necessary for Argentina’s eventual recovery,
yet such steps will be no less jolting in the shorter run.

“The fact is that Argentina’s core economic weaknesses won't be solved in the foreign
exchange and debt markets. The country’s deeper problem is that it is stuck in a technologically
laggard economy while the U.S. and other successful nations are achieving their strength through
scientific and technological advances. Argentinas long-term economic progress will depend on
generating a new ethos of competitiveness built on research and development and greater
investments in education. But between here and there lies an abyss that must be crossed.” Sachs
2001a)

“Leading U.S. economist Jeffrey Sachs said yesterday the debt crisis rocking Argentinais
due more to ‘ self-fulfilling panic’ among creditors than fundamental problems in the Argentine
economy. ‘ The situation is not truly as bad as it looks, but if the panic continues on financial
markets, it will be,” Sachs, director of the Center for International Development at Harvard
University, told a business conference in Buenos Aires. ‘It's a sdlf-fulfilling panic.’” Sachs
(2001b) (At the same conference, Sachs also said that he would “lean toward” dollarization, but
Nexis contained no first- hand report on this comment.)

“Argentina, which has tied the value of its peso to the dollar, is near a collapse of its
currency, and a complete loss of confidence in the banking sector, Sachs said.

‘The last two months in Argentina could not have been more poorly managed,” he said.
‘What they have done is destroyed whatever remaining reserve of confidence and credibility
there was built up over 10 years, and this is going to have very severe long-term consequences.’”
Sachs (2001d)

“Jeffrey Sachs, a Harvard University economist who met informally with Argentine
finance minister Domingo Cavallo six weeks ago, said ‘there are no good options left” for the
country.

“’He told me what he was doing and | told him | thought something more drastic was
needed,” Sachs said of Cavallo, who resigned amid last week’s turmoail. ‘ The one drastic thing he
decided to do, freezing peoples bank accounts, | would have argued against. Now, Argentina has
nothing but miserable prospects going forward.’

“Argentina’ s economy eventually will recover, Sachs predicted. But the complete lack of
confidence in Argentina’s government and financial system both domestically and abroad will
take along timeto reverse.

“’Argentina is in a profound crisis of confidence,” Sachs added. ‘ They need a Roosevelt
to come in and tell them that the biggest thing they have to fear is fear itself, but | don't see it

happening quickly.’
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“Argentina linked its currency to the dollar in 1991, hoping to end decades of
hyperinflation and the resulting boom-and-bust swings in the economy. The fix worked, to the
extent that inflation fell from thousands of percentage points a year during the 1980s to single
digitsin the 1990s.

“The price, though, turned out to be steep. By keeping the peso valued higher on foreign-
exchange markets than it would have been naturally, Argentina unintentionally made the
products made by its companies more expensive in foreign markets.

“Rodriguez Saa, a member of the Peronist party, is expected to declare a moratorium on
repaying the country s debts and vowed to try to keep a key economic law pegging the Argentine
peso to the US dollar—something a majority of Argentines support. He also was considering
easing banking restrictions imposed by the de la Rua government that limited Argentines to
withdrawing $1,000 each month from their accounts.

“Specialists like Sachs said Argentina will have no choice but to let the peso float free on
the world currency-exchange markets, although that might leave the country vulnerable to
fluctuating prices and even inflation.” Sachs (2001e)

“| think the IMF didn’'t do anything wrong in this case,’ said Jeffrey Sachs, director of
Harvard University's Center for International Development, who in the past has been one of the
harshest critics of the fund and the Treasury. ‘ The Argentines led the way and called the shots,
but what they wanted to do was just impossible.’” Sachs (2002a)

“In the end, the economy collapsed because of a lack of trust, as well as a lack of
competitiveness. In other words, Argentine goods were expensive, and that was weakening their
exports. But more dramatically than that, people didn’t trust the currency, so they fled from
pesos. People didn’'t trust the government, so they fled from government bonds. People didn’t
trust the banks, so they fled from bank deposits.” Sachs (2002b)

“The case for devaluation is clear enough. The Argentine peso was not only under attack;
it was overvalued. For once, the speculators had a clear foothold in macroeconomic reality. Once
Brazil’s overvalued currency was allowed to depreciate in February 1999, Argentina’s currency
board simply lost its credibility.

“The aternative of dollarization had a serious downside, to be sure. The peso was
overvalued and dollarization would have meant a fitful and prolonged reversal of the
overvaluation. Nevertheless, it would likely have been preferable.

“More important, dollarisation would have accomplished something that Argentine
governments have not done in more than a century: it would have enabled them to follow
through on a commitment to protect the value of the currency.” Sachs (2002c)

“Q. Do you think it was right not to bail out Argentina?

“A. The basic decision that the IMF and the Bush administration took was correct to say
on the issue of the big external debt that if Argentina defaulted, then it should work out the
arrangements with the creditors. If it had a better structured policy, it might make sense to lend
some money to Argentina, not to repay the old creditors, but actually just to keep the country
running in this period.

153



“So far, the policies that have been put forward, however, are not credible enough in my
opinion to justify a new--even a modest--expenditure of funds until things get straightened out
more than they have so far.” Sachs (2002d)

“That decade [the 1990s] was truly a period of reform. Drastic actions were taken to open
the economy to trade, clean up budgets and end hyperinflation. Ironically, one of these actions--
pegging the Argentine peso to the U.S. dollar on a one-to-one basis--also proved to be a key
reason for the current collapse. The Argentine economy, for all its real reforms, was not powerful
enough to support a currency tightly pegged to the dollar. If the peso had been allowed to
weaken gradualy in the 1990s, rather than in an abrupt crash this month, Argentina's exports
and economic growth might have lifted off.

“Argentinais once again staggering out of an economic wreck and will be dazed for quite
a while. Matters are far from hopeless, but only if its leaders understand clearly what has
happened. Rather than ranting about the ills of free markets, Argentines should ask how they can
become more competitive in a high-tech world economy. Closing the borders to world trade
won't do it. Populist wage demands won't do it. Argentina needs a national strategy built on
competitive businesses and on a government dedicated to education and knowledge as the
mainsprings of long-term growth.

“In the short term, three factors will be key. First, Argentina has suspended its debt
payments to foreign creditors. This unfortunate but necessary step will give the country some
breathing space to recover. The debt-service payments in recent years have accounted for more
than the entire budget deficit, so the budget savings following the suspension of payments will be
significant. Second, the devaluation of the exchange rate will enrage middle-class savers, cheated
again of their savings. But it will also give some breathing room to exporters. | favored
dollarization (replacing pesos with dollars) over devaluation, since | believed it important for
Argentina to carry through on its commitment to a stable money, using other measures to re-
establish competitiveness. Still, devaluation may prove beneficia if the government can respond
well to the understandable popular rage.

“Third and most important will be the quality of political leadership. If the new
leadership treats this crisis as an opportunity for turning away from the world economy, then the
damage will be severe. If the crisis provokes a mature recognition of Argentina’ s need to deepen
its connections with a knowledge-based, high-tech world economy, then the crisis could yet
prove to be the start of Argentina's long-awaited economic takeoff.” Sachs (2002¢€)

“Sachs and Hausmann are dropping their opposition to dollarization. Sachs said in aBBC
interview in February, ‘I do not like dollarization in general, and | did not like convertibility. But
| believe that after 10 years of promises, those promises should be worth something. | am not
optimistic about the current government.” Hausmann proposed last October that the government
allow the peso to float and convert all debt ‘into inflationindexed pesos, at today's exchange rate
of one peso for one dollar. All other contractual terms, including maturity and interest rates,
would remain the same.” He now says dollarization would be ‘an admission of defeat’ but that
the government has no alternative.” Sachs (2002f, electronic source, no page numbers)

“When Argentina’s financial crisis first exploded, | pinned the primary responsibility on
Argertina itself, rather than on international institutions such as the IMF. Now, half-a year later,
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the balance of responsibility needs to be reconsidered. Even though Argentina is, in the last
analysis, mainly responsibility for its fate, the IMF is not helping.

“The problem is not only, or even mainly, the IMF's delay in providing money to
Argentina. The bigger problem is the paucity of correct ideas coming from the IMF. The IMF
lacks a clear idea about what to do in Argentina. It continues to pound on one theme aone: that
Argentina s economic crisis is the result of fiscal profligacy, the result of a government living
beyond its means. So it emphasises the need for Argentina to cut budget expenditures.

“As Argentina's crisis worsens, indeed with output possibly collapsing by 10 to 15 per
cent this year and with unemployment soaring, the IMF keeps asking for deeper cuts. This is
something like the 18th century medical practice in which doctors ‘treated’ feverish patients by
drawing blood from them, weakening the patients further and frequently hastening their deaths.

“This IMF approach was abandoned in rich countries about 70 years ago during the Great
Depression. When output crumbled due to a profound banking and financial crisis (linked to the
collapse of the gold standard), tax revenues plummeted in the US and Europe, and conservative
governments tried to cut budget spending to limit budget deficits.

“As they cut, output fell further and economic misery deepened. In 1936, John Maynard
Keynes demonstrated the futility of trying to balance the budget in the midst of an economic
depression.

“The IMF is tragically ignoring this logic in Argentina. Argentina's widening budget
deficit is mainly the result of its economic collapse since 1999, not the cause of it. The deficit
was relatively mild until 1999, when the economy went into recession.

“Yes, budgetary waste exists, but it is not the cause of an extreme macroeconomic crisis.
The recession was mainly caused not by budgetary spending, but rather by Brazil’s sharp
devaluation of its currency in February 1999, a step which made Argentina’s own peso
uncompetitive and led investors (rightly, it turned out) to expect a smilar devauation in
Argentina.

“As investors fled the country because of fear of devaluation (in a period in which the
Argentine government was promising never to devalue the peso, fixed at one-to-one with the US
dollar), interest rates rose and bank deposits fell. This deepened the recession in 2000 and 2001
and led to a rising budget deficit because of declining tax revenues. Argentina’s government of
the time (under President de la Rua) and the IMF tried the Depressionera false "cure" of budget
cuts, but there was no way that austerity could keep up with falling tax revenues. The budget
deficit continued to widen as the economy collapsed.

“The correct approach to solving Argentina's problems in 2001, and now, would have
been to end speculation over devaluation. | favoured the approach of ‘dollarisation’, or replacing
the peso by the US dollar and thereby ending the fear of a future change of the exchange rate.

“Instead, the government closed down the banking system, so that depositors could no
longer convert their pesos into dollars. Closure of the banking system led to a full collapse of
confidence in the country. Now, Argentines are emigrating to Europe and the US in large
numbers and are trying to convert pesos to dollars at any opportunity. The peso is collapsing in
value, and the bank system remains frozen. The economy is ‘dead in the water’.

“The correct move now is to restore confidence in the banking system and the currency.
This can best be accomplished by dollarising the economy, just as Argentina should have done
last autumn. In addition, the international community should offer emergency funding to help
provide deposit insurance for the banking system, thereby re-establishing a modicum of
confidence in financial institutions.”
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“International banks in Argentina should work with the government to restore banking
functions within days, not months. Argentina should be given a year's full suspension of
payments on its foreign debts, to be followed by a deep reduction in overall indebtedness. With
banks reopened, a currency that works, and suspension of debt servicing, some short-term IMF
loans could boost confidence and help the country overcome its crisis of confidence. Only then
should the Government pledge a responsible path of budget spending, but not extreme cuts.

“Instead, the IMF recommends antiquated and phoney solutions. By focusing on the
budget deficit, it is chasing symptoms, not causes. It is putting forward economically and
politically impossible recommendations, telling Argentina to cut public services to the extreme,
when schools and hospitals are aready on the verge of collapse.

“For centuries, doctors weakened or killed their patients in large numbers through
bleeding, until medicine became a science. It is high time the IMF approached its mission
scientifically and recognised that it is on the wrong track in Argentina. As aresult, the IMF must
increasingly share responsibility and blame for Argentina’ s havoc.” Sachs (20029)

“AsMr. O'Nelll [US Secretary of the Treasury] and the International Monetary Fund see
it, Argentina is a victim of its own profligacy and must cut spending until no budget deficit
remains. But Jeffrey D. Sachs, an economics professor at Columbia University who has advised
several third world governments, compares that prescription to the medieval medical procedure
of bleeding sick patients, noting that advanced economies like that of the United States
abandoned such practices long ago.

“’They are telling Argentina to take a depression as a given and, since tax revenues aren't
being collected anymore, to adjust their spending down to that level,” Professor Sachs said.
‘They are not thinking straight at all. That’s Herbert Hoover economics.” Sachs (2002h) (It is
hard to see how this fits with his recommendation to dollarize.)

Dominick Salvatore (professor of economics, Fordham Univer sity)

“Looking at individual countries, we find that Argentina’ s weakness comes from its low
rate of savings, overvalued currency, high ratio of total external debt to GDP, and debt service
payments to international reserves.” Salvatore (1998, p.18) (Note that this was written before the
depression of 1998-2002. | assume, though, that Salvatore would consider that the currency
remained overvalued. Salvatore gives a specific definition of overvaluation)

“As a way to effectively combat inflation, a number of countries (among which are
Argentina, Estonia, Lithuania, and Hong Kong) have established currency boards. These
operate in a way analogous to the gold standard in that they require 100 percent international-
reserve backing of the money supply by the nation. Thus, the nation gives up control over its
money supply. That is, the nation’s money supply increases or declines only in response to a
balance-of-payments surplus and inflow of international reserves or a baance-of-payments
deficit and outflow of international reserves, respectively, without any possibility of
sterilization” Salvatore (2001, p. 575) (Compare this with Salvatore 2004b below, the next
edition of the same textbook.)

“Argentina had a currency board from 1991 until the beginning of 2002, and this

operated reasonably well until 1999, when Brazil was forced first to devalue the rea and then
allow it to sharply depreciate. With the peso rigidly tied to the dollar, Argentina suffered a huge
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loss of international competitiveness vis-a-vis Brazil (its largest trading partner) and plunged into
recession. Besides having a grossly overvalued currency, Argentina also had an out-of-control
budget deficit, and these resulted in a serious economic and financia crisis in the fall of 2001.
Tightening up its public finances in order to encourage foreign investment only deepened the
recession without succeeding in attracting many more foreign investors because of the fear that
Argentina would abandon its currency board and devalue the peso.” Salvatore (2003, p. 201)

“And now that Argentina's currency board, the world’'s most highly touted, has teetered and
tumbled in early 2002, the dollarization debate is more intense than ever:...

“Argent'i'ﬁa’s currency board has indeed led to increased labor market flexibility. But the
magnitude of increased flexibility has been insufficient to avoid a deep and prolonged
recession.” Salvatore, Dean, and Willett (2003, pp. 4, 8)

“Currency board arrangements (CBAS) are the most extreme form of exchange rate
peg (fixed exchange rate system), short of adopting a common currency or dollarizing (i.e.,
adopting the dollar as the nation’s currency). Under CBAS, the nation rigidly fixes (often by law)
the exchange rate of its currency to aforeign currency, SDR, or composite, and its central bank
ceases to operate as such. CBAs are similar to the gold standard in that they require 100 percent
international reserve backing of the nation’s money supply. Thus, the nation gives up control
over its money supply, and the central bank abdicates its function of conducting an independent
monetary policy. With a CBA the nation’s money supply increases or decreases, respectively,
only in response to a balance-of-payments surplus and inflow of international reserves or to a
balance-of-payments deficit and ouflow of internationa reserves. As a result, the nation's
inflation and interest rates are determined, for the most part, by conditions in the ountry against
whose currency the nation pegged or fixed its currency.

“Case Study 20-5 Argentina’s Currency Board Arrangement and Crisis [box title]

“Argentina had a currency board from 1991 until the end of 2001, when it collapsed in
the fact of a deep economic crisis. Argentina's CBA operated reasonably well until 1999 when
Brazil was forced first to devalue its currency (the real) and then to alow it to depreciate sharply.
With the peso rigidly tied to the dollar, Argentina suffered a huge loss of international
competitiveness vis-a-vis Brazil (its largest trade partner) and plunged into recession. But having
a grossly overvalued currency was not the only problem facing Argentina. Even more serious
was its out-of-control budget deficit. Argentina was simply living beyond its possibilities, and
this was unsustainable....

“This left Argentina only two choices. devalue the peso or fully dollarization....As it
was, in January 2002, Argentina defaulted on its huge foreign debt and was forced to abandon its
currency board and devalue the peso, and then let it float.” Salvatore (2004b, pp. 715, 716).
(Salvatore implies thet dollarization was feasible. The implication that a gold standard requires
100 percent backing in international reserves is incorrect. Few countries that have adhered to a
gold standard have backed the monetary base 100 percent with gold. Salvatore should have
specified the monetary base rather than using the vague phrase “the nation’s money supply,”
which could apply to broader monetary aggregates.)
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Paul A. Samuelson (professor emeritus of economics, Massachusetts Institute of
Technology, Nobel Memorial Prize winner)

“Consider the case of Argentina. Argentina has a currency board and can even formalize
that and use the U.S. dollar as its currency. | would not add, in a guess of growth rates in
Argentina, a half of one percent a year extra growth catch-up on the U.S. because of its currency
board.” Samuelson (2002, p. 36)

Miguel A. Savastano (I nternational Monetary Fund)
See Sebastian Edwards; Barry Eichengreen; Frederic S. Mishkin; Carmen M. Reinhart.

Sergio L. Schmukler (Development Research Group, World Bank)

“The present paper sheds new light on these strands of the international finance literature
by providing a comprehensive characterization of the currency premium in two currency boards,
Argentina and Hong Kong.

“The currency board in Argentina offers fruitful ground to study the behavior of the
currency premium. On April 1, 1991, the Convertibility Law established the unrestricted
convertibility of the peso into U.S. dollars at a fixed rate of 1 to 1 for both current and capital
account transactions. The convertibility of the peso and its parity were defined by law; any
modifications needed to be approved by Congress.

[Footnote to the last sentence:] “The law required the central bank to hold an amount of
dollars equal to the entire monetary base at all times, although a limited proportion of this
backing could be held in domestic government bonds. For this reason, some argue that the
Argentine scheme was not a currency board in a strict sense. The currency board lasted until
January 2002, when the financial crises prompted the devaluation and floating of the peso.”
Schmukler and Servén (2002, working paper version, pp. 4, 15) (The authors never define a
currency board explicitly. The footnote offers an implicit though only partial definition, so |
consder it deficient.)

See also Augusto de la Torre.

Kurt Schuler (international economist, U.S. Treasury, formerly [1999-2004] senior
economist, Joint Economic Committee, U.S. Congress)

“A currency board is a monetary authority that issues notes, coins, and in some cases deposits,
fully backed by assets in aforeign anchor currency and fully convertible into the anchor currency
at a fixed exchange rate and on demand. A typical, orthodox currency board holds foreign
reserves, such as foreign bords, equal to 100 per cent of its liabilities (or in some historical cases
up to 115 per cent), as set by law. It has no ability to conduct open market operations, establish
required reserve ratios for commercial banks, or engage in other discretionary monetary
policies....Hong Kong is the most noteworthy largely orthodox currency board system today,
although since 1989 the government of Hong Kong has introduced elements of discretion. In
1991, Argentina established a currency board-like system that allows for more discretion in
monetary policy than an orthodox currency board system. Estonia followed suit in 1992 and
Lithuaniain 1994.” Schuler (1996, p. 15)
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“In 1990 currency boards existed only in Hong Kong and in a few other, smaller
colonies. The currency board system seemed headed for extinction or at least perpetua
obscurity. Since then, a remarkable revival of interest in currency boards has occurred.
Argentina, Estonia, Lithuania, Bulgaria, and Bosnia--independent countries all--have established
currency board-like systems that have some but not all features of orthodox currency boards.”
Schuler (1997, p. 103) (A footnote on the same page defines what characterizes an orthodox
currency board. It also says, “Unlike orthodox currency boards, the currency board-like systems
allow for considerable discretionary power in monetary policy; however, they are more like
orthodox currency boards than like typical central banks.”)

“Currency board-like systems are monetary authorities that maintain rigid exchange rates, but
unlike orthodox currency boards they may hold foreign reserves as low as 50 percent of total
liabilities (rather than 100 percent) and they have some discretionary powers.” Schuler (1999, p.
84) (Page 87 lists Argentina as being among the currency board- like systems.)

“The policies Argentina has followed have led its economy into a dead end. Rather [than]
try more of the same—more tinkering to introduce some ‘flexibility' into the exchange rate and
more tax increases—it is time to consider a much different approach. This memo explains how
Argentina can make a U-turn out of its dead end by implementing the following main policies:

Officially replace the peso with the U.S. dollar.

State emphatically that the government will not seize bank deposits.

Cut tax rates, in particular for the value-added tax, payroll taxes, and the financia
transactions tax, and express a commitment to cutting taxes in years to come.

“The success or failure of any package of policies will depend on Argentina, not on
any outside party. Even so, the United States can offer modest help by:

Offering to share additional seigniorage that would arise were Argentina to
replace the peso with the U.S. dollar.

“The IMF can help by:

Linking new loans to Argentina, if any, to reductions rather than increases in tax
rates.

“Spillover from debt problems to the currency. Concerns about the government debt
have spilled over to the currency because people are concerned that the government may devalue
the peso, as so many previous Argentine governments have done. Problems with the currency
have arisen because Argentinas monetary system, dubbed ‘convertibility,” is an unorthodox,
currency board- like system with peculiar features rather than a smple, orthodox currency board.
The unorthodox features of the system have caused misunderstandings about how the monetary
system works and have created fears that the government might use the unorthodox features of
the system to return to standard central banking, which in Argentina has a terrible record.
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“Officia dollarization is feasible immediately from a technical standpoint. As of August
10, the central bank had monetary liabilities of 15.887 billion pesos. Its assets were foreign
reserves of 15.549 hillion pesos, Argentine government bonds of 1.751 billion pesos, and loans
to banks of 1.306 billion pesos. The foreign reserves are almost sufficient to convert all monetary
liabilities to dollars immediately. (Here is an example of how the convertibility system is not an
orthodox currency board: an orthodox currency board would have foreign reserves as its only
financial asset and the reserves would be equal to or just dightly greater than monetary
liabilities.) Calling in some of the loans to banks would reduce monetary liabilities below the
level of foreign reserves.

“Although official dollarization would be best, a nearly complete unofficial dollarization
is feasible without any change in laws. The central bank could ssmply cease issuing new pesos
and redeem its existing monetary liabilities in dollars as a purely administrative measure.

“I's the peso overvalued? Many people think the peso should be floated because it is
allegedly overvalued. There are two senses in which the peso could be overvalued. In the more
precise sense, it would be overvalued if at the existing exchange rate, demand to sell pesos
exceeds the willingness of the central bank to buy pesos. To the extent that the Argentine central
bank acts like an orthodox currency board and holds foreign reserves exceeding its monetary
liabilities, overvaluation in this sense cannot occur. The peso can no more be overvalued in
relation to the U.S. dollar than a U.S. dollar in California can be overvalued in relation to a U.S.
dollar in New Y ork.

“The other sense in which the peso could be overvalued is that its anchor currency, the
dollar, could be experiencing deflation because the dollar monetary base is not growing as fast as
noninflationary demand. Economists do not agree whether the Federal Reserve is being too tight
or just right with monetary policy a the moment. However, the important question is not
whether the Fed is a bit too tight now, but whether with a floating exchange rate Argentina
would make fewer mistakes than the Fed. Argentina established the convertibility system
precisely because its mistakes under a floating exchange rate had been disastrous.

“A classic sign of overvaluation is that exports decline. Argentinas exports have
increased every year for the past decade except 1999, when Brazil, its largest trading partner,
suffered a currency crisis. Exports increased during the first quarter of 2000 (the latest period for
which data are available) even though the Brazilian real depreciated about 9 percent against the
peso. The export sector has been one of the few bright spots in the Argentine economy. ”

Schuler (2001b, electronic text, no pages)

See also some articles with Steve H. Hanke.

Anna J. Schwartz (resear ch associate, National Bureau of Economic Resear ch, and adjunct
professor of economics, Graduate School of the City University of New York)

“One distinctive feature of British currency boards (and possibly of some others) was that
they had a statutory obligation to exchange local currency on demand for the foreign money and
the foreign money for loca currency. The legidation establishing the boards stipulated the fixed
exchange rate between the local currency and the foreign money. The boards were bound by this
rule to supply local currency to anyone who offered the foreign money to the board and to supply
the foreign money to anyone who offered the local currency to the board. Thus, currency boards
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passively supplied the demand for local currency. Historically, no central bank operated whtere a
currency board existed.

“A New Kind of Currency Board in Argentina? [section title]

“One approach that possibly represents a currency board approach in another part of the
world is a change in the way that Argentina issues its local currency, the peso. As of 1 April
1991, Argentina (by alaw passed in March) established one-to-one convertibility of the peso and
the US dollar. The issue of additional pesos requires the presentation of 100 percent foreign
exchange cover. Since Argentina has not appointed a currency board separate from its central
bank, to determine currency issue and redemption, it has been suggested to me that it must be the
Board of Governors of the Federa Reserve System which fills that role.” Schwartz (1992, pp.
10, 17) (In fact, pesos could be issued in exchange for Argentine government bonds denominated
in foreign currency, which was not true foreign exchange cover.)

“Another frequently cited example of supposed contagion is the experience of Argentina
in 1995 after the devaluation of the Mexican peso in 1994. Argentina adopted a currency-board-
like arrangement in March 1991, establishing one-to-one convertibility of the peso and the U.S.
dollar. The arrangement succeeded in reducing inflation and imposing fiscal discipline. Private
capital inflows followed. Although the central bank had regulatory powers, no great
improvement of the banking sector with undercapitalized institutions was achieved. An
institutional weakness of a currency board arrangement is that it cannot act as a lender of last
resort to inject liquidity into a banking system under stress. In Argentina the central bank was in
no position to ameliorate the problematic banking sector. Assistance to the banking system was
provided by two trust funds established for this purpose.

“The conventional description of what happened in Argentina after the Mexican
problems surfaced is that domestic bank depositors became concerned about the hedth of the
economy, withdrew their deposits, and converted pesos into dollars, producing a sharp
contraction in the money supply. As a result, GDP in 1995 fell more than 5 percent and
unemployment rose from 10 to 17 percent. The public sector reverted to marked deficit. Thisis
described as contagion. In my view, banks in Argentina were weak constituents of the economy.
Confidence in the banks vanished because many were bankrupt. Forty-five out of 205 were
closed or merged in 1995. It did not require the Mexican troubles to alert domestic residents to
the doubtful safety of their deposits.” Schwartz (1998)

L uis Servén (World Bank)
See Guillermo Perry; Sergio L. Schmukler.

Brad Setser (Oxford University, formerly [1997-2001] U.S. Treasury, including acting
director, Office of International Monetary and Financial Policy)

“The number one reason for Argentina’s financial and economic stabilization isits
belated conversion to fiscal discipline -- or what in the old days might have been called a
conservative fiscal policy. Why no hyper-inflation after Argentina s default? The government
matched revenues and expenditures, avoiding the need to print money. Hardly radica.”

“Argentina never really was able to run a primary surplus before its default, but | don't
think Argentina could have avoided its crisis just with tighter fiscal policy from [19]98 on, as
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many have argued. Argentina’s exchange rate was overvalued before the currency board
collapsed. Remember, the dollar was STRONG back then, and Argentina’s 1:1 peg to the dollar
meant its currency tracked the dollar, even after Brazil |et the real float.

“ Argentina needed to get rid of both a current account deficit and fiscal deficit back in
2000-01: without letting the exchange rate fall, fiscal tightening would only have led to a
reduction in the current account deficit if it also led to a broader economic contraction. Bringing
the real exchange rate down without changing the nominal exchange rate requires deflation --
and much faster deflation than Argentina was able to muster in 2000 and 2001. Argentinaran a
current account deficit in 2001 despite its sharp economic contraction.

“Argentina’ s formula for post crisis success has rested both on its tight fiscal policy, and
the impetus given to exports and domestic production by a weak peso.

“In my view, the IMF -- and by IMF | mean both IMF management and its major
shareholders, including the US -- made two mistakes in Argentina. First, in 2000 and 2001 the
IMF bet that Argentina could avoid both a devaluation and a debt restructuring. It financed the
status quo, when it should have financed the transition to a more sustainable exchange rate
regime. Second, in 2002 the IMF bet that Argentinawould fail to stabilize its economy after its
default and devaluation. Consequently, the IMF ended up betting wrong twice: it bet on success
without a devaluation in 2001, and on failure after the devaluation in 2002. That cut into the
IMF s credibility, even if some of the steps Argentina adopted after its default -- including tight
fiscal policy -- are hardly antithetical to the IMF.” Setser (2004)

See dso Mark Allen; Nouriel Roubini.

Judy Shelton (professor of international finance, DUXX Graduate School of Business
L eader ship, Mexico, but lives mostly in United States)

“Contrast the notion of managed exchange rates, trading bands and dirty floats with the
straightforward approach to money taken by Argentina. In 1991, led by former Minister of the
Economy Domingo Cavallo, Argentina passed a convertibility law that requires every new unit
of money to be backed 100% by currency-board holdings of U.S. dollars. Citizens can exchange
pesos for dollars on a one-for-one basis; they are interchangeable. Notice the critical difference?
Individuals are empowered by the right to convert their money at a fixed rate into a currency
they trust. They are not passive victims of government fallibility in monetary matters.” Shelton
(1999a)

“Unfortunately, what appears to be a relatively simple approach to making a goodwill
gesture can actually become quite complex in financial terms. And even if Argentina can fairly
easily make the transition from issuing pesos through its currency board to using dollars outright,
other nations might not evolve toward dollarization along that same path.” Shelton (1999b)

Anoop Singh (director, Western Hemisphere Department, formerly [February-June 2002]
director for special operations, International Monetary Fund)

“"The root of the crisisliesin fiscal policy mistakes,” Singh said. ‘ The structure of public
administration in Argentina (state and federal governments) has increased public spending to a
level that has made ordely financial activity impossible.””

“He said inflation, badly organized bond issues and debt default had dried up Argentina’'s
Central Bank.
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“In order to set the financial house straight, Singh, in his five-page statement, suggested a
series of measures Argentina needed to take.

“Chief among them was *establishing clear and precise objectives for inflation as Brazil
did after its difficulties in 1999,” he said, adding that Argentinas Central Bank was ‘working to
create the right conditions' for such a system.

“The IMF suggested a ‘solid monetary policy’ to contain spiraing inflation—210 percent
so far this year.

“It said the government should come up with ‘a strategy to restore trust in the banking
system’ and stimulate growth—an estimated 14 billion dollars in bank accounts have been
frozen.

“’Everywhere we go we hear resentment against the “corralitos” (frozen bank accounts),’
Singh said. ‘With a strong set of macroeconomic measures trust should be restored creating
conditions that will lead to the gradual and orderly lifting of banking restrictions.’

“He also recommended replenishing banks funds, which were depleted when the peso's
peg to the US dollar was dropped and a two tier exchange rate system was established: one peso-
one dollar for private debts, and one peso-1.40 dollars for bank deposits.

“The IMF aso asked for ‘incentives to restore the trust of foreign investors and to
stimulate business restructuring,’” including the privatization of public utilities whose tariffs have
been frozen by the government.

“Argentina should also adopt ‘internationally recognized’” bankruptcy proceedings, the
IMF said.

“’All these efforts can only succeed with the participation of the provinces,’ and by
dashing the national deficit at the end of the year by an agreed 60 percent to two billion dollars,
from five billion last year.

“The IMF aso recommended that Argentina, in its economic reforms, “do al it can to
strengthen the safety net for the poor.”” Singh (2002)

Robert Solomon (guest scholar in economic studies, Brookings I nstitution, for merly advisor
to the Board of Governors, Federal Reserve System)

“Currency boards are not only a proposal;... They presently exist in Argentina, Bermuda,
Bulgaria, Brunei, Cayman Islands, Djibouti, Estonia, Falkland Islands, Faroe Islands, Gibraltar,
Hong Kong, and Lithuania. Although they are not all identical, currency boards are monetary
institutions similar to central banks except that they may issue domestic money exclusively in a
one-to-one ration to their foreign exchange reserves. Their own currencies are firmly pegged to a
reserve currency, usually the dollar. If their foreign exchange reserves decrease, they are required
to reduce the amount of money outstanding. In a recession, they cannot increase the money
supply and lower interest rates unless their foreign exchange reserves grow. Nor can they lend to
the government or act as a lender of last resort in a financia crisis. There is no discretionary
monetary policy.” Solomon (1999, p, 148)

Mark Spiegel {ice president for international research, Federal Reserve Bank of San
Francisco)

“Argentina maintained a fixed exchange rate currency regime from April 1, 1991 through
January 6, 2002. While this regime was formally termed a currency board, it is important to
remember that Argentina's monetary regime was not in fact an orthodox currency board. As
defined by currency board advocates Hanke and Schuler (2002), an orthodox currency board has
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a number of features. Firdt, it must maintain a fixed exchange rate with its anchor currency.
Second, it must alow for full convertibility, that is, it must allow holders of the currency to move
into or out of the anchor currency without restriction. Third, the monetary liabilities of the
currency board must be fully backed (100%) in hard, i.e. foreign assets.

“In addition, there are a number of activities in which an orthodox currency board should
not participate. These include purchasing government securities, regulating commercial banks, or
acting as a lender of last resort. It is easy to see how any of these activities could undermine the
primary goa of the currency board, which is the maintenance of the peg with the hard currency
anchor. As Hanke and Schuler (2002) note, Argentina’s currency board violated all of these rules
at some point in its existence.

“One clear difficulty faced in Argentina's currency board was that of overvaluation. As
the dollar appreciated, Argentinas exports became less competitive on the world market,
particularly relative to their main Mercosur trading partner, Brazil. Some estimated the severity
of overvaluation to have been as high as 40 percent [e.g. Rajan (2002)].

“Partly asaresult of reduced export revenues attributable to its overvalued exchange rate,
Argentina faced massive fiscal budget deficits. These led the government to raise taxes in an
effort to balance its budget in 2000. In 2001, a tax on financia transactions was also levied.
However, these efforts failed as Argentina’ s economic recession worsened. The climbing deficit
led to an increase in concern about the possibility of a devaluation. Roughly $20 billion in capital
fled the country in 2001. Peso interest rates climbed to 40 to 60 percent, which further
deteriorated the government’ s budget position.

“Nevertheless, one of the main lessons of the collapse of the Argentinean regime was the
ease with which the rules of its currency board were circumvented once the government lost its
interest in maintaining the currency board regime. The introduction of dual exchange rate system
and the freezing of bank accounts were readily available policies despite currency board rules to
the contrary.

“Lesson 4: Dollarization? [section titl€]

“An immediate corollary with the previous lesson is that dollarization would not
necessarily have done much better. Under dollarization, Argentina would have experienced the
same exchange rate appreciation and therefore the same loss of competitiveness vis-avis its
primary trading partners. It follows that the government would have likely ended up in a similar
unsustainable fiscal situation.” Spiegel (2002, December working paper version, pp. 2-3)
(Despite noting the differences between the convertibility system and a currency board early in
the paper, Spiegel terms the system a currency board repeatedly in some passages not quoted
here)

“The recent collapse of the Argentine currency board has resulted in renewed attention on
this form of exchange rate regime. Prior to this event, many had argued that “intermediate”
exchange rate regimes had fallen out of favor [e.g. Frankel et al. (2001)], with pure floats or hard
pegs, such as formal currency board arrangements, dominating them in terms of economic
performance. The dramatic collapse of the Argentine economy raises new questions about the
desirability of currency boards in modern developing economies.” Valderrama and Spiegel
(2003, p. 1065)
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Joseph E. Stiglitz (professor of economics and finance, Columbia University, formerly
[1993-1997] member and later chairman, Council of Economic Advisers, also formerly
[1997-February 2000] chief economist, World Bank; Nobel Memorial Prize winner)

“’The strong dollar implies a strong peso. Because of that, Argentina cannot export to
Brazil or Europe,” Joseph E. Stiglitz, a Columbia University professor and winner this year of the
Nobel Prize in economics, told Argentine media this month.” Stiglitz (2001a) (Actually,
Argentina’ s exports to the European Union were nearly constant from 1998 to 2001, at $4.6-$4.7
billion a year; exports to Brazil seesawed from 1997 to 201, with Brazil’s economic growth
seeming to have as big an influence as the exchange rate between the peso and the real .)

“"What is happening in Argentina, with its fixed exchange rate, has demonstrated some
of the problems that can arise from a scheme like that,” in particular, an overvaluation of the
dollar and an undervalution [overvaluation? Possibly a reporter’s error of transcription] of the
Argentine peso, he [Stiglitz] said. The economic crisis has caused a dramatic depreciation of the
Brazilian real, while Argentina has found it difficult to export its goods to Brazil or to Europe
because of its fixed exchange rate.” Stiglitz (2001b)

“Argentina must restructure its debt and rely less on international financing, 2001 Nobel
laureate Joseph Stiglitz said.

“Argentina’ s problem is a vicious circle in which ‘creditors believe the country worit be
able to repay its debt because the interest rate on it is so high, and the interest rate is high
because creditors believe it won't repay its debt,” he added.

“’The only way out (for Argentind) is a deep and comprehensive restructuring of its
debt,” while preserving arole for local financia ingtitutions to finance investment, Stiglitz said in
a lecture at Buenos Aires University.

“The issue is not a high debt-to-GDP ratio, which reveals Argentinato be ‘ perfectly OK’
and in amuch better position than some devel oped countries like Japan, Stiglitz said.

“’There is no instance in which confidence has been ‘regained’ as the economy falls into
arecession,” no matter what the degree of fiscal rectitude may be, he added.

“’Financial investment is a far-weather friend. There must be less reliance
on international financing, Stiglitz said.” Stiglitz (2001c)

“The problems began with the hyperinflation of the 1980s. To dlash inflation,
expectations needed to be changed; ‘anchoring the currency to the dollar was supposed to do
this. This was a return to a variant of the old gold standard argument. If inflation continued, the
countrys real exchange rate would appreciate, the demand for its exports would fall,
unemployment would increase, and that would dampen wage and price pressures. Market
participants, knowing this, would realise that inflation would not be sustained. So long as the
commitment to the exchange rate system remained credible, so was the commitment to halt
inflation.

“If inflationary expectations were changed, then disinflation could occur without the
costly unemployment. This prescription worked for a time in a few countries, but was risky, as
Argertina was to show.

“The IMF encouraged this exchange rate system. Now it is less enthusiastic, though
Argentina, not the IMF, is paying the price. The peg did lower inflation; but it did not promote
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sustained growth. Argentina should have been encouraged to fix a more flexible exchange rate
system, or at least an exchange rate more reflective of the country’s trading patterns.

“Other mistakes in Argentina's ‘reform’” programme aso occurred. Argentina was
praised for alowing large foreign ownership of banks. For a while this created a seemingly more
stable banking system, but that system failed to lend to small- and medium-sized firms. After the
burst of growth that arrived with hyperinflation s end, growth slowed, partly because firmsin the
country couldrit get adequate finance. Argentina's government recognised the problem, but was
hit by numerous shocks beyond its control before it could act.

“East Asids crisis of 1997 provided the first hit. Partly because of IMF mismanagement,
this became a global financial crisis, raising interest rates for all emerging markets including
Argentina. Argentina s exchange rate system survived, but at a heavy price: the onset of double-
digit unemployment.

“Soon, high interest rates strained the country s budget. Yet Argentinas debt to gross
domestic product (GDP) ratio--even as it began to collapse--remained moderate, at around 45 per
cent, lower than Japan's. But with 20 per cent interest rates, 9.0 per cent of the country's GDP
would be spent annually on financing its debt. The government pursued fiscal austerity, but not
enough to make up for the vagaries of the market.

“The globa financia crisis that followed East Asia’s crisis set off a series of big
exchange rate adjustments. The dollar, to which Argentina s peso was tied, increased sharply in
value. Meanwhile, Argentina s neighbour and Mercosur trading partner, Brazil, saw its currency
depreciate—some say that it became significantly undervalued. Wages and prices fell, but not
enough to allow Argentina to compete effectively, especially since many of the agricultural
goods which constitute Argentina s natural comparative advantages face high hurdles in entering
the markets of rich countries.

“Hardly had the world recovered from the 1997-98 financial crisis when it dlid into the
2000-01 globa slowdown, worsening Argentina’ s situation. Here the IMF made its fatal mistake.
It encouraged a contractionary fiscal policy, the same mistake it had made in East Asia, and with
the same disastrous consequence.

“Fiscal austerity was supposed to restore confidence. But the numbers in the IMF
programme were fiction; any economist would have predicted that contractionary policies incite
slowdown, and that budget targets would not be met. Needless to say, the IMF programme did
not fulfill its commitments. Confidence is seldom restored as an economy goes into a deep
recession and double-digit unemployment.

“Perhaps a military dictator, like Chile’'s Augusto Pinochet, could suppress the social and
political unrest that arises in such conditions. But in Argentina s democracy, this was impossible.
In repeated visits to Argentina, | marvelled at how long suffering the Argentinians were; to me, it
is more a surprise that unrest took so long to manifest itself, not that street turmoil unseated
Argentina s president.

“Seven lessons must now be drawn:

“?In a world of volatile exchange rates, pegging a currency to one like the dollar is
highly risky. Argentina should have been encouraged to move off its exchange rate system years
ago.

“?Globalisation exposes a country to enormous shocks. Countries must cope with those
shocks—adjustments in exchange rates are part of the coping mechanism.
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“?You ignore socia and political contexts at your peril. Any government that follows
policies which leave large fractions of the population unemployed or underemployed is failing in
its primary mission.

“?A single-minded focus on inflation—without a concern for unemployment or
growth—isrisky.

“?Growth requires financia institutions that lend to domestic firms. Selling banks to
foreign owners, without creating appropriate safeguards, may impede growth and stability.

“?0ne seldom restores economic strength—or confidence—with policies that force an
economy into a deep recession. For insisting on contractionary policies, the IMF bears its great
culpability.

“?Better ways are needed to deal with situations akin to Argentina. | argued for this
during East Asia’s crisis; the IMF argued against me, preferring its big-bailout strategy. Now the
IMF belatedly recognises that it should explore alternatives.” Stiglitz (2002a)

“’Pegging the peso to the dollar was the right thing to do,” said Nobel Prize-winning
economist Joseph Stiglitz, who will attend the forum. ‘But there was no exit strategy.” Stiglitz
(2002b)

“Like most economists outside the IMF, | believe that in an economic downturn, cutting
expenditures ssmply makes matters worse: tax revenues, employment and confidence in the
economy also decline. Argentina is no more exempt from these basic economic principles than
were the countries of East Asia in the late ‘90s. Yet the IMF said make cuts, and Argentina
complied, trimming expenditures at the federal level (except interest) by 10 percent between
1999 and 2001.

“Not surprisingly, the cuts exacerbated the downturn; had they been as ruthless as the
IMF had wanted, the economic collapse would have been even faster. Social unrest would have
come earlier. And the calamity that followed the political unrest would almost surely have been
every bit as bad. What is remarkable about Argentina is not that social and political turmoil
eventually broke out, but that it took so long.

“A closer look at its budget aso shows how grossy unfair is the picture of Argentine
profligacy that has been so widely painted. The official numbers reveal a deficit of less than 3
percent of gross domestic product—not an outrageous number. Recall that in 1992, when the
United States was experiencing a far milder recession than the current Argentine one, the U.S.
federa deficit was 4.9 percent of GDP. An economy in recession normally runs a deficit, as tax
revenues plummet and safety net expenditures increase; and there should be a deficit, for
eliminating it simply plunges the economy into a deeper recession.

“But even that 3 percent figure is misleading, because of Argentina's decision to privatize
its social security system in the 1990s, a move encouraged by the IMF. With that change, money
that had been ‘inside the budget’ moved ‘outside.’ In such cases, even if nothing happens to the
economy other than the privatization, the apparent budgetary position greatly worsens because
the pension plan surplus is taken off the books. Consider this: If we had had a privatized Social
Security system in 1992, for example, our deficit that year would have been more than 8 percent
of GDP. Had Argentina not privatized, its 2001 budget would actually have shown a surplus. The
pension shift did not create a macroeconomic problem. Y et, the IMF saw things as worse.

“Even putting this aside, at the center of Argentina’s budget deficits—however one
assesses them—was not profligacy but an economic downturn, which led to falling tax revenues.
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Soaring interest rates resulted not so much from what Argentina did but from the mismanaged
global financial crisis of 1997-98. All countries were badly affected, even Argentina, which the
IMF still considered to be an A-plus student in 1998.

“If budget profligacy or corruption was not the problem, what was? To understand what
happened in Argentina, we need to look to the economic reforms that nearly all of Latin America
undertook in the '80s. Countries emerging from years of poverty and dictatorship were told that
democracy and the markets would bring unprecedented prosperity. And in some countries, such
as Mexico, the rich few have benefited.

“That Argentina has moved to the bottom of the class has much to do with the exchange
rate system. A decade ago, it had hyperinflation, which is always disastrous. Pegging the
currency to the dollar—one peso equaled $ 1, no matter what the rate of inflation or the
economic conditions—acted, amost miraculously, to cure this problem. The IMF supported the
policy. It stabilized the currency and was supposed to discipline to the government, which
couldnt spend beyond its means by pinting money without breaking the peg. It could only
spend beyond its means by borrowing. And to borrow, presumably, it would have to follow good
economic policies. A magic formula seemed to have been found to tame the seemingly
incorrigible politicians.

“There was only one problem: It was a system doomed to failure. Fixed exchange rates
have never worked. Even the United States couldn't live with a fixed exchange rate, going off
the peg to gold in the midst of the Great Depression. Typically, failures do not appear overnight.
They are not usually the result of mistakes made by the country, but of shocks from beyond their
borders about which they can do little.

“Had most of Argentina’s trade been with the United States, pegging the peso to the
dollar might have made sense. But much of Argentina's trade was with Europe and Brazil. The
strong (most would say, overvalued) dollar has meant enormous American trade deficits. But
with the Argentine peso pegged to the dollar, an overvalued dollar means an overvalued peso.
And while the United States has been able to sustain trade deficits, Argentina could not.
Whenever you have a massive trade deficit, you have to borrow from abroad to finance it.
Although the United States is now the world’ s largest debtor country, outsiders are still willing to
lend us money. They were willing to lend to Argentina, too, when it had the IMF stamp of
approval. But eventually they realized the risk.

“The risks were brought home by the Mexican peso crisis seven years ago and more
forcefully by the global financial crisis of 1997-98 when, suddenly, the interest rates that
Argentina paid to its foreign and domestic creditors soared. Its level of debt seemed far less
manageable, though even as late as last December, when it went off the dollar peg, its debt-to-
GDP ratio was only around 55 percent. That's far less than that of Japan (where it is now around
130 percent) or many European countries, and even less than the United States not long ago (it
was 64 percent in 1992).

“As the Asian financial crisis led to crises in Russia, and then Brazil, Argentina suffered
more and more. Interest rates soared and with the collapse of the Brazilian currency, Argentina
simply could not compete with its neighbor’s cheaper exports.

“As if things were rot bad enough, a falling euro made it harder for Argentina to export
to Europe, and low prices for the commodities it sells further strained the economy. Moreover,
while Europe and the United States preach free trade, they have kept their markets relatively
closed to Argentina’s agricultural goods.
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“The fixed exchange rate led to avicious circle. Asit became clear that a devaluation was
inevitable, lenders in pesos insisted on even higher interest rates to compensate them for this
exchange rate risk. The higher interest rates not only heightened the risk of devaluation, but
contributed to a new risk of default, which in turn led to even higher interest rates to compensate
for that risk.

“Some say Argentinas fixed exchange rate system might have worked were it not for the
bad luck of global financia crises. But that misses the point. International financial markets are
highly volatile. The question wasrnt whether the fixed exchange rate system would break, but
only when and how.

“In the United States, when we have a downturn, everyone agrees that afiscal stimulusis
the remedy. Why is it, then, that the IMF believed that the opposite—contractionary fiscal
policies—would succeed in getting Argentina out of its problems? The IMF does not release its
economic models but it seems to have assumed that if Argentina reduced its deficit, foreign
investors would come in, bringing badly needed funds. But that premise is as silly as imagining
that a change in our government’s deficit would lead investors to put more money into fiber
optics, when there is already a vast overcapacity.

“Given the exchange rate, given the economic depression which the IMF policies had
aready brought about, given the huge debt, given that the IMF did not provide any convincing
economic strategy to get out of the mess, given that there were open capital markets so that
anyone who wanted to could move their investments to safer havens elsewhere in the world, it
was highly unlikely that anyone—especially when the government signed an agreement to
reduce its deficit further, predictably causing more unemployment and lower output—would start
investing more.” Stiglitz (2002c)

“ Argentina shows the dangers [of a banking system that takes funds from outlying areas
and concentrates them in major money centers]. There, before the collapse in 2001, the domestic
banking industry had become dominated by foreign-owned banks, and while the banks easily
provideg[d] funds to multinationals, and even large domestic firms, small and medium-size firms
complained of alack of accessto capital....And the lack of growth—to which the lack of finance
contributed—was pivotal in that country’s collapse. Within Argentina, the problem was widely
recognized; the government took some limited steps to fill the credit gap. But government
lending could not make up for the market’s failure.

“...The challenge is not just to create sound banks but also to create sound banks that
provide credit for growth. Argentina has shown how the failure to do that may lead to
macroinstability. Because of alack of growth it has had mounting fiscal deficits, and as the IMF
forced cutbacks in expenditures and increases in taxes, a vicious downward spiral of economic
decline and social unrest was set in motion.” Stiglitz (2002d, pp. 69-70)

“The first glimpses of Argentina's recovery can be seen. To many, what happened, and
what is happening there seems a mystery. Abandoning ‘ convertibility,” i.e. a fixed exchange rate
system, was supposed to be a disaster—and it was. Output fell and unemployment increased
dramatically. Fear of these costs, combined with IMF bailouts, kept Argentina from abandoning
its currency board long after it was clear that the system could not be sustained. This
stubbornness made matters worse when things finally fell apart.

“But what primarily kept Argentines wedded to a system that could not work was fear of
hyperinflation. When | asked people, during my visits to Buenos Aires, why Argentina persisted
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in this economic folly, a single answer came back: ‘Yes, when Brazil went off its peg, its
inflation remained moderate; but Brazil is Brazil, and we are Argentina.” There was almost pride
in the lack of confidence Argentina's people had in their ingtitutions and their ability to manage
without the shackles of convertibility.

“The feared hyperinflation, so far, has not materialized. To be sure, there has been the
normal inflation associated with large increases in import prices that always follow large
devaluations, but rather than setting off a spira of price increases, inflation rates appear to be
dampening. Argentina seems set to join the long list of countries--Brazil, Korea, Russia,
Thailand and Indonesia--that managed deval uations without runaway inflation.

“To an economist, Argentina’s recovery is no surprise. Devauation incites several
restorative forces. Exports are cheaper, and revenues from exports (measured in pesos) are up
dramatically. Tourism and related industries are booming. Import substitution takes place before
your eyes. a clothing store that last year sold only imported apparel, now sells only domestically
produced goods. As in East Asia after its crisis of 1998, what inhibits these restorative forcesis a
lack of credit. Foreign ownership of banks was supposed to ensure their stability; it was expected
that foreign banks would come to the rescue of their Argentine subsidiaries if they needed
money. Deposits in the branches of American banks in Buenos Aires were to be as safe as
deposits in Miami. Unfortunately, depositors learned otherwise. On the other hand, foreign banks
were always faling short in assuring an adequate supply of credit to small and medium-sized
Argentine firms. This lack of credit stifled growth, which contributed to the country's economic
woes; and now credit has virtually dried up.

“To be sure, some domestic banks continue to provide credit. But if the recovery is to be
sustained credit must be expanded, either by creating new financial institutions or by expanding
existing ones. Here credit cooperatives may be particularly important, given the seeming lack of
confidence in the more traditional banking sector. Revival of trade credit is also urgent—its
importance was recognized early on during East Asia’ s crisis, where Japan, in a good neighborly
gesture, provided $30 billion dollars through the Miyazawa initiative, much of which went to
finance trade credit and help restart the economy. The point is simple: Argentina’s real resources,
its people, with their enormous talents and skills, its fertile land, its capital goods remain. What
the economy needs is reactivation, and government policies must focus on this task. If the private
sector cannot improve the availability of credit on its own, and no good neighbor steps forward
to help, as Japan did in East Asia, government must take a more active role in restructuring the
existing credit institutions as well as creating new ones.

“Would government involvement in providing credit create dangerous levels of inflation?
Directing credit in order to increase supply of goods need not be inflationary; on the contrary, the
increased supply of domestically produced goods may be an effective instrument for combating
inflation. Appropriate accounting, separating expenditures for recapitalizing banks from ordinary
expenditures, such as those needed to run hospitals and schools, would make clear that these
expenditures are not by themselves inflationary. It is only the credit expansion that such
expenditures alow which might be inflationary. In an economy with vast problems,
underutilization of resources, and a massive lack of credit, a modest credit expansion would not
in fact lead to high inflation. Centering attention on reactivation makes clear why the focus on
IMF credit is misguided. IMF credit will go to repay the IMF, not to reactivate the economy.
Supposedly, the IMF credit will ‘restore confidence’ in the economy, but whether it does so
depends on the conditions that are imposed. If the IMF imposes fiscal contraction or a misguided
strategy for restructuring the financia sector (as it did in Indoresia), then the economy will be
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weakened and this will lead to a further erosion of confidence. If, on the other hand, IMF credit
is obtained on reasonable terms, it will make a positive contribution. But it will be no panacea.
Indeed, IMF credit will do little to address the key economic issues, except to the extent that it
frees up money from other international sources and those funds are used to reactivate the
economy. Where the international community can help Argentina is by opening its doors to
Argertine goods, taking the rhetoric of free trade seriously and recognizing that trade can be an
important instrument not only for long-term growth, but also for economic recovery. Exports
will help reactivate the Argentine economy, while consumers in Europe and Americawill benefit
from high quality goods at lower prices. Thisis one way of making globalization work to benefit
those in need.” Stiglitz (2002e)

“Some people are talking about dollarization. | want to be provocative: | think returning to
dollarization would be a mistake, even link[ing] to the dollar at the [current] value level.” Stiglitz
(1992g, p. 163) (It is not entirely clear whether Stiglitz is referring to partia dollarization, full
dollarization—which would have replaced the peso with the dollar—or both here. | interpret him
as implying that full dollarization would have been feasible, though not desirable.)

“Under a currency board the exchange rate between the local currency and, say, the dollar
is fixed by law. The central bank holds emugh foreign currency to back all the domestic
currency and [commercial bank] reserves it has issued. This makes a run on the currency
unlikely—the central bank always has enough dollars to pay off anyone who shows up wanting
to exchange the domestic currency for dollars. Since there is never any fear the country will run
out of reserves, investors do not have to panic and try to get their funds out before the pegged
rate is abandoned.

“Argentina has operated with a currency board since 1991.” Stiglitz and Walsh (2002, p.
420) (This definition omits discussion of whether a currency board holds domestic assets or
engages in sterilized intervention if it holds foreign reserves exceeding the domestic monetary
base.)

“With the collapse of Argentina following on what are widely viewed as failures of big
bail-outs in Brazil, Russia, Korea, Thailand, and Indonesia, there is a growing recognition, even
in the IMF, that there is a need for an alternative policy response to these crises. The most widely
discussed alternative involves aform of bankruptcy or standstill procedure. During the East Asia
crisis, it was only with the standstill that Korea's exchange rate stabilized. Indeed, it is often
desirable to impose capital controls to stop economic hemorrhaging during a crisis, just as it may
be desirable to impose capital controls to stop an excess inflow of capital into a country during a
boom. The rush of capital into and out of a country imposes high costs on others, called
externalities. Like other forms of externalities (such as pollution), government intervention is
likely to be a desirable solution. Chile and Malaysia have shown that such interventions in
inflows and outflows are not only feasible, but can also be conducted without significant adverse
ancillary side effects-leading to significant benefits in both cases. Given the proclivity of markets
to excessive overreaction, well-implemented standstills can be important instruments for
stabilizing markets in the case of a country facing a crisis.” Stiglitz (2003a, electronic source, no
page numbers)
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“Stiglitz credited the poor economic performance of Latin America, especially Argentina,
to the globalization policies enforced by the International Monetary Fund, an international
financia organization stationed in the United States.

“’There is a clear relationship between the policies that were pushed by the IMF in
Argentina and the status of their economy,’” said Stiglitz.

“Some of the IMF policies Stiglitz cited as having negative impacts on the economies of
developing nations were the privatization of social security, the increase of interest rates, and a
particularly strong emphasis on decreasing inflation.

“’The kinds of policies that the IMF is enforcing are partialy different than the kinds of
policies thet have worked well in the United States,” he said.

“These policies are aimed at aleviating economic crises in developing nations, he said,
but they are having the opposite effect.

“Instead, the IMF's policies are leading to increased economic pressures, according to
Stiglitz.

““They are really pushing a particularly narrow ideologica...agenda and the
consequences, | think, have been the failures | mentioned,” he added.” Stiglitz (2003b)

Alan C. Stockman (professor of economics, University of Rochester)

“A currency board is an institution whose sole purpose is to keep a foreign exchange
rate fixed by acting as aresidual buyer or seller of the country’s money at that price.

“The reserves of the currency board must be large enough to fund any conceivable
purchase of domestic money to maintain the designated fixed exchange rate.

“Hong Kong has had a currency board since 1984. [Actually, Hong Kong re-established
its system in 1983.] More recently, Argentina, Estonia, and Lithuania have created currency
boards.” Stockman (1999, pp. 790-1)

Lawrence H. Summers (president and formerly professor of economics, Harvard
University, formerly chief economist, World Bank, under secretary for international
affairs, U.S. Treasury [1993-July 1999] and Secretary, U.S. Treasury [July 1999-January
2001])

“Q (Off mike)--Venezuela. Mr. Secretary, 1'd very much like to know your views on the
subject of currency boards.

“DEPUTY SEC. SUMMERS: (Laughs.)

“Q In Venezuela, after the Argentine experience, there are those who believe a currency
board is the solution to al of our problems--(inaudible.) Others who say it’s a snake-oil being
peddied by consultants. There must be a point in between. What would be your (guidance?)? Is
that the best bet for controlling inflation?

“DEPUTY SEC. SUMMERS: The question was what do |--the question was elaborated a
little bit, but the essence of it was what do | think about currency boards as a mechanism for
promoting macroeconomic stability. And let me give you a classic economic answers: It all
depends. (Laughter.)

“Serioudy, | think the thing that everyone should be able to agree on is that currency
boards are not a silver bullet. Currency boards do not transform a country with profound
economic problems into a country without profound economic problems. They do not ensure
fiscal discipline. They do not ensure stability in the banking system. They do not make it an
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attractive place for private investments to take place. They do not reduce regulation that stifles
economic activity. They do not provide for an educated, capable and motivated workforce.

“So | think the suggestion that adopting a currency board is some kind of silver bullet is
everywhere and anywhere wrong.

“| think as the experience in Argentina has demonstrated, in certain circumstances, where
a government is prepared to make a set of associated commitments to the currency board
arrangement and to carry through with al of the rigors that it involves with respect to the
financia system, with respect to the banking system, with respect to its own fiscal policies, that a
currency board can make an important contribution to restoring stability. But that is a judgment
that has to be made on a case-by-case basis, and is not something that | think can be judged in
the--can be judge in the abstract or on which one can easily generalize across possibly different
country circumstances.” Summers (1998, electronic text, no page numbers)

“There is, | think, an important difference between the situation of Argentina and that of many
other Latin American countries, and that isby virtue of its currency board mechanism, Argentina
has in some sense aready bought into a great deal of rigidity in monetary policy, and that makes
the step to full dollarization, in terms of increasing inflexibility, a much smaller one for the
Argentines if they choose to go in that direction, it would be a much larger step.

“But | think it's aso important to remember that carrying this out--you know, the process
of monetary union took, depending on just how you date the starting point, certainly took the
better part of a decade and by some measures took much longer than that. And so | think it would
be--anyone who thought of this as a quick fix would probably not be thinking about it in the right
way.” Summers (1999a, electronic source, no page numbers)

[The first two paragraphs are from the prepared testimony, the remaining paragraphs
from the spoken testimony]

“In this context, it is worth noting that President Menem of Argentina has discussed the
possibility of fully dollarizing the Argentine economy, and Argentine financia officials have had
informal discussions of issues relating to dollarization with Treasury and Federal Reserve
officials. Those who favor this step in Argentina believe, among other things, that under their
currency board system, they have already borne most of the costs of dollarization, but they are
not yet enjoying dollarization's full benefits. For example, interest rates on Argentine peso-
denominated deposits have been nearly 1<< [sic] percentage points higher on average over [the]
past two years than on their dollar-denominated equivalents, and the spread has widened to more
than 4 percentage points on occasion. In their view, dollarization, in addition to the other
potential benefits, would result in substantially lower and less volatile interest rates.

“Once again, for Argentina as for any other nation, the decision to adopt another
country's currency is an enormously consequential one that would need to be considered in a
careful and extended manner. Countries can obviously choose to adopt the dollar as legal tender
without our assent. However, such a decision has some consequences for the United States, and
we hope and expect that countries would consult with us in advance.

“One possibility is for a country to adopt a fixed exchange rate. And what that means is

that the country pursues whatever monetary policy it chooses, but it maintains a commitment that
it will exchange three units of its currency for one unit of our currency. And clearly, if it prints
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too much of its currency it will soon find its stock of our currency depleted, but that would be
fixed exchange rate.

“A second procedure, which is a harder monetary regime, would be a currency board.
Under that procedure, the country forswears discretion in monetary policy and smply says that it
will create three of its units of currency for every dollar that it has in its reserves. Agan, the
result is afixed exchange rate But there is aways the possibility that it will change its mind and
that it will change the parity, just as countries used to go on and off of the gold standard. That's
essentialy the kind of regime that Argentina and Hong Kong have in place.” Summers (1999c
electronic source, no page numbers)

Alan M. Taylor (professor of economics, University of California-Davis)

“The eventual cure [to Argentina s hyperinflation] also came as a blast from the past: facing
similar monetary problems, Cavallo’s plan was explicitly modeled on the rigid and credible
monetary ingtitution that had been the foundation for the only episode of monetary stability in
the history of Argentina: a currency board, or as it was called then, the Caja de Conversion, or
Conversion Office, that operated from 1890 to 1935. The Conversion Office had a smple and
easily monitored task: to exchange gold in its reserves for paper currency, and vice versa, a a
fixed exchange rate, and the otherwise exercise no independent or autonomous monetary policy
functions. Currency boards, particularly asthe ratio of gold reserves to paper issues approaches
100 percent, become fail-safe methods to guarantee the convertibility of the paper currency in
circulation (also known as the monetary base, high-powered money, or outside money).

“It is this institution, the world’s first full-fledged currency board in an independent
country, that forms the centerpiece of our book. Argentina stands as the leading example of this
particular form of monetary system, both in the past and in the present.” della Paolera and Taylor
(2001, pp. 17-18)

“The current convertibility law puts Argentina on a dollar-standard rule very similar to, and in
some ways stricter than, the gold-standard mechanism used at the Conversion Office from 1899
to 1931." della Paolera and Taylor (2001, p. 231) (They produce no evidence in favor of their
statement.)

“For example, it is hard to imagine that, say, the real shocks to the Argentine economy were
small in the 1960s, suddenly became several times larger during the 1980s hyperinflation, then
shrank again in the 1990s currency board epoch only to mysteriously reappear in late 2001.”
Taylor and Taylor (2004, p. 150. n. 6)

John B. Taylor (professor of economics, Stanford University, formerly [June 2001-April
2005] under secretary for international affairs, U.S. Treasury Department)

“John Taylor, undersecretary for international affairs at the U.S. Treasury, told us
yesterday in New York that Argentina’s weekend measures were ‘stopgap’ and are no substitute
for serious debt restructuring. He also said the U.S. intends to oppose further international
measures to bail Argentina out of its debt woes. The IMF expanded Argentina's stand-by loan
agreement in August, but the U.S. said this was the end of the line. Mr. Taylor added that he
believes ‘dollarizationi would be good for Argentina, but that the U.S. was not pushing it to do
s0.” John Taylor (2001)
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“In the early 1990s, the government of Argentina undertook a series of important reforms
in economic policy, including monetary policy, fiscal policy, structural policy, and international
trade policy. Perhaps most dramatic and immediately noticeable was the change in monetary
policy. A highly inflationary monetary policy was replaced by anew ‘convertibility law,” which
pegged the peso one-to-one with the dollar and largely prevented the central bank from financing
the government’ s budget deficit by printing money. Fiscal policy was also brought into better
control with a decline in deficits. On the structural side, a comprehensive privatization program
was implemented through which a number of inefficient state-owned enterprises were privatized.
Moreover, barriers to international trade and investment were reduced and Argentina's financial
sector was opened to foreign investors.

“These market-oriented reforms produced very impressive results. Hyperinflation--which
had risen to over 3000 percent--was brought to a quick end by the convertibility law. Economic
growth turned around sharply: after falling during the 1980s, real GDP began growing at over 4
percent per year. Investment and exports grew particularly rapidly. The sharp increase in
economic growth was even more remarkable given the very rapid disinflation that was occurring
at the same time.

“However, starting in the late 1990s there were a number of policy setbacks and external
shocks which sharply reduced economic growth in Argentina and ultimately led to the financial
crises in 2000-2001 and the current halt to economic activity.

“First, government budget deficits began to increase, an indication that fiscal discipline
had begun to wane. Government spending at the federal and provincial level increased faster
than tax revenues. These deficits could not be financed by money creation because of the
convertibility law. Instead, they were financed by borrowing in both the domestic and he
international capital markets, however, as the government’s debt began to rise and raise
guestions about sustainability of the debt, risk premia rose and increased interest rates.
Eventually the higher interest rates put additional pressure on the budget deficit and held back
economic growth.

“Second, the low inflation of the early-to-mid 1990s turned into persistent deflation
which also had negative effects on economic growth. In addition, the currencies of Argentinas
major trading partners in Europe and Brazil depreciated relative to the dollar, and therefore
relative to the Argentine peso. This effective appreciation of the peso led to a deterioration in
Argentina s competitiveness which, along with the higher interest rates, further held back
economic growth.

“Third, persistent expectations of depreciation of the peso caused interest rates on peso
loans to be higher than dollar interest rates. Whenever policy actions were taken that raised
questions about central bank independence or about the convertibility law, market expectations
of depreciation increased causing domestic interest rates to rise further.

“As low economic growth persisted into 2000, concerns began to grow that a vicious
cycle of low tax revenues and continued government spending increases would lead to rising
interest rates, which would further slow the economy. Following the political turmoil in October
2000 when Vice President Alvarez resigned, Argentina's borrowing costs soared and rolling over
government debt became more and more difficult. Renewed plans to reduce the budget deficit
brought interest rates down temporarily, but by February 2001 it was clear that further actions
needed to take place. The Argentine government introduced a number of policy changes and
finaly decided to create a rule--the zero deficit law--in the summer of 2001 to try to provide
confidence about the government’s seriousness in getting its fiscal house in order.
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“Eventualy, however, it became clear that these changes to the budget were not working.
Many market participants considered the government's economic plan to be unsustainable, and
interest rates on government debt began to increase sharply. By November, it was apparent that
the government's debt would have to be restructured and, indeed, President de la Rua took the
step of announcing that such arestructuring would take place.

“As the restructuring effort was underway, the uncertainty about its impact on the
banking system led to increasingly large deposit withdrawals from banks and international
reserves began to fal. In order to stop the withdrawals and the decline in reserves, the
government imposed severe restrictions on such withdrawals in December. Soon after the
restrictions were imposed, social and political protests turned violent, leading to the resignation
of President de laRua and his Ministers.

“Economic circumstances in Argentina deteriorated after the imposition of the
restrictions on deposit withdrawals. The lack of a functioning payments system led to a virtual
halt of much economic activity. The shortage of liquidity is hindering economic growth and
underlies much of the social frustration. The Duhalde government, which took over in January, is
in the process of gradually removing these restrictions and at the same time moving to a flexible
exchange rate system.

“[Representative Barney] FRANK?: Thank you. Mr. Taylor, let me go back (inaudible)
given the circumstances in which they were at the time, do you think the freeze was a good idea,
the freeze on bank deposits?

“TAYLOR: | think, given that they were not going to make other changes at the time,
yes. ... other changes that could have been made.

“FRANK: Like what?

“TAYLOR: Wéll, they of course now moving to a different exchange rate system. That
would have been a possibility.

“FRANK: But | thought they had moved (inaudible) they had unpegged, that when they
froze?

“TAYLOR: They imposed the freeze before there was any move.

“FRANK: Because you think if they had smply unpegged (inaudible)

“TAYLOR: Wéll, as | was saying before...

“FRANK: (inaudible)

“TAYLOR: away from the peg towards...

“FRANK: Then they would not have had to do a freeze?

“TAYLOR: (inaudible) or you can move to...

“FRANK: Would they then have not had to do a freeze? Because if they had done the
right currency policy, do you think the freeze would have been unnecessary?

“TAYLOR: | think s0, yes.

“FRANK: And which would that have been in your judgment? What would have been
the best policy?

“TAYLOR: Well, as | indicated, you can either...

“FRANK: | don't want you to pick one. Are they equally good?

“TAYLOR: They depend on the circumstance at the time but 1'd say ...

“FRANK: Wéll, yeah, but this is not a hypothetical. This is like a real country so we
know the circumstance at the time, Argentina, 2001.
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“TAYLOR: Wdll, | said before and | believe this, so I'm not dodging your question, that
decision depends very much on what the country’s history is like and their policy.

“FRANK: But we know that.

“TAYLOR: From an economic perspective.

“FRANK: Yes, but we now that. Again, this is not a hypothetical Mr. Taylor. It's a real
country, Argentina in 2001 and what would have been the, what would have been your
recommendation?

“IRepresentative Michael] OXLEY': | think the gentleman understands your point so just
let him respond.

“FRANK: Wéll, he’ s not responding.

“TAYLOR: | at that point (inaudible) in time thought the dollarization would have been
good for Argentina.

“FRANK: But we're not talking about, but clearly dollarization, we're talking about |ast
year when they had to get off dollarization. Oh you would have moved to dollar...

“TAYLOR: (inaudible) dollarization and they're not now. They're going in a different
direction.

“FRANK: You would have recommended that they move in 2001 to complete
dollarization?

“TAYLOR: Well, I wasn't recommending that because as | said, the U.S. policy
(inaudible) but if you're asking my view.

“FRANK: That would have been your view.

“TAYLOR: That would have been my view at that point (ph).

“FRANK: (inaudible) this other question that we just--what would the short-term social
impact have been with dollarization? Would there have been any greater one one way or the
other?

“TAYLOR: Wdll, first, let me say the political side is--1 won't address that because it's
dependent very much on what the politics in the country is, but from the economic side,
dollarization can have advantages to a country. It removes the...

“FRANK: But again, I'm sorry Mr. Chairman this bothers you but we're not talking about
a country. We're talking about Argentinain 2001 and the problem again, because | want to get
back to this is that there is this problem which | think you are (inaudible) too easily and this is
what we have to really deal with.” John Taylor (2002a, electronic source, nho page numbers)

“REP. PAUL RYAN (R-WI): Thank you, Mr. Chairman.

“Thank you, Paul, for sharing too. | appreciate. Dr. Taylor, | wanted to focus a little bit
on Argentina. Specifically, | want to get into the dollarization. But first | wanted to ask you about
the recent actions in Argentina. And | don't think that the chairman asked this question, but do
the recent actions, in your opinion, in Argentinds government qualify as triggering Title 22,
section 2370A of the U.S. code which says that, "The president shall instruct the United States
executive directors of each multilateral development bank and international financial institution
to vote against any loan or authorization of the funds of such bank or ingtitution for the benefit of
any country that has expropriated the property of any U.S. person, or nullified any contract with
any U.S. person”.

“So, has the follow-up from Argentina, the expropriation of funds, basically the violation
of property rights of international investors, led you to believe that thet you must invoke this
code?
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“MR. TAYLOR: What we are doing now is trying to indicate to Argentina, and to the
IMF who is working with Argentina, they need to treat all investors fairly as foreign investors,
domestic investors, so that there’s no discrimination in any of these matters which would call
forth the kind of law youre referring to.

“Right now Argentina is making changes. There's pacification, they call it, in some of
these accounts, financial transactions, which basically we are trying to deal with the adjustment
that the devaluation of the currency has created.

“And what they are trying to do there is do something that they see as the right way to
make this adjustment. And what we have been doing is listening to all the private sector firms,
not just the United States by the way, but other countries who are investors, in trying to be sure
that whatever is done is done, and fairly, doesn't involve the kind of activities you are referring
to, so that we won't have to call those--call into play that particular law. But, you know, we are
aware of it. And our lega experts will be evaluating it.

“REP. RYAN: But if you had to make a decision today, the answer would be no.

“MR. TAYLOR: No. That’s correct. It would not be--it would be no. Yes.

“REP. RYAN: Let me go on to--1 think you testified over at the financial services
committee on January 6th, and you said that in your personal opinion the better answer for
Argentinawould be to dollarize. And | don’'t know if you're aware of this or not, but | have--this
is my seventh term, and I've authored a dollarization bill, called the International Monetary
Stability Act, | had authored with Senator Connie Mack last term which would ensure the profits
from seniorage (ph) with the countries who choose to dollarize, and to make sure that countries
do not put fire walls against any expectations that countries would have any say-so in the
conduct of our monetary policy.

“The Canadians are now talking about it very, very seriously. The Mexicans have talked
about it for many years. Latin America, Panamanians, have already dollarized. It's spreading
through the hemisphere possibly. What is your opinion, not just a persona opinion, an officia
opinion, on the need for Argentineans to dollarize and assure the profits of seniorage (ph), given
that we can very clearly state that we would not allow any influence in a monetary policy.

“MR. TAYLOR: | think the latter part is very important to keep stressing. | know that's
certainly the position of the United States and the Federal Reserve board members. With respect
to my personal opinion about Argentina, | did testify that | thought dollarization would have
been useful in a particular time of last year. It was my persona opinion, because | was asked
about my personal opinion.

“The United States opinion has always been that the exchange rate is an issue that is best
left to the country. It involves political issues, historical issues. It's the classic thing where
country ownership should be stressed. So this administration, | think very wisely, has taken the
position that an exchange rate decision is the country's. We are not going to take a position one
way or the other.

“So if a country chooses to dollarize, that's fine. If the country chooses to have a flexible
exchange rate, that's fine. We hope that in either case, it's done in a sound way.

“With respect to seniorage (ph), that's an issue which this administration has not been in
favor of and obviously--1 know about your bill and others--1 think it's something that needs to be
continued to discuss to see if there are ways that one country is dollarized, the U.S. clearly wants
to be helpful because there is technical things involved with that. But again | say, with respect to
my personal opinion, | refer to adifferent period that we are now in Argentina.
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“REP. RYAN: Wéll, let me ask you this. If the Canadians get more momentum behind
the idea, would you entertain a sharing of seniorage (ph) with the Canadian central government,
if they decide to convert? For alot of countries that's a lot of money and in many of these Latin
American countries, it would be a substantial amount of revenue that they would have otherwise
logt, if we don't share the seniorage (ph) and it would be a revenue raiser for our federal
government as well, because we would retain a percentage of the profits for seniorage (ph). Do
you believe that, if one of these countries were to approach you, that would be something you'd
entertain?

“DR. TAYLOR: Right now, the position of the administration is that that would not be
something —

“REP. RYAN: Is the administration opposed to sharing seniorage (ph) right now?

“MR. TAYLOR: Right now, there is questions of appropriation and funds for this that
need to be worked out. | don't think I’ ve seen al of the work that's been done on that. But the—
and | can't say there's a policy that applies uniformly across every country--but it’s not
something that--1 guess, put it this way--has been put on the table for us directly to consider. So,
the answer must be it's a case by case situation. But | would say, a this point, there's
appropriation issues, there's budget issues that are serious and need to be worked out before we
would consider such a--

“REP. RYAN: We have problems to score keep on this around here and for some reason
they think that it costs money, that the profits from seniorage (ph). Do you believe that--1 don't
know if you've looked at it close up--but do you believe that, if we were to engage in a seniorage
(ph) sharing agreement, that we would actually lose morey, there would actually be an inflow of
capital--of dollars to the federal government?

“MR. TAYLOR: From an economic perspective, Mr. Ryan, it is certainly--represents an
increase in revenue.

“REP. RYAN: Right. | think we just have some problems with the score keepers on that
one.” Taylor (2002b, electronic source, no page numbers)

“TAYLOR: As we begin, | think it’s, to understand the current situation, | think it is
actually helpful to go back to the early 1990s when the government of Argentina undertook a
series of very impressive economic reforms. These reforms had to do with monetary policy,
fiscal policy, international trade and regulation. Perhaps the most dramatic one was the monetary
policy change, which enabled the inflation rate in Argentina to come down to over 3000 percent
ayear to nearly zero.

“Fisca policy was aso brought under better control. The private--significant
privatization program was started, which drew many foreign investors into Argentina. And a
number of international trade barriers were reduced.

“Not only did these reforms bring about a much lower and more benign inflation rate,
they increased economic growth. Economic growth in the 1980s in Argentina was near zero and
it rose to over 4 percent in the early 1990s.

“1 note, looking at the components of GDP that investment and exports grew particularly
rapidly during this period. So those economic reforms did some real good. They were intended to
be market-oriented. And as | indicated, the results were impressive.

“In the late 1990s, a number of policies, set backs, and external shocks sharply reduced
the economic growth rate in Argentina and ultimately led the financial crisis that we're talking
about today.
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“If you look closdly at the spending numbers and the debt numbers and the deficit
numbers, it's clear that the debt began to grow more rapidly raising concerns about
sustainability. Risk premia started to increase and of course, that caused interest rates to rise,
slowing economic growth even further.

“This was compounded by a persistent deflation. Prices actually fell for a number of
years in a row and with depreciating currencies in Europe and Brazil, raised competitiveness
problemsin Argentina as well.

“l aso think it's important to note that persistent expectations of depreciation of the peso
during this period tended to raise interest rates in Argentina to levels higher than they were, they
would be elsawhere. In particular, higher in peso loans than in dollar loans.

“As we move towards the end of last year, it became clear that efforts to deal with these
problems through the budget were not working. People increasingly viewed the government's
debt as unsustainable. And in November of last year--in fact, the government announced that it
wanted to restructure the debt.

“As that restructuring was underway, uncertainty about its impact on the banks holding
that debt began to lead to large deposit withdraws. To stop those withdraws, the government
imposed restrictions on the ability of people to withdraw their deposits from banks; that occurred
first in December. After those restrictions were imposed, significant social and political protests
took place, turned violent and then the president at that time, President de la Rua, resigned.

“As we move to the present, it's clear that those restrictions and a number of other things
have caused economic circumstances in Argentina to deteriorate. With restrictions on deposits,
the payment system doesn't function as it normally does and it creates great shortages of
liquidity compounding the problems, as we’ ve seen in the last few months.

“Argentina is beginning to remove these restrictions. Just recently it was made possible
for people to withdraw the full monthly salary of their payments, for example, the full monthly
sdary from the banks. But ultimately, it's going to be up to the government of Argentina as you
indicated, Mr. Chairman, to find ways to make economic growth more sustainable and to take
the policies to do that. And indeed, the implementation of the policies is very important.

“The word convertibility sometimes conveys the idea of the convertibility law that was
emplaced in Argentina starting in the early 1990s. That’s a somewhat different meaning and
refers to that one-to-one peso peg in the currency ward that was in place. They now have decided
though, to have a floating exchange rate, a flexible exchange rate, and that coupled with good
control on money that Senator Bayh asked about, will lead to low inflation, just like the
convertibility law did.

[Senator Evan Bayh:] | read with interest the other evening a paper by the, | think a
Harvard economist, Jeffrey Sachs. You may be familiar with this distinguished gentlemen. Let
me just quote from his paper. It says, ‘Contrary to a widespread view’--which | incorporated in
my opening statement about the fiscal problems being one of the root causes of the current crisis.
He says, ‘Contrary to that widespread view, Argentina's public sector is not grotesquely bloated
or wasteful. For a country of Argentina’'s GDP, the share of government consumption, federal
government expenditures and total government expenditure is actually at the lowest.’

“1 read this with some surprise. Do you have areaction to the professor’s statement about
the fisca—Argentina's public sector being actually fairly modest in size for a country of the
GDP?1 know he's heard (ph) to the country.
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“TAYLOR: Yes, the measures of the spending as a share of GDP are exactly what's
indicated there and what is needed in terms of the budget is making the expenditures come in
line with the revenues. And there’s all sortsof ...

“BAYH: So, if the government...

“TAYLOR: ... decisions the country can make about expenditures, of course, but the
important thing here is to get things in line with...

“BAYH: So the government is modest in size, but the revenues are even more modest.
That's...

“TAYLOR: Yes.

“BAYH: ... that's the problem?

“TAYLOR: Yes.

“BAYH: Very good. | intend to contact the professor at some point. I'll ask him how
they ve, how he arrived...

“TAYLOR: OK.

“BAYH: ... a this--in any event. Just one or two other, one other question, actually. No, |
think | asked--and so it’s your opinion then, that--well, the final question--that fiscal difficulties
are one of the root causes of the current crisis?

“Let me just offer my own opinion. If so, then possibly we face as much of a politica
difficulty as an economic or fiscal one. The decisions to address the fiscal imbalance are very
difficult and that requires real political fortitude and perhaps thet is one of the major problems
that we face in this circumstance.

“Do you care to comment on that observation?

“TAYLOR: Oh, no, | agree. In a way, the economic goals or the economic policies are
straightforward. And they've worked in other countries that have adopted them. That is, a
monetary policy to have a low inflation, a fiscal policy that keeps the revenues in line with the
expenditures and keeps the deficit from becoming unsustainable, a trade policy which is oriented
to its open markets, a regulatory policy with low regulation and the provincia activities. So those
are adl easy things to say. But Senator, as you indicate, getting those through a political systemis
sometimes very difficult. And | think you're seeing that in Argentinaright now.” Taylor (2002c,
electronic source, no page numbers)

“Argentina had a crisis in the fal of 2000, an IMF program. When we [in the Bush
administration] came in, they were off that program, so we said, "Well, rather than make a
sudden change, let's give a waiver in the spring of 2001." In the summer of 2001, they were
beginning to run into difficulties because of a bank run--people pulling money out of the banks.
So we decided, in that context, that an augmentation of the program would be clear, but with a
clear emphasis that the debt was becoming--beginning to be a problem, needed to be addressed,
and we focused the nature of our program on that.

“And then finaly, in December of last year, after a lot of indications of what we would
do when the situation became clearly unsustainable and when the program was off track, we
supported the IMF decision to stop the support to Argentina because the policies at that point in
time didn't merit it. And it seems to me that's very consistent with the strategy we would like to
take, and that is to support countries that are doing the good things, the good policies, but to hold
back in unsustainable situations, and hold back in situations where the countries are not
following good policy. And we are trying to adhere to that as closely as we can.
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“MR. TAYLOR: Argentina made some very important reforms in the early 1990s-
controlling spending, on the tax side, on the convertibility side--got the inflation down by huge
amounts, and the economy grew very successfully in the early '90s through the mid 1990s. At
about that time Argentina started to move back on those policies, on the spending side, on the tax
side, and ultimately began to raise questions about their convertibility law. And when those
actions began to take place the economy started to deteriorate. There were shocks from abroad,
to be sure, as all countries are subject to. But the policies were not conducive to economic
growth and economic growth faltered. | would say that is to me the main lesson of Argenting, is
that —

“SEN. BAYH: If it happened so precipitoudly after our decision in August of 2001, what
didn't we know? Is there just not transparency of information coming out of Argentina? | mean,
we augmented them pretty quickly. They headed downhill.

“MR. TAYLOR: | would not know. | don't--wouldn't characterize it that way at all. What
happened is in the period of 1998, 2000, 2001, growth was getting slower, problems were
arising. There were two or three periods where sovereign debt spreads increased by quite a bit.
The debt was growing, raising questions about sustainability. We tried to work with them, as we
are continuing to work with the economic officials in the country to help them with the policies.
We have them support. | don't think it was a mistake to do that support last August, and | think it
was effective in the sense of keeping the contagion down throughout the region and throughout
the world. It was an assistance there. And that's one of the things | think we would like to try to
do, is when there is a damage effect, such as in the case of Uruguay--try to deal with that
contagion, which we did. But we don't readlly see, as | said, the contagion effects that existed in
the past. And | think the policies are one reason for that.

“So to me the lesson that | would stress most of all is when a country has demonstrable
problems with the sustainability of its debt, and where it chooses to address those problems by
restructuring, there should be a more orderly way for the country to do that. And that is one of
the reasons why we are pursuing some reforms of this sovereign debt restructuring process. And
you mentioned two approaches that are out there. And | think that if we can make those changes
it will be easier to adhere to the access limits that we would like to adhere to, because there will
be a route for countries to take if they get into this very unfortunate situation of sustainability.
And | believe countries shouldn't get into that state. It's a mistake for countries to get into that
state. They should take every effort they can not to get into the state of unsustainability. But
when it happens we have to find a way to make it more orderly. And that's really the main
lesson, | think, from these recent crises.

“[Sen. Bayh:] About flexible exchange rates, what should the Fund policy be with regard
to that? What did we learn in Argentina with regard to--what would you recommend regarding
currency boards, like Argentina’ s, and if they appear to be unsustainable, don't we just postpone
the day of reckoning with greater consequences at the end of the day?

“MR. TAYLOR: I think--

“SEN. BAYH: And you had something--forgive me--you had something in your
statement that alluded to what your answer might be, but | thought we'd flesh it out a little bit.
You said, "Most countries now maintain floating exchange rates, helping them to adjust more
easily when faced with economic shocks."

“MR. TAYLOR: Yes, | believe that flexible exchange rates are better than these pegs that
had existed or were more common in the past. And we are moving to a very healthy, greater
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degree of focus on keeping inflation low, and that frequently means that the exchange rate is
going to be more flexible.

“However, | do think that there are good cases where you can have a very credible
connection t another currency. And one example of that is EI Salvador, which has dollarized
very successfully. And that’s kind of the other extreme, senator, where you have locked into
another currency, and you can benefit from that. That creates its own type of stability. The
problems are in between-the flexible and the super strong connection. And then that's what |
think the good thing about what’s happening--and maybe the reason why there have been fewer
crises so far--and | hope that continues in terms of the number of countries--is that there is more
floating, and more focus on keeping--

“SEN. BAYH: And, as you know, there s this--I'll call it a theological position out there,
that fixed exchange rates are good in aimost al cases. We have learned from hard experience |
think that sometimes that's not true.

“MR. TAYLOR: Yeah, thisis an area where | think theology doesrit really help you very
much. It’s--" John Taylor (2002d, el ectronic source, no page numbers)

(John Taylor has called Hong Kong and Bulgaria currency boards, but has apparently not called
Argentina a currency board in any published writings.)

Lance Taylor (professor of international cooperation and development, New School
University)

“This package [the convertibility system] was instituted in 1991. It did reasonably well
up to the Mexican crisis in 1994-95, then there was a slowdown. There was a short pickup
afterward, but since 1997 or so, it has all been downhill. One aspect of this type of anti-inflation
policy, which is aso seen in Turkey and many other places, is that when you peg the exchange
rate, the internal price level does not stop rising immediately. So there is an increase in domestic
prices relative to foreign prices, which makes the country more and more noncompetitive.”
Lance Taylor (2001, p. 30)

Peter Temin (professor of economics, M assachusetts I nstitute of Technology)

“The current crisis, the experts assure us, was not due to any problems with the anchor;
Argentina’s currency board generated a decade of stability, trade and growth. But Argentina
evaded the fetter of policy and spent unwisely and excessively. A foreign-exchange crisis was
the inevitable resullt.

“This book [being reviewed by Temin] argues that the story is not that simple. It centers
on the predecessor of Argentina’s recent currency board, its commitment to gold from 1890 to
1931. As with the currency board, the gold standard was the cure for Argentinas existing
problems, deriving from the Baring Crisis of 1890 and its aftermath. Unlike the recent currency
board, Argentina's commitment to gold lasted forty years, surviving the massive shock of the
First World War and succumbing finally only to the even bigger shock of the Great Depression.

“This book was written in the 1990s, when the recent currency board was working well, or at
least appeared to be working well.” Temin (2002)

Linda Tesar (professor of economics, University of Michigan)
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See Sebastian August; Kathryn M. E. Dominguez

James Tobin (died 2002, formerly professor of economics, Yale University, Nobel Memorial
Prize winner)

“An individual country can tie itself tightly and permanently to a hard currency.
Examples are Hong Kong and Argentina, which are effectively dollarized. The idea is to
sacrifice every other possible objective of monetary and fiscal policies to the defense of the
exchange rate. Indeed the dollar may partly or wholly replace local currency as unit of account
and means of payment. This is the essence of a ‘currency board’—one well enough endowed
with reserves to convince the world of ®nvertibility and convincingly determined to protect
those reserves. For example, if it takes double- or triple-digit interest rates to attract and hold
enough reserves, so be it, regardiess of macroeconomic consequences. The rule is that local
currency oustanding must be covered 100 percent by the central bank’s hard currency reserves.
In terms of the trilemma, the country meets condition (1) fixed exchange rate, and (2)
convertibility. But it sacrifices (3) monetary sovereignty, and thus forfeits all possibility of
controlling its own macroeconomic fate.” Tobin ([1998] 2003, p. 17) (I regard this definition of a
currency board as deficient because it says nothing about foreign reserves.)

“Why not a single world currency, unadjustable pegs, world currency union for ever, the euro
writ large? Very desirable, | thought, but not feasible, then or now, given the heterogeneity of
nations. We cannot even yet be sure of the euro. Argentina today is a frightening object lesson.”
Tobin (2001)

Rolf Maria Treuherz (visiting scholar at Stanford University at the time of writing)
(First Treuherz quotes the IMF definition of currency board arrangements found in the
IMF s Annual Report on Exchange Arrangements and Exchange Restrictions.)
“Currency boards are utilized in countries such as Argentina, Hong Kong, Bulgaria,
Estonia, Lithuania, etc.

“A cashrsupply rule means that in a currency board regime, equivalent movements in the
monetary base must accompany any movement in the country’s foreign exchange reserves. For
example, export revenue or other inflows of foreign currency will increase reserves and
subsequently increase the monetary base. The opposite occurs in the case of imports and other
international transactions and payments.” Treuherz (2000, pp. 110-11)

Edwin M. Truman (senior fellow, Institute for International Economics, formerly
[December 1998-January 2001] assistant secretary for international affairs, U.S. Treasury,
and staff director, Division of International Finance, Federal Reserve Board of Governors)
“Argentinais exhibit A in Latin America, but its problems were not caused by adherence
to the *Washington Consensus,” unless one means a lip service to the Consensus that was falsely
celebrated in Washington. The Argentine authorities violated at least three of the Ten
Commandments in the Consensus as articulated by John Williamson a decade ago. First, they did
not exercise sustained fiscal discipline, defined normally as a primary surplus of several percent
of GDP. Second, they failed to maintain an exchange rate at a level sufficiently competitive to
induce rapid growth of nontraditional exports. Third, the closed nature of the Argentine
economy continued despite the reform rhetoric and improvements in transparency and the
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financial system. In the end, Argentine policies produced deflation, not sustained economic
growth. As the crisis unfolded from 1999 to 2002, ownership of policies shifted from Argentina
to the international financia ingtitutions, the identification of Argentine policy with the
continuation of price stability was abandoned; the institutions of government collapsed.” Truman
(20023, p. 2)

“A similar story [as that of Brazil] can be told about Argentina. It is not that its choice of
an exchange rate regime was in error. At the time the choice was made in 1991, it was brilliant;
witness the initial success despite the skepticism of many, including myself, a the time.
Although Argentina might have been better served if the authorities had chosen to exit from its
exchange rate regime sooner, Argentina’ s problems over the past three years were not primarily
caused by its choice of an exchange rate regime. Those problems were caused by insufficiently
supportive macroeconomic and microeconomic policies. The economy lacked the flexibility and
competitiveness to adjust to the real appreciation of the peso as the US dollar appreciated and
when the Brazilian real depreciated. As has been well documented by Michael Mussa (2002),
fiscal policy was too loose in the boom period of 1997-99, and the program of the de la Rua
government that came to power in early 2000 was never fully implemented. The result was
protracted adjustment through recession and deflation that undermined political support for
sound policies and exacerbated the trend in the ratio of public sector debt to GDP. The numerator
grew while the denominator shrank. In the end, the political economy could not sustain the
effort.” Truman (2002b)

“In 1991, to deal with hyperinflation, the Argentine authorities opted for a particularly
rigid type of exchange-rate-based stabilization, one carved into law guaranteeing the
convertibility of one peso into one dollar and supposedly backed by a currency-board type of
monetary policy framework.

“Argentina s exchange rate was not only fixed, it was hardened by its convertibility law,
currency board-type of monetary arrangement, and no exit strategy. That hardening provided
inadequate protection against external economic and financial developments. the sustained
strength of the dollar, to which the peso was pegged, after 1995; the spillover from externa
financial crisesin Mexico, Asia, Russia, and Brazil; and the 2001 global slowdown....

“More importantly, Argentina's hardened exchange-rate regime did not guarantee the
degree of probity in economic and financial policies that probably would have been necessary to
sustain the rigid exchange-rate regime in the face of inhospitable external developments. Fiscal
policy was profligate, in particular after the economy started to expand again in 1996 and 1997.
The currency-board arrangement was a sham; the money supply did not expand and contract
(and interest rates decline and rise) in line with increases and decreases in official reserves. Its
factor and goods markets were not sufficiently flexible to achieve a real depreciation of the peso
without sacrificing growth. Its widening current-account deficit pointed to a savings-investment
imbalance and an overly protected and uncompetitive economy.” Truman (2002c) (If the
currency board was “a sham,” why call it a currency board?)

“Edwin Truman addressed four questions in turn.

1) Was the currency board a success? In Truman's opinion it was, but it was not a magic
solution. Although it was initially sold as a tough mechanical monetary policy, policy was never
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actualy run that way, and thus the system provided a false sense of security. It was not a rea
hard peg.

2) Has the approach been discredited? In short, yes. Truman, never a proponent of the
strong peg end of the bipolar view, believes hard pegs do not eliminate currency or credit risk,
and wondered how well the constituent members of the Euro will withstand its current
strengthening trend.” National Bureau of Economic Research (2002, conference summary)

“Participants disagreed about the degree to which Argentinas currency was
uncompetitive and the implications of the exchange rate for Argentina' s exports. Michael Gavin
presented his analysis, which found that Argentine export performance during 2000-01 was
similar to that of Brazil, despite the fact that Argentina had not devalued. Williamson questioned
this result, preferring a volume indicator of exports. Truman described his own work, which
concludes that Argentina's exports grew more slowly in real terms than those of any other
emerging market economy during the second half of the 1990s.” Truman (2003)

“1 hope we can set aside the snake-oil medicine of hard exchange pegs and dollarization.”
Truman (2004c, my transcription). (How nice to know that such an opert minded person once
served as the chief U.S. government official responsible for international monetary affairs.
Official dollarization was not tried in Argentina and there seems no basis to dismiss it so
cavalierly.)

United States Department of the Treasury

“Argentina. Argentina's currency board arrangement did not come under significant
pressure and Argentina posted strong growth in the first half of the year despite the turmoil in
emerging markets.” U.S. Department of the Treasury (1998)

“During this period Argentina remained committed to its currency board arrangement.” U.S.
Department of the Treasury (1999)

“Argentina maintains a currency board arrangement, with the Argentine peso pegged to the U.S.
dollar at parity.” U.S. Department of the Treasury (2001)

Martin Uribe (professor of economics, Duke University, Argentine origin)

“Floating the peso is one of the few right steps the government has taken lately, said
Martin Uribe, economics professor at the University of Pennsylvania. Under the old system, the
number of pesos was strictly limited by the number of dollars available to back them up. This
free float alows the government to print pesos, giving it more economic freedom. But that, too,
could create problems. The government could print too much money, Uribe said.” Uribe (2002b)

“Uribe suggests that Argentina bite the bullet and end the financial restrictions. ‘ As long
as the corralito is not lifted, the economy is going to continue downhill,” he notes.” Uribe (2002c,
electronic source, no page numbers)

“The elements of current e&onomic policy that are most directly responsible for the current
situation are: (1) A set of financial restrictions that prohibit depositors to withdraw funds from
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their bank account—the so-called corralito. In practice, these restrictions imply that since
December of 2001Argentina has been operating without a banking sector. (2)Massive tariff and
non-tariff barriers to international trade keep Argentina isolated from world markets with the
exception of Brazil. (3) The extensive privatization process that took place during the 1990s was
not accompanied by deregulation. As a result, privatizations ssmply turned state monopolies into
private monopolies.

“Elements (2) and (3) of the current policy mix are responsible for turning the
1998recession from what should have been a V-shaped recession (that is, a short contraction and
a quick recovery) into a banana-shaped recession (i.e.,, a long period of time between the
downturn and the recovery). Element (1) is responsible for the economic catastrophe that has
been taking place since the beginning of the year.

“It is important to make clear from the outset that Argentina will not be able to get out of
the current state of collapse unless the financial restrictions are completely removed. In addition,
unless the economy opens itself to international trade and deregulates domestic markets, it will
have a hard time resuming sustained growth.

“It is important to realize that monetary policy is not at the heart of Argentina's current
difficulties. In particular, al other things equal, a monetary reform that eliminates the peso in
favor of dollarization or a new domestic currency, is likely to have little effect, if any, in lifting
Argentina out of its current situation

“Back to the Currency Board? [section titl€]

“In principle, given the necessary conditions that guarantee stable growth and sound
fiscal stability, there is no fundamental contraindication to a currency board. If this option were
to be taken, the exchange rate should be set at a value consistent with areasonable relation
between high-power[ed] money measured in dollars and foreign reserves held at the central
bank. This corresponds to an exchange rate of about 3 pesos to the dollar.

“However, a move to a currency board would entail going against the trend. Most
countries in the world have moved over the past decade to more flexible exchange-rate regimes.
There are very few cases of fixed exchange rate regimes in place. In today’s highly volatile
world capital markets, having an exceptional exchange rate arrangement might generate
unnecessary sources of instability. In addition, in the past few years a growing body of academic
and nonacademic research has suggested that fixed exchange rate regimes might be more
conducive to financial crises.” Uribe (2002d, pp. 1, 4)

Carlos A. Végh Gramont (professor of economics, University of California-L os Angeles)
See Michadl D. Bordo.

Andrés Velasco (professor of international finance and development, Harvard University)

“Yet, agood deal of the enthusiasm for currency boards derives from the experience of
only one country, Argentina, during a fairly brief period of time. Except in Hong Kong, all the
other currency boards have been too short-lived to be informative (in Bulgaria, Estonia, and
Lithuania, for example).” Larrain B. and Velasco (2001, p. 2)

“It is tempting to see finance as a morality play: those who get into trouble must have

done wrong, and bankruptcy is the proper punishment for the wayward. When it comes to
Argentina, a country that is muddling through its fourth financial crisis in two decades, that
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temptation is particularly strong. If today nobody will lend to Argentina, pushing its government
to the political and economic brink, it must be--Wall Street sages will tell you-because
irresponsible Argentine politicians spent too much and borrowed lavishly. But that assessment is
wrong.

“Argentina is on the verge of default because investors expect it to be. Paradoxical, but
true. The country is in its third year of recession, with unemployment at 15%. Despite the
temptation to spend its way out of the slump, last year Argentina ran a budget surplus of 1% of
domestic output, which only became a total deficit of 2.4% once interest payments were added
in. Public debt stood at a moderate 45% of output. Such figures would make the average
European Finance Minister green with envy. In 2001 the Argentine fiscal Situation has
deteriorated, but not because the government went on a spending binge. The recession reduced
tax receipts, driving up the deficit, which then spooked investors, who demanded even higher
interest rates, enlarging the deficit even further. Most governments forced to pay 15% a year or
more on dollar loans would eventually run out of money and stop paying. This is precisely what
may happen to Argentina.

“Fixated on the aleged ill of overspending, Wall Street thinks budget cuts are the only
medicine. Unable to borrow, Economy Minister Domingo Cavalo has been forced into an
austerity plan that slashes wages and pensions and promises to reduce the government deficit to
zero indefinitely. Running a pay-as-you-go government may just possibly alow Argentina to
avoid default. And the political pressure may have provided a welcome opportunity to cut some
bloated government salaries and pensions. But the future remains uncertain, because fiscal belt
tightening will probably deepen the recession while failing to treat the underlying disease.

“Argentina’s problem is lack of growth. As long as the economy stagnates, the budget
will remain vulnerable and social discontent will continue to build. Sooner or later, the Cavallo
team hopes, investors will see that Argentina is serious about paying its debts, interest rates will
fal, and the economy will pick up. Perhaps. Yet even if the spreads now being charged
Argentina were to drop, it is unlikely that growth would resume. The economy contracted in
1999 and 2000, when interest rates were lower and the U.S. was in a boom. Today the world
economy is in recession, commodity prices are weak, and neighbors Brazil and Chile are slowing
down. Why should Argentina buck the trend?

“Argentina has not grown because investment is weak and exports are, for a country of
more than 30 million people blessed with high human capital and plentiful natural resources,
laughably small. Businesses are not rushing to invest and export more because it is not
profitable. Excessive regulation and cumbersome taxation are problems. Also troublesome is the
issue that nobody wants to mention but will not go away: the exchange rate.

“Pegging the peso to the U.S. dollar and preventing irresponsible monetary expansion
through the currency board was a great idea: it ended decades of high inflation, restored a
measure of sanity to Argentine finance and made Cavallo an overnight hero. Ten years on, the
policy is looking a little tired. Part of it is smply bad luck--a surging greenback has sharply
appreciated against most of the world’s currencies. But the consequences are nasty just the same:
Argentine firms find it very difficult to compete abroad.

“Cavallo has aready taken half a step back from the currency board by introducing a
system that will eventually tie the peso to the euro as well as to the dollar. He has also created an
alternative currency price for importers and exporters. For both measures he was crucified by
Wall Street. But the basic policy orientation of the Argentine government is right: better to
address the problem than to bury one’s head in the sand.
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“The same holds true for the debt. It is not large, but at current interest rates and with the
economy still depressed, servicing it will not prove easy. Barring a miracle that leads to a surge
in confidence, a collapse in interest rates and a turnaround in the economy, creditors may soon
need to sit down and discuss the terms of repayment. Better an orderly rescheduling of debts than
a messy default, even if creditors have to take part of the hit. Mordity is not, after al,
unambiguously on their side.” Velasco (2002)

“[Michael] Mussa was Economic Counselor and head of the Research Department of the Fund
between 1991 and 2001. Those were precisely the years Argentina’s muchstudied currency
board was in operation--and under close scrutiny from a succession of IMF programs.”

“Fund staffers are often accused of being obsessed with fiscal austerity, and this book is
not meant to dispel that view. According to Mussa, the reason for Argentinas spectacular
collapse (GDP contracted by 10.5 percent in 2002) is ssmple: too large a budget deficit....”

“In assessing this conclusion, two issues stand out. The first is whether Argentina’s super-
hard currency peg-which tightly linked the peso to the U.S. dollar and severely constrained
monetary policy--should share any blame. The second is whether the country’s fiscal sins were a
consequence or a cause of the crisis. The answers to both are related.

“On the first issue Mussa turns out to have mixed feelings. He reports that the Fund
privately was skeptical about the adoption of the currency board in 1991. He also writes that ‘an
independent observer might reasonably conclude that the rigidities of the Convertibility Plan
deserve relatively more weight, and the failures of Argentine fiscal policy relatively less weight,
in the blame for the tragedy that ultimately befell Argentina.” (p. 24). Such an assessment would
be reasonable indeed. A World Bank paper estimates that by 2001 the Argentine peso was
overvalued by more than 40 percent, mostly as aresult of the appreciation of the U.S. dollar and
the depreciation of the Brazilian real. (Guillermo Perry and Luis Servén, ‘ The Anatomy of a
Multiple Crisis: Why Was Argentina Special and What We Can Learn From It,” mimeo, World
Bank, May 2002.)

“The misalignment, coupled with the adverse external conditions, wreaked havoc with
the export sector. Export volume growth, which had averaged over 14 percent per year between
1993 and 1998, stalled and never again managed to recover its earlier dynamism. It can come as
no surprise, then, that when capital flows turned around in the late 1990s and Argentina was
forced to cut its current account deficit, adjustment could only come via a mega recession: GDP
shrank in 1999, 2000 and 2001 even before total collapse arrived in 2002.

“In short: one can make the case that the weak fiscal policy outcomes were more of a
conseguence than a cause of the collapse of the economy.”

“The rigidity of the exchange rate peg, as Mussa recognizes, put much of the onus of
adjustment on fiscal policy. One can imagine an idealized world in which initial debt is so low
and political institutions so credible and agile that fiscal policy actively can cushion the effects of
shocks on real income and private consumption without ever engendering fears of insolvency.
That world does not resemble what we see in Argentina--or anywhere on planet Earth, for that
matter. Moreover, by delaying the necessary realignment of relative prices, the hard peg ensured
that if and when a devaluation came, it would be huge. And with public debt denominated mostly
in dollars, this would massively increase the carrying cost of debt and wreck fiscal accounts, no
matter how virtuous the intentions of policymakers.” Velasco (2003a)
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“Participants disagreed about the degree to which Argentina's currency was
uncompetitive and the implications of the exchange rate for Argentina' s exports. Michael Gavin
presented his analysis, which found that Argentine export performance during 2000-01 was
similar to that of Brazil, despite the fact that Argentina had not devalued. Williamson questioned
this result, preferring a volume ndicator of exports. Truman described his own work, which
concludes that Argentina's exports grew more slowly in real terms than those of any other
emerging market economy during the second half of the 1990s. Andrés Velasco cautioned
against being too pessimistic about export behavior looking forward. In his view, a significant
devaluation will encourage increased investment in exports and will generate significant export
growth, though perhaps with some lags.” Velasco (2002b)

See aso Ricardo Hausmann.

Francois R. Velde and Marcelo Veracierto (both senior economists, Federal Reserve Bank
of Chicago)

“Yet currency boards have made a comeback of sorts, with Hong Kong since 1983 and
Argentina since 1991 as the most prominent examples.

“Under the convertibility law, the central bank must stand ready to sell dollars for pesos at the
rate of 1 U.S. dollar per peso. Free reserves, consisting of gold, foreign currency, or de-posits
and bonds payable in gold and foreign currency, must be maintained at a level no less than 100
per-cent of the monetary base. The central bank is forbidden by its charter, passed in 1992, from
lending to the government. However, the formula for the classic currency board requires full

backing of the currency with foreign reserves only. In Argentina, the bank is allowed to hold
Argentine government bonds as part of the backing of the monetary base. But this departure from
the classic currency board is minor, for the following reasons. Those holdings must be purchased
at market price (so they are not direct loans to the government), they cannot exceed 33 percent of

total reserves, and they cannot increase by more than 10 percent in any year.” Velde and
Veracierto (2000, pp. 24, 25-6)

George M. von Furstenberg (professor of economics, I ndiana Univer sity)

“Currency boards in theory have a fixed reserve ratio against high-powered money and a
fixed exchange rate with something ‘hard’ in common with the gold standard. Yet while there
were rules of the classical gold standard that were sufficiently widely observed to make the
standard credible and speculation generally stabilizing (Eichengreen 1994, p. 43), Argentina's
and Hong Kong's CBAs [currency board arrangements] have very little in common in the way
they operate, in the extent to which they are backed by reserves and constrained by their
particular status, and in the fluctuation s they have experienced in their credibility. As described
in Dodsworth and Mihaljek (1997) for instance, there is little that is classical or ruled out in the
operation of Hong Kong's currency board since it was established in 1983.

“For instance, Hong Kong, Argentina, and Lithuania, al with a U.S. dollar-based currency
board, are surrounded (or will be surrounded when the renminbi starts to float against the U.S.
dollar) by countries whose real exchange rates may develop very differently. Because those
countries are unduly exposed to foreign-induced misalignment in their trade-weighted exchange
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rate, the rationale for sticking with their CBAs can become doubtful. When such a misalignment
becomes acute, as between Argentina and Brazil in the aftermath of Brazil’s currency crisis of
January 1999, risk premiums surge.” von Furstenburg (2003, p. 214)

Carl E. Walsh (professor of economics, University of California-Santa Cruz)
See Gerard Caprio, Jr.; Joseph E. Stiglitz.

Sidney Weintraub ¢hair in political economy, Center for Strategic and International
Studies)

“’Domingo Cavallo, Argentina's minister of economy, was able to work a monetary
miracle in eliminating Argentine inflation 10 years ago by his convertibility program of assuring
dollar reserves for the entire Argentine monetary base. The flaw in [the convertibility system]
was that the Argentine peso has gradually become overvalued in relation to the dollar, but the
large public and private dollar debt built up during the last decade makes it excruciatingly costly
to explicitly devalue the peso from its one-to-one relationship with the dollar.”” Weintraub
(20014)

“Sidney Weintraub, political economy chair a CSIS, said "the international community
should get into it far more forcefully.”

“The analysts agreed that Argentina should avoid a default on its debt, or a devaluation of
the peso, as either scenario would be devastating.

“The knock-on effects of such a development for emerging markets make the cost of
additional support for Argentina reasonable, analysts said.

“A debt default by Argentina‘ would be the final nail in the coffin of emerging markets as
an asset class,” Porzecanski said.

“The extent of dollar-indexation in Argentina—with mortgages, auto loans, and other
assets indexed to dollars—would aso make a devauation ‘devastating,” he said.” Weintraub
(2001b)

“Sidney Weintraub, of the Centre for Strategic and International Studies, said he
expected Argentina would eventually fully dollarise the economy. ‘The other possibility is
devaluation and that would be very messy,’” he said.” Weintraub (2001c)

“The major problem in Argentina was not the ‘Washington Consensus’ gone awry, but
lack of the necessary fiscal discipline to run a convertibility/currency board system. Indeed, the
official data camouflaged the size of the fiscal deficits. As a consequence, the peso (pegged at
one-to-one with the U.S. dollar) became overvalued and Argentina's exports became
noncompetitive. Argentina also suffered when Brazil, which represented one-third of its export
market, devalued the real in 1999.” Weintraub (2002b, pp. 12-13)

“This [relief from inflation] came in 1991, when the Economy Minister, Domingo Cavallo,
introduced Argentina’ s convertibility system precisely to choke off inflation. The peso was set at
a value of one dollar, backed by dollar reserves equal to the monetary base. This permitted
exchange of pesos for dollars on a one-to-one basis. A currency-board system was put in place
that severely limited the money-creating powers of the Central Bank.
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“However, looking back at what has happened since 1999, the evidence is that the
rigidity of convertibility, in concert with the limited monetary flexibility of the currency board
structure, lasted too long. Diehard advocates of a hard peg, especialy those who believe that
Argentina should go even further and officially dollarize the economy, will dispute this. The
overvaluation of the Argentine peso was brought about largely by the appreciation of the U.S.
dollar, to which the peso was tied. The advantage of full dollarization would be to rule out peso
devauation, as there would be no peso to devalue, but the disadvantage is that Argentina's
monetary base would be decided by the U.S. Federal Reserve, exactly as it was under the
currency board.

“...Not only have Argentina's exports to Brazil diminished [since Brazil’s devaluation of
1999], but many Argentine producers moved their plants to Brazil to take advantage of the
cheaper costs there.

“Now with devaluation, Argentine exports have come more competitive.” Weintraub (2003, pp.
117-20) (Despite Argentina' s devaluation, Argentina’ s merchandise exports to Brazil were lower
in 2002 and 2003 than any year since 1994 or 1995 [depending on what source of data one uses|;
the trend may continue through 2004, for which full-year statistics were not available when |
wrote.)

Mark Weisbrot (co-director, Center for Economic Policy Resear ch)

“” Argentina has borrowed more than $40 billion at high interest rates to defend its
overvalued currency. That would be the equivalent of our government borrowing $1.4 trillion—
70 percent of our federal budget—to defend our own overvalued dollar. For 20 years now, Latin
America has followed Washington's advice and slashed tariffs, swallowed IMF austerity plans
and sold off tens of billions of dollars of state assets to foreigners. This has brought alot of pain,
but no gain. Over the last 20 years, income per person in Latin America grew by a mere 7
percent, compared to 75 percent for the two decades before that (1960-1980), when government
exercised more control over their economic policies.”” Weisbrot (2001c)

“Argentina’s financial situation is similar to that of a heroin addict, only more dire. Its
currency is pegged to the U.S. dollar and is overvalued. As investors get more nervous, they
exchange their pesos for dollars. To keep the fixed exchange rate, the government borrows more
dollars, so as to have enough for al who want to get rid of their pesos.” Weisbrot (2001d)

“The first and most overwhelmingly most important cause of the country’s economic troubles
was the government’s decision to maintain its fixed rate of exchange: one peso for one U.S.
dollar. Adopted in 1991, this policy worked for awhile. But over the past few years, the U.S.
dollar has been overvalued. This made the Argentine peso overvalued as well.” Weisbrot (2001f)
(I regard this definition of overvaluation as deficient because it does not specify by what measure
the U.S. dollar was overvalued.)

“As millions understand it, Argentina's credit card was cut off because it ran up too big
of atab and couldn't pay its bills. But the official numbers tell a very different story. It is the
story of debt, inherited fromthe past, that was perhaps manageable until—through no fault of the
debtor—interest rates on the country's borrowing increased. Higher interest payments, not
increased spending, led to higher deficits. Growing deficits in turn created doubts about the
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overvalued exchange rate, which pushed interest rates still higher, creating larger deficits, in a
hopeless spiral that ended in default and devaluation.

“As will be seen below, policy failures played a role in Argentina's economic collapse.
The most importart mistake was the fixed exchange rate, which tied the Argentine peso to the
US dollar. But the immediate cause of Argentina's crisis was a series of external shocks that were
beyond its control, beginning with the US Federal Reserve Board's decision to raise interest rates
in February of 1994. The effect of each of these shocks was much worse than it otherwise would
have been, because of the fixed exchange rate. But the commonly believed story that the
government could not accept a sufficient dose of the painful medicine of austerity, or spent its
way into a hole, is not supported by the data.” Weisbrot and Banker (20023, p. 2)

“And of course the overvalued peso (fixed to the US dollar, which became increasingly
overvalued after 1993), greatly exacerbated this problem [of high business costsin Argenting].

“This latter point must be emphasized: Argentina s budget deficits throughout the period
1994-2000 were entirely attributable to interest payments, which increased rapidly due to a series
of external shocks, exacerbated by growing doubts about the viability of the fixed exchange rate
regime. Without devaluation, there is nothing that the government could have done to get out of
this spiral of rising interest rates and increasing uncertainty.

“The worst of the economic reforms—the convertibility system—has aready been
undone. The question of which other reforms will have to be undone is a longer discussion; but
clearly at least some of them did contribute to the crisis, especially the complete opening up to
volatile portfolio investment, combined with the de-regulation of the banking system; and the
privatization of Argentina s social security system.” Weisbrot and Baker (2002b, pp. 3, 4, 6)

“However, the economy is poised for an export-led recovery, with exports now
comprising about 42.8 percent of GDP (as opposed to 11.5 percent of GDP before the
devaluation).” Weisbrot and Cibils (2002, p. 3)

“Mr Menem was president from 1991-1999, and athough he left office before things
really fell apart, the electorate correctly held him responsible for the ensuing depression.

“Under his leadership, the country experimented with an extreme version of what
Argentines call neo-liberalismo, including an indiscriminate opening to foreign capital and trade,
large-scale privatisation, and a currency board system—much like a gold standard—that fixed
Argentina’ s peso at one per US dollar.

“The combination was deadly. Despite initial success in taming inflation and boosting
economic growth, the regime was particularly vulnerable to externa shocks from the global
economy.

“These began in 1994, when the US Federal Reserve started a series of interest rate hikes,
followed by the Mexican peso crisis (1994-95), then the Asian (1997-98), Russian (1998), and
Brazilian (1999) financial crises.

“Each of these developments sent shock waves through the Argentine economy, which
could not adjust so long as its currency was tied to the dollar.
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“The result was a vicious spiral: private capital flight led to increasing interest rates and a
shrinking economy, which led to more debt and even higher interest rates, as investors feared a
currency devaluation and then a debt default.

“The government finally did default on $ 95 billion of public debt at the end of 2000, and
the currency collapsed.

“But the past is anything but history, and the debate far from over. That is partly because
there is another actor in the Argentine economic drama: the International Monetary Fund (IMF).

“Argentina under Mr Menem was its poster child, and the IMF supported the
government's policies right up to the cliff and over the edge.

“IMF officials also prolonged and worsened the recession/depression by insisting on
monetary and fiscal austerity at the wrong times.

“(Their warnings of hyperinflation following the devaluation proved unfounded: inflation
so far this year is about 2.5%).

“Like Mr Menem, the IMF has admitted to no mistakes; unlike Mr Menem, it is not
accountable to any electorate. But the IMF was there in Buenos Aires, on the eve of the
election.” Weisbrot (2003) (I regard this definition of a currency board as deficient because it
specifies nothing other than arigid exchange rate.)

J. Onno de Beaufort Wijnholds Washington representative, European Central Bank;
formerly [1994-2002] an executive director, International Monetary Fund)

“There needs to be little doubt that in 1991 shock therapy was what was needed in
Argentina, and the introduction of a currency board was probably the most convenient way of
administering it. What seems to have fallen by the wayside, however, is the insight that the
conditions for a sustained maintenance of a currency board—as distinct from administering a
temporary anti- inflationary shock—are very stringent. Following Larrain and Velasco (2001, pp.
10-11) anumber of requirements can be listed: the criteriafor an optimum currency area need to
be satisfied, implying among other things, that large countries are less likely to qualify; the bulk
of the pegging country’s trade should be conducted with the country to which it pegs its
currency; inflation preferences should not diverge much between the pegger and the ‘main’
country; the need for a flexible labour market to help avoid rising unemployment; strong
institutions and a consistent application of the law. To thislist | would add the need to conduct a
stringent fiscal policy, especially when the currency board is primarily intended as protection
against inflation—as was the case in Argentina.

“Keeping up with increases in labour productivity in the country whose currency serves
as the peg can aso be considered necessary for the longer-term viability of a currency board.
Usually this requires a sustained effort in the area of structural reform. It is quite clear—of
course the more so with the benefit of hindsight—that practically none of these conditions were
met by Argentina. That the currency board continued to function as long as it did, had much to
do with the lack of an exit strategy, or the willingness to contemplate one, and the unattractive
prospect of having to introduce a different monetary approach fraught with short-term political
risk.

“The literature recognises the need for an exit strategy for most currency board regimes.
A thorough analysis of the exit problem is contained in Balifio and Enoch (1997). It is useful to
keep in mind that there are no instances of relatively large countries with relatively closed
economies successfully operating a currency board over an extended period of time. After its
initial success in bringing down inflation in Argerting, the currency board introduced in 1991
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increasingly constituted a drag on the economy, especialy since the authorities allowed it to
function more as a suppressor of symptoms than as an engine for fundamental change in the
economy. What was especially damaging was that the authorities took insufficient action to bring
Argentina’ s perennia fiscal problems, including with its provinces, under control.

“In its programmes with Argentina, the IMF concentrated only on the budget deficit of
the central government, whereas the focus should have been on the general government. Equally
undermining the currency board was the continuation of external borrowing which eventually led
to an unsustainable situation, a development that was recognised too late not only by the country
itself but also by the international financia institutions and the international capital markets.
Hence, it is too ssimple to only blame the currency board for having brought about a seriously
overvalued exchange rate and consequently an eventual economic collapse. It was the fact that
the conditions for a sustained operation of the currency board did not exist in the first place, in
combination with an endemic lack of fiscal discipline, and a penchant for excessive borrowing
that led to Argentina' s dlide into the morass of default and depression. This combination of a
closed economy, with exports of goods and services amounting to no more than 9 percent of
GDP (the average for Latin America is 19 percent; for emerging Asian countries 50 percent)
which remained closed in part because of the overvalued exchange rate, and the high level of
external borrowing by the government proved to be unsustainable.” Wijnholds (2003, pp. 105-7)

“Since the real effective exchange rate of Argentina had already appreciated quite considerably
since 1991 and the plunge of Brazil’s currency added significantly to that, any exit strategy—had
it existed—should have called for abandoning the currency board in Argentina at that time.”
Wijnholds (2003, p. 108)

Thomas D. Willett (professor of economics, Claremont Graduate University, formerly
deputy assistant secretary for international research, U.S. Treasury)

“To date Argentina’s current program has provided the best example [among the recent
Latin American stabilization attempts the authors surveyed] of success with a rigidly fixed
exchange rate. Thisis likely due in part to the strong form of Argentina’ s commitment to a fixed
rate. By adopting a currency board, which limits the allowable amount of domestic monetary
expansion to the level of international reserves available to back the currency, the Argentinian
regime provides for automatic balance of payments adjustment and makes abandonment of the
fixed rate more difficult and politicaly costly than if the exchange rate were fixed by
discretionary policy. The operation of the currency board has not been without serious strains,
however. While the success in stabilizing inflation has been quite impressive, unemployment has
been high and the ingtitutional arrangements of the currency board were not sufficient to provide
full credibility to the fixed rate of the peso against the dollar. Due in part to the strengthening of
the dollar on the world market, Argentina has been running a sizeable trade deficit, and in the
wake of the crisis of the Mexican peso, Argentina faced a large speculative run on its currency.
Success in weathering this crisis appears to have provided a substantial boost to the credibility of
Argentind s fixed rate regime.” Martin, Westbrook and Willett (1999, pp. 151-2)

“It was not economic liberalization that caused the crisis but Argentina' s huge budget deficits
and overvalued currency. The avoidance of both is a key element of the IMF economic model.

“The IMF did not impose Argentina's ill-fated fixed exchange rate. This was a national
decision.” Willett (2002a)
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“l do not find credible arguments such as Hanke (2001) that its ‘currency board’ had
nothing to do with the Argentine crisis. See Willett (forthcoming [2002c]). It is true, as Hanke
and Kurt Schuler point out[,] that Argentina did not have a full fledged currency board and that
the unorthodox nature of the Argentine convertibility plan did help contribute to the crisis.”
Willett (2002b, p. 27, n. 2) (This passage is in an endnote in a paper that is not about Argentina.)

“Argentina is experiencing two distinct, but reinforcing, crises. One was triggered by the
insolvency of the government, which led it to default on loans. The other was currency
overvaluation, which forced devaluation Argentina's fiscal distress was due in large part to the
government’s failure to collect taxes. Cheating has cost the government roughly 40 percent of its
expected revenues. That, however, never stopped politicians from buying power with populist
spending programs and slush fund outlays to politica allies. Excessive spending in the
provinces, where politicians refused to accept orders from Buenos Aires, mirrored profligacy at
the top. The free-spending ways of the Fernando de la Rua administration in the late 1990s
proved the last straw.

“The long recession which was made worse by the overvaluation of the Argentine peso
(and the resulting inability of producers to compete at home or abroad), which made the budget
Situation even worse.

“Argentina’ s problems may not be evidence that the free-market model is bankrupt. But
Argentina’s tragedy does suggest the bankruptcy of a particular type of economic ideology that
has been promulgated by a small group of economists—and the editorial page of The Wall Street
Journal.

“Proponents of what | call fixed-rate fundamentalism argue that sound money is the key
to economic success, and that a fixed exchange rate is the key to sound money. A few decades
ago, such arguments were advanced primarily by those advocating a return to the gold standard.
In recent years, the mechanisms of choice have become ‘currency boards,’ or the replacement of
the national currency with a strong foreign currency like the U.S. dollar.

“A currency board is a kissing cousin to a precious-metal standard. Under a currency
board regime, a country fixes the value of its currency to another and allows its own money
supply to expand or contract only as its central bank’s holdings of the foreign currency rise or
fall. Thisis basically the same mechanism as the gold standard of the 19" century, with a foreign
currency replacing the role of the metal. For Estonia, the choice was the German mark (and now
the euro). For Argentina, the choice was the dollar.

“Many fixed-rate fundamentalists suggested late in the game that there still was a way out
for Argentina: scrap the national currency and adopt the dollar. Dollarization might have worked
better than the currency board did. (The central consideration here is whether the gains from
lower interest rates due to reduced currency risk would more than offset the loss in the
government’s profit from issuing its own currency.) But dollarization could do little to solve the
two major problems facing Argentina—its unsustainable fiscal situation and the overvaluation of
the currency. Thus, the debate over dollarization was like a discussion about alternative types of
cosmetic surgery while the disfigured accident victim wasbleeding to death. The only alternative
to devaluation was continued recession—and this would have done nothing to stave off default.”
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Willett (2002c), pp. 51-3, 58-9 (Dollarization in fact began to be publicly debated almost three
years before the convertibility system ended, which hardly seems “late in the game.”)

“Thus for the foreseeable futur e the only relevant option for Canada, Mexico, and the countries
of Central and South Americais the unilateral joining of the U.S. dollar area through adoption of
a hard peg, as in Austria with the deutsche mark, a currency board, as in Argentina, or
dollarization, asin Ecuador and El Salvador.

“Thus, far example, while Argentina’s currency board did lead to an increase in wage and price
flexibility, this increase was not sufficient to eliminate high unemployment.” Willett (2003, pp.
156, 166)

John Williamson (senior fellow, Institute for International Economics, formerly chief
economist for South Asia, World Bank, and professor of economics, Pontifica Universidade
Catodlica do Rio de Janeiro)

“A currency board is defined as a monetary institution that issues base money solely in
exchange for foreign assets, specifically the reserve currency.

...[The intervening section includes simplified balance sheets of a currency board and a
central bank. The paragraphs below are part of a contrast between a currency board and a central
bank.]

“The crucial distinguishing characteristic of a central bank [as opposed to a currency
board] is that it holds not just foreign but also domestic assets, of which the most important is
normally government debt. In addition, a central bank may alow the commercial banks to
borrow from it, or it may buy (‘discount’) assets from commercia banks, typically paper issued
in pursuit of some cause (such as exporting) that the government wishes to encourage. When the
central bank buys the domestic asset, it normally pays for it by increasing the monetary base, just
as happens when it buys reserves. A central bank also can buy a domestic asset to prevent the
monetary base from declining as a result of a need to sell reserve assets to support the exchange
rate: this process is known as * sterilization.’

“A currency board has no discretion as regards its monetary policy: it increases the
monetary base when the private sector wants to sell foreign currency to it at the fixed exchange
rate, and decreases the monetary base when the private sector wishes to finance a balance of
payments deficit by selling cash back to it and purchasing foreign exchange. In contrast, a central
bank can take the initiative in deciding to change the monetary base.

...[Table 1 on p. 8 lists Argentina as among “ Extant currency boards.”]

“In 1991 Argentina adopted a Convertibility Plan, which involved tying the central bank
down so that it acted almost like a currency board....The law stipulated a one-to-one parity
between the argentine peso and the US dollar and guaranteed the right to convert Argentine
pesos at that rate, meaning that a devaluation would require a new act to be passed by the
Congress. It also provided that the monetary base could be expanded only on the basis of a
purchase of dollars, although a loophole as l€eft in the form of permission to hold as much as
oneCthird of the central bank’s assets in the form of dollar-denominated government debt. While
the central bank had full cover in terms of gross external reserves from the outset, it did not have
full cover in terms of net external reserves until 1992. Unlike a pure currency board, commercial
banks continued to be required to hold their reserves at the central bank, and the central bank
remained responsible for bank supervision and for the health of the banking system.
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“...During the 1995 Mexican panic, there was another run on the Argentine peso, which,
exploiting the loophole noted above, was partially sterilized by central bank purchases of dollar-
denominated government debit.

For several years in after the establishment of its currency board in 1991, it looked as though this
[overvaluation] had happened in Argentina: inflation eventually came down to the level in the
United States, but price competitiveness (as measured by the CPI, though not the WPI) was
severely eroded and the current account moved into substantial deficit despite high and
increasing unemployment. As of July 1995, prospects seem more hopeful: exports are growing at
an annual rate of over 40 percent, and the balance of payments is in consequence looking much
stronger, although unemployment is increasing fast and remains a major source of concern that
still precludes a verdict that the fears of overvaluation were misplaced.

: .I.n practice, it is possible to launch a currency board with somewhat less than full foreign
cover, as happened in both Argentina (for net reserves) and Estonia.

But Hanke and Schuler mislead when they asset that no large commercial bank has ever
falled in a currency board system. There have in fact been two mgor bank crises in Estonia
under its currency board, the first of which (in late 1992) involved three banks with combined
bal ance sheets equivalent to 40 percent of the money supply (Bennett 1994)....”

Moreover, one should not draw that much reassurance from the relatively good historical
record to date. Most past currency boards have operated in financially underdevel oped
economies in which foreign banks played a dominant role. Hong Kong and Argentina in recent
years provide the great exceptions.”

“Argentina and Estonia provide by far the most relevant cases for assessing whether a
currency board arrangement can make an important contribution to enforcing fiscal discipline.

“Since [about 1980] four more currency boards have been established: in Hong Kong, Argentina,
Estonia, and Lithunia.”

“The impact of the currency board on confidence was immediately evident in a massive
fal in peso interest rates, from a monthly rate of over 12 percent to under 2 percent within a
month (Bennett 1994, chart 4). But because Argentina is such a closed economy as to be an
unnatural candidate for afixed exchange rate, inflation fell only gradually, and the peso ended up
being apparently overvalued.” Williamson (1995, pp. 2, 4, 9, 17, 20n6, 26-7, 28, 33, 34) (Hanke
and Schuler in fact discussed why they considered Estonia not to be a currency board, so
Williamson's criticism is incorrect.)

“In any event, the Convertibility Law adopted by Argentina in 1991, which included a currency
board, was a spectacular success....”

“Nevertheless, we have to face the fact that Argentinas current dtuation is
problematic—and for exactly the same reason that is suffered an acute external shock last year
[1995]. It is normal for an exchange-rate based stabilization to eliminate inflation only after the
currency has become overvalued; and | think that happened in Argentina.
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“If and when this patience [to withstand a recession] is rewarded by a return of
confidence [among investorg], it is at that point that one wants to try to make the system more
flexible. The first step should be to follow the example of first Singapore and more recently
Hong Kong in not monetizing 100 percent of the reserve inflow, which means moving away
from the strict concept of a currency board and beginning to build up foreign exchange reserves
over and above those constitutionally needed, so that one will then have some scope for acting as
alender of last resort in any future crisis.” Williamson (1997, p. 8)

“Williamson agrees that dollarisation should not be blanketed across the entire region ‘I think
[dollarisation] can be a helpful solution in parts of Latin America, particularly around the
Caribbean basin where trade is concentrated with the United States. The further south you go, the
less sense it makes, and by the time you get to Argentina, | think it makes no sense at al.’”
Williamson (20014, electronic source, no page numbers)

“’The crunch of the problem is they need a devaluation. | think they should float the peso
and de-dollarize all the assets and liabilities of the banking system. All the internal U.S. dollar-
denominated debt would be redenominated in peso debt. The peso would depreciate against the
dollar.

“’As long as they keep the public sector deficit within 1 or 2 percent of gross domestic
product, they should be able to avoid new inflation developing in a serious way. After one year,
they would want inflation under 10 percent.”” Williamson (2001b)

“JOHN WILLIAMSON, SENIOR FELLOW, INSTITUTE FOR INTERNATIONAL
ECONOMICS: | think the reasons differ from one country to another. In Argentina, that there
was a very brittle macroeconomic policy regime. It was one with a fixed exchange rate. And that
isarisky strategy.

“And, for a while, it worked well. But then, given also that they allowed their fiscal
deficit to build up again, those two things together led to a crisis. They couldn't hold it.”
Williamson (2002c)

“John Williamson (Institute for International Economics) suggested that Argentina
has had a desperation remedy for the past ten years and that is the very idea of convertibility. He
believes it is a desperation remedy because it solved the situation in the short run but then in the
long run the costs had to be paid. He concluded that the best thing for Argentina would be to
move to limit the right to transact in dollars.” Williamson comment in National Bureau of
Economic Research (2002)

“One of the corners [in the ‘bipolar’ view of exchange rates] is a fixed exchange rate backed up
by measures to create confidence that its fixity will be sustained, which advocates used to
assume could be provided by a currency board (as in Argentina), but now look to dollarization to
provide (as in Ecuador and El Salvador).” Williamson (2003b, p. 312)

“The Argentine tragedy, for example, was not caused by import liberalisation, or privatisation, or

any of the other reforms the country implemented in the early 1990s, but by two fatal decisions.
One was the attempt to peg the peso firmly to the dollar, which proved disastrous because of the
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devaluation of the Brazilian Real and the upward levitation of the US dollar. The second was the
decision to splurge when Argentina was the darling of Wall Street, instead of using the good
times to work debt down to a safe level. Since a competitive exchange rate and fiscal discipline
were two of the ‘10 commandments’ in the Washington Consensus, | find it a bit rich to blame
the latter for Argentina’ s crisis.” Williamson (2003c)

“Participants disagreed about the degree to which Argentinas currency was
uncompetitive and the implications of the exchange rate for Argentina' s exports. Michael Gavin
presented his analysis, which found that Argentine export performance during 2000-01 was
similar to that of Brazil, despite the fact that Argentina had not devalued. Williamson questioned
this result, preferring a volume indicator of exports. Truman described his own work, which
concludes that Argentina's exports grew more slowly in real terms than those of any other
emerging market economy during the second half of the 1990s.” Williamson (2003d)

“Economists who recommend against devaluation under any circumstances normally
advocate institutional measures, such as a currency board (like that in Hong Kong), that will
compel a country to avoid a devaluation and rely instead on internal price deflation to adjust to a
payments deficit. The lesson of the Argentine crisis is that even such a rigid institutional
constraint will be broken if the costs of standing by it become too great.

“And of course what matters from the standpoint of macroeconomic management is the real
effective exchange rate (i.e., the average inflation-adjusted exchange rate against all trading
partners.) A rate that is fixed in terms of some other currency can become overvalued if the
currency to which it is pegged floats up in terms of other currencies with which the pegging
country trades, leading to an appreciation of the real effective exchange rate. (Argentina again
here provides the prime example.)” Williamson (20044, pp. 4-5)

“One might hazard a guess that if the conference had been held after Argentina was
forced to abandon its currency board, [Sebastian] Edwards and most other participants in the
conference (other than Domingo Cavallo) would have argued the superiority of floating rather
than the merits of the bipolar regime.” Williamson (2004b, p. 825)

Carol Wise (associate professor of international relations, University of Southern
California; included because of her collaboration with Manuel Pastor)

“However, Argentina's ability to spring back from Brazil’s January 1999 devaluation
taps into another set of challenges.

“In contrast to the earlier crises, which were all transmitted to the Argentine economy
through the financial system, the main vehicle for the Brazilian shock has been the real economy.
This is where the roots of today s turmail lie.

“Given the close trade ties between these two members of the Southern Cone common
market, Mercosur, the Brazilian devaluation pushed the bilateral exchange rate of the peso up by
nearly 18 percent.

“With industrial production shrinking by 10 percent to 12 percent in the first half of 1999,
and the trade deficit setting a new record for the 1990s, the burden of adjustment has falen
squarely on Argentina’s tradable sector.
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“The pressure is now on to improve the country’s trade competitiveness. Y et even the
most basic measures, like the aleviation of high business taxes and non-wage labor costs, remain
bogged down in the Argentine Congress.

“The currency board, which prohibits exchange-rate devaluation, is not making it any
easier. This leaves policy- makers with little choice but to pursue areal exchange-rate adjustment
through rapid productivity gains.

“In light of the various corruption scandals and high service prices that have arisen in the
context of Argentinds privatization program, more care must also be taken in the areas of
contract bidding, antitrust and fair pricing practices.

“Argentina’ s lag in efficiency represents some of the unfinished business from the 1995
tequila shock.

“Although labor productivity did expand by an average of 4.1 percent from 1991 through
1995, so too did the unemployment rate. As the latter peaked at 20 percent in the throes of the
1995 crisis, it became clear that productivity still depended too heavily on company downsizing.

“Now, as growth, investment, and employment have al taken another nosedive, it
appears that the usual fiscal and monetary tightening that has helped steer the economy through
past crises cannot alone reverse these trends.

“The timing of the current crisis in a presidentia election year does not help. Nor does
today's hypersensitive international setting, where to discuss one's exchange rate is to virtualy
talk it down.

“So, instead, political candidates and policy-makers in Argentina have been talking
around the relative price problem. Higher tariffs, debt relief and dollarization have all been
tossed out as possible cures.

“But none of this gets to the main point: the country’s high tax and labor costs, as well as
lingering weaknesses in the implementation of rules surrounding regulation, transparency and
oversight.

“Whatever the outcome of October's presidential election, the task ahead for Argentine
policy-makers is to deliver quickly on a set of competitive policies that can facilitate an
adjustment in relative prices, and thus trigger higher and more sustainable levels of growth and
employment.

“In the continued absence of such measures, the Argentine scenario—rather than flaring
into a financial blow-up like those witnessed in Mexico, Thailand and Russia—will more likely
play out as aslow burn at the level of the real economy.” Wise (1999)

“When monthly rates of inflation suddenly burst from the 20 to 30 percent range in the
late 1980s to 90 to 200 percent in 1989-90, the administration of President Carlos Menem had
little choice but to pursue one of the most credibility-enhancing strategies available to a country
in the throes of hyperinflation: a currency board. Under the currency board, the Argentine peso
was fixed one-to-one to the U.S. dollar, and full convertibility was established between the two
currencies. At the same time, the discretionary lending powers of the Argentine central bank
were sharply curtailed, and the bank was required to maintain foreign reserves totaling 100
percent of the domestic monetary base. The Convertibility Plan effectively tied the hands of
domestic policymakers, as the currency board shifted the burden of responsibilty for monetary
policy and, to alesser extent, fiscal restraint onto the external sector.” Wise (2000, p. 94)

Mark A. Wynne (senior economist and vice president, Federal Reserve Bank of Dallas)
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“Countries considering dollarization could model the relevant ingtitutional arrangements after
those of the countries that operated or operate under currency board regimes, such as Argentina
and Bulgaria, to mention a few.” Gruben, Wynne, and Zarazaga (2003, p. 276) (This essay
focuses on dollarization and touches on currency boards only in passing.)

See also Finn E. Kydland.

CarlosE. J. M. Zarazaga (executive director, Center for Latin American Studies, Federal
Reserve Bank of Dallas, Argentineorigin)
“On April 1, 1991, the ‘ Convertibility Plan’ establishes a currency board system,....

“The most important measure [of president Carlos Menem'’s reforms] was the
Convertibility Act, which declared the austral to be fully convertible at afixed rate to the dollar.
The law requires that the monetary base be fully backed by gold and hard-currency reserves and
eliminates indexation of wages and other contracted prices” McComb and Zarazaga (1997, pp.
152, 167)

“The recent experience of Argentina suggests that currency boards are not the panacea their
advocates claim. (See the sidebar ‘ Argentina’s Currency Board During a Financial Crisis'.)

“A Historical Perspective [section titl€e]

“...Advocates claim there have been many successful currency board experiences. For
example, Hanke and Schuler (1994, 54) assert that ‘approximately 70 countries have had
currency boards....” They fail to mention that most of those 70 countries were British colonies in
Africa, Asia, the Caribbean and the Middle East.

“Few currency boards have ever operated in independent countries. Those that did—
North Russia, Danzig and Maaya—never lasted more than four years.

“The currency board is a rule for money cregtion: the currency board issues money only
against a designated reserve currency at a fixed exchange rate. Two common reserve currencies
are the U.S. dollar and German mark.

“In sum, the currency board’s money is the base money, or in less technical terms, the
bills and coinsin the public's pockets. Under a currency board, the base money is fully backed by
foreign reserves because the currency board prints money only against the reserve currency at a
fixed exchange rate. Moreover, the bills and coins issued by the currency board are fully
convertible on demand at the fixed exchange rate into the reserve currency, and vice versa.

“Argentina’s Currency Board During a Financial Crisis’ [text box]

“Argentina’ s recent experience demonstrates what can happen with a currency board
during a financia crisis. Argentina’'s monetary policy has operated very much as a currency
board would have since April 1, 1991, when the country's congress approved a convertibility
law.

“The law obligated the central bank to issue domestic currency (the peso) only against the
dollar value of foreign reserves. The law also fixed the exchange rate at 1:1, or $1 per peso. This
standard is the basic rule for money creation under a currency board arrangement.
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“Under the convertibility law, Argentina's base money and foreign reserves should move
very much in tandem, as they do in Chart A. This pattern is typical of currency board regimes,
under which base money increases as foreign reserves rise and decreases as foreign reserves
fall.” Zarazaga (1995, pp. 67) (In an earlier and longer work on the currency board system,
which was cited in the study Zarazaga refers to, Hanke, Jonung, and Schuler [1993, pp. 172-80]
listed al the historical episodes of currency boards of which we were aware, along with mentions
of whether a country had been the colony of any other power and when it had achieved
independence. There were in fact a number of episodes of currency boards in independent
countries lasting longer than four years after independence, including Argentina [independent
1816], 1902-1914; Iraq [independent 1932], 1931-49; Ireland [independent 1921], 1928-43;
Jordan [independent 1948], 1927-64; and Kuwait [independent 1961], 1961-9.)

“[Mexico and Argenting] followed similar policies until October 1994--both had their monetary
base fully backed by foreign reserves at the pre-announced exchange rates. That is, both
countries were running their monetary policies as they would under a currency board. The only
difference was that Argentina formally institutionalised this regime with the Convertibility Law
that the Congress passed on 1 April 1991.

“But after October 1994, Mexico repudiated its de facto currency board rule....

“At about that date, the monetary authorities started to ‘sterlise’ the capital outflows, that
is, they kept the nominal money supply constant in nominal terms, even if foreign reserves
continued declining...

“...Unlike their Mexican counterparts, the Argentinean monetary authorities stuck to their
guns. They let the money supply contract as foreign reserves declined, exactly as ‘instructed’ by
the currency board rule enacted by the Convertibility Law.” Zarazaga (1997, pp. 56-8)

“...[Argenting] de facto abandored its currency board some time in 2001.

“The origins of Argentina’s economic growth travails in the last four years or so are often
traced to the adoption of its quasi-currency board arrangement in 1991.

“...A currency board, for example, completely eliminates all ambiguity regarding the
evolution of the money supply: it expands or contracts with and only with corresponding
expansions and contractions of the international reserves.” Zarazaga (2003, pp. 12, 13, 2708)
(Page 13 is the only time in the paper where Zarazaga terms the convertibility system a “quasi-
currency board” rather than a currency board without qualification.)

See also Mark A. Wynne.
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Supplementary Tables

Table A1l: More Detailed Version of Table1in Main Text

la. Was Argentina s monetary system a currency board?

1b. Did the economist offer a definition of a currency board?

2a. Was the peso overvalued, at least from 1999 onward?

2b. Did the economist offer a definition of overvaluation?

3a. Were Argentina s exports uncompetitive?

3b. Did the economist offer a definition of uncompetitiveness?

4. Was dollarization technically feasible in late 2001 to early 20027

la 1b 2a 2b 3a 3b 4
Proper response No Yes | Yesor NOo Yes No Yes | Yes
Actual response
Yes (explicit) 90 51 52 46 25 30 17
Yes (implicit) 1 5 20 4 27 14 10
Yes (explicit), but bad definition | NA 11 NA 10 NA 2 0
No (explicit) 3 26 2 15 4 12 3
No (implicit) 0 1 1 0 2 0 1
Did not discuss 6 6 25 25 42 42 69

Notes: NA = not applicable.
Source: Table Al.

Other things equal, |1 consider a response that is explicit superior to a response that is only
implicit. Among economists who discussed the various points at all, notice the high proportion of
implicit responses on points 2a, 3a, 3b, and 4.
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Table A2: Alternative Presentation of Table2in Main Text

Key to headings of columns 1-5

Proper responses are indicated in bold.

la. Was Argentina’ s monetary system a currency board? (No)

1b. Did the economist offer a definition of a currency board? (Y es)
2a. Was the peso overvalued, at least 1999 onward? (Y es or No)

2b. Did the economist offer a definition of overvaluation? (Y es)

3a. Were Argentina s exports uncompetitive? (No)

3b. Did the economist offer a definition of uncompetitiveness? (Y es)
4. Was dollarization technically feasible in late 2001 to early 2002? (Y es)
5. Other.

Key to codes in columns 1-4 (see end of table for column 5)

Y = Yes (explicit).

Y- = Yes(implicit).

B = Yes(explicit), but bad definition

N = No (explicit).

N- = No (implicit).

— = Did not discuss.

Name la 1b 2a 2b 3a 3b 4

Proper response N Y Y/N Y N Y Y —
Actual response

Mark Allen Y N Y- Y Y- N — —
Altig, Humpage Y Y — — — — — a

Werner Bagr Y N Y- Y — — — a

Robert Barro Y Y Y B — — Y a

Gary Becker Y Y Y B Y- N — b

Andrew Berg Y Y — — — — — —
C. Fred Bergsten Y Y Y B Y Y — c, d
Nancy Birdsall — — Y- Y — — — —
Olivier Blanchard Y Y Y B Y Y — d

Robert Blecker Y Y Y N Y Y — —
Michael Bordo Y N Y N Y- N — a

Eduardo Borensztein Y N — — — — — —
Ricardo Caballero Y N — — — — — —
Charles Caomiris Y Y Y- Y — — — e

Guillermo Calvo Y Y Y- Y — — Y —
Roberto Chang Y Y Y N Y- N — a

William Cline Y Y Y Y Y- Y- — a

Benjamin J. Cohen Y Y Y- N Y N — a

W. Max Corden Y Y Y- Y Y- Y — a

Daseking and others Y Y Y- Y Y- Y Y- a

Augusto de la Torre Y Y Y Y Y- Y- Y a

J. Bradford Del.ong Y Y Y- B Y B — —
David DeRosa Y Y Y Y Y- Y- Y b
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Padma Desai
Eugenio Diaz B.
Dominguez, Tesar
Rudiger Dornbusch
Sebastian Edwards
Barry Eichengreen
David Feldman
Martin Feldstein
David Felix
Stanley Fischer
Kristin Forbes
Jeffrey Frankel
Milton Friedman
Andrés Gallo
Ghosh, Gulde, Wolf
Morris Goldstein
Carol Graham
David Hde
Steve H. Hanke
Arnold Harberger
Ricardo Hausmann
R. Glenn Hubbard
Jiri Jonas
Graciela Kaminsky
Timothy Kehoe
Peter Kenen

Jan Kregel

Anne Krueger

Paul Krugman
Finn Kydland
Adam Lerrick

Paul Masson
Ronald McKinnon
Allan Médtzer
Frederic Mishkin
Ramon Moreno
Robert Mundell
Michadl Mussa
Maurice Obstfeld
Scott Pardee
Manuel Pastor, C. Wise
Guillermo Perry
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Carmen Reinhart
Dani Rodrik
Liliana Rojas-Suarez
Andrew Rose
Nouriel Roubini
Jeffrey Sachs
Dominick Salvatore
Paul Samuelson
Miguel Savastano
Sergio Schmukler
Kurt Schuler

Luis Servén

Brad Setser

Mark Spiegel
Joseph Stiglitz
Lawrence Summers
John Taylor

Lance Taylor
James Tobin
Edwin Truman
Martin Uribe
Carlos Végh G.
Andrés Velasco
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G. von Furstenberg
Sidney Weintraub
Mark Weisbrot
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Thomas Willett
John Williamson
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Key to letter codesin column 5:

a = Occasionally mentioned that the convertibility system was not an orthodox currency board,
but on balance seemed to consider the systema currency board.

b = Considered the peso overvalued, but did not think overvaluation was an important cause of
Argentina’ s crisis.

¢ = Defined overvaluation with respect to the bilateral exchange rate with the United States.

d = Defined uncompetitiveness as a trade deficit or a growing current-account deficit that in fact
did not exist at the time he commented.

e = Stated or implied that the peso was overvalued, but favored addressing overvaluation by
means other than devaluation.

f = Favored combining dollarization with a one-shot devaluation.

g = Seemingly contradictory passages on whether exports were competitive.

Sources. Appendixes 1 and 2.
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