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EXEC SUMMARY

Argentina started its free fall descent into allfkecession in the last quarter of 2007. At
that time, the most important thing that proteétécbm a hard landing was the strength
of the global economy. But, with a worsening in&ional outlook and declining
commodity prices, this “parachute” of sorts hasdmee less reliable. Moreover, the load
under it has become heavier thanks to an unpretaigrcrease in public spending and
the erosion of external competitiveness due to grgwomestic inflation. The
combination of a higher and appreciating real ergeaate and a lower and depreciating
equilibrium one means that we can no longer afflmat the real exchange rate is
undervalued. Thus, letting the nominal exchange appreciate as a way to ease the cost,
in terms of inflation, of eliminating relative padalistortions is no longer possible. In
essence, by refusing to act when it should haeegtivernment has made it harder to
eliminate market distortions that limit potentiabgith. Not only would the prices of
controlled goods and services jump in proportioexocess demand in their markets upon
liberalization, but the RER would become instaotigrvalued raising expectations of
devaluation, hence inflation.

Holes in the Parachute

Argentina started its free fall descent into allfkeconomic recession in the last quarter
of 2007. At that time, the most important thingttheotected it from a hard landing was
the strength of the global economy. But, with aseoiing international outlook and
declining commodity prices, this “parachute” oftsdnas become less reliable. Moreover,
the load under it has become heavier thanks topreaedented increase in public
spending and the erosion of external competitiveneg to growing domestic inflation.

At issue is the fact that the “low and stable” reathange rate (RER) that, for many
years, has been the cornerstone of Argentina’sapeth economic recovery is no longer
low or stable. At an annual rate of 25-35% (depegdin how we measure it), domestic
inflation has been quickly eroding external comjpegness, particularly as the peso
stopped depreciating vis-a-vis the dollar (it hetsially appreciated by 5-6% since the
end of April) and the dollar strengthened relatv@ther world currencies.

Moreover, due to an increase in political and eaacanstability, Argentina now lacks
access to international capital markets and isacapital flight. Under these adverse



conditions, it is quite possible that teguilibrium real exchange rate (ERER) has fallen
significantly over the past three quarters. Thelmoation of a higher and appreciating
RER and a lower and depreciating ERER means thaaweo longer affirm that the real
exchange rate is undervalukd.

The fact that RER undervaluation is probably definas important implications for
inflation going forward. For starters, letting theminal exchange rate appreciate as a
way to ease the cost, in terms of inflation, ofrétiating relative price distortions is no
longer feasible. Back in the “good old days,” itwa have been possible for the
government to liberalize domestic prices (i.e.reete public utility tariffs, eliminate the
controls imposed by government organizations ssaheDepartment of Commerce and
ONCCA, and even reduce export taxes) while, simelasly, letting the exchange rate
float. Since, at that time, both the current areldapital account were in surplus, the
result would have been nominal appreciation, tleeeefeducing the overall impact of
price liberalization on inflation. Naturally, RERdervaluation would have been
eliminated. But, in return, there would be no repeal inflation, clearing the way for a
genuine reduction in current and future inflatioa the implementation of inflation
targeting or any other credible monetary rule.

Today, this is not an option. For, even if the CalrBank stops intervening in the FX
market, chances are the nominal exchange rateatikhppreciate. Actually, much of the
interventions performed in recent months were &v@nt nominal depreciation rather
than appreciation.

The perception that the RER is no longer undenhhss triggered expectations that,
soon, it will be overvalued. As long as domestists@ontinue to grow at current rates,
the government will need a strong devaluation gteoto restore competitiveness and
reduce real spending. This belief makes fightirftatron all the more difficult for it
reduces money demand, hence increasing the inflatfampact of a given increase in
the money supply.

People’s concerns are compounded by the factdbatfo the existence of a low or even
negative output gap, devaluation is not going tadeffective this time as it was in
2002. Since the pass-through effect from devalagtdnflation would be significantly
higher, several iterations will be needed to predaeneaningful impact on the RER,
hence on real output, during which inflation maserdisproportionately. If this is the
case, the only way to improve the primary surplilkbe by keeping a tight grip on
nominal spending so as to let it erode in real seridothing indicates that the current
government is capable (let alone willing) to dotsadhing.

In essence, by refusing to act when it should hidneegovernment has made it harder to
eliminate market distortions that limit potenti@bgith. Not only would the prices of
controlled goods and services jump in proportioexocess demand in their markets upon

! The role of RER undervaluation in enhancing Argeais 2003-07 recovery at the expense of sustagnabl
economic growth, was the focus of several pastrtepocluding “The Economics of Currency
Undervaluation” (6 February 2006) and ‘The EconawtUndervaluation 11" (1 May 2007).



liberalization, but the RER would become instaotigrvalued raising expectations of
devaluation, hence inflation.

Undervaluation Is So 2007

We define RER undervaluation as the difference betwthe equilibrium and actual
RERs, where the former is the relative pricearftr adables to tradables that
guarantees internal and external macroeconomidiledguin. By internal equilibrium we
understand a relatively small output gap and bgrex equilibrium, the possibility of
generating a current account surplus large encugffdet, on average, the capital
account deficit projected into the futifre.

In a previous reportwe estimated that, as of 3Q07, the RER was 55%rvatlied,
hence requiring a more than 100% appreciationgohrés equilibrium level. To arrive to
this conclusion, we ran an econometric model ofctimeent account using quarterly data
from 4Q94 to 3Q07, and found that the current aotbalance critically depended on
two variables: real GDP and the RER. In particula found that:

1. Every one percent growth of GDP above its trendeduhe current account
balance to deteriorate by 0.25 percentage poin&#.

2. A 10% depreciation of the RER improved the curemdount by 0.57 percentage
points of GDP.

Armed with these empirical results, we determinéatthe RER would have been if,
instead of running a current account surplus of B&&of GDP in 3Q07, Argentina had
run a deficit of 2%, commensurate with the amouri@I it was receiving from the rest
of the world at that time. The result was an indarber of 0.96 (4Q01=100), which was
way above the actual level (0.43). We interpret&é @o be the equilibrium real
exchange rate (ERER) under the then prevailing og@cmomic conditions since: (a) it
was consistent with our definition of external lvale; and (b) a substantial real
appreciation was necessary to eliminate overhedtigce restore the internal balance.

Then we asked ourselves: suppose that the nominabege rate policy had been
exactly the same as in the period 4Q01-3Q07, hargiolicies had been radically
different. By “radically different other policieste meant no price controls of any kind
and no taxes or other restrictions on exportsutthan unfettered market environment,
the RER would have appreciated from an averaged@fid 2002, the year when the last
big devaluation took place, to our ERER level &8 .Since this was not materially
different from the pre-devaluation level observedQ01, any inflation accumulated
from that date to the third quarter of 2007 woudddrhad to be practically the same for
nontradables and tradables under the counterfasteakrio.

2If, on the other hand, the economy receives ngtai@nflows, the current account deficit shoulat n
exceed the part of them that is sustainable ol@ngperiod of time.
% See “Quantifying the Inflation Overhang,” 26 Ma2B08.



Combining the average of international import argogt prices traded by Argentina and
the nominal exchange rate of the US dollar, we pced an index of undistorted
tradables prices in pesos, which showed an incr&a380% for the period. On this basis,
we concluded that, in the absence of distortidres GPI (a proxy for nontradables prices)
would have increased in about the same proporiiba.fact that it only rose by 105%
exposed a difference of 120 percentage pointsflation,* which we attributed to the
following factors:

1. 40 percentage points, to the existence of taxe®trat restrictions on exports, as
evidenced by the gap between the PT and WPI indevese PT is the
undistorted tradables index to which we referreavaland WPI is the wholesale
price index.

2. 43 percentage points, to the existence of pricératsnincluding on public
utilities, as evidenced from the gap between thd &vid the “real” (i.e.,
unadulterated) CPI index.

3. 10 percentage points, to the underestimation o€feby INDEC?

Our interpretation of these results was that 128ptasented the amount of repressed
inflation or “inflation overhang” accumulated ovitie sample period owing to the
aforementioned policies. For, suppose we were 807 and the government
decided to: fix the nominal exchange rate at thellprevailing in that quartéreliminate
export taxes, liberalize domestic prices, and clesaact in relation to INDEC. Assuming
that the ERER was unaffected by these policiestradables prices would have had to
rise approximately 120% in order to produce thé apareciation that was required. If,
on the other hand, the change in policy regimerkadited in a higher ERER—a more
realistic assumption given the stimulus affordedagters by the elimination of export
taxes—the 120% increase in the official CPl woudddnbeen a lower bound. At any
rate, given the magnitude of the required adjustrimethe CPI, the government would
have been well advised to let the nominal exchaatgeappreciate rather than keep it
fixed.

A year has elapsed since the third quarter of 200ihg which the CPI has grown by
about 30%. But, this is not all that happened.ddition, there have been negative
developments on both the domestic and internatiooats. Domestically, the protracted
conflict with the farmers that began in March dbtiiear has had a detrimental impact on
the fiscal and external accounts and on the stahitee government, which now has a
lower political margin of maneuver. Internationaliliye subprime mortgage crisis spread
into other areas of the global financial systensgagia sharp deceleration in growth that
could very well end in a world recession. Meanwife easing of monetary conditions

* The calculation is as follows: [(1+3.50) / (1+1)P5 1 = 1.20 or 120%.

® To arrive at the total gap, we must aggregatehtee individual components in a multiplicativeHam,
namely, [(1+0.40) (1+0.43) (1+0.10)] - 1 = 1.20.

® That level was ARS3.1/USD and ARS3.9/USD in bilatend multilateral terms, respectively.



designed to prevent a full-fledged recession dbbaj scale is raising international
inflation to levels thought improbable only a fevenths ago. It is therefore not
surprising that, in this context, Argentina—andparticular, the federal government—
has minimal access to international capital mar&atslocal investors are looking for
investment opportunities abroad. This has resutteddramatic shift from a positive to
negative capital flows as shown in the figure below
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It is therefore pretty clear that ERER=96 is nogena suitable assumption. Not only
FDl is at its lowest level since 2002 but, begimnirext year, the government will face a
daring problem rolling over its maturing debt. Alls indicates that, to avoid losing
reserves, Argentina will have to continue delivgriwin surpluses in the foreseeable
future. For this to happen, a combination of a appreciating RER, lower growth, and
fiscal adjustment is required. If there is no fisdjustment and the RER continues to
appreciate, the only way to equilibrate the balasfggayments will be via a strong
recession.

How about the Inflation Overhang?

The fact that there is no margin for real apprémaif the objective is to avoid a further
deterioration in the macroeconomic outlook imptiest, at a minimum, the RER is no
longer undervalued. It would be tempting to extfaf@from our previous analysis
linking RER undervaluation and inflation overhamgl aonclude that the end of
undervaluation also means the end of the infladerhang. But, unfortunately, nothing
would be farther from the truth. For even if theRRIS not undervalued anymore, many
other relative prices still are. These notablyudd the price of electricity, natural gas,
fuel, beef, milk and other dairy products, and alrand oilseeds. Should the
government allowed these prices to rise as needelitinate excess demand in their
markets (including by lowering export taxes), tHeERRwould become instantly



overvalued and real wages and pensions would saffbarp reduction. Adjusting the
nominal exchange rate, wages, and pensions inmsego the increase in local prices
would lead to an inflation spiral, which would feiésklf via a decline in the demand for
real money balances. Those prices that, in the gest/ more than the average because
they were not subject to regulations would now gless than the average, but they
would certainly not decline in absolute terms, leaeating an inflationary bias
proportional to the mean adjustment experienceth&yaggards.

Over the past few years, the conventional wisdoghhieeen that inflation could not
accelerate too much or too quickly because ofidwalf surplus. But, even if the
government found a way to maintain such surplusegfample, by tightening
government spending in nominal terms while inflatieduces it in real terms), there is
also the question of how the government will roodebt payments at a time when the
foreign and domestic demand for sovereign bondphssmeted. The answer is simple:
by printing more money or using foreign reservethia alternative is default, but let us
assume this does not happen).

Thus, even if the government manages to maintagaffidiscipline (a big if), it may not
be able to avoid expanding the money supply in ameathat ends up accommodating
the inflationary spiral triggered by price and &diberalization. If so, the rate of inflation
could be indeterminate. For this reason, it is fizalty impossible for us, now that the
days of undervaluation are over, to come up withiahated figure of the inflation
overhang. It, really, can be anything dependinp@n accommodating or less
accommodating monetary policy is. What is morerde#hat, if monetary policy is not
accommodating, a necessary condition for reducifigtion in the long run, credibility
becomes very important. Only if the governmentrigrgyly and credibly committed to
reduce inflation, the cost in terms of lost outpluteducing inflation could be minimized,
albeit not eliminated.



