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“Argentina is condemned to insignificance, probablgr ever”
Hans Tietmeyer, 9-17-2002

“Argentina’s recovery is under way”
Joseph Stiglitz, 9-20-2002

The quotes by Hans Tietmeyer and Joseph Stiglitzctevery different opinions on the

Argentine situation in September 2002. It is athdy were looking at two different

realities. How can it happen that two top-level exxp have so different opinions on the
same economy, at the same time? The reason, véelgethat while Tietmeyer was

focusing his attention on the change ®&onetary Regime that took place at the

beginning of 2002, Stiglitz based his comment @ndhange ifExchange Rate Policy

A balanced evaluation of the Argentinean Crisist thad its peak during the first
semester of 2002 requires looking at both, the ghasf Monetary Regime and the
change in Exchange Rate Policy that took place l&ameously. In this paper, | will
look at the Argentinean experience in the broadetext of the discussion on monetary
regimes and exchange rate policies in emerginga@uom@s.

Exchange Rate Policy

The discussions on Exchange Rate Policy in emergic@nomies tour around the
evaluation of advantages and disadvantages ofdigus flexible exchange rates. The
advantages and disadvantages of different exchageolicies come from looking at
the effect of the exchange rate on the domestaeprof goods and services. When the
main problem is inflation, most of the attentioneganto the general level of prices.
When the main problem is competitiveness, attensioifts toward the effect of the
exchange rate on the relative price of tradablsusenon-tradable goods and services. It
is then natural that when the target is to curlaiitn the preference goes in favor of a

! Paper written for the Latin America Tuesday Sematahe David Rockefeller Center for Latin
American Studies, Harvard University. An earliersien of this paper was published in Spanish
by Real Instituto Sebastian Elcano of Madrid in (ano Elcano America Latina 2002". This
paper draws heavily in a previous one written Jgintith Eduardo Cavallo and published in
French.



fix exchange rate regime while when the goal isréstore competitiveness the
preference shifts towards flexible exchange rates.

Unfortunately, the change in exchange rate polingeoan economy has solved its
inflationary problem but faces a competitivenessigr is most of the time very
traumatic. The entire monetary and financial crsese 1990 occurred because of the
shift from a fix to a flexible exchange rate polidyhe severity of these crises and their
consequences on future economic growth depend tipordegree of destruction of
financial wealth that they produce, as well asrtieffiects on the property rights of the
savers who invested their savings in that padiceatonomy.

The Crisis in Argentina at the beginning of 2002swarticularly severe and it may
significantly deteriorate the prospects of growtlgecause it provoked a terrible
destruction of both financial wealth and propeiights of savers. These side effects
were not so much the consequence of the changeeirExchange Rate Policy, but
much more the consequence of the dismantling oMbeetary Regime of the 90’s. By
the year 2001, Argentina could, and very likely adchange its Exchange Rate Policy,
but it should have never done it by destroying Mmnetary Regime that had allowed
conquering stability and growth during the 90’s.

The choice of the Monetary Regime

For any country, the choice of its Monetary Regiman institutional decision of higher
hierarchy than the decision on the Exchange RateyPo

A Monetary Regime is an essential part of the tastinal base of an economy. If an
emerging economy is unable to create a good curnegtme, it will thus lack financial
and capital markets that are essential for thenfimay of productive investment. With
those limitations, it will be difficult for such aeaconomy to achieve, simultaneously,
stability and growth.

A good Monetary Regime has to provide at leastameency to fulfill, efficiently, the
following roles: a means of exchange for every lafdnarket transaction (spot, future,
domestic, foreign) and a store of value. No doulé, best currency regime for a
national economy is that of the US today or thathef UK at the time of the British
Empire. The Dollar today as the Sterling prior ke tFirst World War is a global
currency accepted worldwide for every kind of tit®n and considered a secure store
of value. Nowadays, only Europe, as a Monetary brand eventually Japan if it
finally decided to internationalize the Yen, areaiposition to create such a Monetary
Regime. In the three cases, the currency allowdHherexistence of spot and future
markets of every imaginable kind, while long-termerest rates are close to some
concept of a "natural rate,” reflecting long terrpectations of price stability.

The monetary institutions that different counttiese adopted relate to their experience.
Countries with a long history of price stabilitycanesponsible monetary policy have



convertible national fiat currencies managed byepwhdent monetary authorities and
floating exchange rates.

Monetary Institutions in Emerging Economies

Countries that suffered inflationary processes entar difficulties to build monetary
institutions that will be trusted. To overcome thesfficulties these countries have tried
different institutional arrangements. The partitipa in an expanded monetary area is
the best example. Countries like Italy, Spain, Geeand Portugal could remove the
inflationary expectations from interest rates bipijog the Euro; hence, they were able
to benefit from a trustable currency and stable eteny institutions.

Nowadays, countries that are eligible to become bmem of the European Union
enjoy the prospect of joining the euro. But this\@d the case for emerging economies
that do most of their foreign trade with the USJapan, because neither of these two
leading nations have demonstrated any intentiorhadfing their national currency
regimes evolve into larger Monetary Unions. In deal world, a good way to move in
the direction of building a better International haary System, one that would
increase the prospects of stability and growthlierglobal economy, would be to have
the US and Japan demonstrate willingness to use therencies as the base for
enlarged monetary unions. In such a case, thegldpwg country commercial partners
would have the possibility of adopting the bestgilae currency regime. However, so
far, there are no signals that the US and Japarthik idea.

Not having the possibility of joining a monetaryiam the second best Monetary
Regime for emerging economies would involve theafse domestic currency different

from those used in foreign transactions, or sintpf/ adoption of the Dollar, the Euro
or the Yen for domestic transactions. Countries fimtl significant advantages in using

one of the three foreign currencies for domestndactions if two conditions apply:

they have large amounts of trade with one of threethmonetary areas and a long
history of inflation has prevented the creatiorfudfire markets and long term financial
contracts. Foreign currencies will free nationabremmies of inflationary expectations
and will allow the (immediate) creation of futurearkets that could not exist in an
inflationary environment.

This means that the long-term interest rate willnmech lower than otherwise. The
difficulty that these emerging economies may fatemthey adopt a foreign currency
relates to the inexistence of a central bank thay mct as a lender of last resort.
However, this might not be relevant in a contexerehmonetary institutions are not
credible enough, because in such scenario the ebasfcthe central bank to provide
lending of last resort would be very limited. Armsich financial crisis, there is only
demand for foreign currency, while increased supglyhe domestic one only feeds
hyperinflation. This explains why Panama, Ecuadod &l Salvador have already
adopted the Dollar as their currency, and why nufsthe economies in Central
America and the Caribbean will very likely purshe same course in the future.



When the second best Monetary Regime includes askicrcurrency, the economy has
to define two main features: the degree of conbiit{i between the domestic and the
foreign currency, and the degree of flexibility thie rate of exchange. If experience
allows a particular emerging economy to have aetwy-regime that combines the
maximum of convertibility with the maximum of excige rate flexibility, then there is
no doubt that the economy should choose full cdivkty and a free float for the
national currency. The UK, Switzerland, Canada,t@li®, New Zealand, Singapore
and a few other economies chose that path long ago.

Convertibility vs. Flexibility

The typical dilemma for an emerging economy thas had a long experience of
persistent inflation, and even worse, hyperinflatis how to deal with the trade off
between convertibility of the domestic currency #edibility of the exchange rate.

The degree of convertibility needs to be somewahstricted so that the Central Bank
has some capacity to conduct an independent mgnatéicy through the flexibility of
the exchange rate. Otherwise, everybody would bsefareign currency for most
domestic transactions, particularly those involviogg-term contracts. The typical
restriction to convertibility involves prohibitingnancial institutions from accepting
foreign currency deposits from residents and pightp them from lending
domestically in the foreign currency. As this liatibn to convertibility may generate
the flight of domestic savings in highly inflatiolyaeconomies, some additional
restrictions to transfer funds abroad normally aggany that prohibition.

These restrictions may impose significant distoion the economy, particularly if
residents interpret them as the government leaviegloor open for the imposition of a
future capital levy through sudden devaluation amfthtion. These distortions will
generate high long-term interest rates or, simihlg, inexistence of long-term savings
and financing. That is why some emerging econommag prefer, at least for a while,
to sacrifice exchange rate flexibility but to grdotl convertibility to their domestic
currency by managing it through a currency boartis Twas the case of most
economies in the world between 1870 and 1930, eatithe of the Gold Standard, as
well as Malaysia and Singapore immediately aftdependence, Argentina from 1991
until the end of 2001, and Hong Kong from 1983h® present.

In sacrificing exchange rate flexibility in favof full convertibility, the challenge is to
minimize the risks of ending up in a catastrophethef sort suffered by countries
participating in the Gold Standard in the thirteesd Argentina in 2002. The emerging
economies that choose full convertibility shouldt éxe fixed exchange rate as soon as
a persistent inflow of foreign capital calls for appreciation of the domestic currency.
Such a persistent inflow is an indicator that tlteremy is ready to combine full
convertibility of the currency with free floatingf éhe exchange rate. This is what
Singapore did in the early nineteen seventies.



Emerging economies that have had a history of tioflabut consider it too risky to
sacrifice exchange rate flexibility, particularligolse that are prone to suffer severe
external shocks, will probably try other institutad tools rather than full convertibility,
in order to lower long-term interest rates and enage medium and long-term savings
and financing. Chile, and to some extent Brazil afekico, have successfully used
financial indexation as an alternative to full certibility. However, whatever the
mechanism used to remove the distortions createddkyof full convertibility, crises
will be unavoidable if there is not enough fiscaaibline in emerging economies that
have a long history of inflation.

Recent Argentinean experience

In Argentina, the Convertibility Law characterizéte decade of the 90s.This law
secured a right that Argentineans demanded: th# tig use foreign currencies, in
particular the US dollar, to protect their savirgged to sign medium and long-term
contracts.

The Convertibility Law originated as Common Law ancountry with Napoleonic
Law tradition. Indeed, this law owed its initial ppdarity to the fact that it ruled
according to the already established customs gbdlople - &

Many scholars interpreted that the Convertibiligw_fixed the Peso to the US Dollar,
and therefore they frequently referred to the catilviéty Law as a “Currency Board”.

| explained in several occasions that the fixing waly temporary. The Convertibility
Law set a cap to the exchange rate pesos per sldiair it did not set a floor.
Consequently, the peso could have floated and elapee at times of strong capital
inflows. This characteristic created a natural ex@chanism from the fixed exchange
rate regime, without abandoning the convertibilgystem and, at the same time,
maintaining the enforceability of contracts madéoireign currencies.

In fact, in 1997, when Argentina had overcome tleguila Crisis and was growing

vigorously, the Peso should have begun to floatthAt time, the outcome would have
been an appreciation of the domestic currency, @odgress could have eliminated the
ceiling (1 to 1) without introducing any noise. Rbe astonishment of all of those who
confused the convertibility with a fixed exchangger system, Argentina would have
had convertibility with floating exchange rate, ey have it in most advanced

economies including Euroland, Canada, AustraligaGBritain and Singapore. The

case of Singapore is particularly interesting beeat dropped the fixed exchange rate
without eliminating the convertibility, preciseliirbugh the flotation, at a time that the
Singaporean currency needed to appreciate vis-teiSterling Pound.

Why Argentina did not let the Peso to float in 198fen that would have eliminated
the Damocles’ Sword of a traumatic devaluation? fda&son is political. By 1997, the
rivalry between Menem and Duhalde for the presidértandidacy of the Justicialist
Party 1999 had already unraveled. Both decidedé¢ate provincial public expenditure
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as a tool to win the candidacy. The appreciatiothef Peso would have stopped the
inflow of short-term capital and, therefore, finamgc the growing provincial
expenditure would have become more difficult. ladtef focusing on consolidating the
monetary system that had given back trust to Argeans, the Government facilitated
the financing of increasing fiscal deficits in tpeovinces. This created a problem of
excessive and costly indebtness that made the éxeldange rate unsustainable and, at
the end, destroyed convertibility.

To summarize, the convertibility and not the fixedthange rate was the important and
permanent necessary tool of the Argentinean econdihat was important for the
correct functioning of the economy was the freedfrohoosing currencies. During the
initial phase, the Currency Board that backed efigs with dollars at a fixed exchange
rate was necessary to recuperate people’s conBdendhe Peso. However, when
capital inflows became large, the Currency Boardab® unnecessary since the Peso
could have become a trustable currency due to nsfple management of an
independent Central Bank. Unfortunately, this oppaty of having convertibility
without fixed exchange rate was lost in 1997 anerdhe Russian and Brazilian crisis it
did not resurrect.

However, why regretting on the loss of the conbdity system? Why was important

for Argentineans the use of foreign currencies edimm and long-term contracts? Why
the Government does not obligate Argentineans\te Batheir national currency? The
answer to these questions is the clue to understeémat happened and what is
happening in the Argentinean economy. It is alse ¢b understand how Argentina can
achieve again sustainable economic growth.

Convertibility and Investment of the Nineties

The most important effect of the Convertibility Laiw addition to eliminating inflation,
was to foster investment. For the first time in jngears, national savings channeled
towards investment through the financial systems Tiad not happened before because
saving and lending in foreign currency was forbidde severely restricted.

When foreign investors realized that Argentineaesewnvesting in their own country,
they started to evaluate direct and financial ibwesits that were not previously in their
plans. This process was encouraged by a deep dmtieguof the economy and the
privatization of inefficient state owned corporaigo The deregulation and the
privatization process created investment oppotigsitor the private sector that until
that moment did not exist.

Annual Investment per capita
(in US dollars at 1995 constant prices)

Decade 80s 90s




Argentina 1,134 1,421
Brazil 843 909

Source: IMF-IFC CD-ROM. 2002 World Development Icators CD-ROM, World
Bank.

The largest investments went into the energy, pramation, communications, storage
and commercialization, financial services, miniragriculture and manufacturing
sectors. All the indicators of level and qualitysefrvices and goods reflected the strong
increase in investment. That would not have happértee Convertibility Law had not
protected property rights.

The comparison between the average annual peradapéstment in constant 1995 US
dollars in Argentina and Brazil demonstrates thatihcrease in investment was higher
in Argentina. In spite of Plan Real, financial imediation in Brazil continued along
the lines of the previous decades and, therefbeggetwas not significant increase in the
availability of domestic and foreign financing forvestment.

Productivity and Growth

GDP growth was higher in Argentina during the decatithe 1990s than in the 80’s
not only because investment was higher, but alsaus® productivity increased much
more than in previous decades. This difference sofmem the fact that the new
investment took place in a context of opening tkenemy to international trade,
deregulation and privatizations.

Growth accounting exercise

Argentina 1970 - 1990 1990 — 1998
Average annual GDP 0.7 6.3
growth

Average annual capital 0.9 0.6
stock growth

Average annual labor 0.9 1.4
force growtl»

Average annual total -1.1 4.3
factor productivity

growth




Brazil

Average annual GDP 4.9 2.7
growth

Average annual capital

stock growth 1.9 0.8
Average annual labor

force growth 2.2 1.3
Average annual total

factor productivity 0.8 0.6
growth

Source: IMF-IFC CD-ROM. 2002 World Development lcators CD-ROM, World Bank.

The table above shows that, during the 1990s, ptodity growth turned positive, and
significantly so, in Argentina. On the other hand, Brazil, during the 1990s
productivity growth was lower than for the averagfethe previous decades. These
figures suggest that the key to explain econombevtt in Argentina during the 1990s
is the growth in total factor productivity.

The opening of the economy would have been notilplessithout the credit expansion
allowed by the Convertibility. Without such creditcrease, the agriculture and
manufacturing sectors could not have invested w napital and technologies and
without these investments, the competition withefgn economies would have been
impossible.

Privatizations were possible because the Convityiliaw authorized medium and
long-term contracts in foreign currency. With thend inflationary experience of
Argentina and with so many distortions created l® ¢combination of indexation and
price controls it would have been impossible tansigncession contracts with 30 years
terms without the Convertibility Law. The deregudat that eliminated restrictions to
competition was possible only in a context of prtability. Under high inflation, the
competition would have been more than imperfect maty markets would not have
existed. Convertibility was crucial to restore gipafter the hyperinflation process of
the late 80s.

GDP and Exports by decades

Decade 80s 90s




Average annual GDP growth rates (Constant prices)

Argentina -1.5 4.6
Brazil 15 2.7

Average annual Export growth rates (Current US$)

Argentina 4.4 7.9
Brazil 4.5 5.8

Source: IMF-IFC CD-ROM. 2002 World Development Indicators
CD-ROM, World Bank.

In summary, the increase in investment, as wellpesductivity growth were a
consequence of the convertibility system, and itmeat and productivity growth
explain why Argentina’s economy performed so waellthe past decade. The table
above compares GDP growth and export performangegithe 1990s in Brazil and
Argentina. Evidently, during the 1990s the histafitend towards declining GDP and
Export growth reverted into rapid growth.

The causes of the recession that started in mid '98

Inflation disappeared and the Argentine econoneyvdiast during the 1990s. However,
the economy entered into a recession by mid 1998 sance then, it has not found its
way out. Is the convertibility system responsitde this recession? The answer to this
guestion requires an analysis of the relationskigvben convertibility, fixed exchange

rate and fiscal deficits.

The recession that started in 1998 had its originthie significant expansion of
provincial expenditures financed by local banksisTpolicy characterized the 1997-
1998 period when Eduardo Duhalde, current Presidet then Governor of the
Province of Buenos Aires, competed with the formegsident Carlos Menem for the
candidacy of the Justicialist Party for the nexdsmiential election. The huge assistance
provided by the banks to the provinces crowdedtbetcredit for the private sector.
This phenomenon increased after the Russian avisen the influx of capitals to the
emerging economies started to decrease.

The recession became more severe and less mamageabluse of the devaluation of
the Real in February of 1999 and the sustainededéegiiron of the Euro between 1999
and the middle of 2001. The fixed exchange ratiéh¢odollar did not allow the peso to
depreciate, as it would have happened in a floakwpange rate system. Consequently,
a deflation, imperative to reestablish long-terrmuikloyium of the relative prices
between exportable and non-tradable goods, aggaiae recession.
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An alternative to soften the deflationary impactloé depreciation of the Euro and the
Real would have been to adopt beginning on Janii@®@ the Dollar-Euro standard
instead of the original Dollar standard createdtlg convertibility. The authority
ignored this possibility by that time in a similaray in which they ignored the
possibility of floating by 1997. Only two yearse&ftin March of 2001, the Ministry of
Economy proposed and obtained the approval frong@&ss to change from the Dollar
standard to the Dollar-Euro standards. Howevergettenomy had already suffered the
deflationary effects of the strong devaluationhe Real.

In summary, the fiscal deficit originated in theparsion of the provincial expenditure
and the fixed exchange rate between the peso andadllar explains the recession and
deflation that the Argentine economy has sufferétices mid 1998. Was the
abandonment of the convertibility necessary toagetof the recession? Our answer is
no. On the contrary, we believe that abandoningctvevertibility to end the recession
was like demolishing a house to unblock a pipe. figlet approach to find a way to
eliminate the fiscal deficit and correct the relatprices without affecting the protection
that the convertibility offered to the propertyhtg of savers and investors.

The elimination of the fiscal deficit required theduction of salaries in the public
sector jointly with a restructuring of the publield that would imply a strong reduction
in interest payments, especially at the provindalel. With convertibility, and
consequently, without destroying the system of fmal intermediation based on
foreign currency, it was easier to obtain the réidndn salaries in the public sector and
the interest payments, because the maintenancenohatary and institutional stability,
would have allowed an ordered management of batbgsses.

In fact, the Congress passed a law that allowedetiection of nominal salaries in the
public sector and, if convertibility had continueithe Supreme Court would have
backed these decisions, in a similar way as itditl other salary reductions decided in
previous years. The banks, pension funds and lbockders of Argentine bonds
responded positively to the proposal to exchangegfaranteed loans (with lower
interest rates and longer terms} the old bondss Eiichange allowed the restructuring
of US$ 55 billion of public debt and saved 4 bifliof interest per year. This shows that
with convertibility it could have been possible finish an ordered process of debt
restructuring. In fact, the exchange of bonds imargnteed loans gave the government
the voting power necessary to impose the so cadgil consent clauses” on the old
bond contracts to discourage the non participatiothe coming exchange of bonds
held by foreigners.

The correction of the distortion in relative pricgsuld have come from persevering in
the elimination of distorting taxes, insisting witthe Dollar-Euro standard and
progressively moving towards flotation once redtired the debt and balanced the
budget. These circumstances would have existedhbybeginning of 2002 if the

institutional coup of December 20, 2001 had nouoe.
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The destruction of the convertibility by the condtion of devaluation, generalized
reprogramming of deposits in the financial systpesification of contracts, default of
the internal debt already restructured and ultefiatation of the peso implied the
demolition of the institutional and contractual ®ag the economy and a generalized
violation of property rights. Far from facilitatintpe fiscal balance, it made it more
difficult to achieve due to the pressure towards thcrease of public expenditure
originated in the devaluation and the additiondldaeconomic activity following the
collapse of domestic demand.

Prices of exportable goods went up and relativeegrireversed, the exchange rate
misalignment was larger than before, but in theogip direction. The credit crunch
and the difficulties for importing goods did notoaV a positive response of exports.
Import substitution was encouraged by the largealletion but it could turn out to be
inefficient and unsustainable under normal condgioSimultaneously, the fall of
domestic demand has been so large that the outomeleepening of the recession
never seen before in Argentina’s history.

The political discussion on unemployment and poveyt

In the years that followed the implementation af tonvertibility system, Argentina’s
GDP grew by more than 10 per cent per year. Sttishowed a substantial reduction
in the unemployment rate. Furthermore, the sigaificfall in the inflation rate
contributed to a sharp decline in poverty. Howeveese trends started to change in
1993 and 1995 for unemployment and poverty resgagti Since then, both problems
have shown a firm tendency to grow.

The discussion about the strategy to address threddems extended all through the
1990s. Those economists, like me, who were persuatat the opening and
deregulation of the economy, the privatization giel, and the protection of property
rights were the best instruments to ensure susti@reconomic growth, insisted that
labor, tax and welfare system reforms were necgs3&is was a key factor to allow
the growth in GDP to continue while allowing a retion in the rate of unemployment
and poverty. As far as labor deregulation is camegr we insisted to have more
flexible employment contracts. Regarding taxatiome proposed and started to
eliminate payroll taxes and other distorting tax@egarding the welfare system, we
demanded that provincial governments should consocial policies in a less biased
and more efficient way, especially in the fieldssdiucation, health care and social aid.

However, some other national leaders started toyldbr a “change of rules” referring
to the economic reforms implemented in Argentin@ulghout the 1990s as “the neo-
liberal model”. According to them, such policies dhdriggered the rise in
unemployment and poverty. Consequently, only “diag the neo-liberal model”
could reverse the negative trends of the lastdfal®90s. That meant, by destroying the
economic reforms. It was necessary to revoke thevé&tibility Law that had became
the epitome of “neo-liberal reforms”. The strongedvocates of this idea were Eduardo
Duhalde (Justicialist Party) and Raul Alfonsin (Ratl Party). Neither Alfonsin nor
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Duhalde had won in the election process in whiey throposed the abandonment of
the convertibility. Still, they thought that theadution of economic and social events
during 2001 proved them were right. Therefore, wbeinalde came into office with
Alfonsin’s support, he was convinced that his noissivas to repeal the Convertibility
Law and to “change the neo-liberal model”. Theyhbexpected that this would bring
down unemployment and poverty rates.

The professional discussion about the public delasind the currency regime

While the political arena showed different standp®iregarding the diagnosis of the
problem and the strategy to fight unemployment poderty, professional economists
discussed about the sustainability of the publizt @ad the currency board system.
The strongly opposing views about these issuesregated into two distinct groups.
On the one hand, there were those who supportddridation arguing that adopting
the US dollar as the only currency, the fiscal igigze would be enough to ensure the
payment of the debt. On the other hand, there Weee who recommended floating
the currency. Most of them thought that Argentitewd default on its debt and
restructure it compulsively. The former group engbed that by maintaining monetary
stability and servicing the debt confidence woueturn and interest rates would
decrease, enabling the economy to recover. Ther lgtoup considered that unless
relative prices of tradable goods increased, tlom@my would continue to be stagnant
and the country would no longer be able to ses/debt.

| shared most of the views held by the proponenhefflotation of the Peso. However, |
was also persuaded, as the supporters of dollanmgzathat if property rights of those
who had trusted in the country and saved locallseveeverely affected by a devaluation,
economic growth would not resume, no matter howdigpand firmly were relative
prices adjusted in favor of exports. For that reasdried to find a balance between both
positions. | tried to apply all possible non-momgteesources to correct relative prices,
without violating convertibility. Regarding the éxange rate policy, the plan was to
move into a more flexible system once the reductaninterests obtained after
restructuring the debt in an ordered manner woalcebalanced the budget.

Instead of forcing a change in the currency ofdbwetracts, towards either dollarization
or pesofication, the government wanted to preseygeple’'s freedom to choose
between the Argentine Peso and the US dollar fr thansactions. Unfortunately, this
idea lacked an adequate professional support, lgpdsecause both pesification and
dollarization advocates were focused mainly onlmatieabout the exchange rate regime
—currency board system versus floating exchange sgstem- rather than on the
monetary regime and the protection of property tagiifhe Convertibility Law had
provided the monetary system people demanded awey the proper fiscal conditions,
it was perfectly compatible with the two differeg®change rate regimes or even with
any other intermediate alternative.

An unfortunate tactical coincidence
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On November 1, 2001, | announced the two-phaseustgting scheme for the public
debt. Unfortunate, the political leaders who wantedchange the economic model”
and the economists and entrepreneurs who favodedauation allied to work against
the orderly restructuring. Some of the major magtisups subscribed to the ideas of
this virtual “tactical alliance”, since they thoughat abandoning convertibility through
devaluation would be a way of reducing their exisesindebtedness. Such strategic
coalition tried to gather support from both puldicd private debtors. After all, they
would all end in simultaneous and generalized dgfauhich would lead to a
substantial reduction in the real value of debts.

However, the national leaders, economists and gmeneurs who supported the tactical
alliance failed to see that creditors were not ftmteign financial investors” but also
actually millions of savers who had trusted in #egentine financial system and
millions of workers who contribute to the pensigrstem for their future retirement.
Measures such as the compulsorily rescheduling egfosits, the pesofication of
contracts originally written in US dollars and tlevaluation of the peso would
drastically affect property rights. They would tifere discourage investment and the
purchase of durable goods; furthermore they wotddte a sense of legal uncertainty,
that would lead to a virtual paralysis of the fineh system and consequently to the
saving and investment mechanism.

A further rise in unemployment and poverty

The measures carried out by Eduardo Duhalde's astraition -supported by Radl
Alfonsines. since January 2002 has extremely exacerbatedettession. This is the
reason why unemployment and poverty have risenrgatly. Was this situation
predictable?

It certainly was. For that reason, those of us wilaye in charge of governing the
country spent all the year 2001 struggling to avitid default on the debt and the
devaluation of the peso However, was there any better alternative than dhe
eventually applied? Was not the default and cugrenisis inevitable for Argentina?
Furthermore, had not this already occurred on Déeerh, 2001 when the government
imposed restrictions on cashing bank deposits?

The alternative was to continue eliminating thedlsdeficit by forcing the provinces to
reduce salaries in the same way that the Federat@ment did in July 2001 and by
cutting interest payment on public debt and by wlfg capital maturity dates. This
alternative certainly implied some degree of comapeiness and rescheduling plans, the
reduction of financial repayments. However, it vi@sessary to minimize the negative
impact on the property rights of savers, investord workers.

To halt the critical run on the financial systerom®& temporary restrictions on cash
withdrawal of deposits —which became knowncegalito- had to be implemented on
December 1, 2001. This implied only a temporaryti@dron transactions in foreign
currencies, similar to the ones imposed by semahtries between 1870 and 1930 via
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a measure called “suspension of convertibility’eTlrralito was a mere curb on cash

withdrawals and financial transfers abroad. In,fdefposits did not lose their value and
savers could use their funds to make payments withe country using debit cards,

checks and inter account bank transfers. Furthemthrese methods of payment
actually helped to improve tax administration. ffam aiming at a default on the debt

or the termination of convertibility, the corralifocused on preserving the value and
availability of savings while the government impkemted the debt restructuring process
and the national and provincial fiscal consolidatio

Why did Eduardo Duhalde’s administration, backed Rall Alfonsin, take such a
wrong path? My answer is that the professionaludison among the economists and
the lobby of heavily indebted media groups misleent to such an extent that they
truly believed that they were implementing “the g’ that would lead to recovery of
the economy, and would ease poverty and unemplayrirethis paper, | would like to
emphasize the role of professional economists awribators to the confusion of
national leaders.

“Right Prices” versus “Property rights”

Those who pointed out the recessive effects cabgethe divergence between the
prices of tradable goods and non-tradable onesmeemded the replacement of the
currency board regime by a free-floating exchangtesn. They thought that by setting
prices rightly, the economy would recover throughimacrease in the production of
exportable goods and the substitution of impoHowever, they did not realize that the
adjustment of relative prices via the destructidnthee convertibility system would
affect property rights in such a way that mediurd lmg-term contracts would become
highly unfeasible and saving inside the countrywadl as investment would almost
disappear.

At the same time, those who supported the defehsawers and financial investors’
property rights would be critical with any governmeaction tending to correct relative
prices without abandoning convertibility.In this context, it is understandable that
national leaders such as Duhalde and Alfonsin, kadob always favored a “change of
the neo-liberal economic model”, considered that wWas a good moment to reverse the
economic reforms applied.

The future

The destruction of the convertibility system puteart to the free selection of currency
and to the system that assured the respect ofrifieal currency of the contracts. The
change of conditions will surely discourage investinand productivity, two key
factors for sustainable growth. Difficulties to tunnvestment will limit economic
recovery through the promotion of exports and irhpabstitution.

The forecast can turn more optimistic if the follog/issues are addressed:
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1. The Supreme Court restores the Rule of Law degatime pesofication
unconstitutional.

2. The new government commits itself to rebuild theassary conditions to attract
new investment and to foster productivity, as was ¢ase during most of the
90s.

3. Welfare policies eradicate corruption, favoritismmdanefficiency and investment
in human capital reaches the poor.

Without any doubt, a challenge for the Argentineand for their national leaders is
daunting. Professional economists can help to dirstblution. They have to realize that
the strategy to promote exports cannot go agairggiepty rights of savers, investors
and workers.

The contribution of economists to Argentina’s itigtonal and moral recovery should
turn to rules and institutions capable of regairtimg balance of relative prices in a way
that does not violate property rights. Unfortungtehis is not the advice International
Financial Institutions give to emerging economiess 2001.

The opinion of the International Financial Institutions

The opinion of International Financial Institutioasd the economic profession on the
merits and pitfalls of the monetary arrangemenssideen changing.

Since the Mexican and Brazilian crises, they hagkndively disregarded the weak
pegs and have advised the countries to move toviexible exchange rates and to
organize independent Central Banks capable of cadimdy inflation targeting as
national monetary policy.

After the crisis in Argentina, the same institusoand economists are starting to
disregard strong pegs as well as partial and folladzation. Although they have not
been very specific on it, they have been pushing tlew monetary alchemy:
“Pesofication” or “forced de-dollarization”.

They are making a wrong reading of the Argentineasis. They are overlooking the
responsibility that the changes in monetary ingtihs had in making the crisis deeper
and more intractable.

What they do not realize is how important the dolkain each one of these emerging
economies as anchors for their monetary institgtiand as a way of protect the
property rights of savers.

Forced de-dollarization or Pesofication is a bad iga
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Forcing changes in monetary institutions to faaiét desired adjustments in relative
prices is a bad idea because it leaves the econeitmput reassurances of legal
protection for savings and destroys the mechanigras allow the mobilization of
domestic savings that in turn provides finandmrgdomestic investment.

The advice to transform dollar contracts into pesotracts at the exchange rate prior to
the floatation aims at preventing the insolvencyelbtors in dollars that follows a large
devaluation. However, because of the forced deadmdtion, the creditors, including

the holders of bank deposits, suddenly find th& ¢rrency composition of their

portfolios is not the desired one. Their attemptrebuild the desired Dollar-Peso

composition sharply increases the demand for doliarovoking a much larger

devaluation of the Peso.

In addition, most of the creditors will sue the aeb and the State to get their dollars
back. This adds uncertainty to the outcome of tholcy, including the budgetary
impact of the Pesofication.

The case of Argentina 2002 shows clearly that ttergt to set the “right prices” by
changing the monetary institutions of the 90’s haggravated the recession and
destroyed the “property rights” of savers.

No emerging economy should follow that strategy Wants to preserve the possibility
of renewing growth through investment and produtstincrease. Argentina itself will
have to work hard and soon to rebuild its moneitastitutions as to reassure savers the
protection of their financial wealth from arbitraciianges in the rules of the game.

Rather than banning the use of dollars for domdstancial intermediation and trying
to force the savings in pesos, the new rules ofgmae should enlarge the monetary
choices of Argentines. Facilitating the use of Bugo will give the Argentinean Central
Bank the possibility of having not only the Dollawt also the Euro as an institutional
monetary anchor. The Peso will also be availablerfedium and long-term contracts
after authorizing financial indexation.

If the Central Bank manages monetary policy in sackay that overtime Argentines
are convinced that the Peso provides as good pimteio their savings as the Dollar
and the Euro, they will probably end up using Pesusst of the time. By then
Argentina will have the monetary system that prisviai economies with a long history
of price stability.

If instead, Argentines are obliged to save in Pesws$ from time to time monetary
policy, like in the past, wipes out debts, the dopwill continue missing the monetary
and financial institutions that nourish economiowgth.

Lessons from the Argentinean experience
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This review of the recent Argentinean experienceannection with therisis of both
its Monetary Regime and its Exchange Rate Pdityw drawing lessons relevant for
emerging economies with a long history of monetarg financial problems:

1. In emerging economies where inflation did not dgstthe domestic currency and
de facto Dollarization was not extensive, it is gbke that the use of price
adjustment clauses will allow the existence of mediand long-term financial
contracts denominated in the domestic currencyleGhithe best example of this
alternative.

2. However, in Countries with a very high degree offdeto Dollarization that in
order to allow the expansion of domestic finanoi&rmediation decided to enter a
Monetary Union or to allow free choice of the cmog to the residents, any later
decision to force Pesofication will only generataas.

3. When the possibility of entering a Monetary Unigaway to get a unique high
quality currency does not exist, the alternative high quality foreign currencies in
competition with the domestic currency will allowet existence of every kind of
financial contracts. This means that it will stidle possible to enjoy a large
expansion of domestic financial intermediation thit create credit and provide
financing for investment.

4. If in order to create domestic demand for the lanalrency in competition with
foreign currencies it is necessary to create aeoglr board with fix exchange rate,
this regime should be transitory and once inflaticdappears, it is very important to
take advantage of the earliest opportunity of fataste conditions for exiting the fix
exchange rate. They will come when there is a Bggmt inflow of foreign capital
and the floating of the currency will generate @itial appreciation.

5. To reduce the risk of vulnerability to foreign skechat call for a real depreciation
when the nominal exchange rate is still fix, itvery important to avoid excessive
public debt accumulation.

6. When a strong external shock makes it impossibbe/tod devaluation, prior to the
change in exchange rate policy it is very import@ntichieve fiscal balance and
extend the terms of the debt in order to reduce risk of exchange rate
overshooting.

7. The Monetary Regime should always protect savedscagditors in general. Forced
Pesofication is not a feasible tool to solve aigrig\ny help for private debtor
should never come from destroying the financialltheaf the savers that trusted the
monetary and financial institutions of the country.

8. Once the local currency starts to have a flexilaliation, price indexation becomes
a necessary condition to allow the existence of iamedand log term financial
contracts denominated in the local currency. Tomlination of price indexation
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and responsible management by the Central Bankarfeltdry Policy may shorten
the period that will be necessary to improve thali of the local currency as to
make it the preferred choice of local economic &geithis, after all, is the decisive
test for the graduation of any Monetary Regime.

il See Dier Welt, Germany, 9-16-2002

[2 See El Pals, Spain, 9-20-2002

Bl From a historical perspective, the 90’s decaddrigentina’s began on April 1, 1991 and ended on

December 22001

4l The popularity of this law came clearly out in gvelection since its promulgation, including thastl

one in October 2001. In a debate about this iskuwardidates to senators for the Federal Dishéxtked

the maintenance of the Convertibility law.

Bl Hernando de Soto, a Peruvian studious of the apeous organization of “Pueblos Jévenes” of Peru,

concluded that formal legality of underdevelopedtdes prevents families operating in the informal

sectors to make their contracts worth and to defieaid property rights. He recommends the creatioa

new legality, one that imitates the spontaneousmeocreated by these people. In this way, these

marginalized communities could start enjoying tlemdfits of access to credit and the benefits of an

economy capable of accruing wealth and growthhihdase of Argentina, allowing the use of foreign

currency proved to be the best way to incorporailéoms of Argentines who until then, in order to

protect themselves from inflation and hyperinflatioy chaos, had saved and invested in foreign iocyre

and had been outlawed in the informal sector. See&hdo De Soto’s book entitled “The Mystery of

Capital”, Basic Books, New York, 2000.

6l See Cavallo, Domingo in collaboration with Soniavallo “Lessons from the stabilization process in

Argentina” in Symposium on Achieving Price Stapilittackson Hole, Wyoming, Federal Reserve Bank

of Kansas City, 1996; also “La Qualite de la MomiaEconomie Internationale, N. 80- 4 trim 1999-

Paris 1999; Cavallo, Domingo Felipe y De Pablo,nJQarlos, “Pasiéon Por Crear”, Editorial Planeta.

Buenos Aires, Argentina, 2001.

[ Based on the Solow growth equation: TY/Y = a*(TKK)X1-a)*(TL/L) + (1B/B), where (TY/Y) is

output growth, (TK/K) is growth in the capital skogfL/L) is growth in the labor stock, and (1B/B)

total factor productivity growth. “a” is the factehare income for capital and it is assumed todoeleto

1/3. The methodology follows closely: Jones, Cleaile(1998) “Introduction to Economic Growth”,

W.W.Norton & Company, Ins. New York. USA.

Bl weighted by a=1/3

Bl weighted by 1-a=2/3

191 5plow residual

1 For a description of the origin of Eduardo Dulegddgovernment, see “An Institutional Coup”, by
Domingo F. Cavallo, at www.cavallo.com.ar

121 For a description of this situation, see “ThehFitp Avoid Default and Devaluation”, by Domingo

F. Cavallo, at www.cavallo.com.ar

13l Joseph Stiglitz has recently pointed out in diclarthat such situation was certainly going t@en.

Moreover, that it is already happening! See “Laipsracion Argentinagl Paisnewspaper; Spain;
September 20, 2002.

41 Consider the arguments of those who praised “dpdlion” and criticized convertibility, the

inclusion of the euro, and the successive attetgpteschedule debts.
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