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Martin Feldstein j

ARGENTINA’S FALL

Argentina’s fall; lessons from the latest financial crisis

RGENTINA’S 35 MILLION CITIZENS will not be the only ones to pay a
heavy price for that country’s latest economic crisis. The fallout may also radically
alter economic policies and political relations both within Latin America and with the
United States. It is already clear that Argentina will reverse at least some of the favorable
economic reforms introduced by President Carlos Menem in the early 1990s. Although
Menem’s reforms are not responsible for the current chaos, they area politically convenient
scapegoat. Blaming them also provides a rationale for renationalizing Argentine firms,
erecting barriers to imports and foreign investment, and increasing government spending.
The current crisis will weaken the prospects for the Mercosur trading arrangement
amongArgentina and its neighbors (Brazil, Paraguay, and Uruguay) and may kill any chance
of a general Free Trade Area of the Americas. Many Argentines are already blaming their
troubles on Washington, claiming that UL.S. policies got them into this mess and that the
United States then abandoned Argentina because, unlike Turkey, it is not of geopolilifﬂl
significance.
If other emerging-market governments misinterpret Argenti
100 might move away from the promarket policies that hold the best promise of raisi_ng i
future living standards. Gaining a better understanding of the real reasons for the Argentine
crisis is therefore essential. Doing so might help Argentina and other emerging COURES
tries avoid making the wrong policy choices in the future and reduce the risk of further
financial crises. I
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olicies caused the country’s economy to grow at a real rate of more than 7 percent a year
th rates anywhere during those years.

from 1991 to 1994, one of the highest grow
Argentina went further than any of those other countries, however, when it enacterd
a“convertibility law” that pegged the peso to the dollar at a one-to-one exchange rate and

stipulated that everyone had the right to convert as many pesos to dollars as they wanted.
To give credibility to that promise, the government provided that each peso in circulation
would have to be backed by a dollar (or similar hard currency) at the central bank, the so-
called currency board system.
I Menem and Cavallo’s strategy had succeeded, Argentina today would be enjoying
strong growth, low inflation, and financial stability. The Axed exchange rate could have
succeeded, however, only if the peso became competitive enough to generate more exports
than imports, so that the net foreign-exchange earnings could be used to pay interest on
the outstanding international debt. Although the one-to-one exchange rate made Argentine
products uncompetitively expensive, this could still have been remedied if productivity
had risen faster than wages, permitting Argentine prices to decline relative to those abroad.
Cavallo correctly foresaw that the combination of low inflation and market liberalization
would lead to a rapid growth of productivity. Although this was sufficient at first to lead
to both rising real wages and increased international competitiveness, eventually rigid
labor laws and strong union pressures prevented the further reduction in production costs
that Argentina needed to become competitive.

The pegged exchange rate prevented the adjustment necessary to shrink the current-

account deficit, but the combination of the currency peg and the rule against creating
pesos without [ oreign-exchange backing did achieve the price stability that was its original
purpose. To the average Argentine, the convertibility law made a peso “as good as a doilar’;
the two were fully interchangeable in everyday transactions.

Warning signs

Not everyone was convinced that the peso would remain fixed, however. Some worried

about what would happen if investors who saw Argentina’s rising current-account deficit
and its increasing foreign debt became nervous and wanted to convert their pesos 10
dollars. (See, for instance, my skeptical comments about the currency board system in my
“Self-Help Guide for Emerging Markets,” Foreign Affairs, March/ April 1999.) Although
the government had enough dollars at the central bank to back the currency in arculation,

it didn’t have nearly enough to cover ngs accounts

that individuals might want to convert. j.
still, in principle that disparity was nota problem. The currency board rules ensure

that as individuals began to convert their pesos into dollars, the central bank would shrink
sharply. Long before the central
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policies, buy they were inhereny in the currency board approach, The real problem with
| the IMF “r:onditionalily" in Argentina is that jt did not achieve the changes that were really
headed? lued if needed, especially the changes in such things as the constitutional revenue-sharing rule
Peg he knew that the peso had to be dev ue . and dhe level of Provincial spending that continye lo contribute (o (he budget deficit.
histicated Argentines and foreign mWSt?]l:ced without a continued masswet}‘fczs:l';;r; The mu!li-bi!lion-dnllar loans that the IMF gave 10 Argentina, !'urthcrmore, permittec
oop rrent-account deficits were to be‘re s into dollars and then to take e] bak Buenos Aires 1o postpone clea!ing with its fundamenta] problems anc abanrlonmg the
fUturZ‘:ll:'ertibi]it)' L Shl:"tdl:e]::r reserves at the Argentine cenltl'?l [':n; currency board., The [MF: clung 100 long to the belief thag the currency board system was
The c[' the country. The result was a IOSSI o tion would be necessary. Although adom::e that viable. It also wanted (o show support for Argentina because of that country’s previous
out ? it all the more likely that a deva'ua 01 gave a temporary boost to confiden shift to favorable market-oriented policies. It should be Possible, however, for the IMF to
Eal;mgl ational Monetary Fund (IMF) 131201 fed only a few months and the peso was show support for 5 country’s promarket reforms withoyt pouring tens of billjons of dollars
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; that breaking the peg and devalui gb fore the two currencies were tie y " What lessons can be learned Irom the Argentine experience? First, a fixe] exchange.rate
.re?]rm; that had plagued the economy nz_o with a long history ol'%aigh |.nﬂat10n :;:g" system, even one based on 5 currency board or other “hard” fix, is a bad idea thal‘is likely
o ience in 1999 had shown thata CO‘fl ‘:ﬂation by an explicit “mﬂatl?ﬂ targ sl to lead 10 an overvalyeq exchange rate, 5 currency crisis, and widespread defaulis, A
expe; a fixed exchange rate and avolt n terest rates whenever inflation lnﬂ_b.u market-determinec floating exchange rate js the only way to avoid these problems,
zban o:h to monetary policy — i.e., ralflr;,% :'_:r and the centrality of the CO.ﬂ_"e"“ Hity Second, substantia] foreign borrowing in dollars 5 5 very risky strategy. This jg
aPPW“a low “target” rate. But Argentina’s Sthag its inflation was more sensitive to any particularly true of short-term deby but is also 3 problem with longer-term borrowing.
poove derstandably made officials nervous dollar Itisa problem regardiess of whether the borrower js the government or the private sector.,
" urtlure from the fixed peg. holds and businesses had so muc:}-ld ) - Other forms of capital inflow, in Particular portfolio equity investments and direct
clepa;aeconcl because Argentine house dothat a devaluation would prompt wi besp';'his investments in plant and equipment, do not raise he problems associated with debt,
denominatezi debt, the government l[;car:i sing the peso value of outstanding dehit;) 8 Third, the opening of the économy to trade, the encouragement of foreign direct
kruptcies and personal defaults by r. vincial governments themselves, w of a investment, and the privatizing of state-owned firmg are desirable policies, Those policies
banbl:ri would also affect the central and pro n creditors that would become more did not cause or contribute (o Argentina’s crisis, and it would be 5 serious mistake (o
Er: large dollar-denominated debts to forelgas (;ollecte din pesos. o THE reverse them now in Argentina or any other emerging marke.
ad 1a . ince tax revenue w . - ve over time.
burden alter devaluauor;, sm:f:h < hope that the situation would 1m|:ll;:r o decline relative
a . i a
Finally, there #as cuggested that the dolar migh el Argentine product ol REVIEW AND bISCUSSION QU ESTIONS
large U.S. trade rrencies, Il that happened, The dollar (an
the European cu ) t did not happen.
to the yen a‘;ld ore comgeliﬁ"e internationally. But "h;:J 2001 . ) How did Argentina’s “overvalued fixed exchange rate” contribute 1o triggering its economic
become m;c f:so) continued to strengthen "’f g%oc:::s of the fund charge three d"';g: a crisis? And how dig the devaluation affect Argentina’s economy?
therefore the p the role of the IMF in ali of this? Cr ¢ o its policies; it forced ﬁ"ge_" it 2 Why did the depreciation of Brazi)s currency contribyte 1o causing the crisis in Argentina?
Wha.t wni adequately warn Argentina of the danges of recession before the crisis s 3 Aside from the Problems with the exchange rate, what contributed to triggering the crisis?
its stall did nc;.acti;lnary po]icies that led to thre_e yﬁar roviding a series of large Ioan-‘;l k. 4 What roje did the Internationa) Monetary Fung Play in Argentinats crisis?
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