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The discourse surrounding Argentina’s recent travails has validated George Stigler’s
observation that “the quality of controversy is not only low but in fact declining….”2 The
anointed—to use Thomas Sowell’s3 expression—have become instant experts on Argentina.
Indeed, they have built a flourishing cottage industry that has spun an Argentine story based on
preemptive rhetoric and a disregard for factual evidence. The overriding lesson to be learned
from the musings of these so-called experts and camp followers in the press is caveat lector.

Assertion 1—The anointed assert that Argentina employed a currency board from April
1, 1991 until January 6, 2002, and that it tied the hands of the central bank and caused Argentina
to plunge into economic chaos.

To put an end to monetary mischief and rein in hyperinflation, Argentina established an
unorthodox currency board system on April 1, 1991. Argentines called the system
“convertibility,” an uncommon term for an unusual system. Convertibility maintained a fixed
exchange rate between the peso and its anchor currency, the U.S. dollar, on the spot market. That
nominal anchor checked inflation: the consumer price index at the end of 2001 was about where
it was in 1994.

Convertibility was not trouble-free, however. Indeed, its deviations from currency board
orthodoxy allowed it to behave more like a central bank than a true currency board in many
important respects. 4  Under currency board orthodoxy, a floor and a ceiling of 100 percent and
110 percent, respectively, are typically mandated for the foreign reserve cover of a board’s
monetary liabilities. Furthermore, a board’s net domestic assets are frozen. Accordingly, an
orthodox currency board has no latitude to sterilize foreign currency inflows or offset outflows
and cannot engage in discretionary monetary policies. With the convertibility system, there was a
floor under the foreign reserve cover, but no ceiling. Moreover, the central bank’s net domestic
assets were not frozen. Consequently, the convertibility system had the ability to sterilize inflows
of foreign currency and offset outflows.

Argentina’s central bank used the powers granted under convertibility liberally. Indeed,
in virtually every month of convertibility’s existence, the central bank sterilized or offset changes
in its foreign reserves, and in most months after 1994, these powers were used aggressively. For
example, foreign reserves fell by 12 billion dollars over the course of 2001, and 122 percent of
those foreign reserve outflows were offset by increases in the central bank’s net domestic assets.
Contrary to the musings of most observers, the central bank under convertibility engaged in
super-activist monetary policies, particularly after 1994. In that time period, the net domestic
asset position of Argentina’s central bank was over six times more volatile than that of Chile’s
central bank, which has an independent monetary policy and is operating under a floating
exchange-rate regime.

In addition to a hyper-active monetary policy, the central bank under convertibility
engaged in a wide range of other activities—including lender of last resort liquidity operations
and the regulation of commercial banks’ reserves—that are prohibited under currency board
orthodoxy. Indeed, each quarter the central bank publishes a “Bulletin of Monetary and Fiscal
Affairs,” and each issue, from the inception of convertibility until its demise, contained a long
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list of measures that were taken by the central bank. If the central bank would have been
operating as an orthodox currency board, these pages would have been blank.

And if these deviations were not bad enough, Argentina’s former economic czar
Domingo Cavallo announced on June 15, 2001 that, starting on June 19, 2001, Argentina would
abandon its unified exchange rate of 1 peso for 1 dollar and replace it with a multiple exchange-
rate regime.5 With that, convertibility lost what little semblence it had to a currency board
arrangement.

Lesson 1—The anointeds’ attack on what they assert was an Argentine currency board is
a case of mistaken identity. Currency boards are monetary arrangements that many anointed love
to hate. With the collapse of convertibility—a system which originally had, at most, some
currency board-like features—the anointed took license to lay the blame for Argentina’s
problems squarely at the feet of currency boards. If the anointed had bothered to read the
Convertibility Law, the central bank’s “Bulletin of Monetary and Fiscal Affairs” or the central
bank’s balance sheet, they would have concluded that convertibility was never an orthodox
currency board.6 Instead, convertibility was nothing more than a pegged exchange-rate regime
that allowed a hyper-active central bank—forget tied hands, please—to engage in monetary
policies that conflicted with its exchange-rate policies. And like most of these arrangements, it
was fatally flawed and ultimately collapsed. A proper diagnosis of the convertibility system
would have led any informed and objective observer to conclude that the rules of the game
contained in the Convertibility Law of 1991 were flawed and that subsequent transgressions
from currency board orthodoxy led to convertibility’s eventual demise.7 But who wants to let
factual evidence get in the way of an opportunity to malign currency boards?

Assertion 2—The anointed assert that the peso’s one-to-one link with the dollar under
convertibility left the peso overvalued, rendering Argentina uncompetitive and causing a
prolonged economic slump.

Does the story withstand examination? A classic sign of uncompetitiveness caused by an
overvalued currency is declining exports. But Argentina's exports increased every year during
convertibility except 1999, when Brazil, its largest trading partner, suffered a currency crisis.
Exports during the first 11 months of 2001 were about 3.2% ahead of exports during the same
period in 2000.8 Considering that estimated real growth in world trade was only 0.9% in 2001,
Argentina's export performance was relatively strong. Indeed, the export sector has been one of
the few bright spots in the Argentine economy. If the rest of the economy had been growing as
fast as the export sector during 2000 and 2001, Argentina would not have experienced a
recession.

In an attempt to bolster claims of overvaluation, some observers asserted, on the basis of
taxi rides from the airport or other casual impressions, that prices were high in Buenos Aires, and
that high prices were evidence the peso was significantly overvalued against the dollar. A Union
Bank of Switzerland survey of prices in 58 of the world's largest cities found that for a basket of
111 goods and services, weighted by typical consumer habits - including three categories of
house rent - Buenos Aires ranked 22nd, about midway between the most expensive city, Tokyo,
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and the least expensive, Bombay. The survey also found those taxi rides that were allegedly so
expensive cost about 8% less than in Rio de Janeiro.9

There are other indicators that contradict the overvaluation story. For example, the
Economist magazine's Big Mac Index indicates that the peso, before its devaluation, was 2%
undervalued. And although the Big Mac Index, as well as more sophisticated estimates of
equilibrium exchange rates, should be treated with great skepticism, a recent careful study of the
matter using data from 1993 to 1999 indicates that the peso was always within 6% of its so-
called fundamental equilibrium real exchange rate.10

Lesson 2—Unfounded claims by the anointed take on a life of their own. Even though
the overvalued peso story doesn’t hold water, there is a moral to the story: If you are “politically
correct,” being factually incorrect doesn’t matter.

Assertion 3—The anointeds’ solution to the alleged problems created by assertions 1 and
2 was a devaluation of the peso a pesofication of the economy. According to the anointed, that
quick fix would do the trick.

Needless to say, the quick fix has resulted in little more than a river of tears. President
Duhalde chose to abandon the convertibility system by decree on January 6, 2002, pesofy the
economy and bank balance sheets asymmetrically, and eventually float the peso on February 12,
2002. It is important to stress that the Duhalde devaluation was more than a garden-variety
devaluation because convertibility’s redemption pledge—the government’s legal obligation to
redeem 1 peso for 1 dollar—was broken. Even though the Argentine courts subsequently ruled
(September 2002) that the pesofication of the economy and devaluation were illegal, a
confiscation of peso holders’ property ($17.8 billion) occurred in January 2002, and economic
chaos ensued.

Exports, which were supposedly being held back by convertibility’s “overvalued” peso,
have declined by 7 percent during the first six months of 2002 compared to the same period last
year. The 70 percent devaluation clearly hasn’t worked its much-advertised magic.

Prior to the suspension of internal convertibility (the so-called ‘corralito’) and the
asymmetric pesofication of bank balance sheets, the Argentine banking system was robust.
Extensive foreign ownership, regulations that required a high level of capital, and prompt action
to close insolvent banks made the banking system much stronger than it was when the tequila
crisis hit in 1995, rendering it one of the most robust in Latin America. The Duhalde
administration, however, reversed all that when it decreed the asymmetric pesofication of bank
balance sheets. Under the terms of pesofication, dollar reserves were seized from banks and
converted into pesos at the rate of 1.4 pesos per dollar. Bank loans made in dollars were
converted into pesos at one peso per dollar in a populist move to reduce consumers’ personal
debt service cost. Finally, bank deposits made in dollars were converted into dollars at the 1.4
peso per dollar rate. Unable to withdraw their deposits, Argentines have seen their savings
disappear as the peso-dollar exchange rate has depreciated roughly 70 percent since the
beginning of the year. The impact of these measures on the banking sector was considerable. The
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windfall loss from the measures immediately following their implementation exceeded the
capital of the consolidated banking system.

The banking system remains under considerable stress. The following table shows
statistics of the Argentine financial system as of August 30. All the key figures have deteriorated
since the convertibility system was abandoned. Bank deposits, which amounted to roughly $70
billion in dollar terms in mid-November 2001, now stand at 66.3 billion pesos, or $18.31 billion
in dollar terms at current exchange rates. Bank reserves (technically known as liquidity
requirements) have fallen from 12.7 to 8.6 billion pesos (or $12.7 to $2.4 billion in dollar terms,
or a fall from 18.1 to 13.0 percent of deposits).

The decline in bank deposits and reserves has put pressure on the banks to reduce their
lending. Loans, which peaked at $77.8 billion in dollar terms in December 2000, now stand at
69.2 billion pesos, or $19.1 billion in dollar terms. As a result of this decline, interest rates are
very high. The overnight interest rate was 39.1 percent per annum at the end of August, and the
prime rate was a stiflingly high 90.5 percent at the same time.
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Table: Key Statistics of the Argentine Financial System,  August 30, 2002

Central bank (BCRA)—amounts in billions of pesos

Assets Liabilities
“Pure” foreign reserves 32.949 Peso notes and coins held by public* 13.270
Argentine government bonds NA** Peso notes and coins held by banks* 1.646
Reserves against government deposits .324 Peso deposits of customers* 6.367
Rediscounts to banks 16.971 Dollar deposits of customers* .189
Net of repurchase agreements* 4.131 Government deposits .324

*Items comprising monetary base (liability items – asset items =  17.341 billion pesos).
Foreign reserve coverage of monetary base =  52.5% (Foreign reserves converted at August 30
exchange rate of 3.62; this coverage ratio implies dollarization would be possible at an exchange
rate of 1.91 pesos per dollar).
**Data on Argentine government bonds ends on February 11, 2002. On that date the value of
bonds held by the BCRA was 8.721 billion.

Financial institutions—amounts in billions of pesos

Assets Liabilities
Loans to private sector in pesos 64.376 Dollar deposits 1.013
Loans to private sector in dollars 4.861 Peso deposits  65.271
Peso vault cash*** 1.646
Dollar vault cash*** .396
Peso deposits at central bank***  6.367
Dollar deposits at central bank***  .189

***Items comprising bank reserves ( 8.598 billion pesos).
Ratio of bank reserves to deposits =  13.0%.

Interest rates

Overnight interbank rate  39.1%
Prime rate 90.5%
Note Some assets and liabilities are unlisted, hence assets may not equal liabilities.
From Banco Central de la República Argentina, Boletín Estadístico del Banco Central de la
República Argentina, available at  www.bcra.gov.ar.
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The confiscation of private property and the collapse of the banking system and ensuing
credit crunch have decimated the economy. Indeed, industrial production has fallen by 15.5
percent during the first eight months of 2002, and consumer confidence is at an all-time low.

Lesson 3—When offering advice, do no harm, please. And if things don’t go according
to plan, at least have the courage to acknowledge it. Alas, as Thomas Sowell recounts in
excruciating detail, the teflon prophets typically commit both vices. The deafening silence of the
anointed following their Argentine follies is par for the course.

Assertion 4—Dollarization—the liquidation of the central bank and replacement of the
peso with the dollar—was a solution embraced by extremists and was not feasible.

The use of a word like “extremists” to characterize a man and his position—an old
rhetorical trick often employed by the anointed—is used less to describe a position than to
dispose of it. Indeed, the purpose is to put views—like dollarization—outside the range of
normal discourse.

And for good measure, you can deep six an option by simply stating that it’s not
technically feasible. This is what the IMF, and especially its first managing director Anne
Krueger did. When asked about the dollarization option for Argentina at a press briefing on
January 11, 2002, Krueger responded, “Well, my understanding at the moment is that
[dollarization] is technically unfeasible. So I don’t think the authorities are thinking about it; I
don’t think we are thinking about it.” With that statement, the IMF dismissed the possibility of
dollarization. This meddling in the internal affairs of Argentina also made a sham of the IMF’s
campaign to foster local ownership of economic policies.11

If that was not bad enough, the facts did not support the IMF’s position. On January 10
the central bank had “pure” foreign reserves equal to $14.75 billion and 3.93 billion pesos in
overdrafts and rediscounts to banks which were fully collateralized by publicly traded securities
assessed at market value. Unless the central bank was cooking the books—or the IMF knows
something that we don’t—those two categories of assets would have been more than adequate to
cover the central bank’s 17.92 billion in outstanding peso liabilities at a one peso – one dollar
exchange rate.12

The case for dollarization is stronger today than ever. Unofficially, Argentina has a
bimonetary financial system in which the dollar circulates alongside the peso and the value of the
dollars in circulation is 5.8 times larger than the peso monetary base at the current exchange rate
of 3.6 pesos per dollar. Given the current foreign reserves at the central bank, the peso could be
liquidated at an exchange rate of 1.91 pesos per dollar and the economy could be dollarized.
This, combined with off-shore banking, could give Argentina the confidence shock it so
desperately needs. Argentina has never had a stable central bank-issued currency.13 Indeed, since
the central bank was established in 1935, the peso has depreciated against the dollar by a factor
of 10.86 trillion. Consequently, Argentines do not trust the peso. To eliminate the possibility of
more Argentine monetary mischief and restore confidence, the central bank should be liquidated
and its power to issue currency should be repealed.
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Lesson 4—The IMF’s patina of technical competence is often thin. And contrary to its
public pronouncements, the IMF’s mantra of local ownership for economic policies is a sham.
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